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

Commission:

In terms of the mental element, frankly our commitment to international standards
is very high. We have spent over 4 years consulting the market, since 1996, on various
versions of the provisions that now find themselves in Parts X1l and XIV. It has become

very, very clear to us that in the current stage of the development of the market, it is
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unacceptable to the market community to attach unduly harsh penalties to negligence,
although in fact the Market Misconduct Tribunal will have power to sanction our work if you
are an officer, to take reasonable measures to ensure proper safeguards about market
misconduct. But you cannot be called a person who has engaged in market misconduct.
You can merely be sanctioned, and you cannot be sued. That seems to be acceptable to the
market, and | accept Miss AU’s point that the investors have been silent.  We have been the

advocate for the investors.

Asto whether the regimes overall are as effective as the US and the UK, our feeling
isthat they are.  We found ourselvesin Hong Kong — and | came to Hong Kong after 1980 —
with a unique institution that has proven very effective. | know that my British colleagues
were considering copying that, but they felt they could not do that in their own market.

The American and British systems rest on giving very wide law-making or
guidance power to the statutory regulator. The FSA promulgates the code of market abuse,
and most of the substantive law in the USis actually the SFC rules. We felt, and we still fedl,
that it would be impossible to get such a grant of power in this market, or that we would be
able effectively to use it. So the policy decision we have made is to go for a clear black
letter law approach. As for whether we could water down the mental elements in Part X111,
my answer is “l do not believe that would be acceptable to the commercial community in the
current state of development of this market, but that these provisions are afairly considerable

step forward from the existing law”.

ZHE -

Deputy Chairman:

Thank you, Mr Chairman. Looking at the FSMA, even looking at the relationship
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between the primary legislation and the code, the primary legislation sets down the standard,
the kind of thing which would constitute it. If you look at (2) it says that when these
conditions are contravened then market abuse is constituted. And | read, “(a), the behaviour
is based generally on information which is not generally available to those using the market,
but which is available to aregular user of the market, would or would be likely to be regarded
by him as relevant when deciding the terms on which transactions in investments of the kind
in question should be effected”.

| read this only as an example. It is an objective test. It is an objective
description of behaviour. You fall short of this; you have committed a market abuse. Now,
if one looks at 119, which provides for the code, it gives the authority the type to prepare and
issue a code; and then (2) tells you what the code should do. *“The code may, among other
things, specify (a), descriptions of behaviour that in the opinion of the authority amount to
market abuse; (b), description of behaviour that in the opinion of the authority do not

amount to market abuse”.

So the way | read it is that it is an objective test. Even that the code is there to
enlarge in greater detail, in concrete detail, what kind of behaviour, it does not refer to
intention. So if the code comes out with something like ours, our market misconduct, with
all these requirements of mental elements, | would doubt if it has really implemented the spirit

and the principle of the principal ordinance.

Mr Chairman, when we went to the United States and we were consulted, as you
remember, by practitionersin away intensive discussion, there the message is very, very clear
to us — namely, there must be a crimina mental element if draconian penalties are to be
imposed. In America we are talking about fining people to three times the profit they make
or the loss they cause — very, very large sums.  Asyou can see, under the SFMA in the UK,
thereis not even an upper limit.  Thereisno upper limit to how much is the extent of the fine,

so they are talking in these two jurisdictions about very draconian penalties.
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| would completely agree that you have got to have criminal elements before you
can do so, but from the description of our Bill, the cold shoulder order, the suspension order,
the court order, and so on, do not amount to the same sort of draconian penalties. What we
have heard from these investment bankers, practitioners and so on, is really not about this sort
of thing. So it may be that because we have taken — | am sorry | must employ this sort of
language - - we seem to have put it in such stringent terms, it may have triggered off other

jurisdictions taking us as the model.

Again the question is: do we have any reason to impose higher requirements of
market misconduct in Hong Kong than in other jurisdictions? In other words, what will have
constituted a market abuse in UK would not be market misconduct in Hong Kong. | mean,
is that sort of thing desirable for us? There are two questions. One is. comparing the two,
it seems to me that the UK is about behaviour. Market abuse is about behaviour. Our
requirements are higher. Secondly, as to the market response, the market response is non-
draconian penalty without criminal intent. Since we are not talking about draconian

penalties here, then this comment is not applicable.

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

Commission:

Can | take you to clause 270, which | think covers some of the ground, although not
perhaps all. Page C2067. Clause 270 imposes an affirmative duty on every officer of a
corporation, to take all reasonable measures to ensure proper safeguards exist effectively to
stop the corporation committing market misconduct. That is as wide, it seems to me, as the
duty handled under the market abuse code where you have to show you took reasonable
precautions and exercised due diligence to avoid behaving in a way that constitutes market
abuse. Now, breach of that duty in clause 270 does not result in the person who breaches it
committing market misconduct, but it does result in him being liable for sanctions under
clause 250, by the Market Misconduct Tribunal, because in clause 250, which is on page

C2029, clause 250(1) says: “Where a corporation is engaged in market misconduct, and the
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market misconduct is directly or indirectly attributed to a breach by any person as officer of a

duty under section 270, then the sanction orders may be made by the tribunal.”

What that boils down to is that there is a negligence standard under which you can
be sanctioned, if you are an officer for a corporation, for market misconduct. The pre-
condition is that the corporation itself will have had to have the guilty state of mind of
intention or recklessness for most of these provisions, and negligence for one of them. But it
does mean that this is not purely an intention or recklessness provision. Officers do have

affirmative duties under this provision.

The market abuse code in Britain is not yet finalized. It isa moving target, and it
has been getting, for want of a better word, narrower in its successive drafts. We very
carefully considered whether we should go down the market abuse route. We in fact, at the
critical stage of this exercise, had recelved the submission from the Consumer Council
suggesting that we do go down the market abuse route. We decided that it was far too
difficult. My persona feeling is that the regime that we are asking you to institute in Part
X1 in particular - and Part XIV merely reinforces it — will on the whole be equivaent to
where the UK will get with the market abuse code, but that it would be an unacceptable
proposition to our market participants. For example, the SFC be given unlimited power to

fine which will not be accepted.
They are having trouble accepting it with the SFA, but much as | hate to say it,
there is probably a perception, particularly amongst the international financial players, that

they can place greater faith in the judgment of the SFA than in the judgment of the SFC.

That isareality we have to work with.

Z/E -

FALFE S - BE A IR H A E

- 17 - Friday, 11 May 2001



© 00 N oo o B~ W N PP

W NN NDNNNDNNNNDNDIERRR B B B B B B
SO © ® N o 00 B O NP O © 0N o 00 W N B O

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

(EHERPERHEER) K
(2000 |ITR(BEDKAEX ) ZEF

Deputy Chairman:

Mr Chairman, can | ask Mr DICKENS or Miss AU to explain thisin relation to the
United States situation? Because we did ask about the maximum of three times the profit,
and so on, and asked them whether they have ever imposed it in a civil situation. They do
not seem to be at al faced with this sort of thing. They said it is relatively rare for them to
go to that level, but they have done it.  So is the Hong Kong standard lower than the
standard in the US, so that what is a market abuse punishable quite draconially in the UK
would not be punishable in Hong Kong?

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

Commission:

| do not quite agree with the term there because there is currently litigation on this
very point. The reason the decision was made to no longer persist with the three times
penalty which we originally proposed when we outlined this Bill, was that we received advice
to the effect that there might be difficulties under the Basic Law in the International
Convention on Civil and Poalitical Rights in having a penalty of that sort. Therefore the

sanctions were modified so they are as you see them in this Bill.

The US jurisprudence is different because it pre-dates the International Convention
on Civil and Politica Rights. They have had 200 years of jurisprudence on their bill of
rights, and | think the only thing | can say is that thisis a very interesting topic, but can | ask
that we explore it in writing? We have to be very careful about the impact on current

litigation, and | am afraid to talk at large.

HEEBEREIEREFEX L -

AR DA R o B SO LR 128 - R — (B B SO AR I
TEET » WA 2 F a5 -
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Deputy Chairman:

Mr Chairman, | do not want to go into the particular proceedings, but just my
genera concern of where we set the standard. We must not set a standard first lower than
the genera internationa standard, and two, if we set the standard too low for market
misconduct, then we would not be able to protect our investors effectively. It is a matter for

other Membersto pick up if they wish.

ZHE

35 B BT 5t 10 00 B S0 47 TP 20 - 70 7 1 B D 7 S 0
8 3 T 5 T ) A S

Miss AU King-chi, Deputy Secretary for Financial Services:

We fully agree with the principles set out by the Honourable Margaret NG.  What
I would like to emphasize is that we need to accept the package in the entirety — that is the
severity of the sanctions, both legal and criminal, and the nature of the proceedings into civil
or criminal, and aso the level of intention that needs to be proved. We need to see the three
elements together in comparing whether one regime is more superior than the other two. |
think it is a bit difficult to write an conclusion at this stage, in particular when the FSA is till

working on their second draft of the market abuse code. We will watch it very closely.

Z/E -

(B BA N FE R 38 75 L I - 3 (7] B UG BE 5 B 1 50 S 77 R S
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Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:

Initially, the reason for choosing Australia was exactly what Miss AU said. It was
at the time the only nice black-letter code around. The US provisions are found in rules and
they are found in case law, and they have got 70 years of case law behind them. They are
also, incidentally, dealing with as much, much more sophisticated market than ours, and
against avery difficult legal background.  The British, at the time they started this exercise,
had nothing. Even the Code of Market Abuse was not a gleam in their eye. This exercise
has involved consultation for something like 5 years already, and this is the 1996 redraft we

are discussing.

The reason with persisting with an Australian model is exactly the second point Mr
WU made, that we need to be sure that there are no unintended consequences on legitimate
market conduct; and we know that because these provisions have been in force somewhere
elsefor 20 years, and that market has active hedging, active arbitrage, active program trading,
a very sophisticated range of derivative products, and all of the trading strategies that go with
that. In those respects, but not in size, it is slightly ahead of this particular marketplace.
The reason we want to cling to these provisions, even though | believe some Members of the
Committee would be prepared to give us even wider powers, is because we are very confident

there will be no unintended consequences on legitimate market behaviour. Because the
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market will keep changing, we are asking for a safe harbour power so that we can continue to

allow legitimate market conduct to go on, even as the market evolves.

It would have been very tempting to go for the British approach. On paper it gives
the regulator enormous power. Unfortunately it is a work in progress and is not yet
complete, and it is a political reality in Hong Kong that we would not be entrusted with such

wide powers, either by yourselves or the market.
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KEIXLEE L EEE L > Mr DICKENS has briefly introduced to
Members as to the intention that SFC - - how it exercises its powers in making
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safe harbour rules under that section of the Bill. | remember that Mark has
briefly mentioned the areas of safe harbours that the SFC would look into.
Perhaps | could ask Mark to repeat in this area, like price stabilization and so

on.

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

Commission:

One, yes; we hope to deal with each of Linklater’s and the other comments one by
one, and take you through the clauses and see whether any adjustment or refinement of the
language is necessary; and some things may need to be fine tuned in the primary legislation.
But when it comes to safe harbour power, we have looked at three main areas that were
proposed by the market: the areas of price stabilization in initial public offerings, and we
agree that we should make rules for exempt price stabilization in initial public offerings
because that is the situation in both the US and the UK.  What we are currently waiting for is
the second draft of the UK rules to be finalized, so that we can in effect piggyback off that.
But the principle is agreed, and by the time the legislation comes into force, there will be a

safe harbour. 1t will have checks and balancesinit. that iswhy you need detailed rules.

We also looked at market making. At the moment our market does not have a
very sophisticated form of market making. We have it only for a limited number of new
products, mainly in the derivatives market, and the market making obligation is very weak.
You do not in fact have to deal; you merely have to quote a certain percentage of the time
during the day. The reason for considering exempting that form of market making is that in
the strict market making regime in other jurisdictions, the market maker is an involuntary
trader. He hasto trade whether he hasto or not. That is his obligation — to make a market.
Were we to find that we were developing products in this market that needed that sort of
market making — we hoped that Depondrius was such a product — we would then need to
consider whether we needed a safe harbour rule. Our evaluation of the way the system

works at the moment is that we do not need those safe harbour rules, but if it does come up in
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the Linklater’' s letter and | will consider it.

Similarly, and it comes up in the Linklater’s letter again, we looked at the Chinese
wall situation. At the moment you are exempt from the insider dealing provisions if the
dealing happens on one side of a Chinese wall and the information is on the other side of that
Chinese wall. But you are not so clearly exempt from some of the market manipulation
provisions. It is possible, for example, that a large house might give an order; it might do a
dealing based on its arbitrage book and do another dealing based on its fund management arm,
and those two dealings happen to intersect in the auto-matching system.  So the house would
have dealt with itself. It would not have recorded it as a crossing because it happened on
both sides of the Chinese wall. Our answer to that in the short term is that we think it is
adequately covered by the defences we have put into the Bill, but again we have no problem
with the proposition that such conduct should not be caught; and were it to turn out that, as
trading strategies evolved and developed, that there was a need for a safe harbour in that area,
we would be prepared to create one after going through the due process of consulting the
market, consulting the FS and so on. At the moment we do not think one is necessary, but
those are the three main areas we looked at, and they are the only areas the industry asked us
to look at.

HIEEBA -

HELRH A AAmEROHENRE: BNESSrKMEtESTE
WER 2 H A BUFRE  BRENERMNET 283 - Bed RrmEuT
et — gy RaEMERIEZE?

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

Commission:

Yes. In fact Australia have not created safe harbours for any of these things,

because they take a very strict view. We are prepared, given that our market is much more
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international than theirs, to accept, for example, stabilization in 1POs, which the Australians
do not accept. In Australia stabilization is illegal. So we cannot give you your planned

safe harbours because we have not built any.
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Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:

| will take that question. What the banks are asking you to do isto have the ahility,
knowing that a share price is about to go down drastically, to sell to the innocent investorsin
the market, to protect their own financial position without contravening the insider dealing
provisons. Now, Australia has an exemption for that, the other jurisdictions do not. We
consider that to be classic and very harmful insider dealing. It will be unlawful under this
Bill, and we would strongly oppose giving the banks the exemption they request, because it is
a classic insider dealing situation where a person has knowledge that the value of shares is

about to decrease sharply, but nevertheless sells them into the market.

If they want to sell them by private treaty and tell the person on the other side that
there has been a default, they are allowed to do that under this Bill, but what they are not
allowed to do is sell them to unsuspecting people, because that isinsider dealing.

Hon Audrey EU Yuet-mee, SC, JP:

My point is that if the bank or the mortgagee at the same time has the right to sell
because, for example, the company is not paying on the due date — it is defaulting, so

therefore the bank has the right to sell —and at the same time has got some insider information

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

Commission:

They cannot sell.
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Hon Audrey EU Yuet-mee, SC, JP:

They cannot sell, even though they have the right to, under the contract.

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

Commission:

Everyone who is caught by the insider dealing provisions has theright to sell. By
definition they own the shares. But if you know certain things that the market does not
know, and you are in a certain relationship with the company, then you are not alowed to sell.
That iswhat insider dealing is all about.

Hon Audrey EU Yuet-mee, SC, JP:

Even though the company is defaulting?

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

Commission:

Especialy because the company is defaulting. The person on the other side of that

transaction is going to lose awhole lot of money.

Chairman:

No one can sell prior to the information is made public.

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

Commission:
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That is the whole essence of insider dealing prohibition.
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Chairman:

Mr DICKENS. Interesting questions.

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

Commission:
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| am now about to reveal my age. In 1980, when we brought these provisions into
force in Australia, index arbitrage was virtually unknown in that market. The international
investment banks were not then present. Program trading had not been invented. People
did not use computers. They used to write things up on boards. Price stabilization in IPOs
had never been heard of.  So the answer is: these comments were not made at the time.
Since then the market has grown around the provisions, but index arbitrage, program trading

and some very sophisticated derivative products have been offered, without impediment.

Asto your question as to why the investment bankers who are now global and have
armsin Australia and in the UK, the US and Hong Kong are worried about these provisionsin
Hong Kong, | think it is acombination of two things. We have repeatedly asked them to get
advice from the Australian general counselors in their Australian arms.  They seem not to
have done that, although if you look at the latest letter from Linklater's, you will see they

have retreated along way from their earlier submissions.

Secondly, and | made this point before, there is probably greater reputational risk in
Hong Kong in that we are not yet seen as areliably credible jurisdiction by these people — and
| find that reasonably offensive, because | have been practising here for 10 years. They give
ASIC more trust than they give us, but that isin fact the case. So the answer is that we are
very happy that this will not be a problem, that these activities will not be prohibited. We

are prepared to issue guidance to that effect.

There has recently been a case in the Australian courts, about a very complex sort
of market manipulation that took place against the background of an expiry day on a futures
contract.  So it was aclassic index arbitrage unwind with the market manipulation features.
Now, the court gave very clear guidance there as to what was legitimate conduct, and it is
quite clear that most index arbitrage strategies are legitimate. The particular one adopted by
the company was not regarded as legitimate by the court. It was not regarded as legitimate
by us. We took disciplinary action. It was not regarded as legitimate by the English

authorities who also took disciplinary action.
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| think the real answer to your question isthat the international investment banks do
not co-ordinate globally in the way we might imaginethey do. They have atendency to seek
local legal advice and sort of deal with the local situation in local terms.
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Chairman:

Eugene.

Mr Eugene GOYNE, Associate Director, Enforcement, Securities and Futures

Commission:

The circumstance in relation to 247(3) is not as | understand your interpretation to
be. 247(3) was inserted after 247(1) and (2), which basically mirror the existing provisions
under the Securities Insider Dedling Ordinance. (3) is there to say that basically if the
proceedings had not occurred before the MMT, then information given at MMT proceedings
would be admissible in any other proceedings, other than those covered in (1) and (2) if they
were admissible according to the ordinary rules of evidence. It is saying that (1) and (2) do
not affect the ordinary rules of evidence in relation to other proceedings. So if information
is given in an MMT proceeding, then it is only admissible in proceedings other than those
covered under (1) and (2) if it is admissible according to the ordinary rules of evidence
governing those proceedings. The effect of that will be, in most cases, that the common law
privilege against self-incrimination will exist in that self-incriminating evidence will not be
admitted in other civil proceedings, for instance. It is basically a preservation of the
ordinary rules of evidence in relation to other proceedings, other than those covered in (1) and

(2), and that is the only intention.

Deputy Chairman:

The only admissible principle seems to me to be self-incrimination, and that is, in
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fact, quite a narrow answer.

Mr Eugene GOYNE, Associate Director, Enforcement, Securities and Futures

Commission:

In relation to other information admissible before the MMT, the MMT is not bound
by the ordinary rules of civil or criminal evidence, and can consider any material that it feels
appropriate to consider, but would probably give it weight according to the ordinary rules of
evidence. However, if such evidence is tendered before it, (3) will also have the effect that
regardiess of the effect, the MMT has decided to admit it before itself, irrespective of the
ordinary rules of civil or crimina evidence. |If there are independent proceedings, the
admissibility of that evidence before the MMT and the fact that the MMT has let it in will not
affect its admissibility before other bodies. Those other bodies, criminal or civil courts, or
statutory tribunals, will decide whether that evidence is admissible according to the rules of

evidence applicable to that particular body.

Deputy Chairman:

Mr Chairman, | have no problem with the rules of admissibility. That is not the
question. | amtalking about fact. If thereisno MMT hearing, many things will not be said.
Evidence will not be given. | would not have told you things, and so if you were to institute
acriminal or civil procedure against me, there would not be any evidence available —all right?
It isjust not available. It did not come about. But since a MMT hearing has taken place,
these things have become available. Now, once they have become available, then what
makes them inadmissible? If they are admissible by the rules of admissibility, then they
would be used.

| asked earlier if some evidence is unlawfully obtained, what then? Do you useiit?

These are admissible.
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Mr Eugene GOYNE, Associate Director, Enforcement, Securities and Futures

Commission:

If 1 can summarize the intent of (3), the intent is exactly as | think you are
proposing. Thereis certainly no intention for the government or the Commission to depart
from that within the terms of the Bill. The intention behind 247(3) is that irrespective of
whether the MMT has decided under its special, very liberal, evidence rules to allow
something to be admitted before it, if there is other independent civil or criminal proceedings
that are not covered under subsections (1) or (2), which are specia cases that are preserved
from the IDT’ s existing arrangements, then the admissibility of that evidence which the MMT
has been let in will only be decided by those other bodies, be it a civil or criminal court,

according to the rules they would normally apply.

It isin effect an avoidance of doubt provision. It isnot letting material in that has
been let in before the MMT. It is saying that, for instance, if there are separate collateral
criminal proceedings and material admitted before the MMT was perhaps relevant in some
way to those proceedings, that criminal court will only admit that evidence if it is admissible

in accordance with the ordinary rules of criminal evidence.

Deputy Chairman:

Mr Chairman, let mejust try it once more. What is admissiblein an MMT — what
this tries to say, just because something is admitted, and is admissible before an MMT, does
not mean that it would be admissible before the other court in criminal or civil proceedings,
because MMT is wider. So just because MMT admits the evidence does not mean it has

changed the rules of evidence in the other, the rules of admissibility.

Mr Eugene GOYNE, Associate Director, Enforcement, Securities and Futures

Commission:
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Yes.

Deputy Chairman:

Okay. | understand that. | am not concerned with admissibility. | am
concerned with availability. The MMT has made these things available. Once they are

available they are then admissible. Of course they are admissible in the other tribunals.

Mr Eugene GOYNE, Associate Director, Enforcement, Securities and Futures

Commission:

No.

Deputy Chairman:

Let me put in a conspiracy term.  Now, if there isno MMT hearing, you just do
not have any evidence against me. You ask me to make a statement, and | say, “Thank you
very much. | don't wish to”, that is the end of the matter. Since you cannot get me that
way. Yousay, “l will have an MMT”. All that isrequired is for the Financial Secretary to
have this statement. MMT would take place. Once the MMT starts, MMT can ask me to
say all sorts of things, and | will haveto say them. Once | have said them, now you can say,
“Of coursethe MMT fails...”, but now you can institute criminal or civil proceedings against

me, and now this evidence has become available.

Now, | am not using the admissibility rule of the MMT. | am just saying as a
matter of fact, this body of evidence has become available, and the other tribunals can use it.

Thisisthe situation, so thisiswhat | am worried about.

Mr Eugene GOYNE, Associate Director, Enforcement, Securities and Futures

Commission:
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Completely true.

Deputy Chairman:

Thank you.

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

Commission:

Sorry, but it is correct. Now, the question then becomes what you do about that.
It happensin civil trials now, although they do not have the power to compel certain sorts of
evidence to be given. In particular, you cannot be compelled to incriminate yourself in the
civil ligitation, and you can inthe MTT. That might lead to, say, an action for tort of some
sort, by somebody else. It is apoint | just think we need to give further consideration to.
(3) has no sinister intent.  (3) is neutral on your question. We need to consider whether the

evidence that would not come into being but for the tribunal proceedings - -

Deputy Chairman:

Do give us an analogy.

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

Commission:

- - should be used somewhere else. Waéll, it can be used in other trials. | agree
with you there. The question iswhether it should be able to be.

Chairman:
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Okay.

Hon Audrey EU Yuet-mee, SC, JP:

Mr Chairman, it is on the same point. | cannot understand clause 247, and that is
one of the difficulties. Margaret has aready made the point. Can | just ask also in relation
to clause 247(1)? The last part is “...not admissible in evidence against that person in any
other proceedings, civil or criminal, in a court of law, brought by, or against it”. Can | just

have that bit explained, with relevance also to (3)?
Chairman:

Sherman.
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