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

Securities and Futures Commission :

| think, Mr Chairman, whether those words, “reputation, character and reliability”
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would typically be read in conjunction with (1)(c), the references to honesty and fairness and
the capacity to behave in that way. Certainly if someone had, for example, a series of
criminal convictions going back over a number of years that called into question, their
honesty and character that would leave us to doubt whether or not they would act in the best
interests of clients. Where they had demonstrated an unwillingness to abide by the law;
where they had such a reputation in the community — this would be an extreme example, but
where they had such a reputation in the community that to license them for a position of trust
might call into question consumer confidence. This would be an extreme incidence and | do
not think we have ever had such a situation. It is more closely connected with issues to do
with previous misconduct, demonstrating that it would not be safe for us to rely upon them
given that, for example in the case of a dealer, they would have access to clients' assets and

they would be in a position of trust and upon which they were relied upon.

“Reliability” there actually aso has regard to the fact that someone must be
expected to be able to continue to meet our standards and expectations. Including for
example, our financial requirements and so, if there was something about their circumstances
that called into question their ongoing ability to meet financial obligations, meet liquid asset
requirements, meet capital requirements, then that would also cause us to doubt their

reliability in that sense. But it certainly is a subjective set of criteria.
ZE:

AR A AT B RV FE 51 - & & KR DLRT & A 2 2 (8 /)N @ Bl 85 /)N i
A — {8 K - 5L & 3 RRAG TS F B A £ 2 Bl a0 gireprimand% 2 % - F

THERNEFBREMS

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

Securities and Futures Commission :

We do not do it so much on a points system, Chairman, but we do do something a
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little similar to that. First of all, we have a document called the Fit and Proper Criteria
which sets out our views and expectations in respect of all of these matters. It is dlightly
different actualy, the list under the existing law because it does not include one of the words
in (c) but in the Fit and Proper Criteria we explain what we think it means in the legislation by

terms like “reputation”, “character”, “reliability” and “financia integrity”.

So, for example, in the case of someone who has a history of criminal misconduct,
we actually say that if the crime exhibits certain characteristics and if it is of sufficient
recency, then that is the sort of thing that would lead us to refuse alicence. Where a person
has demonstrated over a number of years a good record then, by reason of the lapse of timein
that good record, then we would be more inclined to give them a licence. So we use that

kind of approach, rather than a points scoring system.
EE -
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Andrew, do you want to speak on the compliance issues introduced since 19967

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

Securities and Futures Commission :

Chairman, there has not been a difficulty with the application of what is a very
similar provision in the existing law. Where there has sometimes been atiming issue that the
Commission has had to address in terms of approval has been on downstream acquisition of
an interest. The definition of “substantial shareholder” and, just so that the Committee is
clear and not under a misapprehension, it is as Miss AU said, primarily where someone holds
an interest of 10%, there is a downstream provision that you can find in Schedule 1 at page
C2403 that if you hold 35% or more of an upstream company which itself holds 10%, then

you become a substantial shareholder.
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However, as a practica matter, there has not been a difficulty even in those cases
with the Commission dealing with these cases in the 5 years since the law was most recently
amended. Even in the situation that you described, the 3-day period we think should be
sufficient to enable someone to make the necessary application. Bear in mind, al they have

to do is make the application which is very straightforward.

Thereis also athird possibility and that is that if they appreciate that there is going
to be some difficulty for whatever reason, they could actually apply for a modification of the
provisions as they relate to substantial shareholding. In a moment we will come to what is
clause 131, Modification and Waivers, which includes the possibility of waiver or
modification of the requirements in respect of substantia shareholders. There is another
way of dealing with it aswell.
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Mr Andrew PROCTER, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission :

That is right. In fact, there is one particular instance of someone who is a
substantial shareholder, an SFC registrant, where, in our view, that person would not be an
appropriate person to manage an SFC registrant. So there are very strict conditions that
apply in respect of that person’s involvement in the operation of the firm and that person is
the subject of restrictions and so too are those who manage the firm.  We have said, “Unless
you are prepared to abide by these restrictions and exclude that person from management, a
management right to which they would ordinarily be entitled given their shareholding, then

we would judge you to be not fit and proper and we would revoke your licence.”

So even where someone is a substantial shareholder we do, on occasion, impose
restrictions on their capacity to be involved in management. They make a choice then.
Obviously they have the potential for a dividend stream or income stream from the company

but they are not entitled to manage it.
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Mr Andrew PROCTER, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission :

Yes, we would expect so.
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Mr Andrew PROCTER, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission :

| think, Chairman, there is another way in which we had thought of doing it and
that is, we have to make some rules in respect of the content of the register and that will alow
us to include conditions as well. | think by those two routes we will get the information that
you are prescribing. At the moment we do not have the power actually to disclose that

information.

Chairman :

So obviously the users would like to know the previous sanctions these guys

received by definitions or any convicted casesin the past.

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

| think they do post records of reprimand on the website, including previous

sanctions.

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

Chairman, | imagine you are aware that that has been a very controversial issuein
the United States about publishing disciplinary records. The proposa at the moment is not
that a person’s disciplinary record would be published alongside their name. The questions
would arise in respect of how long that should remain on the register, for example. That has
been a great controversy in the United States, about whether it should remain there for al
time. At the moment, | have to say that the proposal is, name, address and conditions that
attach, not the disciplinary records. The disciplinary records and any information about the
disciplinary records would be available through looking at a different part of the website and
looking at press releases or so on the issues. At this stage, we are not proposing to link it to

the individual but | understand your point.
Z/E -
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Mr Andrew PROCTER, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission :

Chairman, there are different practices in different countries and actually the
practices are evolving. People are changing their attitudes to these kinds of issues but what
we have — we have not come to the rule-making power. We do have arule-making power on
the content of the register and between now and when we discuss that we will certainly
consider your points about what could go on to the register and what use we could make of
that rule-making power. It would not just be the public reprimands obviously. There are a
whole lot of other disciplinary sanctions from public reprimands through to revocation,
including suspension and fines that would also be potentially within the categories of things

we would include on the register.

We will have alook at the rule-making power and see, first of al, whether it would
encompass that information and, secondly, whether we could come up with some views about

what could go on and for how long, having regard to international practice.
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Mr Andrew PROCTER, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission :

Chairman, | think the amendment is quiteasimpleone. Redly, what it saysis that
if someoneisin breach of the Financial Resources Rules, then it is not safe to let them go on
trading without first discussing that matter with the Commission. So what is given effect
here under 142(1) (b) as amended is that when a firm realizes that it is in breach, it has to
immediately stop trading. That is actually the same as the current law; and 142(1)(a)
requires that as soon as reasonably practicable after they become aware of that they have to

tell us. Then the provisions that follow would allow for one of two things to happen.
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Either they continue to cease trading because we, having discussed it with them, judge that it
is not safe for their clients or for the clearing and settlement system to allow them to go no
trading, or we can impose conditions under which they can continue to trade and that is set in
subclause (2). So it is very ssmple. If you find out you are in breach you stop trading.
You tell the Commission. The Commission makes a judgment can you go on trading and, if

so, what conditions have to apply.

-3
EETER LG REMBAR? AR EA  ERLEES
R 7 e e

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

Securities and Futures Commission :

In terms of discussion with the exchange, actualy it is both the exchange and the
clearing and settlement house - which, of course, strictly speaking, are separate companies.
We have gateways under the information sharing provisions that we come to in Part XV that
would allow us to share that information with both the exchange and the clearing house and
we have, under a recently renegotiated Memorandum of Understanding, clearly identified this
as one of the issues that we would communicate in every instance to the clearing house and to

the exchange.

So the gateways are there and we would immediately inform them of the problems
that we perceived because, | think, as is implicit in your question, if we were to impose
conditions upon the trading of the firm that was in this situation, probably the clearing house
would want to confirm those conditions by imposing its own trading restrictions or trading

caps on their operations, so there does need to be very close liaison.

Actualy it works the other way aswell. If they find out about a problem, they are
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obliged under the rulesto tell usaswell.

ZHE -

55 1AL A TP STAR © T A 55 (TA) B 2 2

HMEEEREIEREREXL -
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—HAGE AP o 5 (TA) IR B B L 2 A S Ae 3R — (R - B P M 0 A
ok PR A 11 B B T R A -

Z/E -

MR CBEEA AT » &5 @ REE?

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

Securities and Futures Commission :

On the contrary, actually the situation is often where we have very short notice.
We typically, in fact, find out about these sorts of situations at 9:00 or 9:30 in the morning,
and we have half an hour before the market opens to make a judgment about it. That is why

subclause (7) says that where we impose a condition by oral discussion — through oral
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discussion — we then go on and reduce it to writing as soon as reasonably practicable. That
is actualy what we think is an adequate position and that is actually quite often what happens
but, as | say, the brokers are concerned that in some cases that may lead to uncertainty and so
they have an option. They can opt for the (7A) route, which is writing in the first instance.
That will actually slow the process down and, in some cases, it may mean that there is a delay

in them being able to resume trading subject to conditions but that is their choice.

Z/E -

R -

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

Securities and Futures Commission :

You could, in certain areas, say that — first of al, let us just remind ourselves that
this is a matter for the brokers' choice. They will have had to stop trading by reason of the
earlier provision so if timeis of concern to them then they can opt for the (7A) route. Infact,
we have had on many occasions to address this kind of issue through oral conditionsand | am
not aware of any concerns that have arisen but if they opt for the (7A) route that is their

choice. You could go on and say at the end of (7A) that we have to provide the conditions in
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writing as soon as reasonably practicable but | am not sure that really adds very much because,
obviously, we have to act reasonably, anyway. We cannot unreasonably withhold permission
subject to conditions so we would actually have an obligation to act reasonably, anyway, |
think.
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BB 4= % - 40" at the time specified in the notice whichever is the later” -

{H & (9A) #X HI £T B : “unless the Commission has given the licensed
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corporation a reasonable opportunity of being heard ” - fFE {EIEE - 1B
BB VMR I B RS R o iF IR AU noticelf - A A EH G (FHHE
fE - F g 22
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Mr Andrew PROCTER, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission :

| am not sure this is going to answer your guestion, Chairman, but the procedure is
that where we are minded to exercise our powers under (5)(a) and to serve a notice on a
licensed corporation suspending its activities because, in our view, it is in breach of a
specified amount requirement, then under the subclause to which you have just referred, we
would be first obliged to give that licensed corporation a reasonable opportunity of being
heard. (9A) would require that. Actually, so would the common law. That is really just
preparatory of our obligations, anyway.

So we give them an indication of our concerns. We say, “We have not reached a
concluded view. We invite submissions. We consider those submissions. Then we reach
aconcluded view.” If we are till minded to, having considered the submissions, go on and
issue a notice under (5)(a), we do that and then (7)(b) kicksin and the effect of that is that the
licence is suspended with effect from the time that the notice is served or at some other time

specified inthe notice.  That is the process.

Z/E -
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-22- Tuesday, 10 July 2001



© 00 N o 0o A W N PP

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30

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

(REHRHEEHIESR ) &
(2000 FRITEIBEDHEGIESR ) ZEF

T “by notice in writing served on the licensed corporation.” »  Z5(4)# ~ % (5)
Ko B AR DIEE—THEGA)FIER ?

HEEBEREIEREFEXL -

38 BN A L4200 55 (TA) 2 — By -

Z/E -

B BHY - BB (5B)EKIE ? FRE(TB)FK - EIE

HEEBEREIEREFEXL -

e — B -

Z/E -

FE(6)FK ~ FB(T)FK -~ B (TA)E ~ 2 (8)F - Division 3  Client assets -

E144(D) 6 » PEFEFES FE 2 “on their behalf " “on behalf of the

intermediaries" WE E A (TS E 2

HEEBEREIEREFEXL -

Ar PR R IO H R

ERGELIZRERERSRFHKL -

% B - MR A M R GEA R R DU Btheirly 5 E -
RIAIE S (B s H iy ko th & — R ERE -

-23- Tuesday, 10 July 2001



© 00 N o o B~ W N PP

N
= O

W NN DN NN NMNNNDNDR E P B P B R R
© © ® N o O~ ON P O © 0 ~N O 0 &~ w N

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

(REHRHEEHIESR ) &
(2000 FRITEIBEDHEGIESR ) ZEF

T
Z A 2 E R I EL
ERYEZEEREERFHKL -
EHY
T

H144(1) ~ 144(2) ~ 144(3) ~ 144(4) ~ 144(5) ~ 144(6)F1144(7) & ?
144 B R SO > LR -

B EZRERBEZEETLL

EFE > mERN S HEHET M — R ERE - RRERE . FANNE
FADHBEAERNT T ALEBERSS  BEeHRNEREBHEOEE - a8
B HFE

Z/E -

Associated company » 21§ ?

B EZREBERBEEELL -

Associated entities -

HMEEEREIERERELL -

L SUAIEEESFTRL

-24- Tuesday, 10 July 2001



© 00 N o 0o A W DN P

W RN DN NDNMDNNDNMNNDNDRER P PP PP P P e
& © ® N o6 O K WOWN PO ©ow ~No o pMw NP O

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

(REHRHEEHIESR ) &
(2000 FRITEIBEDHEGIESR ) ZEF

B EZREBERBEEELL -
fffRL2 R EMmE T ARG RWEEE®R : SRAERER
RS - WRAERFIARE -
HEEBEREIEREFEXL -
R R R 2 7 4 [ 28 160f5 By & R 2
-3
2 1% A ¥ 160f5F -
HEEBEREIEREFEX L -

Ar PR {2 Fl /% B2 Schedule 1 Hoof— ([ F8 2 1 2 2 AE 98 25 1% A 8 ) P
fE i B &R -

ZHE -

PR il
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Chairman :

Andrew.

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

Securities and Futures Commission :

| understand the Legal Adviser’'s question. | think it is important to keep in mind

that 144 is a rule-making power and what the provision is intended to do is reflect the market
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practice of using nominees that are subsidiaries as licensed intermediaries and it clearly
extends the rule-making power to those nominees’ associated entities. In fact, if you look at
a later provision — 161 — there are, for example, requirements that associated entities notify
the Commission of their status as such. So what the new provisions do in a much clearer
and stronger way than the existing law does is to apply directly the requirements of the SFC
in respect of the handling of client assets. Not only to our registrants but also to the

associated entities of those registrants, recognizing that that is the common industry practice.

So 144 is all about the rules and when you say that an associated entity may hold
client assets merely by reason of it being a subsidiary of an intermediary, that really begs the
question, on what terms and on what conditions and in what ways is it permitted to deal with
those assets. That iswhat is set out intherules. The rules are actualy now a much tighter

way of regulating the conduct of those associated entities than exists under the current law.

We actually have a set of draft rules which have been developed in consultation
with the industry and which are now out for public consultation. The consultation period has
already closed. | think we have had about 40 submissions in respect of those rules so we

should expect to finalize them within the next couple of weeks.

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

Chairman, it is a rea possibility that they will use the associated entities for
custodian arrangements.  They will use them. They do use them and there is no doubt they
will continue to use them and that is precisely why the rule-making power is very clearly
extended to apply to associated entities. Of course there may be difficulties in the custodian
arrangements in relation to those associated entities, just as there may be problems within a
regulated entity in its holding of client assets. It is not uncommon for there to be reports of
misappropriation of client assets by intermediaries. That is exactly why again there are rules

that apply to both intermediaries and to associated entities.

| do not have any disagreement with the legal adviser that these associated entities
can beused. As| have said, they will be used and the rules will apply to them. They will
be subject to the rules in exactly the same way as an intermediary. The level of protection

will be exactly the same. Infact, it will be much better than it is now.
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Mr Andrew PROCTER, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission :
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Chairman, | think perhaps to understand this in context, if you look at the start of
144 it refers to the Commission’s part in requiring intermediaries. “Intermediaries’ is
defined to include our registrants and banks. The start of 145 says we can make rules with
respect to licensed corporations. That is just our registrants, not banks, and as Mr YUEN
has referred to, that is because the judgment is the way in which banks hold client money;, it is
their business. The rules that apply in respect of our registrants’ holding of client money just
would not make sense in a bank environment where money is taken on deposit and becomes

fungible.

The way in which 145 operates, is to say that we can make a rule with respect to
our registrants and their associated entities. It is possible that their associated entities might
themselves be banks and so the clause that you just referred to says, “Well, if they are banks,
then the same logic applies.” You cannot have these rules applying to banks because they
are dealing with deposits and money all the time. It isjust a complement, if you like, or a

corollary of the fact that the primary rule-making power does not apply to banks.
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