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Chairman:
Vivian. OK, Mr BAILEY.

Mr. Paul R BAILEY, Member of the Commission and Executive Director, Securities and

Futures Commission:

| will answer the question as far as the SFC is concerned. | will stress that under
section 188 that it is adiscretionary power and in the situation that — | only got the first part of
it because | did not get the trandlation, but as far as | understand it, the question is what would
happen if there were severa directors. Because it is a discretionary power, it therefore does

not mean that the revocation or suspension will automatically follow. In reaching any
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decision on this matter, the Commission would look at all the relevant circumstances and the
matter in particular, whether the person in question has a key position in the organization,
whether or not the company can function without him and whether or not there is a suitable

replacement.

| think on that particular point, it would be logical to say that if you had two or even
three responsible directors who were running the company, you certainly would not have to
revoke or suspend the company. In those grounds it would look to resolve the matter and
perhaps find someone to replace the person whom had became mentally incapacitated for any

reason.

| would stress thisis purely a discretionary power. | think the Commission would

act in the circumstances appropriately.
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Chairman:

Mr BAILEY.

Mr. Paul R BAILEY, Member of the Commission and Executive Director, Securities and

Futures Commission:

Can | stress again that thisis the existing law. It is protective in nature and as far
as | am aware, it has never been actualy used in the past. It is purely there for protective
purpose, to protect investors. | would stress again that it would only be used in exceptional
circumstances. | would have thought in any case, there would be a resolution whereby you
would be able to allow the company to carry on business either by appointing another director
or the existing directors, who were not mentally incapacitated, to take over the responsibilities.
Itis, therefore, investor protection and | would personally think the likelihood of it ever being

used is pretty remote.
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Mr. Paul R BAILEY, Member of the Commission and Executive Director, Securities and

Futures Commission:

Chairman, | would again just stress that thisis a discretionary power. If you had a
non-executive director who had little or no responsibility within the company, the
Commission would have to take that into consideration and the chance of it taking action
under this provision, | would have thought, would be quite remote. Every case would have
to be considered on its own merits, especially as regards to the responsibilities of the directors.
| would take your point that as a non-executive director, it would really depend on if he did
have any duties, the Commission would not exercise this discretion under this provision. It
would just let the company resolve the matter and perhaps appoint another non-executive
director in his place. Again, | would stress that the whole basis of this provision is

discretionary.
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KAHEB N T~ZiEH - Mr Bailey, do you want to supplement?

Mr. Paul R BAILEY, Member of the Commission and Executive Director, Securities and

Futures Commission:

| will just answer that.

| think you haveto look at it in the context. It goes back to the point: you have the
director has action taken against him firstly and then you have to look at the position of the
director in the licensed corporation.

If the loss of that director in the licensed corporation would affect that business of

the corporation, then there has to be a provision to take action to protect investors from that

corporation carrying on business.
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Personally, as | said before, | think the chance is this is quite remote but there could
be remote situations where this is required because the company acts through its directors. If a
director with a large responsibility who is suddenly found incapacitated for whatever reason,
whether it be mental health or anything else, there has to be a provision to take action against
the corporation to protect investors if that corporation cannot act properly without this

director in place.

In practice, one would seek to remedy a situation like this, as we have done many
times in the past, where you have actually taken action against a sole proprietorship, we have

actually tried to incorporate that business and get responsible directorsin.

| do not think there would be any difference in a case like this. If you had a
corporation where there was a director incapacitated and even if that were going to affect the
company for a short time, we would try and resolve the issue by getting the company to
appoint another director to take his place and resolve the matter.  So | think this meant as far

as the corporation and investor protection, the chance of it being used is quite remote.

But | think the action against the director has to be looked up in the context of the
corporation itself because the corporation has to have directors to function properly. That is
the explanation. That, as far as | can see, we have to have this provision, even though it is
barely used. Asfar as| can see you have to have it — in the remote case where you would

have to look at investor protection.
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Mr. Paul R BAILEY, Member of the Commission and Executive Director, Securities and

Futures Commission:

In a licensed corporation, you have to have licensed individuals to run that
corporation and amongst those licensed individuals there will be responsible officers who will
normally be directors. So you actually have the position where directors are actually taking
active part in the business of the licensed corporation within their own right be registered for

licence as representatives.
So clause 188(a) would cater for the director who was licensed in his own capacity

and as a director of that corporation and then the corporation itself would be a licensed entity

aswell.
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Mr. Paul R BAILEY, Member of the Commission and Executive Director, Securities and

Futures Commission:
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| think this actually adds into the law something which isin existence. It actually
gives clarity to matters which the Commission could consider and | think if the director was
mentally incapacitated, it would have a relevance to the company. | would add that as far as
any action under this path is concerned, there would have to be due process. You have to
give a chance to a person to make representations to have a reasonable hearing. Of course

any action under here would be appeal able to the SFAT.

So there are checks and bal ances that the Commission has the discretion first of all
and that is going to be to take action under this provision and if it was going to take action, it
hasto give due process. Thereisan appeal mechanism asfar asthat action is concerned. It
does add clarity to matters that the Commission can take into account rather than having the

vague concept of al this fitness and properness.
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Chairman:

Mr BAILEY.

Mr. Paul R BAILEY, Member of the Commission and Executive Director, Securities and

Futures Commission:

Can | just say that as far as the fines are concerned, it is only one of the penalties
that the Bill proposes to be available to the SFC, in the case of improper conduct by

intermediaries.

| would stress that the maximum fine of ten million dollars or three times profit
gain loss avoided, is the maximum. When the working group considered in draft guidelines,
and | would add that there were two of your constituents on that working group who had input
into them. Out of the things that was actually put in at the instigation of the working group
was the statement — the more serious the conduct the greater likelihood that the SFC would

impose the fine and the size of the fine would be larger.

So | think implicit in that, if you actually get a minor conduct, you would not
necessarily be looking at fining in every instance and other remedies such as reprimands

which you could use in those circumstances. So these guidelines are available, they have
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been put out for public consultation. As | said, they are actually produced with a working
group from a broad base of market practitioners, including small brokers, large brokers and
even the Consumer Council. | think that asfar as | could say, the working group were pretty
satisfied with what came out as the draft and of course, we will see when the consultation
period finishes on the 11" May, the comments on that and we do appreciate market

participation in this.

It does set out the considerations, the seriousness of the matters and all sorts of
considerations the SFC will have to take into account before coming to a decision whether or

not to impose afine, and if so, how large that fine will be.

As| said, for aminor conduct, | think you have got the other penalties of reprimand
which probably would be used and that of course, can be private or public. The fining tends
to be an intermediate sanction between the reprimand and the suspension where a suspension
could be too draconian. And of course the other one is if the person is involved in, for
example, rat trading, which is quite reprehensible conduct. One would not expect a person
to be able to benefit from that conduct and this would give us a means of fining on the basis
of that conduct because the other element of it is profit gained or loss avoided. So whether a
circumstance is a misappropriation or there has been conduct which has disadvantaged clients
of a broker, there is a provision of using this fining power to take action in that regard. As|
said, for minor conduct, my personal view is the fines would not be used very much and of
course, we would be guided by these guidelines. | think, subject to my legal adviser telling
me, | understand that guidelines will be binding on the Commission and they will also have to
be taken into account from the SAFT. If we do not follow the guidelines, in coming to a

disciplinary decision, then we could be subject to appeal.

We have to look at these guidelines on every case if we are going to impose a fine.

If we don’t, then we can certainly be subject to scrutiny.

ZHE -
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Mr. Paul R BAILEY, Member of the Commission and Executive Director, Securities and

Futures Commission:

When the working group considered the possibility of atiered system, in fact it was
decided by the group, that it was not the practical solution. There are, in fact, many different
types of conduct that can vary in degree in the same type of conduct. If you take for
example, failing to keep proper audit trail in a broker, that can have dire consequencesif it has
been a failure resulting in misappropriation, or it might be an inadvertent failure, which would

at the most require a private reprimand.

The working group, when they considered the guidelines, did take into account and
did consider the possibility of atiered system, and actually considered that it would be better
to put out broad brush guidelines which the Commission would have to be bound to, for the
matters to take into consideration on a case by case basis, given the wide variation of the

different types of conduct which could actually fall under the same category.

In the United States, as far as | am aware, the penalties are per violation. In fact

the penalties can actually come up to a much larger amount than the actual amount pursuant
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per violation. Infact | think the one | recall is Summer Henry Koffer. | think it was a case
done by the Commodity Futures Trading Commission. That went into, | think, tens of
millions of dollars in fines, because it was a multiple violation. This is subject to my
memory, of course. | would say that we did consider a tiered system, and because of the
conduct involved and the wide variation of degree of conduct on what basically could be put
under the same category, did not makeit apractical solution. So the working group, as| said,
which comprised members throughout the industry, agreed that we should try and do the
guidelines on the principles of setting out matters that must be taken into consideration and
the guidelines set out as general considerations, and then specific considerations. They go

into three pages.

| just cleared it with Vivian. | would have no objection. We can give you a copy

of the guidelines which are out for consultation at the moment, if you would like it.

Z/E -

H B Byworking groupsz & 8 A 4= 5 2

Mr. Paul R BAILEY, Member of the Commission and Executive Director, Securities and

Futures Commission:

Of the working group? We have representatives from different brokers. We have
the large intermediary representatives from the large American houses. We then have
smaller brokers. We have them from quite small brokers, infact. Then we have them from
the intermediate sized brokers, which would be in-between the large American houses. They
would be local brokers. So we try to have a cross-section of al the different stratas of the
market, and we also involve the Consumer Council, who is a member as well. We tried to

get as much input as we could, as to the suggested approach that we finally adopted.

The group met, | think, on two occasions, and the drafts went backward and
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forward between the members, for input, on quite a lot of occasions in-between those

meetings.

Deputy Chairman:

| would like to ask about the mechanism of producing guidelines and eventually
changing them. At the moment you are producing the guidelines for the first time, and at the
end of the day this Bills Committee may be able to see actually a draft guideline.  What |
am interested in is the mechanism of producing guidelines and amending them. Is there
anywhere in the Bill? Do we have the provisions? Do you just make them? Are there
any constraints? | only know that you publish them, and they are not subsidiary legislation,

but are there any provisions as to your power of drawing up guidelines?

Mr. Paul R BAILEY, Member of the Commission and Executive Director, Securities and

Futures Commission:

Yes. The purpose of putting out the guidelines would be going out on consultation

and then getting the feedback and modifying it.

Deputy Chairman:

Is there any provision for the necessity of consultation and what kind of

consultation? Isthere any express provisions here, that we can look at?

Miss Vivian LAU, Principal Assistant Secretary for Financial Services:

Chairman, we do not have explicit provisions in the law. Actualy, | think the
present system has been working well. The SFC issues guidelines, codes, this sort of non-
statutory instruments. So far, actually as a matter of practice, SFC goes out to consult the

market every time when they make important guidelines or codes, or whatever.
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Deputy Chairman:

Mr Chairman, just to follow up, if there is any provision to that, in fact, which you
found in the legidlation or the Bill afterwards, | would be very grateful if you could draw my
attention to it. But in the meantime, what this suggests is that although you will be bound to
some extent by your guidelines, this “being bound” is just any public authority bound by the
policy it publishes to that extent; and | think we are familiar with the flexibility of that. But
at the same time, it is a matter for you to issue guidelines as far as the law is concerned. In
other words, you are telling us that you will be bound by what you say you will be bound, and

it may well be thought that thisis not good enough.

So, Mr Chairman, what we suggest is that we should discuss at some point how the
drafting of guidelines, or how the issuing of guidelines, may have some kind of mechanism
which is acceptable, so that we know that these guidelines are not just what the SFC wishesto
be bound by, but that it has taken into consideration the views both of practitioners and of

consumers.
-
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Mr. Paul R BAILEY, Member of the Commission and Executive Director, Securities and

Futures Commission:

Again, | would go back to the point. It is very, very difficult, given the types of
conduct, to actually put into any form, whether it be a list, and then giving penalties for that
type of conduct, because each type of conduct can vary so much, depending on the
circumstances of that conduct. For instance, you might have a rat trading case which
involved one trade, where one client has been disadvantaged, and the amount involved is
$500. Then you might have a rat trading case that involved multi-millions of dollars. Of
course, to try and set tariffs for different types of amounts for improper conduct like that

would not be feasible.

That is why the working group — and | would stress again that the working group
was across the market — actually agreed that it would be really impossible to come up with a

tabulated tariff system, because of the different types and different scales of conduct that are
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involved in any particular circumstance. Also, the other problem would be this: again | hate
to keep going back to rat trading, but before rat trading occurred and we actually knew about
it, we did not even redlize it was going on. We did not even realize the type of conduct it

would involve.

You have to be able to cater for misconduct and conduct that affects fitness and
properness, which evolves over the years; and so to have a flexible system to cater for this —
and again, the flexible system involves a large range of considerations that you must go into —
is the most practical method. This is basically the method that is going to be used by the
Financial Services Authority in the UK, and to a certain extent is the one used in the United
States. Again, | would emphasize that | do not think a tariff system is a feasible option,

because of the wide-ranging types of conduct.
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Chairman:

Mr. BAILEY, guidelines and the tiered system.

Mr. Paul R BAILEY, Member of the Commission and Executive Director, Securities and

Futures Commission:

If I could answer you on the guidelines, when the working group worked on this, in
fact they took your points on board, because initially we were going to just do it as matters to
take into consideration specificaly — one of the things they wanted to do was to put matters
that had to be general considerations that the SFC was going to look at, as far as the conduct
was concerned. If | can just read you the general considerations as they are at the moment,
the SFC generally regards the following conduct as more serious. “Conduct that is
intentional or reckless; conduct that damages the integrity of the market; conduct that causes
loss to, or imposes costs on, others; conduct which provides a benefit to the firm or individual
engaged in the conduct, and their related parties. The SFC generally regards the following
conduct as less serious, and so generally deserving a lower fine: inadvertent conduct -
however, the SFC will impose disciplinary sanctions, including fines for negligent conduct in
appropriate circumstances; conduct which only results in a technical breach of a regulatory
requirement or principle in that, causes little or no damage to market integrity, and causes
little or no loss to, or little or no costs on others, and conduct which produces little or no
benefit to the firm or individual engaged in the conduct and their related parties. These are
genera considerations and will not bind the SFC. The circumstances of each individual case,

including the specific considerations described below, will be determined...”
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When it goes into specific considerations it goes into much more detail on the
nature and seriousness of the conduct. It deas with the question of the amount of profit
accrued or loss avoided. It aso then looks at the size, financial resources and other
circumstances of the firm or individual. | am giving you the broadbrush headings to these,

and there are alot of criteria under each of these sets that are set out.

And other relevant factors which would, for example - - has the SFC issued any
guidance in relation to the conduct in question; what action the SFC has taken in previous
cases, any punishment imposed or regulatory action taken or likely to be taken by other
competent authorities, and the result or likely result of any civil action taken or likely to be
taken by third parties. That is the broadbrush way we have drawn up these guidelines. Asl
said, we are very happy to give you a copy of these. Of course, any input that we can be
given would be very much appreciated. We have tried to, in fact, encapsulate, | think, your

major concerns in these guidelines.
Chairman:

Mr BAILEY, may | ask, with regard to your guidelines which have a similar effect
on the American system, in the American system are these guidelines stated in the legislation

itself, or just the guidelines as you do them?

Mrs Alexa LAM, Executive Director and Chief Counsal, Securities and Futures

Commission:

Itisin thelegidation in the UK. Inthe United States they do not have guidelines.
The SEC has his tiered system in the legislation, but they have no guidelines.

Chairman:
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They have the tiered system in the legislation.

Mr. Paul R BAILEY, Member of the Commission and Executive Director, Securities and

Futures Commission

The FSA has guidelines, and in fact we actually looked at the FSA guidelines when
drawing up ours. | think | can safely say that the working group was quite insistent on
putting it right upfront for general considerations. From memory, | do not think that was in

the FSA guidelines.  So we have expanded on those dlightly.

Deputy Chairman:

Mr Chairman, to begin with, those very general points that were just read out
should really not be changeable. | mean, they are general. If that isthe case, that is the sort
of thing which would be suitable for express provision, whether as subsidiary legislation or as
a schedule, or in fact part of the provisions. You want a flexible power because of a change
in market practice, but these principles are not changeable. You do not intend to change
these principles, so | would ask the Administration to consider expressly providing these in
the body of the legidation. Also, Mr Chairman, | asked a question about the human rights
considerations. Were these also discussed? Because as you go to the higher end of the
fines and the penalties, then the person being disciplined would have - - these are much more
serious sanctions, and so | believe that questions of rights and due process, and the standard of

proof and all that sort of thing, may have to be taken into consideration.

Miss Vivian LAU, Principal Assistant Secretary for Financial Services:

Chairman, the proposals now before members regarding the civil fines have
actually been cleared with the Department of Justice. Our proposals are not inconsistent
with the human rights provisions. May | now invite Ms Beverly YAN of the Department of
Justice to elaborate on the advice?

- 36 - Friday, 20 April 2001



© 00 N O O b~ W DN P

e
N B O

W RN N NDNDNNRNDNDNIDNDNDERERE P PR B P
& © ® N o O R O N P O © o N~ o o M W

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

(EHERPERHEE) K
(2000F RITE(BEDHEBEX ) EEE

ZHE -

kG EBREL > BRAHERTERREZERHTBAIOLY S » 5
VL% & CB(1)896/00-01(02) 5% > 4 - % 88 R 3% B 2 Hi py [ & - H &H Hong Kong
Stockbrokers Association JR A comments H ¥ H - “The SFC is the
investigator, prosecutor, judge and jury. There must be more checks and
balances.” -

I EY:

H—5

ZHE -

Paper 8A/01 page 2 - i 5 N L& {2 HE M & K - BUFIRE & (4145
(/)% 7 - 5 3F 3 Department of Justiceff Hi # 78 -

ERHTEEXEXL -

T WM EERRE( HFEAEEZGO ) R m e - F5E5E
| X & Disciplinefy & &l o 58 — {6 /& 8% ok O 19 55 -+ — &k - Bl — (i AR a] {F
HEEEH O AFERRER] - ff B2k - H iR ST S B0 P =y - 2 {lE regimed 75
Ky —{&l criminal proceedingsifg ? #t & /7 Al - e A HE #H /Y [F] 35 F0 58 B &t HY
15 5 B 19 QC opinion » K 52 1 38 5y Bt 28 51 5 AR 5 (& (8 1 AN & Bl By — {F
criminal proceedings - Kl iR 125 IXE & EEAYFE AT » S EEH A2
punitivery - [fi & & (£ intermediariesiZfit and proper - 48— {f K& » &8
TH 2] #X 3l 7% A general application to the public: [fj A & licensed intermediaries
AzHREBEITH - Pl WMy E R ZE & & Ik JE — (@ criminal
proceedings- [A It » £ — fi% criminal proceedingsH Y protection {4 4[] standard

- 37 - Friday, 20 April 2001



© 00 N oo 0o B~ W DN PP

W NN RNDNDNNNRNRNDNIERERPR R B B B R b
S © ®© N o 00 AR W NP O © 00N o o0 W N PP O

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

(EHERPERHEE) K
(2000F RITE(BEDHEBEX ) EEE

of proof sl N A[SEH 5 S AFEFRIES - W2 EHAY -

SAh - WMt E2E ( FEABEEREN ) Bk NI E#ER
A R RAIEREE o HEARER G uE | (FH AR HERE
AT EFA - WAMIRE =GR H - 1R A B decisionsg 7] 3 EEF - M1 _EFF
WHERGEHZL Y AIEERAHGEER » #0FREENK ( FEA
REEZEGRP] ) B TR E -

GIEE -

EFE WA B/MEAHE  EEERDENZH  WHEMRIARXEHE
el 1 B 3 IRF (o AN B A H RS (B A0 P A B T e PR R R 22 ¥ 2 BH U
W - MR ZEWEHWERE > RECE2MBESFTOH P& - ExM
HESRZAG » dierm B DLE R MEEEM - g2 0RA R
SR B E - BTN — [ AR EFHERT - WL BEFZAKEFAFHERK
EF o EwmHIbRE ME diddEs HEWI@mHH I wZ2n(E
BRG] ) BB — Bk o EFE - WA EE 2 A R R R S B
T EERR I IIE 2 AR JEE R A F 75 AT ie H A& R K58 i - A
SR B AT G fair trial B9 R AT - BIRF & 225 28 IE R 2% B B BHEY 225K
- TEHEERAE LR ERESCEMEN -

ZHE -

WA G R EBEME AT IR E EHE - ERAERFH2E (EF K
HA S I B2 2 ) 55 189{5 ——Procedural requirements in respect of exercise of
powers under section 187 or 188 - 4 1H (3 i& bk Fir 51 HY M /& #R H b £% #% {15 & A1
B AR o i EE HoA B A o n] B B HE 32 B AU SECE S B 1Y e MLUE FLE 5 o 3K
NTE I 2 G A G oL B B 36 B Y B R B AE . HA Bt B MR E - 2 T {F segregate
2 R Y& FTELT - B i B E t i BB E T P B B9 AR - B A&
71,8 i safequardlg 35 I 2 i & (8 M a] DL Fe Y i 2 — - 3 H 2 BT IR 18

- 38 - Friday, 20 April 2001



© 00 N O 0o A W DN P

NN N N NN R R R R R R B R e
O 5B W N B ©O © 0N O 0 A W N R O

W N N N DN
o © 00 N o

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

(EHERPERHEE) K
(2000F RITE(BEDHEBEX ) EEE

£ B safeguard i iz K 7k SIS {H 7555 (B K S DL B & & () 68 & & 3 %
safeguardig ? B[l 55 1891k Y procedureX 2 — {li #] 20 1Y 7K S - 3% A B A 7Y
e e RO HHEB  -HERSCEHR? MERERTEEER &G NI
i 58 7 g 2

REEEA
I TEY:
o POFTRT A T B B FSA K TRk B iR BT AT am i - MR Mt RoR

£ 3 B L BT - N st E W R EET R Z A G - ?/E$’ﬂliﬁﬁﬁ7ﬁ?§2§
HHE R G AR F A Ok B O B Bl 3R B Y R R R T R BN A
2 AR BMEFRELEAFEE? /I &k MEREGTRNER? 51
MEERMEREZHFELTwm

HMEEERERENEGREFIFXL -

FE HERME Y 2% 3R R g E R i 1Y Financial Services and
Markets Bill » Fi {7t 158 5 2] B & 5% & 5 5t oa (8 7 3 BE0 5 B 3G B &
R oo 1999 5H 14H » LB AYHM Treasury & [a] B & $2 22 — {3 XX IF - & &8
{lE [ R o HOF Pt g 22558 7y S - sRAN A BN AR 2 B BN A £2
F] » “Financial markets support enterprises, helping to provide funds for
investment and growth. The source of these funds is the public savings

which are entrusted to the industry, there is therefore a strong and shared
interest in having clear, robust and effective regulation.” - #2013 7 R & 3%

PRIGRF R 2] - LA EM AR M AN LR — MR B R AL - 35S
fill {9 - 2 R E TR B A E L o HAMREE L N K a specific class of
persons - ¥ R ig 86 N - B ATE H A M OE B ETRUE » M HE Al R DA
FA it A7 B R Y T ERAR - i A three times  §E 2 AR 0 A R 0 A - 38 BE O G
AEME - ErHRMUER  EXHF LA EEEEE  WMALTEES

-39 - Friday, 20 April 2001



© 00 N O o b~ W N P

W NN RNDNMNDNDNDNRNRNNDNIERER PR R R B B P R
S © ® N o 0 A W NP O © 0 N O 00 W N PP O

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

(EHERPERHEE) K
(2000F RITE(BEDHEBEX ) EEE

\

% o MR A MAE BB 5TE SO MR Al SR BRI AR 226G R 2

ZHE -

il {7 & 5 1 fi 58 {0 X - Mr. BAILEY.

Mr. Paul R BAILEY, Member of the Commission and Executive Director, Securities and

Futures Commission:

Could | just clarify the disciplinary process for you, how it actually carrieson? In
fact, the disciplinary process has been in existence since the Securities Ordinance and the
Commodities Trading Ordinance were brought in, | think in 1972 and 1974. The process is
basically that the Commission has to set out its concerns to a person it is going to discipline,
and we do this by means of aletter of mindedness. That hasto set out in detail where we are
coming from, and the preliminary conclusions we have. We then have to give that person a
chance to be heard, to make representations. We normally give a person at least one month.
If they ask for an extension, then that extension can sometimes occur. For example, if they
are legally represented and they want the material on which we base our letter of mindedness,
which we are obliged to do as part of the natural justice process, we will extend it, to give

them a chance to make representations.

Once the representations come in, we are then obliged to do a notice of decision
which must set out a detailed analysis of, first of all, our preliminary conclusions, their
response and a considered decision on whether or not we accept what they have said, whether
or not we stand by our original letter of mindedness, or we change the penalty or change the
decision, or say “We find you guilty of A, B, but not C’. So we have to make that
considered decision. It then has to go out to them. At the present point in time they are
allowed 30 days in which to make an appeal. As far as the suspension and revocation goes,

there is no appeal on public reprimands, but as a matter of policy we always give people a
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chance, if we do a public reprimand and they indicate they want to consider the judicial
review option. We give them achance. We do not publish immediately. We give them a

few days to make that decision.

Under the proposed legislation, public reprimands — any type of reprimand — will
become appealable; so that will give one more additional avenue, additional safeguard, and
check and balance on the operation of the SFC, as far as the disciplinary process is concerned.
The question of the SFC being investigator, judge and jury: the disciplinary unit in the SFC - -
there are two areas for discipline. One is licensing, which does a number of cases; and one
isadisciplinary unit within enforcement division. That is manned primarily by lawyers, and
it reports to a senior director who actually has nothing to do with the investigative process at
all. Theinvestigation is a separate unit. Either he or myself —and | am very remote from
investigations, purely from an administrative level — are the ones who are empowered to make
the decisions on behalf of the Commission and the enforcement division. It is director and

above, | think, in licensing, who can make those decisions.

We aways have to follow that process. We cannot afford not to make a decision
that is done on a rational basis, or we will be appealed; and we have been appealed on a
number of occasions. The procedure where you might have an independent appeal authority
certainly puts checks and balances on our operations, plus the checks and balances you have
enshrined in law, which are actualy operated, | would say, very efficiently over the years

since they were brought in the 1970s.

That isreally the procedure. It does not change in the new legidation, except that
the matters that can be appealed have been widened, and will be dealt with in Part XI. The

main thing as far as discipline is concerned is that reprimands will become appealable.

ZHE -

B H > RMHEHEHRMUIBE G » F18MEMETNWLE  EREERS
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Chairman
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OK, Mr. CharlesBARR.

Mr. Charles BARR, Deputy Law Officer (Civil Law):

We would be happy to let you have a list of our cases which go to the point that
when you are regulating a disciplined class — and that is a key distinction between a
disciplined class and the general public — you may impose heavy sanctions on that disciplined
classif they contravene the rules, without it constituting a badge of criminality. We are very
appreciative of getting it right, that we are on the right side of the human rights line; and
where that line is a little brambly and we are not sure where it is, we want to be on the right

side of it.

| think | am right in saying, with the SFC present, that nothing has given us more
debate internally than this issue; at least nothing that | am aware of. With the disciplined
class we are now talking about in this part of the Bill, we feel that the three times penalty will
not be one of the indics of a criminalizing, and therefore we can treat this as a civil matter,

providing therefore the other safeguards appropriate to a civil regime are satisfied.

We will be, | know, returning to this when we look at Part X111, which is dealing
with market misconduct, and the sanctions that are to be imposed. The same points, | think,
that 1 am making will come up then. We took a different view because there there was a
regulation that was imposed on the public at large. It could be the wives; it could be the
husbands; it could be their friends and colleagues, not just those people who are licensed
intermediaries. But for the purposes of this part, Part IX, we are confident that we are on the
right side and that the times three penalty will not be a badge of criminalization. We will list
our cases, and by all means let us know your dialogue and your view on them, if you feel that
we are being unnecessarily cautious or perhaps not sufficiently cautious on those cases. We

would be grateful for your views.
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Chairman:

| think our legal advisers are asking whether we would like to have your - - because
since you did seek some QC opinion, we did want to have the opinion, the result, from these

external parties. We would like to have a copy of that document.

Margaret?

Deputy Chairman:

Mr Chairman, may | just ask this? | think the answer we have just been given is
that the crux of the matter is that you are targeting a special group of people whom you
authorized, and therefore by implication have theright to discipline.  You say that within this
class of person you do not think that three times the profit gained or the loss incurred would
attract the badge of criminality. | think that isthe principle. Havel got it right?  What is
the limit in that case? | mean, you say “three times’ or “$10 million”. It still keeps you
within that kind of range. Isthere any principle as to how far you can go, or can you just do
anything you like to people whom you have authority to discipline? This is quite an
important point, because ultimately we have to answer to the legality of this, the

constitutionality of this whole legislation that we are examining.

Chairman:

Yes?

Mr. Charles BARR, Deputy Law Officer (Civil Law):

Chairman, as with these things, | do not think it would be correct to say thereisjust

one badge of what constitutes criminality or does not constitute criminality. You look at a

range of factors, according to the advice we have got from our bill of rights people in the
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department, and from outside counsel. This includes how the sanction will be treated
publicly. Will the person be treated as a criminal? Will it be treated as a criminal record
for any purposes, and if so, which purposes? How far can we go? Could we go to times
100, to take it to absurdity? That | think would then put in question the other badges,
because a person who was perhaps fined times 100 might well be treated in substance as a
criminal, and therefore we would be looking at the other badges to see whether, in the
balancing exercise, that might constitute in the large, looking at all of the factors, the badge of
criminality. Asfar as we are aware, it has never been seriously questioned that times three
the profit gained or loss avoided would constitute a criminal badge by itself, for the purposes
of Part IX discipline.

Deputy Chairman:

Mr Chairman, we are told that it is not just one single factor but a number of factors.
| do not want to rely on our own reading of the legal opinion, because really it is not assumed
that the Bills Committee is composed of lawyers; but perhaps the other badges and how the

matter is balanced could be explained to us, please?

Mr. Charles BARR, Deputy Law Officer (Civil Law):

Indeed. What | would suggest is that we list our cases. We are happy to send

you the copies of those cases, and | think from those, the badges of criminality will appear.

Deputy Chairman:

Why is it not possible to explain to us here and now, you know? | mean, after all,
we may not be terrifically good at reading cases, so since the Administration has gone through
the process of considering these matters, and weighing and balancing, and coming up with a
conclusion which you are happy with, having regard to all the principles that you have to

consider, could this process be explained to us?
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Mr. Charles BARR, Deputy Law Officer (Civil Law):

| will do the best | can.

Deputy Chairman:

Thank you.

Mr. Charles BARR, Deputy Law Officer (Civil Law):

We looked at the nomenclature. It carries some weight, but not a lot, we fedl.
We looked at the penalties, how grave and how serious they were, in relation to the wrong
done. We do not think in this case that the penalties are disproportionate. Of course they
are penalties, but they are not disproportionate in the circumstances. We looked at whether
the society would treat these people as criminals, the disciplined class as a criminal class, and
we concluded that they probably would not. We looked to see whether the police kept any
record in these circumstances — negative. We looked to see whether people’s movements
internationally would be affected; generally speaking, not so. Those are the main badges, as

far as| can recall.

Then the weighing process went into play, and the conclusion was that for Part IX
purposes we were on the side of the view that discipline in these circumstances, with times
three penalties, did not constitute a criminal offence, and therefore did not require the

protections that would be entirely appropriate for a criminal offence.

Z/E -

i

ZERMENRRAETEFRUERENLNE MRCEE BEE. ...

=
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WELC#S -

HHBRA M -

-4
R M E o KBS W EREE B 7 OK, Audrey.  $255 58 8
E#EARRM -

Hon Audrey EU Yuet-mee, SC, JP:

The discussion has been on the human rights aspect, but | think it would also be
helpful if perhaps the Administration or the SFC could also explain the considerations as to
why you think three times the profit would be appropriate as the maximum, in terms of, for
example, the public interest angle, and maybe also questions of whether it be an effective
penalty, and things of that sort. Perhaps you can also explain that angle aswell. Thank you,

Mr Chairman.

Chairman:

SFC, threetimes ?

Mr. R Paul BAILEY, Member of the Commission and Executive Director, Securities and

Futures Commission:

| think, to be quite honest about this, it was really based on the old insider dealing
provision where we saw that a three times disgorgement would also send a deterrent message
to the market that certain types of conduct would not be tolerated, and | think as far as that is
concerned, if it were mere disgorgement, say for cases of misappropriation, it would not send

a message to the market that that was unacceptable conduct. There had to be some sort of
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punitive element init. | think, being quite frank about it, that it was based on the Securities
Insider Dealing Ordinance, and that was based on the three times profit gained, loss avoided

pecuniary penalty. That was the reason behind the three times.

Chairman:

Audrey?

Hon Audrey EU Yuet-mee, SC, JP:

Thank you, Mr Chairman. Thank you for that. Other than the historical factor, at
the time, of course, when this three times profit limit was first mooted, was there a lot of
public consultation? Was there a response, and how did the market generally react to that?
Did it think, for example, three times would be appropriate or effective? | mean, if, for
example, it is just the limit of the profit, or twice the amount of the profit, it would not have
been an effective maximum limit? That is what | am trying to find out. Other than that,
that isthe historical figure.

Mr. Paul R BAILEY, Member of the Commission and Executive Director, Securities and

Futures Commission:

From my memory when we did the consultation, and perhaps Vivian can correct me
if I am wrong, there was general support for the fining power; and from memory | do not
recall any criticism of the three times profit gained, loss avoided. In fact, in genera there
was support for this as an intermediate sanction, to have an in-between between the public

reprimand and suspension.

Deputy Chairman:

How about the 10 million? Isthat new or isthat old?
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Mr. Paul R BAILEY, Member of the Commission and Executive Director, Securities and

Futures Commission:

That is new. In fact that was the figure, quite honestly, that was thought
appropriate to take into account any possible conduct. It was the level realy just picked

out — 10 million —in very early discussions on the Bill.

Deputy Chairman:

Were there any other figures suggested, or did someone think “Oh, let’s have anice

round figure. Ten million will do?’

Chairman:

It is always very hard to come up with figures, and when figures come up, they are
hard to justify. If any of us putsit as 8 million, it is also very difficult to explain why it is 8

million.

Mr. Paul R BAILEY, Member of the Commission and Executive Director, Securities and

Futures Commission:

In the early days of the Bill we had a steering committee which comprised members
of high repute, and | think in the early discussions on this we had probably alower figure, and
someone said it was not big enough to take into account al the possible conduct that might
have to be catered for. The figure was in fact then upped to 10 million. | think the FSA
actually has unlimited fining powers. They do not have any cap on their fining power at al,
so 10 million, as far as we seeit, does put acap onit. But it isreally — one has to be quite
frank about it —is afigure that was just arrived at through discussions in the very early stages
of the Bill.
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Chairman:

Sorry. As Chairman, even | do not understand the sentiment of the Bills

Committee. Isittoolow orisittoo high?

Deputy Chairman:

Mr Chairman, let me explain why. | have no idea whether it would be too high or
too low, unless we are looking at the facts of the case, but what personally | am driving at in
this whole series, whole line of questioning, is to make the process of discipline as open and
transparent and rational as possible.  That isto say, if afigureis decided on, then there has
to be some basis for the figure. The basis can be a matter of actual figure, because
everybody finds that sort of figure - - or because it may have been justified by a process of
consultation, or it may have been justified in some other way. Mr Chairman, what | am
trying to see in this Bills Committee is what is the rationality, whether it has gone through a
transparent process, and how accountable the SFC is in using the powers under the Bill to

discipline whoever has transgressed the guidelines.

Chairman:

Yes, Mrs AlexaLAM.

Mrs Alexa LAM, Executive Director and Chief Counsel, Securities and Futures

Commission:

Thank you, Mr Chairman. Perhaps | could let Honourable Members in on a bit of
the history. Now, there was a steering committee back in 1999, to help analyze the proposals.
One of the proposals was this disciplinary fine and how much it should be. We originally

drew wisdom from the Insider Dealing Tribunal, which is three times profit or loss. Then
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the issue arose: what happens if we cannot quantify the profit or the loss? We looked at the
FSA. At that time they had already proposed unlimited fining. We discussed that at length,
and it was decided that for Hong Kong it is probably not a good idea, and probably not

acceptable, for usto have unlimited fines. So we had to find afigure.

The steering committee, after back and forth - - actualy some members even
thought the $10 million was too low in the Hong Kong context. It really depends on how
you look at it. We decided that we would go to consultation. In July 1999 we actualy
went to the public to consult. At that time it was a consultation on the policy proposals that
we planned to bring in, in the Bill. If | remember correctly, we actually did not get feedback
in terms of whether or not the public thought that $10 million was too high or too low,
although we did get feedback that they generally supported the idea of afine.

FE

HAHEHE S —(EFIRE S FAERER - 55255 187(2)(b)fk » H
£% F“which is the greater of"#y R - ;8 2 — i B & MW Ay & 8E > 20582 H LB
HY 1 F1] 3B J2 5008 7T » 58 % 3 IE 3 timesf# 2 1,500 7T - H i 7 1 JE 2 1,500

E T - BIE 2 A A B O 2134 & 2 1,000 JT e 7

Mr. Paul R BAILEY, Member of the Commission and Executive Director, Securities and

Futures Commission:

When you cannot quite find the amount.

ZHE -

OK. NHE EEHIEE » B Z“which is the greater of "Ifg ?

HMEEERERBNEGREFIFXL -
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ZHE -

15 2 “which is of the lower” » ZEE{H 2 &= 0] #:%1,0005 ¢ -

BF R R E R EEEHTEEREE RN ELIEL L -

¥ o AR Fprofit & lossiz 4 21,0008 7T - % 1= 81 7K A 2= 2 1,000
T o (H a0 profit & lossE % 4 1,000 ¢ » {F 7] 18 #2 & profit & lossis & =i

RFHH -

HMEEERERENEGREFIFXL -

7 R B SR 2

ZHE -

i e

HMEEERERBNEGREFIFXL -

Rl B 2% e Hh fEI Ay &8 43 B A ET BH - “the Commission may, separately or

in addition to any power exercisable under subsection (1), order the regulated

person to pay a pecuniary penalty not exceeding the amount which is the
greater of — (i) $10,000,000 ; or (ii) 3 times the amount of the profit secured or

increased or loss avoided...” -
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Yes, Mr BARR.

Mr. Charles BARR, Deputy Law Officer (Civil Law):

We have been to the Court of Final Appeal on profit gained, loss avoided, for the
purposes of insider dealing, and in the course of the preparation of this part we gave quite a
lot of thought to whether we should articulate the views expressed judicialy. We thought it
better not to, because this is dynamic, we have enough at the moment, it has worked in a
dozen or so insider dealing cases where we are addressing profit gained and loss avoided; and

| think the feeling was that we were comfortable with what we had.

On the second point of whether the quantifiable loss versus the unquantifiable loss,
| have been involved in a couple of cases and | know the SFC will have been involved in
many more, where through the diligence of the regulator or just the incompetence of the
market sometimes, not very much profit is made and not very much loss is avoided.  But
you can still detect misconduct behaviour, and that is when you want to have the high or

higher penalty.

So perhaps that goes some way to answering your question of why we have got the

higher of the two different formulas.

Z/E -
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