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Securities and Futures Commission:

It is very similar, in fact, Chairman, to the position as described for the UK. | just
want to remind Members, though, that this is not the only provision that relates to auditors
reporting and immunity. There are provisions in Part VI that actually impose positive
obligations on auditors to report certain matters that they become aware of in the course of
their audit. In particular, clause 153 sets out a series of reportable matters going to issues
that adversely affect the financial position of a licensed corporation — certain breaches of the
law, breaches of the financial rule requirements, where there is a positive obligation to report
those matters to the Commission. That is very much the equivalent of the UK and the US
positive obligation to report. That clause also comes with an immunity safeguard. Two
clauses later on, 155 and 156 contain Commission’s powers to appoint auditors, and where
the Commission has appointed an auditor there also follow some reporting obligations on the
part of an auditor. So if you read clauses 153, 155 and 156 in combination, there are some
significant reporting obligations placed on auditors, with some immunity protection. This
provison here, clause 369, is addressing a wider set of circumstances which are not
specifically identified as risk issues for an intermediary where they may become aware of a

more general crime or more general misconduct.
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Mr PROCTER.

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

Securities and Futures Commission:

| think, Chairman, in terms of the context in which this occurred, it is important to
bear in mind that, although this is a voluntary disclosure that is made, it takes place in the
context of an auditing profession which knows that itself may be liable to be sued if it does
not take appropriate action so, in fact, there is quite a strong commercia imperative for the
auditors to protect their own position by reporting this sort of misconduct. You can
imagine — and you will know anecdotally — that auditors are often seen as the party with the
deepest pockets when something goes wrong. So the auditing profession is seeing this
provision as a key way of enabling them to protect their own interests as well as serving a

wider public good in reporting misconduct to the SFC.

If there is areport of misconduct of this type, then there are a number of things that
the SFC might do. Let us assume for the sake of ssimplicity that thisis not a listed company
which also happens to be an intermediary or a register, just a general trading company. The
first thing that we could do isto conduct our own further inquiry under Part V111 to determine
whether or not action should be taken in respect of the management of the company so we
have, as Members will recal, a power under Part VIII to inquire into listed companies and
then to make recommendations that may, for example, lead to disqualification of directors and

removal of directors from their positions.

The second possibility and more extreme case is that we could apply under Part X
for a winding-up of the company. We have very rarely used that power in the context of

genera unregistered listed companies but we have done it and the Mandarin Resources case is
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the best known example of that, where we felt that the information disclosed, in effect, an
oppression of the minority shareholders, very much the situation that you describe. So we

would have standing to apply to a court to wind up a company in those circumstances.

The third possibility is that in the kind of circumstances that have been postul ated
there is quite likely to have been a breach of the listing rules at some point so we would
normally also refer the matter to the Stock Exchange and ask for the Stock Exchange, together
with us, to ensure that there is proper and full disclosure of the circumstances of the company
by the company itself. The Stock Exchange also has powers under its listing rules to take

disciplinary action against the management of a company of this sort.

But | think the fourth possibility is actually the most potent and the most likely to
be pursued and that is, given the nature of the matters that are reported, we would almost
certainly refer the case to the police or to the ICAC for them to further investigate because we

arereally talking about general crime here, crime of an actua fraud.

So it is a conduit role that the SFC would play in those circumstances and you will
note, in fact, that in the latest subsection to which we have not yet referred, the auditors have
corresponding duties to refer matters to the Monetary Authority and the Insurance Authority
when the listed company happens to be a bank or an insurance company. So again those
regulators would have power in respect of their registrants to take action against senior
management of those companies if they were insurers or banks, as the case may be. Indeed,
of course, they would also have responsibility to act as conduits through the police to more

general investigation.

So as a package there is quite a lot that can actually be done and it will no doubt
escalate according to the seriousness of the allegations that were put to us by the auditors and
| think in the commercia context in which the auditors' responsibilities arise and given the
discussion and the tenor of our discussion with the society’s accountants, we are quite

confident that the auditors will see this as an important power that they will actually make use
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of to avoid potential risk to themselves as an auditing profession.
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Mr Andrew PROCTER, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission:

There is a dight gap in the process but effectively the process is, yes, the director

can be removed for those reasons.

| should just qualify something | said in answer to the previous question. The
basis upon which the Commission may apply for a winding-up order in respect of a company
is that the company ought to be wound up on a just and equitable ground using a minority

oppression as an example of where that might be found by the court to have been made out.

The powers in respect of removal of directors — the repeated breaches of the law —
are actually powers under the Companies’ Ordinance. They are not powers that are given to
the SFC. They are powers that are exercised, | think, by the Department of Justice but there
are others here who can better lay out the sequence of events under the companies' ordinance
but certainly they can follow from the SFC report and, including from a report in respect of
the affairs of alisted company and carried out under the current Section 29 powers and they
arereplicated in Part VIII.  So not us personally but as a consequence of our inquiry we can
report matters and they can be actioned under the Companies Ordinance for the removal of

directors.
Hon Albert HO Chun-yan:

So the SFC may conduct an investigation pursuant to a complaint and then that
report may be made available to the shareholders or to interested parties and here they tend to

report to the court in support of any misconduct. Isthat what you are saying?

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

Securities and Futures Commission:
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What | was, in fact, addressing was your earlier question about how a company
director might be removed. The power of removal is under the Companies Ordinance and
not the SFC. So far as the minority shareholders’ rights reflect their own interests, as you
will know there are restrictions on the circumstances in which a minority shareholder can
bring an action against the board of directors of acompany. They do not have an open right
to bring actions against the directors of a company but wherever that action might be

available, including cases of fraud, they could obviously pursue that.

The question, | think, that follows from all of this is how the minority shareholders
become possessed of relevant information that would allow them to identify that they had a
potential cause of action to pursue and that is really where | was describing earlier the
complementary role of the SFC and the Stock Exchange. The Stock Exchange and the

listing rules are the most powerful vehicle for disclosure of information to shareholders.

So having been apprised of a concern, we would use the listing rules to force proper
disclosure of those matters to the shareholders at large, in fact to the investing public at large
under the listing rules. It would then be for the minority shareholders to take advice on
whether they had an action and to identify whether they actually had standing given the
restrictions on minority shareholder rights. It would apply not only in Hong Kong but

elsewhere.

So we would be again in that sense not standing in the shoes of the minority
shareholders, not taking action on their behalf but doing what we could to provide

information that would allow them to identify an action.
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Mr PROCTER.

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

Securities and Futures Commission:

In fact, this provision is also in the current law. In practice what we do is, if we

are prosecuting a matter in a court of summary jurisdiction, we would send one of our legally
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qualified staff to do that. There is a possibility, though, that we would, for example, have a
plea taken where the staff member representing the Commission was not legaly qualified. |
think even that would be exceptional. We would generally send one of our legal services
staff to do it but certainly our current practice is not to use unqualified staff, for example, to
conduct a trial in a court of summary jurisdiction. It would be simply for taking the plea,

that sort of thing, or aremand of the matter.
Deputy Chairman:

Mr Chairman, | am very relieved to hear that but is it possible to make this more
explicit, either in the provision itself, that this does not apply to a full hearing. If that is
possible, that is the best or failing that then probably some policy statement making it quite
clear that thisis not going to happen.

Thank you.

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

Securities and Futures Commission:

Well, that would accord with the current practice.  Which way we would go | am

not sure about. We will obviously think about it and come back.
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Hon Audrey EU Yuet-mee, SC, JP:

Mr Chairman, first of all, there is a very minor point about section 372. It may be
eventually not a matter of policy but a question of drafting. | do not know but since thisis
such a big bill, we might as well mention it while I remember otherwise | will have to come
back toit.

Clause 372, under (4) it says that “no person shall be convicted of an offence unless
the prosecution proves that the specified recipient has reasonably relied on the record or the
document.” | know this is subject to subclause (5) but subclause (5) says that, “nothing in
subclause (4)(a) requires it to be proved that the specified recipient who has reasonably relied
on any record was misled.” | must say, | find the two sort of mutually exclusive because, |

mean, if you are not misled, then clearly you have not relied on the document so conceptually
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| just find that a little bit difficult to follow. | know subclause (4) is supposed to be subject
to subclause (5) but the two, in practically all circumstances | can think of, would be mutually
exclusive. | mean, if your policy is subclause (5)(a), then why have subclause (4)(a)? That

isreally the question.
HEERGFEREREXL

HEEEFUREREHRGS BRI EENEERZETREHETHE
ZERMERERE  FHEOANER HKR2BINMEXLZEY > EFEHFEZEY
& » Mr PROCTER seemed to be amember of that Committee. Maybe he could enlighten us

nthis. We have gonethrough and resulted in thiskind of CSA » X fE i 3% H fE B 1Yy -

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

Securities and Futures Commission:

| did. | was actually in some of the Bills Committee hearing, Mr Chairman, and
that was in respect of what is now the Securities and Futures Legislation Provision of False
Information in 2000 and there were long debates about this provision and | think Miss EU’s
question is afair one. It is difficult to see how the two sit together. What we have simply
done is, because this was so recently the subject of debate, pick up the legislation as enacted
by the Legidative Council, we might be able to tidy it up alittle, I think. It was one of those
situations where there was a lot of drafting done in committees over severa weeks and,

perhaps on reflection we could adjust it.
Hon Audrey EU Yuet-mee, SC, JP:

| do not really want to spend a lot of time, Mr Chairman, on questions like this.
My main question is actually clause 373. | read the paper and | have heard explanation on
thisand | am not quite clear whether the intention is simply for the Commission to intervene

for alimited purpose, such as, you know, presenting its views on the Ordinance or something
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like that and not really taking an active part in proceedings and, for example, seeking reliefs
and orders for damages to be paid over and that sort of thing, because subclause (7) there says,
“Nothing in this section prejudices Order 15, rule 6....” which, of course is the general power

for intervening as a party.

| get the impression that clause 373 is not meant to allow the Commission to
intervene as a full party and my slight concern is that it makes it a sort of a hybrid and you do
not realy know whether it is a plaintiff or defendant or additional party and whether, for
example, rules of procedure, when it talks about plaintiff and defendant or so on, would have
difficulty when applying to the SFC in this sort of circumstances; you know, for example, on
the number of days you have to file things and general provisions, how it would be applicable
to the SFC where you intervene under section 373. | just wondered whether that has been
thought through.

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

Securities and Futures Commission:

| think, when we are considering this provision, we certainly considered
aternatives as the Commission as intervener on discrete issues. We felt that having the
Commission appear as party, to participate in the action as party, was the better way of
addressing our concerns, that we should be in a position not only to address the court on
matters of law or on questions of general public notice — matters that could be taken on public
notice — but actually also to adduce evidence. There may be some areas where we may need
to adduce evidence in support of our contentions, for example, about common market practice

or the significance of a particular market practice.

If you take the most recent example where we would like to have intervened, it
concerned one aspect of the CA Pacific winding up, where we were concerned that securities
held on behaf of clients in CCASS accounts be treated as held on trust, and we were
concerned that the judge may be attracted to the proposition that they not be held on trust so
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that they could be held as part of the general assets on winding up and simply distributed pro
rata without tracing as a necessary prerequisite which would have been quite attractive in the
winding-up but we thought very bad news for the security and integrity of the clearing and

settlements system.

Now, on that matter, we probably could have dealt with it, | think, by simply noting
assertions of fact. We might have got away with it without needing to adducing evidence,
but perhaps not. Perhaps we would need to have called someone from CCASS to explain
the CCASS procedures and structures and that would be something where participation as a
party would facilitate that adducing of evidence in the way that participation of a party as

mere intervener would not.

When it comes to the procedural rules and obligations as they would apply to the
Commission, they are not spelled out in the section. Rather we have left it to the court in its
discretion to say what should happen and to make orders and give directions for the orderly

disposition of the proceedings.

On the first question of whether or not we would normally be seeking substantive
relief, 1 think the answer is, “No”, athough | can imagine situations where we may seek
declarations. | cannot imagine a situation where we would intervene and seek orders as to
damages, for example. There are other provisionsin Part X which have been the subject of
separate discussion where we have standing compliance of injection and we would not need
to use this section for that. It would have separate standing so as to whether we would ever
seek substantive relief possibly in the form of declarations, probably not otherwise.  Whether
it is necessary to limit the section in any way in respect of substantive relief, | do not see a
compelling reason. | think the court in its discretion in managing the proceedings can

probably handle those procedural issues.

ZHE -
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BRAEMT?

Hon Audrey EU Yuet-mee, SC, JP:

Mr Chairman, | think we will probably have to see how the section is going to

evolvein practice. Nothing much can be done about it at this stage.

Mr Charman, the only other thing is that there is the submission by the
Stockbrokers Association and | think it raises a number of points there and | do not know
whether the Administration or the SFC is going to reply to some of them — or all of them, |

should say — because | think some of the points do merit discussion.

ZHE -

| think they will, but since the submission is relatively late. So | think they will.
In past practice, they do.
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Z/E -

Mr PROCTER.

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

Securities and Futures Commission:

Generally, speaking, Mr Chairman, | have not had a chance to go through and think
of any other clauses that might affect this but, generally speaking, accounts and records as
they are kept by intermediaries will be dealt with under rules that are made under clause 147.

There is not actually a time limit specified in the clause. The rules will have to take account
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of the issues that have been raised by the Legal Adviser and, as the Deputy Secretary has said,
it would be also difficult for the prosecution to make out a claim beyond reasonable doubt in
cases where records are destroyed but | accept that is not a sufficient answer.  We will have

to make sure that the rules are consistent with those obligations under clause 147.

Could | just add that | know from the draft of the rules and | know from them that
what we generally do is align the record keeping requirements under this legislation and under
the existing ten ordinances with the record of keeping requirements under the Inland Revenue

Ordinance so we are talking about 7 years. That iswhat we generally expect of people.

ZHE -
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Mr PROCTER.

Mr Andrew PROCTER, Executive Director, Intermediaries and Investment Products,
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Securities and Futures Commission:

| think, Mr Chairman, very briefly — and these are dealt with in clauses 22 to 59 of
Schedule 9 and they are described very briefly at paragraph 8 of the paper — the effect of the
transitional provisions is that current licence holders will be permitted to continue in their
current areas of activity for 2 years after they commence under the legislation.  Within that 2
year period they will be expected to apply for one of the new licence types; types 1 through 9,
or any combination of those 9 types and they would then, even after the expiration of the 2-
year period, still be permitted to carry on their current activities until the Commission had
finally determined their application. So that is essentially the way it works, a 2-year period

for our current licence holders.

For categories of persons who would not be permitted to be licensed under the new
laws, individuals and partnerships, for example, they will be treated as though they were
corporations under this law and again have that 2-year period to incorporate and apply for a

new licence.

For authorized institutions that exempt under the current law, they will remain
exempt, again for 2 years before they have to apply for exemption under this law. For
exempt persons under the current law that are not authorized institutions, they will not be
permitted to gain exempt before they have to apply for exemption under this law. For
exempt persons under the current law that are not authorized institutions, they will not be
permitted to gain exempt person status under this law, under the composite bill, so they will
have 2 years to restructure their arrangements and to apply for a licence from the SFC or to
cease their activities. So again, depending on what your status is at the moment, you will
always have that 2-year period to get your affairs in order and you will be able to continue

your activities for those 2 years.

There are some miscellaneous matters that arise out of changes in definition, for

example to investment adviser definition, that | do not think | need to trouble the Committee
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with them now but essentially everything is designed to give people 2 years to sort their

affairs out.
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