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Chairman:
Mr DICKENS.

Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:

When you look at Part X1 you need to read it with Schedule 9, in particular clauses
72 to 74; and aso, as Miss AU said, with Division 5 of Part Ill, which provides for the
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functions you seein thisPart. It is described as belonging to the SFC. “...to be transferred
to one or more recognized investor compensation companies’.  But the principles will
remain the same. So just looking at Part X1, clause 228 has some very basic interpretation
provisions. Clause 229 provides the establishment of a single investor compensation fund.
Clause 230 provides that the funds shall consist of any money paid under rules to be made by
the Chief Executive under section 236. Amounts paid in under clauses 72, 73 and 74 of
Schedule 9. Those amounts are amounts paid from the existing two compensation funds
Miss AU referred to, after allowing for the repayment of deposits paid by the exchange
participants of the existing exchanges, and after making allowance for outstanding or possible

claims against the existing compensation funds.

That will be the main source of funding for the new compensation fund. We
estimate, as Miss AU said, that there will be about $650 million, or maybe a little bit more,
coming from that source, after allowing for deposits and outstanding existing claims. The
other money in the compensation fund consists of money we recover by exercise of our
subrogation rights under clause 235; and there is an equivalent clause 87, which is in exactly

the same terms, for the subrogation rights and investor compensation fund.

There is also provision for borrowing under clause 230(2), and the compensation
fund to also include the interest or profits on investments of the fund. Under subsection (2)
the commission may borrow for the compensation fund from an authorized financial
institution, but it requires the consent in writing of the Financial Secretary to do so. Clause
231 provides that the money shall be paid into accounts with authorized financia institutions.
Clause 232 sets up a proper accounting and auditing system for the fund, and in particular
provides for the maintenance of sub-accounts in relation to various sectors of the securities
and futures industry. It is proposed at this stage that there would be separate accounts in
relation to the funding coming from the old Stock Exchange Compensation Fund Scheme and
the old Futures Exchange Compensation Fund Scheme, and any new money coming into the
fund from the levy we propose, so that we will be able to keep track of whether too much is

being paid out on the futures side, and something needs to be done there; or too much is being
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paid out on the securities side, and something needs to be done there.

Clause 233 alows the Commission to invest money basically either on deposit with
a bank or in authorized trustee investments, and provides that any return on those investments
is part of the fund. Clause 234 provides the payment out of the fund of the legal expenses of
the fund, the expenses in managing the fund, the expenses — and this is a new provision —in
obtaining any insurance, surety or guarantee in respect of clams for compensation. It
provides for the payment of interest on any sums borrowed, and it also provides not for the

payment of claims but for the payment of interest on claims for compensation.

Clause 234(2) needs to be read with clause 72 of Schedule 9. The basic scheme
there is that the Commission is to make provision for the return of the deposit money paid by
the existing exchange participants, and for outstanding claims in the existing compensation
fund. It then pays the balance into the new compensation fund. If it turns out that there are
more claims under the existing compensation funds than were alowed for, money can be
transferred back from the new compensation fund into the old compensation fund; but it is not
allowed to be more than was transferred in the first place. You find that in subclause (3).
Sub-clause (4) needs some re-consideration. It provides for the unlikely event that the new
compensation fund is dissolved, and provides a default provision where the money may, in the

absolute discretion of the Commission, be paid back to the existing exchange companies.

Clause 235 provides the subrogation of the Commission to the rights of claim that
the fund has paid out; and in clause 235(1)(a) has been the subject of recent interpretation in
the Forluxe case, and says that in the situation covered in (@) the Commission shares pro rata
in any recovery with the investor it has paid out. We have given an example of how that
works out in the consultation paper. Clause 235(1)(b) provides for the Commission to have
priority over claimant, and the clamant cannot be paid out in a bankruptcy until the
compensation fund has been reimbursed. In the light of public comments, we believe that
this clause needs to be re-considered so that the Commission is put on an equal footing with

the claimant and loses its priority over the clamant. That is also consistent with the
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approach taken in the Forluxe decision. But we think that approach should be genera in
relation to al of the Commission’s existing rights of subrogation. Clause 236(1) completes
the framework that Miss AU was referring to. It provides for the Chief Executive in Council
to make the major rules about where the fund money comes from, the maximum amount of
compensation that may be paid out, what sub-accounts have to be kept by the compensation
fund; and a genera provision for the better carrying out of the objects and purposes of this
Part.

Sub-clause (2) gives the Commission powers to provide for the circumstances in
which a person is entitled to claim, the manner in which a clam must be made, the payment
of costs of, and incidental to, the making and proving of a claim for compensation, the
payment of interest, the documents to be supplied in support of a claim, who is not entitled to

claim, and so on.

If | could take you to clause 72 of Schedule 9, which isin the same terms as clauses
72, 73 and 74, it provides for the transition to the new scheme. The essential mechanism is
that once the Bill has come into force, the Secretary for Financial Services can specify a day
as the appointed day. From that day, clams against the old fund, with some exceptions,
cannot be made, and all of the claims are made against the new fund. So the mechanism that
is provided there is that on or after the appointed day, we advertise for claims against the old
compensation fund. They are to be made within 3 months of the notice, or 6 months of
becoming aware of the claim, if we have not published anotice. A claim is dealt with under
the old legidlation, but the Stock Exchange does in fact have discretion to allow a claim out of
time, and you will recall that there is provision for paying money back from the new
compensation fund, to the old compensation fund, if necessary. That is one circumstance in
which that might happen, where a claim happened out of time, and we have depleted the old
funds;, we might still have the need to put money back in the old fund to meet out-of-time
clams. Basicaly once al of that is done, and all the claims under the old compensation
fund have been dealt with, and all its outstanding liabilities have been paid, the Commission

then repays the deposits made by existing exchange participants back to the exchanges, and
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takes any residua balance into the new compensation fund. If it turns out that a claimant
cannot be found, we keep the money for 3 years on his behalf, and at the end of 3 years the
money goes into the new compensation fund. Similar provisions apply to the Futures
Exchange Compensation Fund and the Dealers Deposit Scheme. That is basically the legal

framework in the Bill.

The Commission published a consultation paper in March, on how it proposed the
new scheme should work. Basically the paper said a number of things. It said the ambit of
the existing schemes should be expanded to include all claims made by people dealing
through licensed or exempt persons under the Bill, in products that are traded on HKEX,

whether securities or futures products.

S0 it expanded the scheme to cover non-exchange participants, and in particular to
cover exempt Als. The proposed limit per investor was $150,000, and the paper, after
discussing various funding options and the likely expenses of the new scheme, recommended
that in addition to the existing $650 million that is going to be paid from the old compensation
fund to the new compensation fund, the new fund should aim to reach alevel of $1 billion as
quickly as reasonably practicable, and that there should be an increase in the existing
transaction levy of 0.002 per cent, to enable that goal to be met. The mechanism is that the
money would be paid into the existing compensation fund pending the Bill coming into force;
and once we get to the appointed day we take that money and we put it in the new

compensation fund.

Eleven comments were received on the consultation paper. With the exception of
two individual broking firms, there was genera overall support for the new scheme and for
the investor compensation company. One of the broking firms, a large investment bank
normally referred to as a member of nine — but this was an individual submission — thought
that instead of a compensation scheme, we should have a mandatory private insurance scheme
for the whole industry. Another broking firm suggested an alternative scheme where the

funding did not happen by way of a levy on market transactions, which is what we have
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proposed, but happened by reference to the assets held by broking firms — what we call
“covered assets’ — and after alowing for the difference between settlement and custody risk.
We think both the insurance alternatives were considered, and we considered it impracticable
to provide industry-wide coverage from the very basic level. One of the reasons why
compensation schemes like this exist here and overseas is that the risk is too great for an
insurance company to cover at a reasonable premium. Once you have provided for a basic
level of investor coverage, then, as we point out in the paper, firms find it easier to get
insurance for the remaining risk, because the baseline risk is already covered by the

compensation scheme.

Six of the eleven respondents specifically supported the expanded coverage,
including exempt authorized institutions. None opposed the expanded coverage, although
there was one comment that because everyone would be in the same compensation fund, it
would lead to increased competition between brokering firms.  All firms would be on alevel
playing field so far as availability of compensation is concerned, whereas at the moment the

existing compensation fund covers only exchange participants.

Three respondents expressed concern over moral hazard. We have considered this
very carefully, and we think the mora hazard, while present in any compensation scheme, is
not significant. From the point of view of the individual investor, he is only covered for
$150,000, and he is taking the risk above that. Secondly, although we hope the scheme will
be able to pay out within 6 months of a claim being made, he suffers the inconvenience and
delay of not having access to his money for the period until a claim is paid out. Both of
those are incentives for him to try and select his broker carefully. In terms of moral hazard
for the industry as a whole, the industry no longer regulates itself, so that broker A is no
longer in a position to help control the risk in relation to broker B, as they were when they
were a mutual organization, self-regulating through the Stock Exchange. The moral hazard
there is eliminated by the SFC's licensing system, its Financial Resources Rules, its

inspections, and so on.
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Another comment, again on the subject of moral hazard, was that the mora hazard
might increase if brokers were not liable to contribute to the scheme, as in fact they currently
are. Again, we think that is a little bit misleading, because the brokers who have defaulted
have basically already bet their firm, and got the bet wrong. We do not think winning or
losing a few hundred thousand dollars already deposited in a compensation scheme makes
any difference to the commercia decisions that particular firm makes. In relation to other
firms in the same industry, as | have already pointed out, they can no longer help control the
risk of another broking firm through self-regulation. There is now no self-regulation in the
broking industry.

The comments were split on a subject we asked for specific comment on, and that is
whether the scheme should cover overseas products as well as HKEX-traded products. Most
of the respondents who responded on this question, including the Consumers Council, thought
that this should not cover overseas products at this stage. Some — | think two respondents —
thought that we should. What we have decided to do is, in the initial stages, to cover
HKEX-traded products only, but the SFC will survey the broking industry to try and get a
better understanding of just what the extent of retail involvement is in relation to overseas
products, and what the risk is, and if necessary, come forward with proposals for expanding

either this scheme, or putting up a parallel scheme to cover overseas products.

On the question of the $150,000 limit, there was some explicit support and none
opposed it. There was one comment that the limit should be per licence. Now, under the
new legislation, broking firms will only have one licence, but we agree with the principle that
if abroking firm were to go down, then there should be $150,000 available on the futures side,
in addition to $150,000 available on the securities side; and that is a question of how we draft
therules. Sowe agree with the thrust of it.

On the levy, there was one commentator who was explicitly supporting the market
levy. One was concerned that it might affect trading volume. Frankly, we do not think so.

There are tables in the consultation paper showing that the levy represents half a per cent of
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the existing dealing costs; or putting it another way, it is one-fiftieth of the stamp duty cost.
One thought that $650 million in the existing fund was enough, and there should not be alevy
unless or until something went wrong. Again, thisis aquestion of judgment. One billionis
more than the existing scheme. It is less than the catastrophe scenarios in the consultation
paper. It is a question of judgment as to how much provision you make that is prudent.
Our judgment, after listening to our external experts, isthat 1 billion is about the right starting

level.

One comment thought that provision should be made for the scheme to take over
the place of the existing Brokers Fidelity Insurance Scheme maintained by the Stock
Exchange. We agree that something needs to be done about fidelity insurance industry-wide,
and that subject isin fact under consideration by Mr PROCTER's division, which is currently
holding discussions with insurers, with a view to coming up with an industry-wide fidelity
insurance scheme that will cover not just exchange participants but industry participants in
general. We do not think it is a topic that relates to the existing compensation fund. It is
something that needs to be done. It will reduce the risk in the industry. The compensation
scheme is the fallback after that.

Three comments — and | have adverted to this when | mentioned clause 235 —
opposed the SFC subrogation rights. Now, as | said, under clause 235 and under the existing
law, the SFC has aright to be subrogated in relation to any claimant who has been paid out of
the fund; and clause 235(1)(b) gives the SRC a priority. We agreed partly with the
comments, and we think that the SFC’s priority should be removed, and it should share pro

rata with the claimant in relation to any outstanding assets.

The other comments were that three and a half million seems a little expensive to
run the investor compensation company. We have costed that, and we have set out the basis
for the costing in the consultation paper. It is a skeleton staff organization, basically with
clerks, run by amanager. We will have another ook at the costing and whether it is better to

keep the administration of the scheme in-house, as if it were an independent compensation
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company, but | should say that the reason for preferring an investor compensation company
essentialy relates to two things. One is governance. If we have a separate compensation
company we can have a different governance structure from the governance structure at the
SFC. In particular, we can include industry representatives, specifically as industry
representatives and public interest representatives.  So it will have separate governance from
the SFC. Secondly — and | hate to be managerial about this, but it istrue—isfocus. If you
have a company that is just there to pay investors compensation, it will presumably be very
good at paying investors compensation in a timely way. If you mix it up with all the other
things the SFC has to do, then it may suffer from a lack of focused attention. So there are

arguments for having a separate investor compensation company.

Another comment was that there should be an investor education programme. We
agree, and once the scheme is more concrete, we will be making it amagor part of the SFC's

education campaign — that the scheme exists, how it works, how to make it claims, and so on.

There was one commentator who objected to a very subtle point which | apologize
for boring the Committee with. But | think it deserves to be mentioned. Under the existing
scheme, because it is a modification of a scheme which has an $8 million per broker limit,
there is provision for no-one to be worse off than if that $8 million limit realy applied. So
since CA Pacific we have been paying $150,000. If you would have been better off under
the $8 million, then we take the first $8 million that we recover, and we recycleit. So some
people get a top-up payment in proportion to their losses. In the consultation paper we
propose that that be scrapped, essentially in the interests of simplicity. So it is $150,000 or
whatever you lost, whichever is the less, with no complications whatsoever. As | say, one

person opposed that. The rest did not comment.

Some opposed the inclusion of institutional claims. In the consultation paper we
said that the existing scheme aready excludes exchange participants from being able to claim,
and we propose to extend that exclusion essentially to cover all licensed persons, collective

investment schemes, banks, the exchange controllers and so on. We till think that is right
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because the scheme is basically aretail scheme. We do not think a payment of $150,000 is
likely to be particularly significant to a fund management firm whose broker defaults, or to a
bank, and we also think those sophisticated market practitioners — and we are talking
institutions, professional investors — are in a better position to control their own risk and select
their broker carefully, than the average retail person that we are trying to am the scheme at

protecting.

That takes me to the end of the public comments.

Thank you.
e

A B
FEMER

A A5 B A R B 155 JT 1Y RS (B AR B AR R E 1Y 5 BE 158 JTE {E B
HA A

geoh - IREBEZE  HARAFEEEREKER —ELE HEARK XK
PN # LR E » FFERE DL AIBRSh - HIRANLL - S5t N B i EIEZHE £ D 5
A LARE 2 ERERERENERER  F 2 DREAILEHERE
MERIEEIE —LF o N A LAE S - (HOBIEWE » AR ERZ D EEHE - i

kA X 2 R R R AR AL AW — N T EE LK
REJHIIR 2

E4EN

-12 - Friday, 4 May 2001



© 00O N OO o A W DN P

=
= O

W N DN DD DD DN DM DN NMNDNDN P P P PR P PP
O © 00 N O 0o A W N P O O 0O N OO O B WODN

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

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

ZHE -

B (HEE R ESGEE MR - BEBRERE -

HMEEEREIERERELL -

o E M E B PR L PR DAL PEZ T Y EYE HE EE S
" ttﬁﬂﬁﬁ“i*a%%#ﬂ’ﬂ‘lﬁﬁ? °

B E . %I g S E5EMr DICKENS|A) 4% {17 3% fi# -

”’“—TEFE?%@IF%EIEIFET—%& s MAERZE MBI EHETE LR 15
B &' AR $E?EZH‘E’\]%?§F°1998Eﬁfﬁ%%%tt%@?ﬁaé’ﬂﬁfﬁ
o Hrh— TEjEIEIE EHEA REFHHEEN ERIEE AW - & &A%
%\Fﬁ?ﬂ@ﬁ'ﬁth REEMER LR ERNLZER c BHEEEFISE T
» T 55 B % A58 (L HR L S 52 o Bt DLAE (A PR SR g R LR
T‘a_d\ﬁ%ﬁkﬁfﬂﬂﬁﬁj:ﬁﬁmﬂﬁj AU eEEEE - kM—E
BMER AR E R E SR SR o EAR o WA BT 12 28985 (8 B R 2 A 8
Rl @G EE - MRS ER T EE R A E  EeEFE T RS E
EE EIREEAI LA  EEZEBEEEN - Hilt» HMRELESR
fEEREN L SENBEA g LEEE

Mark, would you like to speak on the transitional arrangements?

Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:

So many little things; the historical experience is that $150,000 more or less

worked. It was not terribly scientifically derived, but it seems to have been acceptable.
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Just by way of interest, in the CA Pacific case, for example, 73 per cent of the allowed claims
were paid out in full at that limit. There is a value judgment. If you have got more than
$150,000, are you so rich that you should not be paid out in full? | mean, it works on that

basis.

In terms of the transitional provisions, the existing legidation provides for the
publication of a notice, in the same way as under the transitiona provisions. They then
provide a 3-month time limit for making claims, from that notice. So the transitional
provisions are in line with that. If no notice has been published, then you have 6 months
from becoming aware of the claim; and of course under that existing legislation that rolls
forever, and it does under the transitional provision. The flexibility that is built in to the
transitional provision is the same as under the existing law in that the Stock Exchange, which
IS the person who does the claim determination at the moment, has the ability to alow a late

clamiif, in al the circumstances, it thinks that is the right thing to do.

My colleague Mr GREINER can correct me if | am wrong, but | think late claims
arevery, very rare.  In fact we have had no experience of them. Theideaisto give so much
publicity to the process of claiming that you pick up everybody; and the commercia reality is
that the claims are in relation to firms which have gone bankrupt. Although theoretically
you can make aclaim in relation to alive firm that has committed a breach of trust, in practice
that is not what happens. The bankruptcy of a broking firm is a reasonably public event, at
least as far as its clients are concerned.  That is the reason for picking those time limits.
They have worked in the past.
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Mr DICKENS, will you supplement?

Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:

If I could just make a comment, historically the payouts have been around the 70 to
80 per cent mark. A client is paid in full. We have said in the consultation paper that we

do think the amount should be reviewed as necessary, in particular in the light of claims
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experience going forward. All of our sums for the new compensation fund scheme have
been done on a highly conservative basis that assumes that the default rates going forward
will be as bad as in the past, despite the fact that there have been a number of measures taken
to reduce therisk, and the Bill will hopefully reduce the risk even further.

We are hoping that the payout experience will also be lower than appears, and that
will alow some room to extend the compensation scheme. The only other two points |
would make are: we are in favour of regular reviews, but by and large, this money, while
important, is not as critical as people’s savings bank deposits which are necessary to buy the
groceries. Thisis, hopefully, not quite their grocery money. The other thing | would say is
that normally when a broker has defaulted it is a a time of market stress, so the market is
already low; and what happens is that the market goes up, so only 50 per cent of investors
would be covered at, say, the $150,000 level, because al their investments have become more
valuable. Then the market goes down again, and they turn back into 75 per cent investors.
So you need to allow for the growth in the level of the market as well, when you do these
reviews. But we did do the sums at the $200,000 level and the $250,000 level, to see if it
would be viable. While it is not appropriate at this stage, it may well become appropriate

going forward, in the light of a better claims experience.
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Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:

One of the major drivers of the new compensation fund was exactly the point made
by the Honourable Member. There is a conflict of interest. Now, we do not say that the
Stock Exchange has performed its duties badly; we think it has performed them very
conscientiously, and in fact we supervise its performance of those duties. That said, thereis
aperception of conflict of interest, and one of the magjor drivers when we first mooted the idea
of a new compensation scheme back in 1998 was to remove that conflict. The Bill only
provides a framework, so it isalittle bit hard to pick up, and you need to look at Division 5 of
Part I1l. Theideais that there will be a new, independent compensation company that will
be set up to determine the claims, within a framework laid down by the SFC and the Chief
Executive in Council. That company, we plan, will have a board consisting of
representatives of the SFC, a representative or more of the exchanges, a representative of the
industry — because this is an industry-wide scheme now — and public interest representatives
who will be the ultimate decision makers in relation to a claim, although most of the claims
would, of course, be processed by professiona staff in accordance with the criteria that we

will be laying down in the rules.

The idea is to take the administration of the scheme away from the exchanges, to
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remove that perception of conflict of interest.

Hon HO Chun-yan:

Would the decision made by the Compensation Board be appeal able?

Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:

Yes.

Hon HO Chun-yan:

And if so, isit the sameright of appeal, to the Court of First Instance?

Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:

The existing scheme provides an appeal to the Court of First Instance. What we
would propose — and we are still discussing this with the administration — is that there be a
better right of appeal; that there be a right of appeal to the Securities and Futures Appeals
Tribunal. The reason for that is twofold. One, we think that is a more streamlined
procedure. The whole idea is that that is a faster procedure; but there will be a judge and
two industry members of that tribunal. There will be no worse right of appeal than under the

existing scheme, and hopefully there will be a better one.
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Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:

The stocks are supposed to be held in what is called a client-segregated account, so

in theory, al the clients' stocks are in the client-segregated account, and in theory, al you
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would have to do is look there to see my stocks, Mr GREINER' s stocks, Miss AU’ s stocks.
Then you would look at the broker’s books to work out whose was whose, but all of those
stocks are meant to be protected from broker insolvency. The problem, of course, is that
when a firm defaults it has nearly always done something wrong, or made a mistake in the
process, so that almost by definition it has started using the clients' stocks on its own account.
That is where the complications come in. The mechanism is fine, except in the stress case
where the firm starts to go down and become unable to meet its liabilities — in which case,
stocks do not end up in the right account. They end up in the wrong account. That leads to
the sorts of complications Mr HO was referring to, where the liquidator then has to go
through and try and work out not where things are, but where they should have been. At the
moment, on paper there is a protection. The clients stocks are segregated, but in the case of
a defaulting broker, almost by definition, he has misdealt with the stocks and they are in the

wrong account or they have been sold.
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Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:

Thefirst question we agree. It isintended that the SFC be able to pay money into
the compensation fund, should it ever become necessary or should we have a surplus on our
reserves. We sought legal advice from the draftsman on this question, and we were told it
could be done under the power in 236(1)(a). If thereis any doubt about that, it is a simple
matter to add an express provision, but our understanding was that that was to be provided for

inrules. That would be sufficient authority for us to pay into the compensation fund.

On the second question, before we ask for it to be clarified, we are in heated
agreement that clause 235 is not clear, and is not satisfactory. What we want to do is re-draft
clause 235 so that it provides essentially as follows: where we have paid out the client in
full, we are subrogated to his rights in full. Where we have paid out the client in part, he
preserves his right to sue the liquidator for the balance, or to prove in the liquidation for the
balance, and we reserve the right to prove in the liquidation for our $150,000. That leads,
we believe — and if necessary or desirable we can generate some scenarios for the Honourable
Members to look at, to show how this works — to the same result in all situations as was held

to be the outcome in the Forluxe case, by the judge.

If you want to get technical about it, we would share pro rata to the payout versus
the individua’s claim in whatever the assets available to that individua were. In most
scenarios, from memory, and please do not hold me to this, under about $800,000, that means
the investor is better off than he would have been. Then we need to think about the residual
case; but we agree that clause 235 could be a great deal clearer, and needs to be re-drafted.
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Hon Margaret NG:

| would like to have those scenarios, not just for members of this Committee, but |

think through this Committee the public would have a greater opportunity of understanding.

Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:

Yes. We are actually in the process of generating the individual investors in CA
Pacific, so they will know their rights and their options. So it is not a great deal of extra

work.
T
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Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:

We will be keeping sub-accounts for the fund. We have set out the sums in the
consultation paper, if you could give me a moment. At page 19 of the consultation paper,
the money going into the new fund, the $650 million, around $580 of that will come from the
old Stock Exchange money, but please bear in mind that is transaction levy. It is not
members contributions. 74 million — again, transaction levy, not members contributions —
will come from the futures side. What we are basically saying in the covering paper and in
this paper is.  if we seethat 74 million being depleted at a faster rate because there are more
claims on the futures side than we anticipated, then we will have to look at funding it

probably by increasing the levy on the futures industry.

How you do that levy, whether you do it on a per transaction basis or a per firm
basis, is a question that can wait until then. The reason why we are not too worried about
the detail at this stage, because we have already agreed the principle, is that our actuaria
study shows that it is unlikely that that 74 million will be depleted. The historical fact is that
over the last 10 years the bulk of the claims have come from the securities side, with only one
futures firm going into default. If we are wrong about that, as | say, we increase the levy on
thefuturesside. We just keep track of that $74 million and of the futures claims, and see if it

is being run down, and vice versa.

HIEEHA :

HEZF - MEAHLBEHEO®S - HEDXHEEEIREE
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Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:

It is up to the people making the submissions, whether they want their identities
disclosed, and it is aso a matter for them, whether they send things to this Council, although I
think they should. What | have been careful to do is to make sure | have mentioned in my
summary — and will mention it again in the written summary — each of the views expressed
both by the Hong Kong Stockbrokers Association and by the Hong Kong Exchanges, but
without attributing those views to a particular person. Obviously we give them very great

weight because they come from the industry.
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Chairman:

Margaret.

Hon Margaret NG:

Mr Chairman, thank you.

Obviously we have not had a great deal of time to look at the summary of public
comments on this Part, but just looking at the list on page 2, the first comment made by the
group of nine investment brokers, they suggest that the range of persons required to contribute
to the compensation fund is not specified in the legidation. They say it is spelled out, so |
am not sure how far it is specified, but is there any specification in the primary legidation, in
the Bill itself, to give people a clear idea of the range of persons required? | see that the
response is that it will be spelled out in full in the subsidiary legidlation, but in principle who

would be exposed to paying a contribution? |Isthat somewherein the Bill itself?

Chairman:

Mr DICKENS.

Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:
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No. ItisnotintheBill. That isthe short answer. This comment predates the
consultation paper, where we discussed it. It is post-bill but pre-consultation paper, and the
group of nine made no comments on the consultation paper, presumably because they thought
the point was dealt with there. What the paper discussed was a range of aternative funding
mechanisms, including — but it rejected it very quickly — contributions from the general
taxpayer. What we have basicaly discussed is that we are levying the industry participants
on afirm basis, on a covered asset basis, on a covered account basis, and we have decided all
of those were in-expedient in the short term and inappropriate, and then said “Well, let’s levy

the actual market users”.

So the people who will pay for this scheme are in fact the people who buy and sell
securities or futures contracts on the exchanges, and they will pay by way of a transaction
levy, or have aready paid by way of atransaction levy, because most of the money in the new
compensation fund has already been raised. It is in the old compensation fund now. It
came from the Stock Exchange and from the SFC. On the securities side, we each
contributed $300 million, and it came mainly from levies on futures contracts, on the futures
side. We are not saying that is the al-time model. What we are putting forward in the
consultation paper is that we have alevy of 0.002 per cent on all transactions until we get to
$1 billion in the fund. Then we cut that off. The genera principle that the SFC supports,
although | accept that is not in the legidation, is that the burden should be borne by the
industry or the users, because they are the beneficiaries. It should not be borne by the

genera taxpayer.

Hon Margaret NG:

Mr Chairman, of course | understand this is still under consultation, but even as a
matter of principle, who should fall within the range of persons who should contribute, is still
undetermined. But at such times as you can determine in principle, the range of people who

should contribute, would there be any merit in mentioning that in the principal legislation?
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When you, in principle, may fall within the range, then you would look in the subsidiary
legislation to see whether you are in fact included; and aso if you should, at the end of the
day, decide that the general public should be excluded from contribution. | think that is
something people would like to know. In other words, the primary legislation sets out the

four corners of the scheme, and who should contribute.
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Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:

The only thing | would add is that they are all equally subject to negative vetting.
The ones that the Commission has power to make are basically meant to be machinery
provisions. The exception to that is the circumstance in which a person is entitled to claim.
That is2(a) and (f). The persons who are not entitled to claim:  with those we must consult
the Financial Secretary. The things about funding and keeping track of the money belong to
the Chief Executive in Council, as does the maximum limit, because those are very, very
significant to the rights of investors. Then you go down to “...must consult the FS’, which
is the basic “Who can make a clam?’  Then how all the machinery works is basically a
matter for the Commission. All of them are subject to negative vetting, and we hope to have

the draft rulesin front of you, before you have to sign off on this Bill.
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Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:

It is set out on page 17 of the consultation paper. Basically it is wherever there is

a cause of action in relation to money, securities, futures contracts, in bankruptcy, winding-up,
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breach of trust, defalcation, fraud or misfeasance. That is basically the existing category,
although in practice it israre to get a claim except in a bankruptcy; but they do have the right
to be paid, before a bankruptcy.

We received one comment which talked about the situation where someone sells
their securities and the broker does not pay them. As far as we are concerned, that is
covered by the existing words, but if there were any doubt about it, we would expand the

words to cover it. It should be covered. Thisis meant to be all situation except, in effect,

negligence; any misfeasance situation.

Hon HO Chun-yan:

It is not a prerequisite that the party which is subject to the claim must first become

bankrupt before they claim any money.

Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:

Exactly.

Hon HO Chun-yan:

There is no prerequisite there.

Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:

No prerequisite that there be a bankruptcy.

Hon HO Chun-yan:
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The aggrieved party can choose either to go to court or to go to the compensation

board, under this.

Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:
Strictly speaking, yes. There is a third place they can go. They can choose to
come to the SFC, and if the firm is still in business, we will be more than happy to use our

good offices with the firm, to see if we can get them to resolve the dispute in the client’s

favour.

Hon HO Chun-yan:

Of course any person who wishes to go for compensation under this regime is

subject to the cap.

Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:

Yes. But for us intervening with the firm, thereisno cap. It is purely something

we do to protect investors.

Hon HO Chun-yan:

Fine.
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