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Deputy Chairman:

Sorry, Mr CARSE.

Chairman:

Mr CARSE, please.

Mr David CARSE, Deputy Chief Executive, Hong Kong Monetary Authority:

| think there are two ways of looking at cost. There is the cost to the regulatory
institutions, and there is a cost of the regulators. One of the objectives — | am speaking in
relation to exempt authorized institutions — has been to try to reduce regulatory costs as much
as possible by leveraging off the existing supervision exercised by the Monetary Authority.
Certainly from the banks point of view, they have expressed a desire to deal as much as

possible with only one regulator.

Obvioudly there will be an increased compliance burden on the banks as a result of
the whittling away of the exempt status of the Als which we have been talking about with the
Committee, but | think there is balance to be struck there between the desire to have
appropriate protection for investors and a level playing field for the brokers, and the cost of

compliance.
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That is one point, but we are trying to minimize the costs of compliance as much as
possible, as | say, leveraging off the existing supervision exercised by the Monetary Authority.
If you look at it from the regulator point of view in terms of regulatory costs, again this
leveraging, using the existing knowledge that the Monetary Authority has of exempt
authorized institutions, of their management and of their systems of controls, using our own

existing examination resources should help to reduce the overall costs of the two regulators.

Hon Eric L1 Ka-cheung, JP:

| think that confirms my suspicion that actually the whole exercise at the end of the
day is more or less a shake-up to save the cost of the regulator; but as far as the banks are
concerned, actualy it is probably worse than before, because of the loss of some exempt
status.

In terms of compliance requirement and costs, | just wonder, if that is the case,
whether there is any potential method whereby some of the savings of the regulator can be
passed on. | think if you look at the Financial Services Authority in the UK, one of the main
reasons for combining the licences is to reduce the costs of compliance as well as the licence
fees of the individual institutions concerned. | think that is a fairer formula as far as the

banks are concerned. | just wonder whether that can be considered.
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Chairman:

David.

Mr David CARSE, Deputy Chief Executive, Hong Kong Monetary Authority:

Thank you. | think Mr Eric LI's point is correct, that the compliance costs for the
banks and presumably also for the brokers will increase, but | think that is inevitable if you
are strengthening the regulatory framework and, as | say, whittling away at the original
concept of exempt status. We have not disagreed with that, because we accept the point that
the banks in the securities business should be subject to the same standards as the brokers, and

that will impose a cost on the banks.

In terms of the cost of the regulators, our costs will aso rise because we will be
intensifying our supervision of the banks securities business, just as the SFC will be
intensifying their supervision of the brokers' securitiesbusiness. | think our costs will go up,
and the costs of the supervisors' institutions will go up, but | suppose the argument from our
point of view would be that the costs of the regulators will perhaps rise by less than they
would have done, given the kind of sharing of responsibility that we would have with the SFC
in relation to exempt Als and the ability to leverage off the existing supervision of the
HKMA.
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Chairman:

Andrew.

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

Securities and Futures Commission:
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Chairman, | think so far as our registrants are concerned, there is no doubt that
these arrangements would result in a reduction in costs. | do not think there will be any
material increase in compliance costs, but there will certainly be some significant savings by
reason of the regulatory structure that we put in place. First of al, a single licence
arrangement will mean that it is no longer necessary to hold several licences, each of which
carries a minimum regulatory capital requirement. There will be one single start-up capital
requirement, so there will be a great saving in the order of millions of dollars for any

registrant that holds multiple licences at the moment.

Secondly, on a week-by-week, month-by-month, year-by-year basis, it will only be
necessary to get representative status or to file returns or to file annual filings and so on, in
respect of one licence. So the ongoing compliance costs in that respect will also be quite
significantly reduced. Whilst | cannot give Mr WU the number he seeks, in fact in terms of
fees on an ongoing basis, our current thinking is that in each case the fee would either be
reduced or stay the same. So we are working on a schedule of fees at the moment which
does not include any proposal to increase, and in most respects | think would result in a

saving, particularly to any registrant that had more than one licence.

| understand the concerns that have been expressed about overlap of effort, but |
think it is worth just keeping clearly in mind what Mr CARSE is saying about the possibility
of leveraging off other information that the HKMA has about its registrants or the banks that
perform dealing business. Because the reality would be that if the SFC were to go in and
start inspecting that discrete aspect of the bank’s business, we would also need to gain an
understanding of the other aspects of its operations, its systems and its controls, of the risks
that affected it.

The way it is usualy described is to use some terminology which is actualy in
some of the earlier documents that have been provided to the Committee, but let me just
quickly go over it again. The banks internationally — and the HKMA does the same —

supervise on a consolidated basis. That is, they look at all the operations of a group and
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understand the risks of the whole group, and actually look and consolidate out those financia

risks and issues.

So they would, in any event, want to understand the risks associated with the
broking business, even if we were the supervisors of it. Conversely, the SFC and other
securities regulators supervise in what is described as “a group-wide basis’. We do not
consolidate typically in an accounting sense, but we do need to understand the whole of the
risks and operations of the business, because there are contagions; there are intra-group risks
that flow. Again, if we were the supervisors of that discrete business, we would need to
understand what was happening in the rest of the banking group. So | do not think there is
much doubt that whilst there may be areas where you can identify overlap, and whilst there
may be a need for regular and frequent meetings between ourselves and the HKMA, the
alternative would result in much more overlap. Also much greater need for those kinds of
meetings, and actually a much heavier compliance cost, particularly on the banks and their
broking business, just because of the need for the regulator to understand the risks of the

operation as awhole.

Chairman:

David, do you have anything to supplement? Do you want to add anything?

Mr David CARSE, Deputy Chief Executive, Hong Kong Monetary Authority:

No. | donot.

2
BB (R TR I R 7
HEHA -
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Mr David CARSE, Deputy Chief Executive, Hong Kong Monetary Authority:

WEell, Mr Chairman, these teams are just on a par with our bank examination teams.
| mean, there are no lower status than those. They report through senior managers to head of
division in exactly the same way as the bank examination teams do, so from our point of view
they are just the equivalent of a bank examination team except that they are concentrating on
a paticular area. Similarly we have the examination teams that concentrate on MPF
business, for example, and on things like electronic banking; so that they are just specialist

examination teams within the HKMA.

Chairman:

Margaret.

Deputy Chairman:

Mr Chairman, of course | have voiced this concern before, where you have two

separate regulators so | am not going to repeat that. | will just register that personadly | find

this rather a dissatisfactory kind of arrangement, but this probably is not the stage to talk

about such matters of principle, whether banks carrying out securities-dealing business should
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be regulated by the SFC or the HKMA. We register a different point of view, and | leave it
at that.

Under this framework | think that things have developed further. Now with the
removal of the interest rate agreement, we are hearing all sorts of comments that in order to
survive, we may see banks branching out in a more proactive way, more aggressive way, in
other kinds of services, including securities investment and so on. So we may really expect

the banks to do alot more in the future than now.

Assuming we are looking at the scenario of banks being regulated by HKMA for
everything they do, we may have to look at two kinds of supervision. You have prudential
supervision that we have no particular problem about. HKMA is experienced and tested in
the business of prudential supervision of banks. But as to conduct supervision, what are you
going to do about that? How are you going to increase your staff? Asfar as| understand it,
and | try my best to understand this Bill, you sort of delegate that power to the officer

responsible in each bank, instead of a direct hands-on supervision asis carried out in the SFC.

| would like to know the kind of approach you will take, the manpower, the actua
administration you are going to take towards this increasing activity in the banks' securities

business.

Thank you.

Mr David CARSE, Deputy Chief Executive, Hong Kong Monetary Authority:

Thank you. As you say, we have got a difference of principle. My own view is
that the distinction between functional and institutional supervision and between prudential
supervision and conduct of business supervision is a bit more blurred than you think. 1 think
in the banking area it is going to become generally more blurred. It is perfectly true at the

moment that the HKMA is predominantly a prudentia regulator, but that does not mean to say
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that we do not look at conduct of businessissuesin relation to the banks.

To give you one obvious example, we look at money laundering in relation to the
banks. That is avery important part of our supervision, and that is essentialy a conduct of
business issue related to “know your customer”. We are also getting increasingly involved
in consumer-related conduct of business issues. We aready act as a complaint body for
consumers in relation to complaints that they have about banking services. We have issued
quite recently a paper to the LegCo Financia Affairs Panel which looks at the arrangements
for consumer protection in the UK and Australia, and contrast that with the Hong Kong

situation, to see whether improvements or enhancements should be made here.

| think the dichotomy between prudential supervision and conduct of business
supervision is becoming blurred, and that will apply on the SFC side as well as ourselves.
They are not purely a conduct of business supervisor; they also supervise the prudential

position of brokerage companies.

| suppose the first point to make is that in carrying out conduct of business
supervision under the Bill, we will not be reinventing the wheel. We will be applying the
same standards as are applied by the SFC, and they will be the main standard-setter. They
will consult us in relation to those standards that have a bearing on exempt Als, but they are
in the driving seat in terms of establishing the standards, and we will then apply these

standards, using our on-site examination capability as well as off-site review.

We have already set up the mechanism for doing that. In fact we have been doing
it since 1995. What is different is the intensity with which we do it, and the formality with
which we do it. You said that this is just going to be left to the management of the banks.
It is perfectly true that we think the prime responsibility for making sure the banks are
prudently run rests with the management itself. That is a cardina principle that al banking
regulators have, and | would suspect also securities regulators have, because otherwise there

isamoral hazard, if we are actually seen to be managing the banks.
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However, we will on top of that have our own on-site examination capability. We
will supervise compliance with the SFC standards. The banks will be subject directly to a
number of the provisions in the Securities and Futures Bill legally, on a statutory basis,
whether we exercise discretion or not. Therefore they will be much more directly subject to
the same standards and the same degree of supervision as the brokers have, in relation to their
securities business. The point in relation to management applies particularly in relation to
bank staff where we have said we think in relation to front-line staff, the main responsibility
for checking that they are fit and proper should rest with the banks themselves. In the same
way as the ordinary banking staff are subject to that vetting by management; but we will do
our own basic vetting of the names that are on the register. We are also looking at means of
enhancing the provisions relating to front-line staff as a proposed amendment to section 118.
We are also proposing in the Banking Ordinance to take the power to remove individuals from
the register if they commit misconduct or if they are considered to be not fit and proper by

reason of their conduct.

So there will be a statutory overlay, even in relation to the treatment of front-line
staff. We will try and supervise the conduct of business — just to sum up — according to the
same standards that we apply to the supervision of banks other activities which are
increasingly intertwined with securities business; and we will do that on the basis of the
standards set by the SFC.

Thank you.

Deputy Chairman:

Mr Chairman, just to follow up. Mr CARSE, | am looking at clause 114. Thisis
the restriction on carrying on business in regulated activities. That is C1713. You see a
the end of the page (4): *“Section 3 shall not apply” — that is really who can conduct this

business. You have (a): “A licensed representative who carries on for his principal a
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regulated activity for which the representative is licensed...”

S0 as far as this “known exempt people”’ is concerned, you have to be a licensed
representative before you can carry on the business. In (b), if it is an exempt person then
you see an individual — “(i) who carries on for an exempt person a regulated activity for
which the exempt person is exempt” and “(ii) whose name is entered in the register
maintained by the HKMA...”. So here this individua is not a licensed representative, you

have a difference here.
Mr David CARSE, Deputy Chief Executive, Hong Kong Monetary Authority:

Wedll, thisis a difference that we talked about previoudly.
Deputy Chairman:

| know.
Mr David CARSE, Deputy Chief Executive, Hong Kong Monetary Authority:

| have tried to explain that we are looking at first of all the way in which the front-
line staff of banks are dealt with at the moment.  There is no requirement for banking staff
to be licensed, and they can carry out transactions that may be as equally complex as those
involved in the securities business, and which may have just as big a bearing in relation to the
financia position of the people within the deal as the securities business.

Now, the second point is that we think it right that the senior management of the
banks should have a clear responsibility to ensure that their staff doing this type of businessis

fit and proper. They will have a requirement to do that, which will be embodied as a

statutory condition under section 118.
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Deputy Chairman:

Mr CARSE, | understand you, and | know that | have referred to this before, but
thisis what | mean by the SFC directly supervises the licensed representative.  The HKMA
only indirectly supervises such people, because, as you pointed out, they are under the direct
supervision of the bank staff. It istheir responsibility. So | see adifferencethere. Thisis
okay if you are talking about a prudential kind of supervision, but is it a different level of
conduct, this conduct of business supervision. How is the HKMA going to do that? Are

you content to allow thisto be indirect?

Mr David CARSE, Deputy Chief Executive, Hong Kong Monetary Authority:

| think, just as | presume the SFC put to you, when you look at whether individual
members of staff are carrying out their business properly, first of al you are looking at the
overal system of controls and management within the institution itself. | do not imagine
that you go into a brokerage company and individually vet the past conduct of every
employee, to check to see whether they are behaving properly. It does boil down to the

systems of management and control within the institution we are dealing with.

| think the difference we are talking about is the initial vetting of the employees.
After that those employees are subject to the same code of conduct provisions as the SFC
licensees. They are directly subject to those statutory requirements. If they breach those
requirements, under the proposed amendments, we have submitted to the Committee, they
will be subject to disciplinary proceedings. They can be removed from the register by the
HKMA; they can be subject to fines by the SFC, or a public reprimand.

We have responded to your previous concerns by beefing up these provisions. Al
we are talking about is the initial entry on to the register. Whether we check every one of
these employees, or we say “You, the bank, are responsible for the prudent running of your

business and you should make sure that these people are responsible’. Otherwise we arein a
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situation of where, if you are on the front line, the counter in a branch, dealing with securities
business, you are subject to individual vetting by the HKMA. But the person next door to

you who is carrying on banking business, is not subject to individual vetting by the HKMA.

Deputy Chairman:

Mr Chairman, | do not want to occupy too much time now, and Mr CARSE, | am
not cutting you short because | do not want to listen or am impatient with your explanation.
Itisjust that | realize we are going into details, and | am making a point perhaps which cannot
be dealt with in the exercise of vetting this Bill. | want to say in the clearest terms that | am
concerned about the actual administration of supervision by HKMA in the context of a fast-

developing business in the banks, to offer these kinds of services to the wide public.

The HKMA is a small concern. It was not established for this kind of thing.
When HKMA was established it was not looking forward to doing a large number of conduct
supervisions of securities services in banks. If you are having to face the situation because
of this Bill passing into law, then | think there is a need for us to re-examine the role of

HKMA, the set-up of HKMA, whether it is strong enough to rise to thisnew challenge. This
iswhat we are talking about.

Mr David CARSE, Deputy Chief Executive, Hong Kong Monetary Authority:

From our point of view it is not anew challenge. That is why we place so much -

Deputy Chairman:

| understand you. You are saying that in fact you do a certain amount of conduct

supervision. You do not just do financial prudential supervision. | understand this.
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Mr David CARSE, Deputy Chief Executive, Hong Kong Monetary Authority:

It isnot even smply that. | mean, all | am saying is that we already supervise the
banks securities business, and the conduct of that business, using examination teams which
we have built up for that purpose. We do that according to standards, which are agreed with
the SFC. We use the SFC’'s examination guidelines. We use the training resources of the
SFC. We use the standards set by the SFC, and we agree the risk areas we will focus each
year with the SFC. We agree the intensity of the examination. We agree the frequency of

the examination.

If anything, we look at the banks securities business more frequently and more
intensively than the SFC does, in relation to brokers. Andrew may have his own views on
that, but it is my impression that our examinations probably take a bit longer of individual
ingtitutions than the SFC does. | would accept your point if you were saying “This is
something that we're going to promise to do at some stage in the future, and we will develop
the capability to do it”. But the fact is that we already are doing it, and we aready have the
capability todoit.

We accept that conduct of business has not in the past been a primary role of
HKMA, but it is something that we are getting into, whether we like it or not. It is
something that is going to arise in the banking business increasingly, and as | mentioned many
times before, it is actually very difficult to distinguish between banking business and
securities business in the banks. If you take something like Internet banking, for example,
Internet banking services offer a securities broking service dongsideit. Are we going to say
that we are just going to look at the Internet banking service and not look at the securities

service which is grafted on to that?

This is something we are aready doing. | know that life is becoming more

complex, but that is something we are just going to have to deal with.
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Deputy Chairman:

Mr CARSE, when talking about the role of HKMA becoming more diversified, it is
more inclined at least as a matter of quantity, in terms of how far you go that is still a change.
In fact, you have referred to consumer protection. Up to very recently HKMA was saying
that consumer protection is none of its business. Now of course | hear you, that you have
incorporated that, and that of course is inevitable, because if you have the role of supervising
the conduct of certain business, then you have got to look at consumer protection, complaints
mechanisms and so on.  You take on all this sort of thing, and the role of HKMA will change,
as your capability and your manpower. | would like to see at some point that there is
reference once this becomes law, or even before that, we would like very much, | personaly
would like very much to see a description of the role of the HKMA in the future — the balance
of its functions, how it meets it challenge, and so on. We are looking certainly at a situation
when securities and other business and services offered by the banks are going to be much

more diversified and more active.
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Mr David CARSE, Deputy Chief Executive, Hong Kong Monetary Authority:

Mr Chairman, in subsection (8): | mentioned last time that the intention is to
make an addition here, which is to make it a statutory condition that any individual whose
name is entered in the register maintained by the Monetary Authority shall be fit and proper.
| mean, thisisjust intended to give statutory effect to what we expect the management to do,
to make it more formal.

Deputy Chairman:

Mr Chairman, just for clarification, reference to section 20 of the Banking
Ordinance is section 20(1)(f) and (3). Isthat right? This is where you say the Monetary
Authority “shall maintain a register in such form as he thinks fit, which shall contain, among
other things, such other particulars of banks, local representative officers...” and that sort of

thing.

Mr David CARSE, Deputy Chief Executive, Hong Kong Monetary Authority:
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Yes.

Deputy Chairman:

And then is there any difference, actually, between 20(1)(f) and section 20(3) where
you require the bank, local representing office, and so on, to submit “such information for the

purposes of subsection (1) as he may reasonably require’?

Mr David CARSE, Deputy Chief Executive, Hong Kong Monetary Authority:

There will be an addition to section 20(1), a new paragraph, (ed), which shall
require each exempt authorized institution to submit the name and business address of every
relevant individual. A relevant individual being someone who is engaged in securities
business for the bank. The capacity in which each relevant individual is employed. We
will probably change that to “engaged’, because they may not necessarily be employed by the
ingtitution; and the date on which every relevant individua begin to act in that capacity.
There will be a specific provision relating to the names on the register, and then there are
more genera provisions that relate to the power to obtain proper particulars in relation to

those individuals, if it seems necessary.

Deputy Chairman:

| may have missed that. Is that in the amendment, in the Banking Amendment
Bill?

Mr David CARSE, Deputy Chief Executive, Hong Kong Monetary Authority:

It isin the Banking Amendment Bill; yes.

Deputy Chairman:
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I’ll have alook at that. Thank you.
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Mr Andrew PROCTER, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission:
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Chairman, we are well aware of the concerns expressed by the group of
international investment houses. We do not agree that the situation or the difficulties they
foresee actually arising on the drafting. We are satisfied that the drafting is sufficiently clear.
We have actually set out a response in respect of that particular concern, and the reference is
in paper 5D/01. | have in mind also that it was taken out in another letter, and it is that other
letter that | am looking for. In paper 5H/01 we also discuss this, in fact in paragraphs 5
through 9: defence for carrying on securities margin financing business without a licence.
We entirely understand the concerns and anxieties that have been expressed, but we think it is
arelatively straightforward matter, that the person who is providing the financing has some

obligation to inquire as to its use.

Of course they might be deceived by the person who takes the loan, and in those
circumstances, as we have said in this paper and as we have said in paper 5D/01, we think
they would have a defence, provided they reasonably believe what they are told.  If they are
put on inquiry, for some reason, that what they are told is false, then the situation is different.
But it is a question of fact. They are allowed to lend money for certain purposes and not
others, and they are allowed to rely upon, on a reasonable basis, what they are told by the

person who takes the loan.
BRI EREREX L -

ERESHLRHAEMEREEZZ G XH - T Hreference no. &
5H/01 - 3% {3 S 1 72 A e &= B WY £2 R 1 % 0 1Y -

HIEEHA :

HERE  EEREF LT HIRNE - RHERSHTOER
MEZFEXANNF P ERXNEFERZENIE - EFXNEEAE - %

fic 2 5T BHH » “by reason only of providing financial accommodation if he
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reasonably believes that the financial accommodation is not to be used... ... ,
thEt 2 - B Ed — WA RS - JEERAE S XA B E R Ik
EWEREETDLT ? MR ZEREE  EREFLZL -

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

Securities and Futures Commission:

WEell, it would be in fact the opposite of the situation you describe. If someone
says. “I’m borrowing money from you as a margin financier, and I’'m going to use it to buy
stock” then you're okay. If they say: “I’m going to take a loan from you, and I’'m going to
buy a speedboat with it”, you'renot. What | think isimportant to understand is that the basis
of the belief has to be a reasonable one. If, for example, a loan was made and it was said
that the money was going to be used to buy shares, and you later became aware that that had
not been the use to which the money had been put. Then the same person came along and
said:  “I'd like to borrow some more money to buy shares’, then you would have to inquire;

you would actually have to be alittle bit more on your guard on that second occasion.

In other words, what is reasonable is a question of fact. It depends upon your
course of dealings, to some extent, with the individual who is taking the benefit of the loan.
In that sense, reasonableness has to be judged in the circumstances of the case. But in the
example you give, if someone says: “I’m using the money for this purpose”’, you are not on
any notice. There is nothing to put you on your guard that there is anything untrue about it.

You would be safe. ' You would have the benefit of the defence.

HEEMELIER SHAKE - AR MERANTRRHRZTERED
RE > ERGEERXKR  ZARETLIFESERNZETE - RZ AR FHE
HER—MH&  EEBR T » g HRME -

=
=
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meEsHERERER?
HEEHA -

Group of nine investment bankersH & . 5§t 8 5 e HE 3% -
REHHA -

FERE - Forl G5 H — (5 B SR 7
-

IFH#J - Audrey.

Hon Audrey EU Yuet-mee, SC, JP:

Isit possible to put it in the reverse? If you look at subsection (6) the words at the
moment are:  “... if he reasonably believes that the financial accommodation is not to be used
to facilitate (a) and (b)”. Isit possible to put it in the reverse, to read: *“... unless he has
reasonable grounds to believe that the financial accommodation will be used to facilitate...”?

The reason for the change - -

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

Securities and Futures Commission:

| understand. | mean, to describe the effect of this section, cast asit is, is not easy
to do. Infact, if you look at the paper 5H/01, where we discuss the section, | must say it

took some time to get the descriptive paragraph right, just because of the use of the negative
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in the section. | think what you describe has the same effect, and we could certainly

consider whether or not it could be recast in a more positive term.

Hon Audrey EU Yuet-mee, SC, JP:

| think there is one difference, Mr PROCTER. The difference is whether as a
lender you have the obligation to inquire. The Honourable Henry WU is talking about a
later situation. He istalking about a situation when the borrower has already got the money.
| am not worried about that. | am worried about the situation beforehand: that is, if you are a
lender and somebody comes to you and wants to borrow money, and says. “Well, | have
securities” or “1 have the financial ability to repay”, as alender do | have an obligation to ask

andsay: “What are you going to do with the money?”’

Alternatively, can | just say asalender: “It’sjust abusiness. |'min the business
of lending. | don’'t care what you're going to use the money for. Provided | know that you
are good for the money, that you can repay me, then | will lend you the money”?  That is
why | would have thought that in real life as a lender |1 do not have the obligation to inquire.
Provided | do not know, which is the point | am making - unless he has reasonable grounds -

that you are going to useit for that purpose, then I can lend.

Drafted in this way, in your subparagraph (6), if he reasonably believes, this may
lead people to think there is an obligation on the lender to inquire. Because then you have to
ask, because the way you have been asking these questions is that you put an onus on the
lender that he has to ask the purpose.  With the way | suggest it, which isin the reverse, it is
clear there is no obligation. Provided | do not know, | am not liable. So that is the

suggestion.

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

Securities and Futures Commission:
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Yes.

Chairman:

Mr PROCTER, you will consider?

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

Securities and Futures Commission:

Yes.

ZE -

HERE  MEARAHMEERZRMY? RWELEZE R
BB RERRAMEREM?

HIEEBA -

FATYIE — By A H AR -

Z/E -

BHECIEAT R - EETREHIME  RAGREENE - B —&
ERARETR - WRE RN E M 25 78 38 B 65 FN R 30E M F A &
H Ja & 7 FE R B 3 T VLA [ A proper procedures Y thEEE R - RAIKF L
RINE AL B - PIANEEZRERXAEHE R - REZERERANEZEHEX
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—{lil element of doubt - 523 H B A LEHAEEL - 7R EGHEAYEEE
ERTARZGHNERE 2 E —OU-FAE XM - Hom Z R A RE
B D

I

ZHE -

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

Securities and Futures Commission:

It does depend on which way the section is cast. | think if it is cast as it iS now,
some inquiry would have to be made. If it is cast in the way that we were just discussing,
then the question would be whether or not there was anything that aert the lender to the
possibility that the money was to be used for a purpose which would trigger the licensing
requirement. That is along way of saying we cannot do anything until it is decided which

way to go.

| think there are two aspects to this Type 8 issue. One is that those who are not
licensed and who knowingly or unknowingly are induced into giving a loan which is for use
for the purpose of buying shares or financial accommodation, as it is defined, and those who
are licensed under Type 8 and who again knowingly or unknowingly are induced into giving a
loan which is used for some other purpose — that is the speedboat example | gave before —we
need to cover both of those things. In the context of the first category, those who are not
licensed for Type 8 but who give a loan which actually then used for the financial
accommodation as defined, if they are authorized ingtitutions or they fall into one of the other

exemption categories, they are fine. There is nothing they need to be concerned about.
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They would not even be on inquiry.

The difficult category is actually the category of the moneylender under the
Moneylenders Ordinance. They are the people about whom the concerns arose in the first
instance, in respect of margin financing. | think the reason why the section is cast in the way
it isnow —that is, some onus of inquiry; some reasonable inquiry —isthat it is recognized that
those who can legitimately advance money, lawfully do so, but are not banks, are the money
lenders under the Moneylenders Ordinance. There was a real concern about them; so the
regulatory approach was to say: “You have to take this issue seriously. You have to make

some inquiry and understand the purpose for which the money is to be used”.

That is where we get to the structure of the section asit currently stands. But, as |
said, we will look again and see whether, notwithstanding that history of CA Pacific and
otherwise, we can go back and simply leave it so that someone is safe unless they are on

notice by reason of conduct.
FEHHEA -

MEERITEMFBERNE  FREEEEERE LM T - F
ERITERHAREGRXNE L  EATEEBRLMAEERM  ERIEE
g T — LIRS MAERERTEK......

ZHE -

s EHE M LLERM  2EE  WAEEREIE  RELGXFRE
MEAENER?

FEHHA -

HERKSR  REMEREMEHOERZ®REZ ME - WERL
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£ BA B9t -

ZE -
MR B ERE  ZEGUDARBRGROEOGHEER -
Margaret.

Deputy Chairman:

Mr Chairman, | just want to ask whether the only group realistically targeted by (1)

and (6) are the moneylenders qualifying under Moneylenders Ordinance?

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

Securities and Futures Commission:

It is true, of course, effectively that people who are not permitted to advance
money — that is, loan sharks of al sorts — would more naturally be dealt with, because they
would have breached the Moneylenders Ordinance, for example, rather than trying to deal

with them under thisprovision. However, you are right.

| was dealing with those who would be, in fact, permitted to lend money, but not
provide financial accommodation, and they are the key areas, the moneylenders under the
Moneylenders Ordinance, because the banks are, by reason of the way financid
accommodation is defined, excluded from the definition. Dealers, those, who are licensed as
Type 1 securities dealers, are also excluded under the definition of Type 8 activity. So the
only people we are really concerned about — not “the only”, because there are other people
who stay right outside the law, but those who are permitted to advance money that we are

concerned about would be the moneylenders.
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Deputy Chairman:

Yes. You aretalking about people who unlawfully lend money to other people.

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

Securities and Futures Commission:

Yes.

Deputy Chairman:

But this would catch people who lend commercialy.

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

Securities and Futures Commission:

Yes.

Deputy Chairman:

Asfar as moneylenders are concerned, under the law do they have a duty of inquiry

for any other reason?

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

Securities and Futures Commission:

No.

Deputy Chairman:
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You put them on inquiry in (6). Is this the exception rather than the rule, or do

they have alist of things which they have to do?

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

Securities and Futures Commission:

They have a list of things they have to do, but | do not think | can fairly
characterize inquiry as one of them. What they have to do is comply with certain

documentary requirements.

Deputy Chairman:

No, but asto purpose.

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

Securities and Futures Commission:

| understand; and they also have some obligations in respect of interest rates, but
not as to purpose of the loan. That is because they are actually generally permitted to lend
money, except in this area now, by virtue of thislegisation. Curioudly, it isin their interests
to inquire so that they do not inadvertently cross the line. It is possible, | think, to take up
Mr LI’s suggestion and say: “Thisis the kind of thing you should do”. But | do think we
have to be wary of a formulaic approach to inquiry, because the fact is that the facts and
circumstances of a case obviously enough could put you on inquiry; could aert you to a

particular use or conduct; and merely following aformula may not be sufficient.

Deputy Chairman:

Mr Chairman, | do not know how this will turn out, since the Administration is

going to think about it, but if it should turn out that the money lender would get into trouble if
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he lends for purposes under this Ordinance without reasonable belief or anything of the sort, |
think it would be right to warn him in the Moneylenders Ordinance, because a money lender
does not automatically apply his mind, or even know about the Securities and Futures

Ordinance. So you may want to consider that together.

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

Securities and Futures Commission:

| think that is a very good point. Actualy | stand to be corrected, but | think the
Moneylenders Ordinance does in fact alert the money lender to this legidation, because at the
time of amending the Securities Ordinance to deal with securities margin financiers, the
Money Lenders Ordinance was aso amended to exclude the possibility of lending for the

purpose of financial accommodation.
BRI EREREX L -

HMEPIRBDEET ~ 4% RERMBEEFE TR 5
KofEHRE(ESGDY ) FEREBEFRESHMENIT 28 - EHATHHE
LB EEARNE - S EANZ2FER -

EE -

ERFH PR ZTEERBES R G HEB AR  FEUT
HE— N o MRFICRE R E B R RN ME - (B R T Ericg Ay - -
ME— Rt EamaR > HECMHAEHME - BERKRMYEDL » S
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approval -
PR EE -
e
el — EEERE G I UEE ?

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

Securities and Futures Commission:

| understand the timing issue that Mr WU raises. That is, of course, why 2(c) is
expressed in terms of an application having been lodged rather than having been approved. |
think there is an acceptance that one has to be wary of forcing someone to meet commitments
in the conduct of a business for which they may not get licensing approval. In fact, if there
were area difficulty, the process would be: application for licence; application under section
129; indication that the licence could be granted subject to going ahead and securing the
premises that are the subject of the 129 application. People would not actually be forced to
make the commitment, and | think the way it is structured does address the concern you
express. It does not require that the actual application under 129 be approved before the

licence is granted. The 129 process obvioudly is integral to the licensing process, but it is
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not a prerequisite that there be approval under 129.

HEE#A -

5 129(3) % T BH » “alicensed corporation shall not, without the prior
approval in writing of the Commission, use any premises for the keeping of
records” - FZ R SCETHA » AR R 15 2158 B & Bt Ak - (% 0 58 S 6 FH 0 (18 3t 77 -
MY RE BLUSCR AN EERALELEFAT - HE » ZHEXEEEL
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Mr Andrew PROCTER, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission:

| think, Chairman, the situation you describe is one that is increasingly arising, and
in those situations we may, and in fact usually do, grant approval subject to some
undertakings to make documents available, give us access to records, and so on. The fact
that the premises are outside the jurisdiction of Hong Kong is not necessarily conclusive of

whether or not we would approveit.
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In terms of Mr WU’s concern, the section requiring approval of premises is a
section that exists in the present law. We are concerned to make sure that not only are
records stored appropriately, but that they are accessible to the regulator. 1t has not proved to
be a problem so far as we are aware; that people have had difficulty in getting approval and
thereby lost access to premises or lost the potentia to rent or purchase. It is a very
straightforward procedure, and | think generally what happens is that we get early notice,
together with the licensing application, and when people are changing premises once they
have been licensed, we again get early notice and we deal with the application very quickly.

There is not an inconvenience or arisk that they do not secure the premises.

It would be worse, conversely, of course, if they did commit to alease and then we
said: “I’'m sorry. Those are unacceptable”. It is actually | think in their interests to get

our acknowledgment in advance that the premises are acceptable.

EY-&
275 HAt P 2
HEE#A -

32 A 5 115(7){% - &t £ group of nine investment bankersg H HY [H]
RE e BT G IR A L AR 5E B R [ RE (F B o 5B R SCETBH o R R B L R
R B Ay 20 - NS A M - B — 2 KN 5 A trade
name - il & & [Al 35 {6k SCHY M E 1117 A 6E B A B B trade name ? 55 2 i ' 42
R [ - BE R LI (F - At M RER o KRR R E & F trade
name - 38 ik S0 5 % F A F (E RS

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

Securities and Futures Commission:
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| think the answer is “No”, Chairman. | understand the concern, but certainly this
is the existing law. We are talking about 115(7). People do get a licence in a particular
name, but then they are permitted, for example, to offer investment products or services using
abrand name. That is not a difficulty. The concern is that they hold themselves out as a
licensee under a different name. It does not prevent them using some kind of generic label

for their products or services as part of the group. That is exactly what happens now.

2
T
HEHA -

BN 28 11716 — Licensing conditionsin certain cases- 5 (1)(b)#XET
B - SR EEMEE > gz Al - il EREAREISEHZRE
5B o 55 32 HlE IE Bl 2 foreign exchange trading - 3% [ & (i) & 5 & & #Y B

I—'—r(?

JE !

Z/E -

FALTHR 2 HTETHY -

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

Securities and Futures Commission:

The Leverage Foreign Exchange Trading Ordinance already provides for a system
of arbitration, and essentially what this clause does is continue it in operation. It is not very
often used. Where it is used it is quite effective, but to extend it more generaly across the
other sectors of the industry would be a very significant shift, and it would actually have very

significant resource and cost implications.
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Although we think it is a good system in the context of the LFETO, on a cost
benefit analysis we could not justify extending it to other areas of activity. It would be
expensive to force everyone into arbitration. In effect the SFC would have to support the
system in the way it happens in the US under the NASDAQ, the self-regulatory organization.
It is not a straightforward cost-free approach to regulation. We can get by with it in the
LFETO context, using volunteers effectively, to get a panel of about a dozen industry

practitioners who volunteer their time to act as arbitrators.

We can get by with it there, because there are so few disputes, and most of the
dozen practitioners have never had to hear an arbitration — to be exact, 11 of the dozen have
never had to hear an arbitration; but that would not be true in other areas. It would be a

significant cost to theindustry. We just could not justify it, on our analysis.
HEEZEAR :

Q0 5RArp R RE ANl R A R R 2 B TR E) > BN E R E TS
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Mr Andrew PROCTER, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission:

No. | mean, there are less than 20 Forex traders that we are talking about, not
doing very much business; and there are very few disputes, in fact, that need to be arbitrated,
or litigated, for that matter. \We can get away with it on a cheaper way by using industry
practitioners who volunteer their time. | do not think that would be true if we were to extend
it particularly into the securities dealing area. It would be a much more extensive program.
It would have to be properly supported and resourced, and you could not expect people to act
as arbitrators for free. It just would not be practical. There would be far too many matters

to deal with, so it would be a fundamentally different system.
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Mr Andrew PROCTER, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission:

It is actually deal principa to principal in the Leverage Foreign Exchange Trading

market, so the customer is aprincipal in that sense. It does- -
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Chairman:

Actually it is corporation to corporation.

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

Securities and Futures Commission:

It could be, but it could be individual to corporation as well. The arbitration
system is particularly designed to allow for resolutions of disputes about pricing of a contract;

and it isusually avery discrete issue.
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Mr Andrew PROCTER, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission:

Mr Chairman, | think one thing that we have to be clear about is that we could not
confine ourselves to information provided by the applicants, for two reasons. One isthat the
applicants will not aways have al the relevant information, even about themselves.
Sometimes that is information which is in the possession of others, including, for example,
overseas regulators or the police. Secondly, unfortunately it is true that applicants
sometimes choose to hide information from us, which is why we undertake inquiries of other

agencies to ascertain whether or not we have all the relevant information.

If we just put aside for the moment those two possibilities, and even think about
newspaper gossip and clippings, the question is not so much the source of the information but
what the SFC does with it. The SFC’s obligation in dealing with these applications is to be
fair. You cannot simply arbitrarily rely upon unreliable or unsafe or unsubstantiated
information. It has to put its case; it has to put its concerns to the applicant, and give the

applicant afair opportunity to answer any concerns that we may have about that application.
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In these licensing applications the onus is on the applicant to satisfy us that they are
fit and proper, so | think the focus has to be not so much on where we get the information, but
rather what we do with it. We have to bear in mind that if we do act in reliance upon
irrelevant, unsafe or unreliable information, then the decison we take is liable to be
challenged on that basis, and it is liable to be set aside and another decision substituted.

In the extreme case of information which was obtained unlawfully, again the focus
should be on what is done with the information. | do not say that lightly. Obvioudly if the
SFC acts unlawfully it deserves to be dealt with accordingly, but we should not also get into a
situation where the SFC or anyone, for that matter, is becoming an arbiter of whether or not
the information itself has been unlawfully obtained in the context of the licensing application

whilst the SFC is considering it.

These are not judicial proceedings. Thereis not ajudge sitting there watching the
SFC asit undertakesits licensing decision. There is not anyone who can say the information
has or has not been obtained unlawfully. If it has been obtained unlawfully then the proper
and better way of dealing with it is to seek redress through the processes of review of the
decision, and to take action against the SFC for its unlawful conduct; not to in some way try

and arbitrate at the decision making point as to whether or not it has been obtained unlawfully.
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Mr Andrew PROCTER, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission:

Chairman, if you think about where we might obtain information about an applicant
that is not from another regulator, then you have, | guess, amongst the possibilities their ex-
employers, aformer client who may have made a complaint about them, or there may in fact
be information we have on file as a result of our earlier inquiries, whether it is an inspection

or an investigation.

It may, however, also be that they are the subject of some press comment or
speculation, and again | would come back to the point that it is not where the information
comes from, but how we deal with it, and whether we act fairly in our use of the information.
Of course some information is more reliable than other information; has greater weight than
other information. We are in fact obliged to aert an applicant to any concerns we have
about their application, and if we got information from a source which was perhaps not
deserving of full weight, full faith and credit, then we would be obliged to ask the applicant to
address us on the matter that is the subject of that information, and we would have to weigh

the applicant’ s information accordingly.

We would look a the press article and we would say: “Well, that's
unsubstantiated”, or we may go to somebody else who is quoted in the press article, and
actually speak to them — in which case it would become a case of whether we accept their
view or the applicant’s view. | think the focus has to be on what we do and whether we act
fairly, rather than trying to identify and divide the world up according to sources of

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

Yes. | think the answer to al those questions is “Yes'. The process is that the
applicant files with the SFC an application, which also requires that they file certain
information about their work history and qualifications, and so on. We undertake inquiries
of other regulators or of the Hong Kong police, if that is suggested by the information that
they have provided to us. We also look at our files to see if we have any information about
the particular individual. They may have been previoudly licensed, for example. If we
have any doubts about their qualifications or about their work history, if there is anything that
suggests that they are not fit and proper, what we would do typicaly is actually have a face-
to-face interview with them. Sometimes we can deal with it through correspondence, but

typically we would actually sit down face-to-face and put our concerns directly to them.

There then follows, in a typical case where this sort of issue arises, an exchange of
correspondence in which our views, having discussed it with the person, and any residual
concerns we have are then set out in writing, and they are given an opportunity to respond.
If we are minded to refuse the application, then yes, we do give reasons, and they are reasons
that are made available to the Appeals Tribunal. In fact if you look at clause 137, there are
some procedural requirements that set out in the legislation itself - - | do not think it really
takesit very far beyond, if at all beyond, the obligations of procedural fairness at common law;
but it does say, for example, in subclause (1)(c) —in fact it is the hanging paragraph at the end
of subclause (1): “The Commission shall, before making a final decision, inform the
applicant of preliminary views and give them a reasonable opportunity to be heard, and when
it makes a final decision, notify the applicant in writing of its decision and its reasons for
making such decision”. That is the formal requirement, but in fact the processis as | have
described it.
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Mr Andrew PROCTER, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission:

The SFC will have on file a record of the refusal to license the person. The
HKMA has aready said that notwithstanding that the management of a bank has the primary
responsibility, it will check, and it will check with us, and it will check with the police, and it
would soon become apparent that this person has been refused by us.
Chairman:

Margaret?

Deputy Chairman:
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Mr Chairman, it is on a different point of the same case. Mr CARSE seemsto be alittle left

out of the discussion, and that’ s not nice.

| am referring to the paper CB(1) 658/00-01, government will be paper 5D/01. If
we go to 127(2), we see thefirst part on page 12. That is something we just dealt with. On
the next page, on the Administration’s response part, here the point is being made about the
difference between the exempt institution and the non-exempt people. The last paragraph
complains a difference of treatment to an exempt person inconsistent with the concept of a

level playing field.

| am not so concerned about level playing field, but the Administration’s response
Is the conduct of a regulated activity is the core business, if not the sole business of the

licensed corporation. That is not the case for exempted Als apparently.

Z/E -

A {3 3 #F 2 5D/01 -

EIEE :

55 5D/015% S 55 13H » B R 55 127(2)fhk » fE 75 J7 HI3 — & 80 F U
‘= J& 1) [E] fE - On the Administration’ s response, if you go to the last paragraph on this point,
you see the conduct of regulated persons. “Regulated activities is the core business, if not
sole business, of the licensed corporation. Such is not the case for exempt Als apparently.
Therefore the assessment of their fithess and properness is accordingly confined to top

management and executive officersinvolved in the conduct of the regulated business.”

The operative words here are “core business’. Supposing you are looking at the
situation where the bank does not become the bank’s main sole business certainly, but if it is

one of its maor businesses, would your position change?
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Mr David CARSE, Deputy Chief Executive, Hong Kong Monetary Authority:

To some extent it is an academic question, because at the moment, even for the
large banks, securities business is a fairly small part of their overall activities. | think the
principle would still apply that for banks you expect the assessment of fitness and properness
of staff in general — and remember the staff may switch from one activity to another within

the bank —to be carried out by senior management.

Now, there will be an overlay of supervision over that. There will be a certain
amount of checking that is done from the application, when the name is entered on the
register. We will check with the SFC and law enforcement authorities, etc. We will also,
through our supervision, conduct spot checks of whether these criteria have been properly

applied. Thisisgetting back to the point you were mentioning earlier, asto how we do it.

So | think for the foreseeable future we would apply that, even if this businessisto
increase in size within individual authorized institutions. | doubt if it will get to alevel for

the retail banks within their core that it will constitute the main part of their business.

Deputy Chairman:

Mr Chairman, you see | keep going back to this point, because this is really one of
the main reasons you provide for treating them in a somewhat different way. Whether itisa
core business, whether it is an important part of a bank’s business and so on. Thisis very
much part of your argument. | expect that when the situation, the factual situation, further

devel ops and changes, then you will revisit this argument.

Mr David CARSE, Deputy Chief Executive, Hong Kong Monetary Authority:

WEell, | do not think that is necessarily the case. | mean, the argument | would
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make - -

Deputy Chairman:

| am sorry. Let me focus my question. The question readly is.  why should
whether something is a core business or not a core business matter as to how you deal with

this?

Mr David CARSE, Deputy Chief Executive, Hong Kong Monetary Authority:

WEel, I think in relation to a brokerage company, if that is their only business, their
only business is engaging in regulated activities in the securities business, it is perfectly
arguable that we may wish to apply higher standards in relation to the scrutiny of the people
who are undertaking that business than we would in relation to a bank where they have an
overall system of controls and senior management oversight which is applying to something

as fundamental astaking adeposit. That isone reason for it, | think.

The other point | think is that we have actually responded to the issue that you have
identified. If you look at how the concept of exempt status has changed compared with what
itisnow, or what it was a year or so ago and what it is now, and what it will be under the Bill,
there is an enormous change in the way in which this business will be supervised. As you
said, the concept of the title of “exempt Al” is probably no longer an accurate term. | think
it would, in practice, be very difficult to change it because it is embedded throughout the Bill

and it is actually difficult to come up with a different term.

But the concept is very much removed from what it was previously, and it is
actually very much removed from what was set out in the original SFC consultation paper on
the subject. That is because there has been an interchange between ourselves and the SFC,

and also we have taken account of the points you have been making.
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Deputy Chairman:

Yes. Soisitright that this particular fact does not rate so much with you any more?
Whether it is an incidental or - - | forgot what the term is - - business; or whether it is a core

business.

Mr David CARSE, Deputy Chief Executive, Hong Kong Monetary Authority:

| think it is afactor to be taken into account. Theway | would put it is to say that
the banks have an overall spot check of management and controls, which applies to their
deposit-taking business.  You can leverage off that in relation to regulation of their securities
business. Deposit-taking is fundamental to the whole economy. If you trust them to carry
on the business of taking deposits without us approving every individual member of staff who
is engaged in deposit-taking business or lending business, then | think it is reasonable to say
that you do not have to approve in advance all those staff that are taking part in securities
business. Even allowing for that point, we will actually be applying more supervision to
staff engaged in securities business than to those people, the staff engaged in banking

business.

Deputy Chairman:

| do not want to go on interminably, but | want to indicate that | could go on.

Mr David CARSE, Deputy Chief Executive, Hong Kong Monetary Authority:

WEell, I think I could go on as well, actualy, but it is getting near lunch time.

Chairman:

That reminds us that we are heading for lunch. | think there is a comment that the
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guestion isnot only - - it isnot always academic. There could be situations that a big foreign
brokerage house comes to Hong Kong, and swallows a small bank and become an exempt
person. There could be cases. Many banks are vulnerable to be bought out right at the
moment, and the core business of a bank could be brokerage rather than deposit-taking. |
do not know.  There are cases, as when we went to the United States, where we were told
that recently some brokerage firms in the United States bought a small bank and pushed all

the brokerage business into the banks, for some reason.

We do not want to lengthen the discussions. Next meeting on the coming Friday.
Thanks.

m2999
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