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Securities and Futures (Financial Resour ces) Rules

This paper sets out the proposals of the Securities and Futures
Commission (“the SFC”) to prescribe the financial resources requirements
applicable to licensed corporations.

Proposal

2. The SFC proposes to make the Financial Resources Rules, now in
draft at Annex 1, under section 145 of the Securities and Futures Ordinance
(Cap. 571) ("SFO").

Power to makethe Rules

3. The power to make the Rulesis mainly derived from section 145(1)
of the SFO. The provision empowers the SFC, after consultation with the
Financial Secretary, to make rules requiring licensed corporations to maintain
such financial resources as are specified in the Rules. Ancillary empowering
provisions include section 397(1) which provides for the specification of the
manner of submission of returns to the SFC; and section 398(8) which is a
genera provision applicable to al rules made by the SFC under the SFO to
permit more flexible application of different requirements under different rules
as well as to provide for the making of supplemental, transitional and other
miscellaneous provisions.

4. The SFC is of the view that the draft Rules would be intra vires if
made as drafted.



Major features of the draft Rules
Overview

5. To support the new single licensing regime under the SFO, the
draft Rules consolidate the current Financial Resources Rules under the
Securities and Futures Commission Ordinance (including the new proposalst
made by the SFC on 1 May 2002 and scheduled for commencement on
1 October 2002) and the Leveraged Foreign Exchange Trading (Financial
Resources) Rules. The draft Rules also seek to streamline and rationalise
requirements as appropriate.

6. The draft Rules are designed to address risks arising from various
aspects of the business activities carried out by licensed corporations for
ensuring licensed corporations have sufficient liquid assets to meet ongoing
liabilities as they fall due. In the event of the failure of a firm, compliance with
the Rules would facilitate an orderly liquidation and repayment of liabilities to
customers.

7. Licensed corporations are required to comply with capita
requirements of the Rules in order to become and remain licensed by the SFC.
The capital requirements comprise a paid-up capital requirement (for licensed
corporations which may handle client assets) and a liquid capital requirement.
Once licensed, licensed corporations must maintain, on an ongoing basis, liquid
capital and where applicable, paid-up capital of an amount not less than the
minimum amounts prescribed in the Rules.

8. The minimum amounts in which licensed corporations must
maintain its paid-up capital and liquid capital vary amongst different categories
of regulated activities. The amounts are designed to mirror the level of risks
each type of regulated activity may pose to investors and to the market. The
applicable minimum amount of liquid capital that an individual licensed
corporation needs to maintain, known as its “required liquid capital”, comprises
a base amount and a variable parameter in that it means the minimum amount
also varies with the size of the business undertaking of the licensed corporation.
The liquid capital requirement is a risk-based approach under which risky assets
and risk exposures of licensed corporations are subjected to adjustments to
arrive at the firm’sliquid capital.

1 The new proposals seek to reduce the financial risk posed to clients of corporations which provide securities
margin financing as a result of the corporations’ aggressive lending and funding practices. They were
considered and supported by the Legislative Council Financial Affairs Panel at its meeting on 6 May 2002.



0.

As a safeguard against non-compliance, licensed corporations are

required to report periodically their financial positions and are subject to early
warning reporting requirements to help the SFC identify potential risky firms.

Brief introduction of the provisions

10.

(@

(b)

(©)

(d)

(€)

(f)

Key elements of the draft Rulesinclude -

clause 2 contains the interpretation provisions which apply
throughout the draft Rules?;

clause 3 contains provisions regarding the accounting treatment of
assets and liabilities under the draft Rules?,

clauses 4, 5 and 6 require licensed corporations to maintain paid-up
share capital and liquid capital in accordance with the amounts
specified in Schedule 1%

clauses 17 to 35 prescribe the accounting of the assets of licensed
corporations and related matters, for the purposes of determining
the liquid assets (and eventually the liquid capital) they have; with
clauses 7 to 16 and schedules 2 and 3 supplemental to their
operation®;

clauses 36 to 53 prescribe the accounting of the liabilities of
licensed corporations and related matters, for the purposes of
calculating the ranking liabilities (and eventually the liquid capital®)
they have; with clauses 7 to 16 and schedules 3 to 5 supplemental
to their operation’;

clauses 54 and 55 require notification to the SFC of fallure to
comply with the draft Rules or of occurrence of specified
circumstances, and clauses 56 and 57 require submission to the

2 Section 145(2)(h) of the SFO.
®  Section 145(2)(b) of the SFO.
4 Section 145(2)(a) of the SFO.
5 Sections 145(2)(b) and (h) and 398(8)(e) of the SFO.

5  “Liquid capital” is defined under clause 2 to mean the amount by which the liquid assets of a licensed
corporation exceeds its ranking liabilities.

7 Sections 145(2)(b) and (h) and 398(8)(e) of the SFO.



(9)

(h)

SFC of returns at specified intervals or in response to a request of
the SFC relating to financial resources and trading activities®;

clauses 21(2), 22(2), 27(4), 40(5), 41(2) and 43(6), etc., permit
licensed corporations to elect aternative treatments of assets,
liabilities and other matters for the purposes of the draft Rules,
subject to approval by the SFC if so required; and clauses 58 and
59 provide for the corresponding approval and approval of
withdrawal of elections by the SFC®; and

clause 60 deals with the transitiona arrangements'®.

Highlights of major new initiatives introduced under the draft Rules

11.

With a view to facilitating market development and reducing

compliance costs, certain policies under the existing two sets of Financial
Resources Rules have been modified. The maor policy changes in the draft
Rules are summarised as follows -

(@

(b)

(©)

(d)

(€)

(f)

introducing one standard set of capital rules for universa
application to all types of licensed corporations;

accommodating the conduct of multiple regulated activities by any
licensed corporation;

acknowledging that many brokers nowadays allow their cash
clients to settle on a rolling balance basis, and making provision to
capture that;

applying lower discount rates (i.e. haircut percentages) to
constituent stocks of the Hang Seng Hong Kong LargeCap Index
and the Hang Seng Hong Kong MidCap Index;

disapplying the grouping of related securities in the calculation of
the concentration discounting factor;

recognizing overseas futures/options exchanges and clearing
housesin Korea and Maaysia;

8 Sections 145(2)(f) and (g) and 397(1)(g) and (h) of the SFO.
®  Sections 145(2)(c), (e) and (h) and 398(8)(e) of the SFO.
10 Sections 145(2)(h) and 398(8)(e) of the SFO.



(g) excluding liabilities corresponding to client money held overseas
(subject to conditions) from the calculation of total liabilities;

(h) alowing licensed corporations to use their own fiscal reporting
dates rather than calendar month-ends; and

(i)  requiring quarterly submission instead of monthly submission for
part of the financial returns.

These changes are designed as part of the SFC's ongoing effort to de-regulate,
recognizing the industry’s desire for a more streamlined regulatory approach,
and the market's need for a facilitative regime, without compromising the
degree of protection afforded by compliance with the Rules for the clients of
licensed corporations.

12. The SFC considers that the draft Rules, by providing for the
foregoing, are consistent with its regulatory objectivesin section 4(a), (c) and (e)
of the SFO, namely —

"(@) to maintain and promote the fairness, efficiency, competitiveness,
transparency and orderliness of the securities and futures industry;

"(c) to provide protection for members of the public investing in or
holding financial products; and

"(e) toreduce systemic risksin the securities and futures industry".

Public consultation

13. The SFC released a consultation document and an exposure draft
of the Rules on 14 June 2002 for comment by the public. A total of 13
submissions have been received. In addition, the SFC consulted its Advisory
Committee, established under section 10 of the Securities and Futures
Commission Ordinance, on 22 July 2002. The SFC has considered all the
comments received and revised the draft Rules as appropriate. We attach the
following documents for Members' reference —

(@ Consultation Document on the draft Rules, at Annex 2, which sets
out the underlying policy, together with the exposure draft of the
Rules. Members would appreciate that certain proposals in the
Consultation Document and the exposure draft of the Rules may
have become outdated as the proposals and draft Rules are refined



in the light of the comments received during the consultation
period. The draft Rules as revised are at Annex 1 for Members
consideration; and

(b) Consultation Conclusions and Summary of Comments and SFC's
Responses, at Annex 3, which set out the conclusions from the
consultation and the SFC's responses, in the form of atable, to the
comments received. A list of respondents is attached to Appendix
A to the Consultation Conclusions.

Way forward

14, There are certain fundamental issues concerning financial
resources requirements that should be addressed in the context of improving the
overall regulatory framework for intermediaries and market participants,
including the practice of firms being permitted to pool their clients' securities
and repledge the securities of even the non-borrowing or low borrowing margin
clients. As alonger term project, the SFC will study the regulatory framework
for managing market intermediaries’ financial risks in other jurisdictions and
review the adequacy of the existing regulatory framework. The aim isto set out
the results and proposals in a White Paper to be released for public consultation
later this year. This intention was noted by the Legislative Council Financia
Affairs Panel at its meeting on 6 May 2002.

15. Subject to Members views, the SFC will proceed, following
consultation with the Financial Secretary, to make the Rules under the authority
vested in it and publish the Rules so made in the Gazette for tabling before the
Legislative Council in the normal manner. The intention is that the Rules shall
come into operation on the commencement of the SFO. In parallel the SFC will
continue to pursue the aforesaid “White Paper” project and this should not
affect the commencement exercise.

Securities and Futures Commission
Financial Servicesand Treasury Bureau
7 September 2002
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[cf. Sections 145 - 147, 397 and 398 of the Securities and Futures Ordinance]

SECURITIESAND FUTURES (FINANCIAL RESOURCES)
RULES

CONTENTS

Section Page

PART 1

PRELIMINARY

Commencement
Interpretation

PART 2

ACCOUNTING TREATMENT

3. Accounting treatment 2

PART 3

FINANCIAL RESOURCES REQUIREMENTS

4, Licensed corporations to maintain financial
resources 2
5. Paid-up share capital requirement for licensed
corporations 2
6. Liquid capital requirement for licensed
corporations 2
PART 4

LIQUID CAPITAL
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Divison 1 —-General

Calculation of liquid capital and required liquid
capital

Division 2 - Computation basis

Accounting for transactions on trade date basis
Valuation of proprietary positions, etc.

Pairs of transactions

No set-off

Transactions in margined accounts

Treatment of exercised options contracts
Assignments

Treatment of securities borrowing and lending
agreements

Treatment of repurchase transactions

Divison 3—Liquid assets

Computation basis

Exclusions from liquid assets
Assets provided to others as security
Cashin hand and at bank

Amounts receivable from clients in respect of
purchase of and subscription for securities

Amounts receivable in respect of providing
securities margin financing

Amounts receivable from counterparties in
respect of dealingsin securities

Amounts receivable in respect of dealings in
securities by common clients

Amounts receivable from licensed corporations
licensed for Type 8 regulated activity
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46.
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Cash provided as security for short selling
Proprietary positions of licensed corporations
Amounts receivable from clearing houses, etc.

Amounts receivable from other dealers in
respect of dealings in futures contracts and
options contracts

Amounts receivable from clients in respect of
purchase of exchange-traded options contracts

Exchange-traded options contracts trading for
own account

Amounts receivable under securities borrowing
and lending agreements

Amounts  recelvable under  repurchase
transactions

Amounts receivable in respect of leveraged
foreign exchange trading

Miscellaneous assets

Division 4 — Ranking liabilities

Computation basis
Amounts payable to clients, etc.

Amounts payable in respect of dealing in
securities

Amounts payable in respect of dealing in
securities by common clients

Futures contracts and options contracts dealing,
etc.

Leveraged foreign exchange trading
Provision of securities margin financing

Short positions in securities (other than options
contracts) and specified investments

Concentrated proprietary positions
Securities borrowing and lending agreements
Repurchase transactions
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53.

55.

56.

57.

58.

59.

60.
Schedule 1
Schedule 2
Schedule 3
Schedule 4
Schedule 5

Draft for LegCo Subcommittee's consideration

Net underwriting commitments
Off-exchange traded derivative contracts
Interest rate swap agreements

Foreign exchange agreements
Introduction of transactions
Miscellaneous

Other liabilities

PART 5

MISCELLANEOUS

Licensed corporations to notify Commission of
failure to comply with these Rules

Licensed corporations to notify Commission of
circumstances relating to financial resources
and trading activities and to submit returns in
certain cases

Licensed corporations to submit returns to
Commission

Licensed corporations to provide information
Approvals

Withdrawal of elections made under these Rules
Transitional

Financial resources requirements

Haircut percentages

Specified exchanges

Financial commitments

Note issuance and revolving underwriting
facilities
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Draft for LegCo Subcommittee's consideration

SECURITIESAND FUTURES (FINANCIAL RESOURCES)
RULES

(Made the Securities and Futures Commission under sections 145,
397 and 398 of the Securities and Futures Ordinance (Cap. 571) after
consultation with the Financial Secretary)

PART 1
PRELIMINARY

1. Commencement
These Rules shall come into operation on the day on which Part VI of the

Securities and Futures Ordinance (Cap. 571) comes into operation.

2. Interpretation
In these Rules, unless the context otherwise requires —

“adjusted liabilities” ( ), for the purpose of calculating the variable

required liquid capital in relation to a licensed corporation, means the sum
of its on-balance sheet liabilities including provisions made for liabilities
already incurred or for contingent liabilities, but excluding —
@ amounts payable to clientsin respect of —
() client money held by it in a segregated account in
accordance with the Securities and Futures (Client
Money) Rules (L.N.  of 2002);

(i) to the extent not covered in subparagraph (i),
client money held by it in a segregated account
with an authorized financial institution;

(iii) client money held by it in a segregated account
with an approved bank incorporated outside Hong
Kong;
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(iv) client money held by it in a segregated account
maintained with a futures or options clearing
house; or

(V) client money held as margin by —

(A) a clearing house other than a futures or

options clearing house;

(B) aclearing participant;
© afutures dealer; or
(D) asecuritiesdeder; and

(b) an approved subordinated |oan provided to it;
[cf. s.2 FRR " total liabilities’ ]

“aggregate gross foreign currency position” ( ) means the

aggregate of al the gross foreign currency positions held by a licensed
corporation licensed for Type 3 regulated activity, excluding positions held
with arecognized counterparty;

[cf. 5.2 LFET FRR]

“amount of margin required to be deposited” ( ) means

the amount of money required to be deposited (whether the requirement is
met by depositing the amount of money or by the provision of security
instead of making such deposit) —

@ upon opening a position; or

(b) for maintaining an existing position,
in a futures contract or an options contract, calculated as the highest of the
prevailing margin amounts set by —

(©) the exchange operating the market on which the futures

contract or options contract is traded;
(d) the clearing house who registers such trade;
(e the agent who executes such trade for the licensed

corporation;
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()] the counterparty who executes such trade with the licensed
corporation; and

(0)) the licensed corporation itself;

[cf. s.2 FRR]
“approved bank incorporated outside Hong Kong” (
) means —

@ a bank incorporated under the law or other authority of a
prescribed country, and includes any of its branches or
wholly owned subsidiaries which is a bank; or

(b) any other bank approved as such under section 58(1)(a),
and includes any of its branches or wholly owned
subsidiaries which is a bank;

[cf. s.2 FRR and "bank incorporated outside HK" in Part 1 of Schedule 1 to the

Ordinance]

“approved credit rating agency” ( ) means a person approved
as such under section 58(1)(b);

[new]

“approved introducing agent” ( ) means a licensed corporation

approved as such under section 58(4);
[cf. "introducing broker”, s.2 FRR and "leveraged foreign exchange trading
introducing agent”, s.2 LFET FRR]

“approved redeemable shares’ ( ) means redeemable shares in
the share capital of a licensed corporation approved as such under section
58(5)(a);

[cf. s.2 FRR]

“approved securities borrowing and lending counterparty” (

) means —
@ arecognized clearing house; or

(b) a person approved as such under section 58(1)(c);
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[cf. s2 FRR]
“approved standby subordinated loan facility” ( ) means

a standby subordinated loan facility obtained by a licensed corporation
licensed for Type 1, Type 2, Type 3 or Type 8 regulated activity, which is
approved as such under section 58(5)(c);

[cf. s.2 FRR]

“approved subordinated loan” ( ) means a subordinated |oan

obtained by alicensed corporation approved as such under section 58(5)(b);
[cf. s.2 FRR]

“authorized financial institution” ( ) means -

@ abank and includes any of its branches;

(b) any wholly owned subsidiary of a bank referred to in
paragraph (a) which is a bank; or

(c) the principal place of business in Hong Kong of and any
local branch of a restricted licence bank or a deposit-
taking company, in each case within the meaning of
section 2(1) of the Banking Ordinance (Cap. 155);

[cf. s.2 FRR and definition of "bank" in Part 1 of schedule 1 to the Ordinance]

“basic amount” ( ), in relation to a licensed corporation, means 5% of

the aggregate of —

€) its adjusted liabilities;

(b) the aggregate of the initial margin requirements in respect
of outstanding futures contracts and outstanding options
contracts held by it on behalf of its clients; and

(c) the aggregate of the amounts of margin required to be
deposited in respect of outstanding futures contracts and
outstanding options contracts held by it on behalf of its
clients, to the extent that such contracts are not subject to

payment of initial margin requirements,



[new cf. s.6 FRR]

“clearing house” (

Draft for LegCo Subcommittee's consideration 5

(@

(b)

(©

) means a person —

whose activities or objects include the provision of
services for the clearing and settlement of transactions in,
or the day-to-day adjustment of the financial position of,
futures contracts or options contracts effected on a futures
market;

whose activities or objects include the provision of
services for the clearing and settlement of transactions in
securities effected on a stock market; or

who guarantees the settlement of any such transactions as
are referred to in paragraph (a) or (b),

but does not include a corporation operated by or on behaf of the

Government;

[new]

“clearing participant” ( ) —

[new]
“collateral” (

(@

(b)

in relation to a recognized clearing house, means a
clearing participant within the meaning of section 1 of Part
1 of Schedule 1 to the Ordinance; or

in relation to a clearing house other than a recognized
clearing house, means a person who, in accordance with
the rules of the clearing house, may participate in one or
more of the services provided by the clearing house in its
capacity as a clearing house, and whose name is entered in
alist, roll or register kept by the clearing house as a person
who may participate in one or more of the services

provided by the clearing house;

), inrelation to alicensed corporation, means -
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@
(b)
(©
(d)
which —

(€)

(f)

any listed shares;

any specified securities,

any qualifying debt securities; or

any special debt securities,

are deposited as security by the licensed corporation with

another person; or

are deposited as security with the licensed corporation by

another person, and —

(i)

(if)

(iii)

are unencumbered, in its possession and readily
realizable by it;
are encumbered only by virtue of being lent,

deposited or pledged by it in accordance with the

requirements of the Securities and Futures (Client
Securities) Rules (L.N. __of 2002); or

if not covered under the Securities and Futures
Client Securities) Rules (L.N. of 2002), are
encumbered only by virtue of being deposited
with or pledged to —

(A) an authorized financia institution or an
approved bank incorporated outside Hong
Kong;

(B) a person who is licensed, registered or
authorized by an authority or regulatory
organization outside Hong Kong, for an
activity which, if carried on in Hong
Kong, would constitute Type 1, Type 2,
Type 3 or Type 8 regulated activity; or

© a clearing house of a specified exchange

or any of its clearing participants to
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secure its obligation to meet its clearing
obligations or liabilities;
[cf. s2 FRR]

“collateralized warrants’ ( ) means derivative warrants listed on a

recognized stock market in respect of which the issuer owns al of the
underlying securities or other assets to which the warrants relate and grants
a charge over those securities or assets in favour of an independent trustee
which acts for the benefit of the warrantholders;

[cf. s.2 FRR]

“common client” ( ) means a client of a securities dealer who is also a

client of alicensed corporation licensed for Type 8 regulated activity and
whose dealings in securities through the securities dealer are settled on his
behalf by the licensed corporation;

[cf. s.2 FRR]

“concentration discounting factor” ( ), in relation to listed shares

or listed warrants received as collateral by a licensed corporation licensed
for Type 1 or Type 8 regulated activity from any of its margin clients,
means —

@ in the case of listed sharesissued by a corporation whichis
the issuer of a constituent stock of the Hang Seng Index or
the Hang Seng Hong Kong LargeCap Index, the lower of —
0] 1; and
(i) the factor derived by dividing 20% of the total

market value of all collateral received from al
margin clients by the total market value of shares
of the same description as those shares which are
so received as collateral;

(b) to the extent that the shares are not already covered in
paragraph (a), in the case of listed shares issued by a
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corporation which is the issuer of a constituent stock of the

Hang Seng Hong Kong MidCap Index, the lower of —

() 1; and

(i) the factor derived by dividing 15% of the total
market value of all collateral received from all
margin clients by the total market value of shares
of the same description as those shares which are
so received as collateral;

(c) to the extent that the shares are not already covered in
paragraph (a) or (b), in the case of listed sharesissued by a
corporation incorporated in Hong Kong or elsewhere, the
lower of —

0] 1; and

(i) the factor derived by dividing 10% of the total
market value of all collateral received from al
margin clients by the total market value of shares
of the same description as those shares which are
so received as collateral; or

(d) in the case of listed warrants issued by a corporation
incorporated in Hong Kong or elsewhere, the lower of —

0] 1; and
(i) the factor derived by dividing 10% of the total
market value of all collateral received from all
margin clients by the total market value of
warrants of the same description as those warrants
which are so received as collateral;
[cf. s.2 FRR]

“derivative contract” ( ) means an agreement the purpose or effect

of which is to obtain a profit or avoid aloss by reference to fluctuations in

the value or price of property of any description or in an index or other



Draft for LegCo Subcommittee's consideration 9

factor designated for that purpose in the agreement, and includes a futures
contract or an options contract;
[new]
“equity linked instruments’ ( ) means securities described as such
which are listed on arecognized stock market;
[new]
“exchange participant” ( )—
@ in relation to a recognized exchange company, means an
exchange participant within the meaning of section 1 of
Part 1 of Schedule 1 to the Ordinance; or
(b) in relation to an exchange outside Hong Kong, means a
person who, in accordance with the rules of the exchange,
may trade through that exchange or on any market
operated by that exchange, and whose name is entered in a
list, roll or register kept by the exchange as a person who
may trade through that exchange or on any market
operated by that exchange;
[new]
“excluded liabilities” ( ), in relation to the on-balance sheet liabilities of
alicensed corporation, means amounts payable to clientsin respect of —
@ client money held by it in a segregated account in
accordance with the Securities and Futures (Client Money)

Rules (L.N. __of 2002);
(b) client money held by it in a segregated account with an

approved bank incorporated outside Hong Kong and, to
the extent not covered in paragraph (a), with an authorized
financial institution; and

(©) client money held by it in a segregated account maintained

with arecognized clearing house;
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[new]
“floating losses’ ( ) means unrealized losses calculated by marking to
market an open position in—
@ afutures contract;
(b) any securities;
(c) an options contract;
(d) aderivative contract;
(e aleveraged foreign exchange contract;
H aforeign exchange agreement;
(o)) an interest rate swap agreement; or

(h) a specified investment;
[cf. s2 LFET FRR]
“floating profits’ ( ) means unrealized profits calculated by marking to

market an open position in —

@ afutures contract;

(b) any securities;

(©) an options contract;

(d) aderivative contract;

(e aleveraged foreign exchange contract;
H aforeign exchange agreement;

(9 an interest rate swap agreement; or

(h) a specified investment;
[cf. s2 LFET FRR]

“foreign currency” ( ), in relation to a licensed corporation, means any

currency other than —
@ the reporting currency; and
(b) any currency which has an exchange rate which is linked
to the reporting currency;
[cf. s2 FRR, s.2 LFETO]
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“foreign exchange agreement” ( ) means an agreement other than a

futures contract and an options contract, whereby the parties to the
agreement agree to exchange different currencies at a future time;
[cf. s2 FRR, s.2 LFET FRR]

“free delivery basis’ ( ) means the basis on which a sale or

purchase of securitiesis effected, under which —

@ delivery of the securities by the sdler takes place
irrespective of whether the seller has received payment in
settlement of a liability arising from the sale of the
securities; or

(b) payment is made by the purchaser of the securities in
settlement of a liability arising from the purchase of the
securities, irrespective of whether the securities have been
delivered,

[cf. s2 FRR]

“futures contract” ( ) has the meaning assigned to it by section 1 of Part

1 of Schedule 1 to the Ordinance save that it does not include an options
contract;
[new]
“futures dealer” ( ) means -
@ a licensed corporation licensed for Type 2 regulated
activity; or
(b) a person licensed, registered or authorized by an authority
or regulatory organization outside Hong Kong for an
activity which, if carried on in Hong Kong, would
constitute Type 2 regulated activity;
[new]
“futures non-clearing dealer” ( ) means alicensed corporation

licensed for Type 2 regulated activity which is an exchange participant of a
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recognized futures market, but is not a clearing participant of a recognized
clearing house;
[cf. s2 FRR]

“futures or options clearing house” ( ) means -

@ a recognized clearing house other than a recognized
clearing house whose activities or objects include the
provision of services for the clearing and settlement of
transactions in securities (other than options contracts); or

(b) aperson —

() whose activities or objects include the provision
of servicesfor —

(A) the clearing and settlement of transactions
in futures contracts or options contracts;,
or

(B) the day-to-day adjustment of the financial
position of futures contracts or options
contracts,

effected on a specified exchange, or subject to the

rules of a specified exchange; or

(i) who guarantees the settlement of any such
transactions as are referred to in subparagraph (i),
but does not include a corporation operated by or on
behalf of the Government;
[cf. s.2 FRR]
“gross foreign currency position” ( ), in relation to a foreign
currency, means the total of —

@ the aggregate of the value of assets, other than fixed assets,

beneficially owned by a licensed corporation which are

denominated in the foreign currency together with the
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amount of the foreign currency which it is obliged to

purchase under any outstanding contract; and

(b) the aggregate of the amount of the on-balance sheet
liabilities of the licensed corporation, other than excluded
liabilities, which are denominated in such foreign currency
together with the amount of that foreign currency which it
is obliged to sell under any outstanding contract,

save that where the licensed corporation holds with a client (other than a
client whose account with the licensed corporation is an omnibus account)
2 outstanding contracts and -

(©) under one of the contracts it is obliged to purchase an
amount in a currency (“A”) and sell an amount (“X”) in
another currency (“B”); and

(d) under the other contract it is obliged to purchase the same
amount (“X”) in the other currency (“B”) and sell an
amount of the first-mentioned currency (*A”),

it shall, in relation to the contracts described in paragraphs (c) and (d),
include in the total —

(e the amount “X” of currency “B” that it is obliged to sell
under the contract referred to in paragraph (c); and

()] the amount of currency “A” at the higher of —

(1) the amount of that currency which it is obliged to
purchase under the contract referred to in
paragraph (c); and

(i) the amount of that currency which it is obliged to
sell under the contract referred to in paragraph (d);

[cf. "gross position” s.2 LFET FRR]

“haircut amount” ( ), inrelation to —

@ any shares -
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(b)

(©)

(d)

(€)

(1) that are listed in Hong Kong, the United Kingdom,
the United States of America or Japan (stratified
according to stock indices), specified in column 2
of Table 1 in Schedule 2;

(i) that are listed in Hong Kong, the United Kingdom,
the United States of America or Japan (not
stratified according to stock indices), specified in
column 2 of Table 2 in Schedule 2; or

(iii) that are listed (other than those referred to in
subparagraph (i) or (ii)), specified in column 2 of
Table 3 in Schedule 2,

means an amount derived by multiplying the market value

of the shares by the haircut percentage in relation to such

shares;

specified investments, means an amount derived by

multiplying the market value of the specified investments

by the haircut percentage in relation to such specified

Investments;

specified securities, means an amount derived by

multiplying the market value of the specified securities by

the haircut percentage in relation to such specified
securities,

qualifying debt securities, means an amount derived by

multiplying the market value of the qualifying debt

securities by the haircut percentage in relation to such
qualifying debt securities;

gpecial debt securities, means an amount derived by

multiplying the market value of the special debt securities

by the haircut percentage in relation to such special debt

securities;
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[cf. s.2 FRR]

“haircut percentage” (

(@

(b)

), inrelation to —

any shares —

(i)

(i)

(iii)

that are listed in Hong Kong, the United Kingdom,
the United States of America or Japan (stratified
according to stock indices), specified in column 2
of Table 1 in Schedule 2;

that are listed in Hong Kong, the United Kingdom,
the United States of America or Japan (not
stratified according to stock indices), specified in
column 2 of Table 2 in Schedule 2; or

that are listed (other than those referred to in
subparagraph (i) or (ii)), specified in column 2 of
Table 3 in Schedule 2,

means —

(iv)

v)

in the case where the shares are described in
column 2 of Table 1 or Table 2 in Schedule 2 and
in column 2 of Table 3 in that Schedule, such
percentage specified in column 3 of the Table

concerned opposite the applicable description set
out in column 2 of the Table as may be elected by
alicensed corporation; or

in any other case, the percentage specified in
column 3 of the Table concerned opposite the
applicable description set out in column 2 of the
Table;

any specified investments, means the percentage specified

in column 3 of Table 8 in Schedule 2 opposite the

applicable description set out in column 2 of the Table;
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(c) any specified securities, means the percentage specified in
column 3 of Table 7 in Schedule 2 opposite the applicable
description set out in column 2 of the Table;

(d) any qualifying debt securities, means the aggregate of —

() the percentage specified in column 3 of Table 4 in
Schedule 2 opposite the applicable description set
out in column 2 of the Table; and

(i) the percentage specified in column 2 or 3 (as the
case may be) of Table 5 in Schedule 2 opposite the
applicable description set out in column 1 of the
Table;

(e any special debt securities specified in column 2 of Table 6
in Schedule 2, means the percentage specified in column 3
of Table 6 in Schedule 2 opposite the applicable

description set out in column 2 of the Table;
[cf. s.2 FRR]
“Hong Kong Exchange Fund”’ ( ) means the Exchange Fund

established under the Exchange Fund Ordinance (Cap. 66);

[new]

“initial margin requirement” ( ) means the amount of money
required to be deposited (whether the requirement is met by depositing the
amount of money or by the provision of security instead of making such
deposit) upon opening a position in afutures contract or an options contract,
calculated as the highest of the prevailing margin amounts set by -

@ the exchange operating the market on which the futures
contract or options contract is traded;

(b) the clearing house who registers such trade;

(©) the agent who executes such trade for the licensed

corporation;
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(d) the counterparty who executes such trade with the licensed
corporation; and
(e the licensed corporation itself;

[cf. s.2 FRR]

“interest rate swap agreement” ( ) means an agreement whereby
the parties to the agreement agree to exchange a series of interest payments
over time;

[s.2 FRR]

“in-the-money amount” ( ) means, in relation to —

@ acall options contract, N x (M —9S);
(b) aput options contract, N x (S—M); or
(c) acal warrant on listed shares, N x (M —S),
where —
“N” represents —
() where the asset underlying the options contract or
warrant is shares, the number of such shares; or
(i) where the asset underlying the options contract is
an asset other than shares, the number of units of
such asset;
“M” represents the market value of —
() where the asset underlying the options contract or
warrant is shares, one such share; or
(i) where the asset underlying the options contract is
an asset other than shares, one unit of such asset;
and
“S’ represents the strike price of the options contract or the exercise
price of the warrant —
() where the asset underlying the options contract or

warrant is shares, for one such share; or
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(i) where the asset underlying the options contract is
an asset other than shares, for one unit of such
asset;

[cf. s.2 FRR]
“liquid assets’ ( ), in relation to a licensed corporation, means the

aggregate of the amounts required to be included in its liquid assets under
the provisions of Division 3 of Part 4;
[cf. s2 FRR& s2 LFET FRR]

“liquid capital” ( ), in relation to a licensed corporation, means the

amount by which itsliquid assets exceeds its ranking liabilities;
[s2 FRR& s.2 LFET FRR]

“listed” ( ), in relation to securities, means listed or traded on any stock

market;
[new]
“margin client” ( ) means -

@ in relation to a licensed corporation licensed for Type 1
regulated activity, a client to whom the licensed
corporation provides securities margin financing; or

(b) in relation to a licensed corporation licensed for Type 8
regulated activity, any of itsclients;

[cf. s.2 FRR]

“marking to market” ( ) means the method or procedure of

adjusting the valuation of an open position in —

@ afutures contract;

(b) any securities;

(©) an options contract;

(d) aderivative contract;

(e aleveraged foreign exchange contract;

H aforeign exchange agreement;
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(9) an interest rate swap agreement; or
(h) a specified investment,
to reflect its current market value;
[s.2 LFET FRR]

“mutual fund” ( ) means any arrangement made for the purpose, or

having the effect, of providing facilities for investment in shares in a
corporation which is or holds itself out as being engaged primarily in the
business of investing, reinvesting or trading in securities or any other
property whatsoever and which is offering for sale or has outstanding any
redeemable shares of which it is the issuer;

[ new, for the purposes of paragraph (b), Table 7 of Schedule 2]

“non-collateralized warrants’ ( ) means derivative warrants listed on

a recognized stock market in respect of which the performance of the
issuer’s obligations is secured other than by a charge over the underlying
securities or other assets to which the warrants rel ate;

[cf. s.2 FRR]

“note issuance and revolving underwriting facility” (
) means an arrangement under which a borrower may draw down

funds up to an agreed limit over an agreed period of time (the term to
maturity of the facility) by making repeated note issues to the market, and
where, should an issue prove unable to be placed in the market, the
unplaced amount is to be taken up or funds made available by the
underwriter of the facility;

[cf. "note issuance facility”" s.2 FRR]

“off-exchange traded derivative contracts’ ( ) means

derivative contracts which are traded other than on an exchange;
[new]
“omnibus account” ( ) means an account opened with a

licensed corporation by a client of the licensed corporation, and the client
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has notified it that the account is to be operated by him as agent for the
benefit of 2 or more other persons;

[new]

“options contract” ( ) means a contract which gives the holder of the
contract the option or right, exercisable at or before a time specified in the
contract to —

@ buy or sell —

() at an agreed consideration an agreed gquantity of a
specified futures contract, share or other property;
or

(i) an agreed value of a specified futures contract,
share or other property; or
(b) be paid an amount of money calculated by reference to the
value of such securities, futures contract or other property
or by reference to the level of an index, as may be

specified in the contract;

[new]
“out-of-the-money amount” ( ) means, in relation to —
@ acall options contract, N x (S—M);
(b) aput options contract, N x (M —S); or
(c) acal warrant on listed shares, N x (S—M),
where —
“N” represents —
() where the asset underlying the options contract or

warrant is shares, the number of such shares; or

(i) where the asset underlying the options contract is
an asset other than shares, the number of units of
such asset;

“M” represents the market value of —
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(1) where the asset underlying the options contract or
warrant is shares, one such share; or
(i) where the asset underlying the options contract is
an asset other than shares, one unit of such asset;
and
“S’ represents the strike price of the options contract or the exercise
price of the warrant -
() where the asset underlying the options contract or
warrant is shares, for one such share; or
(i) where the asset underlying the options contract is

an asset other than shares, for one unit of such

asset;
[cf. s.2 FRR]
“prescribed country” ( ) means -
@ a country belonging to the Organization for Economic Co-

operation and Development; or
(b) Singapore;
[new, cf. "OECD countries' s.2 FRR]
“qualifying debt securities” ( ) means -

@ debenture stock, loan stock, debentures, bonds, notes and
any securities or other instruments acknowledging,
evidencing or creating indebtedness —

() which are issued or guaranteed by —
(A) the Central People's Government of the
People's Republic of China or the
People’ s Bank of Ching;
(B) the Government; or
© the Hong Kong Exchange Fund;
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(if)

(iii)
(iv)

v)

which are issued by the Hong Kong Mortgage

Corporation;

which are listed on arecognized stock market;

the issuer of which has at least one issue currently

rated by —

(A) Moody’s Investors Services at either Baa
or Prime-3 or above;

(B) Standard & Poor’s Corporation at either
BBB or A-3 or above; or

© an approved credit rating agency at or
above a grade gpecified by the
Commission under section 58(2); or

the guarantor of which has at least one issue

currently rated by —

(A) Moody’s Investors Services at either A or
Prime-2 or above;

(B) Standard & Poor’s Corporation at either A
or A-2 or above; or

© an approved credit rating agency at or
above a grade specified by the
Commission under section 58(2),

but does not include —

(vi)
(vii)
(viii)

any special debt securities;

any |-owe-you; and

any securities or any instrument acknowledging,
evidencing or creating a subordinated loan or a
debt due from a corporation within a group of
companies of which the holder of the securities or

instrument is amember:; or



Draft for LegCo Subcommittee's consideration 23

(b) certificates of deposit issued by an authorized financial
institution or an approved bank incorporated outside Hong
Kong;
[cf. s.2 FRR & s.2 LFET FRR "recognized debt securities’]

“ranking liabilities’ ( ), in relation to a licensed corporation, means the

aggregate of the amounts required to be included in its ranking liabilities
under the provisions of Division 4 of Part 4;

[cf. s2 FRR]

“redeemable shares’ ( ) means shares in the share capital of a

corporation which are redeemable at the option of the holder of the shares
or the corporation;
[cf. s.2 FRR "approved redeemable shares']

“reporting currency” ( ), inrelation to alicensed corporation, means the

currency in which its financial statements, required under section 156 of
the Ordinance to be submitted to the Commission, are denominated, or
intended to be denominated;

[new]

“repurchase transaction” ( ) means a transaction under which thereis a
sale of securities and a further arrangement obliging the seller of the
securities to repurchase from the purchaser, or obliging the purchaser to
resell to the seller, securities of the same description as the securities first
sold, at a pre-determined consideration and date;

[cf. s.2 FRR]

“required liquid capital” ( ), in relation to a licensed corporation,

means an amount equal to the higher of —
@ whereitis—
() licensed for only one regulated activity specified
in column 1 of Table 2 in Schedule 1, the amount
specified in column 2 of the Table opposite the
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“required liquid capital deficit” (
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(b)

(i1)

regulated activity or, where any further description
Is set out for the regulated activity in column 1 of
the Table, opposite the applicable description; or

licensed for 2 or more regulated activities
specified in column 1 of the Table, the amount
which is the higher or highest upon comparing
each amount specified in column 2 of the Table
opposite any of such regulated activities or, where
any further description is set out for any of such
activitiesin column 1 of the Table, opposite any of
such activities or any of the applicable

descriptions; and

its variable required liquid capital;

), in relation to a

licensed corporation, means the amount by which its required liquid capital

exceedsitsliquid capital;
[cf. "liquid capital deficiency" s.2 FRR]

“rules’ (

) —
@

in relation to an exchange other than a recognized

exchange company, includes its constitution and any rules,

regulations, guidelines or directions, by whatever name

they may be called and wherever contained, governing —

(i)
(i1)

(iii)
(iv)

its exchange participants;

the persons who may participate in any of the
services it provides or trade on any futures market
or stock market that it operates;

the setting and levying of fees;

the listing of securities;
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(v)

(vi)
(vii)

the trading of securities, futures contracts or
leveraged foreign exchange contracts through it or
on any futures market or stock market that it
operates;

the provision of other services; or

generally, its management, operations or
procedures and those of any futures market or

stock market that it operates; or

(b) in relation to a clearing house other than a recognized

clearing house, includes its constitution and any rules,

regulations, guidelines or directions, by whatever name

they may be called and wherever contained, governing —

(i)
(i)

(iii)
(iv)

v)

(vi)

(vii)
(viii)

[new]

its clearing participants;

the persons who may participate in any of the
servicesit provides;

the setting and levying of fees;

the clearing and settlement of transactions,
whether or not executed on an exchange, or any
futures market or stock market operated by the
exchange, of which it isthe clearing house;

the imposition of margin requirements and matters
pertaining to the deposit or collection of margin;
the manner of making and receiving payment of
monies in respect of the provision by it of any
service, including the setting-off of such amounts
receivable and amounts payable to it;

the provision of other services; or

generaly, its management, operations or

procedures,
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“securities deadler” ( ) means -

€) a licensed corporation licensed for Type 1 regulated
activity; or

(b) a person licensed, registered or authorized by an authority
or regulatory organization outside Hong Kong for an
activity which, if carried on in Hong Kong, would
constitute Type 1 regulated activity;

[cf. S2 FRR]

“securities margin financing” ( ) has the meaning assigned to it
by Part 2 of Schedule 5 to the Ordinance, save that notwithstanding
paragraph (iii) of that definition, it includes the provision of financial
accommodation by a licensed corporation licensed for Type 1 regulated
activity to aclient of the licensed corporation to facilitate —

@ the acquisition of securities listed on any stock market,
whether a recognized stock market or any other stock
market outside Hong Kong; or

(b) (where applicable) the continued holding of those

securities;
[cf. s.2 FRR]
“segregated account” ( ) means -
@ a segregated account within the meaning of section 2 of
the Securities and Futures (Client Money) Rules (L.N. of
2002); or
(b) an account for holding client money which is separate
from alicensed corporation's own account;
[new]
“settlement date” ( ), inrelation to any dealing in securities, means —
@ in the case of a transaction effected on a stock market, the

date on which payment for the securities is first due in
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accordance with the rules or conventions of the exchange
that operates the stock market on which the securities are
traded; or
(b) in any other case, the date on which payment for the
securities is first due as agreed between the parties to the
transaction,
but in either case, the date not exceeding 20 business days after the trade
date;
[cf. s.2 FRR]
“short selling” ( ) means a sale of securities where at the time of the sale —

@ the seller does not have a presently exercisable and
unconditional right to vest the securities in the purchaser
of them; or

(b) the seller has a presently exercisable and unconditional
right to vest the securities in the purchaser of them by
virtue of having entered into a securities borrowing and
lending agreement;

[cf.s. 2 FRR]
“gpecia debt securities” ( ) means indexed bonds, convertible debt

securities, bonds with non-detachable warrants and non-interest bearing
debt securities—
@ which are issued or guaranteed by —
() the Central People's Government of the People's
Republic of Chinaor the People s Bank of Ching;
(i) the Government; or
(iii) the Hong Kong Exchange Fund;
(b) which are issued by the Hong Kong Mortgage Corporation,

(©) which are listed on arecognized stock market;



Draft for LegCo Subcommittee's consideration 28

(d) the issuer of which has at least one issue currently rated
by —
() Moody’s Investors Services at either Baa or
Prime-3 or above;
(i) Standard & Poor’s Corporation at either BBB or
A-3 or above; or
(iii) an approved credit rating agency at or above a
grade specified by the Commission under section
58(2); or
(e the guarantor of which has at least one issue currently
rated by —
(1) Moody’s Investors Services at either A or Prime-2
or above;
(i) Standard & Poor’s Corporation at either A or A-2
or above; or
(iii) an approved credit rating agency at or above a

grade specified by the Commission under section

58(2),
but does not include —
()] any |-owe-you; and
(9 any securities or any instrument acknowledging,

evidencing or creating a subordinated loan or a debt due
from a corporation within a group of companies of which
the holder of the securities or instrument is a member;
[cf. s2 FRR]
“gpecified exchange” ( ) means an exchange specified in Schedule 3
and, where appropriate, includes a stock market or futures market operated
by such an exchange;

[new]
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“specified investments’ ( ) means the investments specified in
column 2 of Table 8 in Schedule 2;

[cf. s.2 FRR]

“gpecified licensing condition” ( ), in relation to a licensed

corporation licensed for Type 4, Type 5, Type 6 or Type 9 regulated activity,
means a licensing condition that the licensed corporation shall not hold
client assets;

[new]

“specified securities” ( ) means the securities specified in column 2 of
Table 7 in Schedule 2;

[cf. s2 FRR]

“standby subordinated loan facility” ( ) means a loan facility
provided to a licensed corporation licensed for Type 1, Type 2, Type 3 or
Type 8 regulated activity under which the lender’s claim in respect of any
drawdown by the licensed corporation is subordinated to the prior payment,
or provision for payment, in full of all claims of all other present and future
creditors of the licensed corporation;

[cf. s. 2 FRR "approved stand-by subordinated stand-by loan facility"]

“stock futures contract” ( ) means a contract which is traded on a

specified exchange, the effect of which isthat —

@ one party to the contract agrees to deliver to the other
party to the contract at an agreed future time an agreed
guantity of a specific listed share a an agreed
consideration; or

(b) the parties to the contract will make an adjustment
between themselves at an agreed future time according to
whether at that time an agreed quantity of a specific listed
share is worth more or less than a value agreed at the time

the contract is made;
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[cf. s.2 FRR]

“stock options contract” ( ) means a contract which is traded on a

specified exchange, the effect of which is that one party to the contract
agrees to provide to the other party to the contract the right to sell or
purchase at an agreed consideration an agreed quantity of a specific listed
share at or before an agreed future time;

[cf. s.2 FRR]

“subordinated loan” ( ) means a loan provided to a person under which

the lender's clam in respect of the loan is subordinated to the prior
payment, or provision for payment, in full of all claims of al other present
and future creditors of the person,

[cf. s.2 FRR "approved subordinated loan"]

“trade date” ( ), inrelation to atransaction in —
@ afutures contract;
(b) any securities;
(c) an options contract;
(d) aderivative contract;
(e aleveraged foreign exchange contract;
H aforeign exchange agreement;
(9 an interest rate swap agreement; or

(h) a specified investment,

means —
() in the case of a transaction on any exchange, the date on
which the transaction is executed; or
() in any other case, the date on which the agreement
between the parties is made;
[new]
“trader” ( ) means a licensed corporation licensed for Type 1 or Type 2

regulated activity which does not hold client assets or handle clients
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orders and, in carrying on the regulated activity for which it is licensed,
conducts no business other than effecting, or offering to effect, dealings in
securities, futures contracts or options contracts for its own account;

[cf. s2 FRR]

“unit trust” ( ) means any arrangement made for the purpose, or having

the effect, of providing facilities for the participation by persons as
beneficiaries under atrust, in profits or income arising from the acquisition,
holding, management or disposal of securities or any other property
whatsoever;

[ new, for the purposes of paragraph (b) of Table 7 in Schedule 2]

“variable required liquid capital” ( ) —

@ in relation to a licensed corporation licensed for Type 3
regulated activity (whether or not it is also licensed for any
other regulated activity), means the sum of the basic
amount and 1.5% of its aggregate gross foreign currency
position; or

(b) in relation to a licensed corporation licensed for any
regulated activity other than Type 3 regulated activity,
means the basic amount.

[new cf. .6 FRRs.4 LFET FRR]

PART 2
ACCOUNTING TREATMENT

3. Accounting treatment
D For the purposes of these Rules and subject to subsection (4), a
licensed corporation shall account for all assets and liabilities—
@ in accordance with generally accepted accounting

principles, unless otherwise specified in these Rules; and
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(b) In a way that recognizes the substance of a transaction,
arrangement or position including accounting for a
structured bond as a derivative product and not as a debt
Security.
[s4(2) FRR, s. 3LFETFRR)]

2 Subject to subsections (3) and (4), alicensed corporation shall not
without notifying the Commission under section 55(5), change any of its
accounting principles in a way that may materially affect the liquid capital or
paid-up share capital that it maintains or is required to maintain under Part 3.

[cf. s.32(1) FRR]

(©)) Subsection (2) does not apply in respect of any change of the
generally accepted accounting principles in accordance with which its assets and
liabilities are accounted for as required under subsection (1).

[s.32 FRR, s.9(2) LFET FRR]

4 A licensed corporation may, with the Commission's prior written
approval under section 58(5)(d), adopt an accounting principle that is
inconsistent with subsection (1).

[cf. s.4(3) FRR]

PART 3
FINANCIAL RESOURCES REQUIREMENTS

4. Licensed corporationsto maintain financial
resour ces

A licensed corporation shall at all times maintain financial resources in the
amount required of it under this Part.
[cf. 6 FRR& s4 LFET FRR]
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5.  Paid-up share capital requirement
for licensed cor porations

For the purposes of section 4, alicensed corporation other than one which

carries on aregulated activity solely as one or more of the following —

(@

(b)
(©)
(d)

an approved introducing agent who is not a licensed
corporation licensed for Type 3 regulated activity;

atrader;

afutures non-clearing dealer;

alicensed corporation licensed for Type 4, Type 5, Type 6
or Type 9 regulated activity, where it is subject to the

specified licensing condition,

shall at all times maintain paid-up share capital of not less than —

(€)

(f)

where it is licensed for only one regulated activity
specified in column 1 of Table 1 in Schedule 1, the amount
specified in column 2 of the Table opposite the regulated
activity or, where any further description is set out for the
regulated activity in column 1 of the Table, opposite the
applicable description; or

where it is licensed for 2 or more regulated activities
specified in column 1 of the Table, the amount which is
the higher or highest upon comparing each amount
specified in column 2 of the Table opposite any of such
regulated activities or, where any further description is set
out for any of such activities in column 1 of the Table,
opposite any of such activities or any of the applicable

descriptions.

[cf. ss.9 & 10 FRR; s.4(1)(a) and (2)(a) LFET FRR]
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6. Liquid capital requirement for licensed
cor por ations

@D For the purposes of section 4, a licensed corporation shall at all
times maintain liquid capital which is not less than its required liquid capital.
[cf. 5.6 & 10 FRR & s.4(1)(b)& (2)(b) LFET FRR]
2 Subsections (3) and (4) apply in respect of a licensed corporation
licensed for one or more of the following —
@ Type 1 regulated activity;
(b) Type 2 regulated activity;
(c) Type 3 regulated activity; and
(d) Type 8 regulated activity,
unlessitis—
(e in the case of paragraph (a), an approved introducing agent
or atrader;
H in the case of paragraph (b), an approved introducing
agent, atrader or afutures non-clearing dealer; or
(9 in the case of paragraph (c), an approved introducing agent.
3 Subject to subsection (4), where on any particular business day a
licensed corporation's required liquid capital rises above its liquid capital and on
any subsequent business days there is a required liquid capital deficit, the
licensed corporation will be regarded as having complied with subsection (1) if —
@ it is entitled to draw down an amount not less than the
required liquid capital deficit under an approved standby
subordinated |oan facility; and
(b) its required liquid capital on the day that its required liquid
capital rises above its liquid capital is at least 20% more
than its required liquid capital at the close of business on
the previous business day, as aresult of —
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(1) an increase in its adjusted liabilities which is
attributable to an increase in its dealings in
securities for its clients;

(i) an increase in the aggregate of the initial margin
requirements, or of the amounts of margin
required to be deposited, which is attributable to
outstanding futures contracts or outstanding

options contracts held by it on behalf of its clients;

(iii) an increase in its aggregate gross foreign currency
position;
(iv) an increase in its adjusted liabilities which is

attributable to an increase in the aggregate of the
amounts receivable from its margin clients; or

(V) where applicable, the aggregate of the increases
described in 2 or more of subparagraph (i), (ii), (iii)
or (iv).

4 Subsection (3) only applies where the required liquid capital of a
licensed corporation has exceeded its liquid capital on 4 or less business days
during the 60 days immediately preceding the day on which the required liquid
capital deficit occurs.

[cf. s.7 FRR]
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PART 4
LIQUID CAPITAL

Division 1 —General

7.  Calculation of liquid capital and
required liquid capital

A licensed corporation, for the purposes of calculating its liquid capital and
required liquid capital, shall account for all its assets, liabilities and transactions
in accordance with this Part.

[cf. s.11(1) FRR]

Division 2 - Computation basis

8. Accounting for transactionson trade
datebasis

A licensed corporation, for the purposes of calculating its liquid capital and
required liquid capital, shall account on a trade date basis for al transactions
effected by it, whether as principal or agent, in relation to —

@ any dealing in—

(1) afutures contract;
(i) any securities;
(iii) an options contract;
(iv) aderivative contract; or

(V) a specified investment;

(b) trading in aleveraged foreign exchange contract; or

(©) entering into any —
(1) foreign exchange agreement; or
(i) interest rate swap agreement.

[cf. s.5(1) FRR]
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9. Valuation of proprietary positions, etc.
D A licensed corporation, for the purposes of calculating its liquid

capital and required liquid capital, shall, subject to subsection (2), value any

open positionin —

@ afutures contract;

(b) any securities;

(c) an options contract;

(d) aderivative contract;

(e aleveraged foreign exchange contract;
()] aforeign exchange agreement;

(@ an interest rate swap agreement; or

(h) a specified investment,

entered into for its own account at market value.

2 Notwithstanding subsection (1), for the purposes of calculating the
liquid capital and required liquid capital of alicensed corporation, any reference
in these Rules to the market value of the securities referred to in this subsection
shall be construed as referring to the value (including any nil value) at which
they are required to be valued under this subsection, namely -

@ debt securities other than a certificate of deposit, in respect
of which there is no published market price, shall be
valued —

() at the average value of quotations obtained in
respect of those debt securities from —
(A) at least 2 market makers; or
(B) where in relation to any debt securities
there are less than 2 market makers, at
least 2 banks, licensed corporations or
securities dealers outside Hong Kong,

who customarily deal in such debt
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(b)

(©)

[cf. s5(2)FRR]

securities, or at least 2 of the persons
referred to in this sub-subparagraph; or
(i) if the quotations referred to in subparagraph (i) are

not available —
(A) in the case of long positions, at nil; or
(B) in the case of short positions, at the face

value of the debt securities,

listed securities which have been suspended from trading
for at least 3 business days or ceased trading on any
exchange on which the securities were listed, shall, unless
the securities can continue to be traded on any other
exchange on which the securities are listed, be valued —
() in the case of long positions, at nil; or
(i) in the case of short positions, at the last closing

price before the suspension or cessation of trading;
certificates of deposit issued by an authorized financial
institution or an approved bank incorporated outside Hong
Kong, in respect of which there is no published market
price, shall be valued at the value quoted by the issuer.

10. Pairsof transactions

A licensed corporation which enters into a pair of transactions in which its

respective roles are opposite, but which otherwise have identical or similar terms,

shall account for the transactions as separate transactions.

[cf. s5(3)]
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11. No set-off

D Subject to subsections (2), (3), (4), (5) and (6) and section 48(2),
the assets and liabilities of a licensed corporation shall be treated separately on a
gross basis and shall not be set-off against each other.

2 Subsection (1) does not apply in respect of any amounts receivable
by a licensed corporation from, and any amounts payable by it to, a recognized
clearing house, where the rules of the clearing house permit the setting-off of
such amounts against each other for settlement purposes.

3 Subsection (1) does not apply in respect of any amounts receivable
by a licensed corporation from, and any amounts payable by it to, a person,
where —

@ such amounts do not arise from the carrying on of any
regulated activity for which it islicensed; and

(b) it has a legally enforceable right to set-off such amounts
against each other.

4 Subsection (1) does not apply in respect of any amounts receivable
by a licensed corporation from, and any amounts payable by it to, a client of the
licensed corporation, where such amounts arise from —

@ the purchase and sale by the client of securities of the
same description due to be settled on a cash against
delivery basis and the client has authorized the licensed
corporation to set-off such amounts;

(b) the sale and purchase by the client of securities in relation
to which the licensed corporation has elected to set-off
such amounts against each other under section 21(2); or

(c) the provision by it to the client of securities margin
financing.

5) Subsection (1) does not apply in respect of any amounts receivable
by a licensed corporation licensed for Type 8 regulated activity from, and any
amounts payable by it to, each securities dealer with which it has common
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clients, where such amounts arise from dealings in securities through the
securities dealer for those clients.

(6) Subsection (1) does not apply in respect of any amounts receivable
by a licensed corporation licensed for Type 1 regulated activity from, and any
amounts payable by it to, each licensed corporation licensed for Type 8 regulated
activity with which it has common clients, where such amounts arise from

dealingsin securities through it for those clients.

[cf. s.5(5)(a)(b)(c)(d)(e) (1) (1IN (T)(Q)FRR]

12. Transactionsin margined accounts
Q) A licensed corporation shall not set-off amounts receivable by it

from, and amounts payable by it to, a client of the licensed corporation arising
from transactions in different margined accounts maintained with it by the client.
2 Where alicensed corporation has a client who —
@ maintains with it more than one margined account;

(b) has deposited with it security against his liabilities to it in

the form of —
(i)  cash;
(i) collateral; or
(iii) abank guarantee; and

(©) has authorized it to apply such security to satisfy any
liabilities to it arising from the execution by it of any
transaction in relation to any of his margined accounts,

the licensed corporation may, subject to subsections (3) and (4) —

(d) for the purpose of calculating —

(1) a specified shortfall amount in relation to a
margined account of the client; or

(i) a margin shortfall amount under section 22(1)(b)
in relation to the client,
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deem all or part of such security to be deposited by the

client as security to the margined account in relation to

which such shortfall amount is calculated; or

(e for the purposes of calculating any amount to be included
in its ranking liabilities under section 45(1) or 46(1) in
relation to a margined account of the client, reduce any
such amount by —

() where the client has deposited cash referred to in
paragraph (b)(i), the amount of such cash;

(i) where the client has deposited collateral referred
to in paragraph (b)(ii), the amount of the market
value of such collateral, less the haircut amount in
relation to the collateral; or

(iii) where the client has deposited a bank guarantee
referred to in paragraph (b)(iii), the amount that it
can draw down under such bank guarantee.

(©)) A licensed corporation shall not —
@ under subsection (2)(d), deem —

(1) any amount of cash;

(i) any collateral; or

(iii) any amount that it can draw down under a bank
guarantee,

to be security to the margined account concerned; or

(b) effect any reduction under subsection (2)(e) in respect of

such security,

(c) such security has been deemed under subsection (2)(d) to
be deposited as security to another margined account of

the client; or
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(d) by reference to such security a reduction under subsection
(2)(e) has been effected in relation to another margined
account of the client.
4) For the purposes of these Rules, a licensed corporation shall cease
to treat —
@ any cash referred to in subsection (2)(b)(i);
(b) any collateral referred to in subsection (2)(b)(ii); or
(c) any bank guarantee referred to in subsection (2)(b)(iii),
as security in relation to the margined account of the client into which it was
deposited, to the extent that such security —
(d) has been deemed under subsection (2)(d) to be deposited
as security to another margined account of the client; or
(e has been utilized to effect a reduction under subsection
2)(e).
5) For the purposes of subsection (2), “specified shortfall amount”
( ) means an amount to be included in the licensed corporation's
ranking liabilities under —
@ section 40(1);
(b) section 41(1);
(c) section 43(10);
(d) section 45(2); or
(e section 46(2).
[cf. s.5(5)(e)(iii)FRR]
(6) In this section, “margined account” ( ),
in relation to aclient of alicensed corporation, means —
@ an account maintained with alicensed corporation licensed
for Type 1 regulated activity by the client for the provision
to him by the licensed corporation of securities margin

financing; or
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(b) an account maintained with the licensed corporation by the
client for —
() short selling;
(i) dealings in futures contracts;
(iii) dealings in options contracts,
(iv) securities borrowing and lending;

(v) trading in leveraged foreign exchange contracts;
or
(vi) entering into repurchase transactions.

[cf. s.2 FRR " margined account” ]

13. Treatment of exercised options contracts
A licensed corporation shall, immediately upon the exercise of an options
contract purchased, written or cleared by it, treat the options contract as having
ceased to exist and account for —
@ al its assets; and
(b) al itsliabilities,
arising from such exercise.
[cf. s.5(6) and (7) FRR]

14. Assignments
@D A licensed corporation shall not include in its liquid assets any

amount receivable by it from any of its clients if such amount has been assigned
by it to another person.

2 A licensed corporation shall not treat any collateral or any other
type of security deposited with it by any of its clients as so deposited where such
collateral or other type of security has been assigned by it to another person.

[cf. s.5(8) FRR]
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15. Treatment of securities borrowing
and lending agreements

@D A licensed corporation which, under a securities borrowing and

lending agreement, is the borrower of any securities, is deemed for the purposes

of these Rules —

@

(b)

(©)

to remain the owner of any collateral beneficially owned
by it and provided by it as security to the lender of the
securities under the agreement;

to have an amount receivable from that lender equal to the
amount of cash provided by it as security to that lender;
and

not to own the securities borrowed under the agreement.

(2 A licensed corporation which, under a securities borrowing and

lending agreement, is the lender of any securities, is deemed for the purposes of

these Rules —

(@

(b)

(©

where the securities lent under the agreement are

beneficially owned by it, to remain the beneficial owner of

the securities for the purposes of section 27;

not to own any collateral deposited with it as security by

the borrower of the securities under the agreement; and

to have an amount payable to that borrower equal to the

amount of cash deposited with it as security by that

borrower, unless the cash —

(1) Isnot included in its liquid assets under section 20;
and

(i) is held in a segregated account.

[cf. s.5(24) and (25) FRR]
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16. Treatment of repurchasetransactions

Q) Where a licensed corporation is the purchaser in the first instance
of any securities under a repurchase transaction, it is deemed for the purposes of
these Rules—

@ to have an amount receivable from the seller of the
securities equal to the consideration for which it purchased
the securities, and

(b) not to own the securities purchased and so shal not
include them in its liquid assets under section 27.

2 Where a licensed corporation is the seller in the first instance of
any securities beneficially owned by it under a repurchase transaction, it is
deemed for the purposes of these Rules —

@ to remain the owner of the securities sold by it; and

(b) to be liable to the purchaser of the securities for an amount
egual to the consideration for which it sold the securities.

[cf. s.5(26) and (27) FRR]

Division 3—Liquid assets

17. Computation basis

A licensed corporation shall, for the purposes of calculating its liquid assets
under the provisions of this Division, apply the computation basis prescribed in
Division 2.
[cf. s.11(1) FRR].

18. Exclusionsfrom liquid assets

D A licensed corporation which operates a branch in a place outside
Hong Kong shall not include in its liquid assets any asset which it is required by
an authority or regulatory organization in, or under the law of, that place, to

maintain in that place in order for the branch to obtain or maintain a licence,
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registration, membership or authorization to carry on an activity which, if carried
on in Hong Kong, would constitute aregulated activity.
[cf. s11(2) FRR]
2 A licensed corporation shall not includeinitsliquid assets —
@ any asset that is an amount of a currency that is subject to
exchange control; or
(b) any assets the proceeds of which upon realization are not
freely remittable to Hong Kong,
unless the licensed corporation reasonably believes that approval for the
remittance of such currency or proceeds to Hong Kong can be obtained from the
relevant authority within one week of application by it for such approval.
[cf. s.11(4) FRR]

19. Assetsprovided to othersas security
D A licensed corporation, for the purposes of calculating its liquid

capital, subject to subsection (2), is deemed not to own any asset which it
beneficially owns and has provided to another person as security for any
liabilities or obligations.
[cf. s.11(3) FRR]
2 A licensed corporation is deemed to remain the owner of any asset
which it beneficially owns and has provided as security —
@ to—
() an authorized financial institution;
(i) an approved bank incorporated outside Hong
Kong; or

(iii) another licensed corporation,

for credit facilities provided to it by the institution, bank or

corporation (as the case may be);
[cf. s.11(3)(a) FRR]



Draft for LegCo Subcommittee’s consideration 47

(b)

[cf. 5.11(3)(b) FRR]
(c)

[cf. s.11(3)(c) FRR]
(d)

[cf. s.11(3)(d) FRR]
(e

[new]

(f)

[cf. s.11(3)(e) FRR]
(9)

under a securities borrowing and lending agreement under

which it is the borrower of securities;

in the form of margin deposited in respect of any short
selling by it;

in the form of margin deposited in respect of any dealing

in futures contracts or options contracts by it;

in the form of margin deposited in respect of any trading

in leveraged foreign exchange contracts by it;

to obtain a bank guarantee for the purpose of fulfilling its
obligations under the rules of a recognized exchange
company to furnish the exchange company with a
guarantee as an alternative to participating in the Fidelity
Fund established under the rules;

to, or to obtain a bank guarantee in favour of, a recognized
clearing house for the purpose of enabling it to fulfil its
obligations under the rules of the clearing house (other
than rules which relate to the Guarantee Fund or the

Reserve Fund); or

[cf. s.11(3)(f)-(h) FRR]

(h)

[new]

in relation to collateralized warrants of which it is the
issuer, in the form of a charge over the underlying
securities or other assets to which the warrants relate in

favour of an independent trustee.



Draft for LegCo Subcommittee's consideration 48

20. Cashin hand and at bank
A licensed corporation shall includeinitsliquid assets -
@ cash in hand which it beneficially owns;
[cf. s.12(a)]
(b) money which it beneficially owns and holdsin its name, or
in a segregated account, with an authorized financial
institution or an approved bank incorporated outside Hong

Kong in the form of —

() a demand deposit; or
(i) a time deposit which will mature in 6 months or
less; and

[cf. s.12(b)(i)(ii) FRR]
(c) interest accrued on any deposit referred to in paragraph
(b)(ii).
[cf. s.12(b)(iii) FRR & s.5(a) — (c) LFET FRR]

21. Amountsreceivable from clientsin respect
of purchase of and subscription for securities

D Subject to subsections (3) and (7), a licensed corporation shall
include in its liquid assets the following amount receivable from any of its
clients arising from purchase by the client of securities on a cash-against-
delivery basis —

€)) any such amount receivable which —
() Is not yet due for settlement according to the
Settlement date; or
(i) has been outstanding for 5 business days or less
after the settlement date; and
(b) where any such amount receivable has been outstanding

for more than 5 business days but less than one month
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after the settlement date, the amount which is the lower,

when calculated on a transaction-by-transaction basis, of —

() such outstanding amount receivable less any
specific provision for bad or doubtful debts made
in respect thereof; and

(i) the market value of the securities to which such
outstanding amount rel ates.

[cf. s.13(1) and (2) FRR]

2 A licensed corporation may elect to set-off, on a client-by-client
basis, any amount receivable from, and amount payable to, a client where such
amounts arise from the purchase and sale of securities on a cash-against-delivery
basis, and the licensed corporation has obtained from the client a written
authorization to —

@ set-off such amounts against each other; and

(b) dispose of securities held for the client for the purpose of
settling any of the amounts payable by the client to the
licensed corporation.

3 Subject to subsection (7), where a licensed corporation makes an
election under subsection (2), it shall include in its liquid assets in respect of the
amount receivable by it from and the amount payable by it to a client which
arises from the purchase and sale of securities on a cash-against-delivery basis
the amount which is the lower, when calculated on a client-by-client basis, of —

@ any amount receivable that remains after the set-off
referred to in subsection (2) less any specific provision for
bad or doubtful debts made in respect of such amount
recelvable; and

(b) the market value of the securities held for the client, less

the haircut amounts relating to the securities.
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4 Subject to subsection (7), alicensed corporation shall includein its
liquid assets the following amount receivable from any of its clients in respect of
the purchase of securities by the client on afree delivery basis—

@ in the case where the clearing system of the stock market
on which the securities are traded effects settlement only
on a free delivery basis, such amount receivable which,
when calculated on a transaction-by-transaction basis, has
been outstanding for 2 weeks or less after the settlement
date; or

(b) in any other case, such amount receivable which, when
calculated on a transaction-by-transaction basis, is not yet
due for settlement according to the settlement date.

[cf. 5.13(3) FRR]

5) Subject to subsection (7), alicensed corporation shall, in respect of
securities subscribed for on behalf of any of its clients, include, prior to the
commencement of trading of the securities on any stock market on which they
are listed, in its liquid assets the amount which is the lower, when calculated on a
transaction-by-transaction basis, of —

@ 90% of the total costs to the client of subscribing for the
securities; and

(b) the amount receivable from the client for subscribing for
the securities.

[cf. s.13(9) FRR]

(6) Subject to subsection (7), alicensed corporation shall, in respect of
securities subscribed for on behalf of any of its clients, include, after the
commencement of trading of the securities on any stock market on which they
are listed, in its liquid assets the amount receivable from the clients arising from
subscribing for the securities in accordance with subsection (1) or (3) as if the
securities had been purchased on a cash-against-delivery basis.

[new]
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@) The aggregate of amounts that a licensed corporation includes in
its liquid assets under subsections (1), (3), (4), (5) and (6) shall not exceed the
aggregate of amounts receivable from its clients referred to in those subsections
less the aggregate of amounts of specific and genera provisions for bad or
doubtful debts made in respect of such aggregate of amounts receivable.

[new]
(8 In subsection (2), “written authorization” ( ) includes an

agreement in writing within the meaning of the Securities and Futures (Client
Securities) Rules (L.N.  of 2002).

[new]

22. Amountsreceivablein respect of providing
securitiesmargin financing

D Subject to subsections (2) and (3), a licensed corporation licensed
for Type 1 or Type 8 regulated activity shall include in its liquid assets any net
amount receivable from any of its margin clients, calculated as the amount by
which the amount receivable from the margin client exceeds the amount payable
by it to the margin client arising from the provision by it of securities margin
financing, after deducting the higher of —

@ any specific provision for bad or doubtful debts made in
respect of such net amount receivable; and

(b) the margin shortfall amount, calculated as the amount by
which the net amount receivable exceeds the aggregate
of —

(1) the market value of collateral, other than illiquid
collateral, provided by the client, less the haircut
amount in relation to such collateral and
multiplied by the concentration discounting factor

in relation to such collateral;
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(i) the market value of all illiquid collateral provided
by the client, multiplied by 20%;

(iii) the amount of cash deposited as security by the
client; and

(iv) in the case of a licensed corporation licensed for
Type 1 regulated activity, the maximum amount
that it can draw under a bank guarantee provided
to it by the client and issued by an authorized
financia indtitution or an approved bank
incorporated outside Hong Kong.

[cf. s.13(4) FRR]

2 Notwithstanding section 8, a licensed corporation licensed for
Type 1 or Type 8 regulated activity may, in calculating the margin shortfall
amount referred to in subsection (1)(b) in relation to any of its margin clients,
elect to exclude, for al its clients and on a client-by-client basis, from the
calculation of the net amount receivable from the client, any —

@ amount receivable from the client; and
(b) amount payable by it to the client,
arising from dealings in securities which are not yet due for settlement according
to the settlement date, whereupon subsection (1)(b) shall apply to it as if such
dealingsin securities —
(c) had not given rise to any amount receivable from, or any
amount payable by it to, the client; and
(d) had not given rise to any change in the amount of
collateral provided to it by the client.
[cf. s.13(5) FRR]

3 The aggregate of amounts that a licensed corporation includes in

its liquid assets under subsection (1) shall not exceed the aggregate of net

amounts receivable from its margin clients referred to under that subsection less
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the aggregate of amounts of specific and general provisions for bad or doubtful
debts made in respect of such aggregate of net amounts receivable.
[new]
4) In subsection (1)(b)(i) and (ii), “illiquid collateral” (
), in relation to any collateral provided to a licensed corporation licensed for

Type 1 or Type 8 regulated activity by its margin clients, means any listed share
or listed warrant which is of the same description as that identified as top 3
collateral provided by any top margin client of the licensed corporation, where —
@ if it is a share, the aggregate market value of all shares of
the same description as that share provided to the licensed
corporation by its margin clients as collateral is equal to or
greater than —
(1) the average monthly turnover of that share; or
(i) 5% of the market capitalization of that share as at
the end of the month immediately preceding the
month prior to the month in which the calculation
Is made; or
(b) if it is a warrant, the aggregate market value of all
warrants of the same description as that warrant provided
to the licensed corporation by its margin clients as
collateral isequal to or greater than —
(1) the average monthly turnover of that warrant; or
(i) 5% of the value of the relevant warrant issue as at
the end of the month immediately preceding the
month prior to the month in which the calculation
Is made,
but does not include —
(c) any listed share or listed warrant which has been listed for

less than 6 consecutive months (including any period
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during which the share or warrant is suspended from
trading) immediately preceding the month prior to the
month in which the calculation is made; and
(d) any listed share which is a constituent stock of any of the

following indices —
) Hang Seng Index;

(i) Hang Seng Hong Kong LargeCap Index;

(iii) Hang Seng Hong Kong MidCap Index;

(iv) FTSE-100 Index;

(V) Nikkei 225 Index; or

(vi) Standard & Poor's 500 Index.

5) In subsection (4) —

“average monthly turnover” ( ), in relation to a listed share or
listed warrant, means one sixth of the aggregate value of transactions in
that share or warrant on any stock market on which it is listed for a period
of 6 consecutive months (including any period during which the share or
warrant is suspended from trading) immediately preceding the month prior
to the month in which the calculation is made;

“calculation” ( ) means a calculation made for the purposes of
subsection (1);
“market capitalization” ( ), in relation to a listed share, means the

amount of the total number of shares of the same description as that share
issued by the issuer of that share multiplied by their market price;

“top 3 collateral” (3 ), inrelation to atop margin client of alicensed
corporation licensed for Type 1 or Type 8 regulated activity, means any of
the 3 highest listed shares or listed warrants in terms of market value
among all listed shares and listed warrants provided by him to the licensed

corporation as collateral;
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“top margin client” ( ), in relation to a licensed corporation

licensed for Type 1 or Type 8 regulated activity, means —
@ where it has less than 20 margin clients, al its margin
clients; or
(b) where it has 20 or more margin clients, the 20 margin
clients with the largest outstanding margin loan balance.

[new, cf. s.2 Financial Resources (Amendment) Rules 2002]

23. Amountsreceivable from counterpartiesin
respect of dealingsin securities

Q) Subject to subsection (2), alicensed corporation shall includein its
liquid assets the following amounts receivable from any securities dealer which
arise from the sale of securities by it to the securities dealer —

@ where the securities are sold on a cash-against-delivery
basis—

(1) any such amount receivable which has been
outstanding for 2 weeks or less after the
settlement date; and

(i) where any such amount receivable has been
outstanding for more than 2 weeks but less than
one month after the settlement date, the amount
which is the lower, when caculated on a
transaction-by-transaction basis, of —

(A) such amount receivable less any specific
provision for bad or doubtful debts made
in respect of the outstanding amount; and

(B) the market value of the securities to which
the outstanding amount rel ates;

[cf. s.14(1) FRR]
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(b) where the securities are sold on a free delivery basis, such
amount receivable calculated on a transaction-by-
transaction basis, which —

(1) in the case where the clearing system of the stock
market on which the securities are traded effects
settlement only on a free delivery basis, has been
outstanding for 2 weeks or less after the
settlement date; or

(i) in any other case, is not yet due for settlement
according to the settlement date.

[cf. s.14(2) FRR]

2 The aggregate of amounts that a licensed corporation includes in
its liquid assets under subsection (1) shall not exceed the aggregate of amounts
receivable from securities dealers referred to in that subsection less the aggregate
of amounts of specific and general provisions for bad or doubtful debts made in
respect of such aggregate of amounts receivable.

[new]

24. Amountsreceivablein respect of dealingsin
securities by common clients

D A licensed corporation licensed for Type 8 regulated activity shall
include in its liquid assets the net amount receivable from each securities dealer
with which it has common clients, calculated as the amount by which the amount
receivable from such securities dealer exceeds the amount payable by it to the
securities dealer, where such amounts arise from any dealing in securities
through such securities dealer for those clients, to the extent that such amount
does not exceed the total amount receivable from such securities dealer arising
from any such dealing in securities which is not yet due for settlement according
to the settlement date.

[cf. s.14(5) FRR]
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2 A licensed corporation licensed for Type 1 regulated activity shall
include in its liquid assets the net amount receivable from each licensed
corporation licensed for Type 8 regulated activity with which it has common
clients, calculated as the amount by which the amount receivable from such
second-mentioned licensed corporation exceeds the amount payable by it to such
second-mentioned licensed corporation, where such amounts arise from any
dealing in securities by it for those clients, to the extent that such amount does
not exceed the total amount receivable from such second-mentioned licensed
corporation arising from any such dealing in securities which is not yet due for
settlement according to the settlement date.

[cf. s.13(8) FRR]

25. Amountsreceivable from licensed
cor porations licensed for Type 8
regulated activity

D Subject to subsection (2), a licensed corporation licensed for Type
1 regulated activity shall include in its liquid assets the aggregate of any amount
receivable from each licensed corporation licensed for Type 8 regulated activity
and any net amount receivable from such second-mentioned licensed corporation
referred to in section 24(2) that has not been included in its liquid assets under
that section, in the amount which, in relation to each such second-mentioned
licensed corporation, isthe lower of —

@ such aggregate amount less any specific provision for bad
or doubtful debts made in respect of each such aggregate
amount; and

(b) the sum of —

() the amount of cash deposited as security with it by
such second-mentioned licensed corporation;
(i) the market value of collateral deposited with it by

such second-mentioned licensed corporation, less
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the haircut amount in relation to such collateral;
and

(iii) the maximum amount that it can draw under a
bank guarantee provided to it by such second-
mentioned licensed corporation and issued by an
authorized financial institution or an approved
bank incorporated outside Hong Kong.

[cf. s.13(7) FRR]

2 The aggregate of amounts that a licensed corporation includes in
its liquid assets under subsection (1) shall not exceed the aggregate of amounts
receivable from other licensed corporations referred to in that subsection less the
aggregate of amounts of specific and general provisions for bad or doubtful
debts made in respect of such aggregate of amounts receivable.

[new]

26. Cash provided as security for short selling
A licensed corporation shall include in its liquid assets an amount

receivable in the amount of any cash (including interest accrued on it) provided
by it as security to the counterparty in respect of a short selling by it of securities
where it has not yet delivered the securities to the counterparty for settlement,
where the counterparty is—

@ asecurities deder;

(b) a specified exchange;

(c) aclearing house of a specified exchange; or
(d) a clearing participant of a clearing house referred to in
paragraph (c).

[cf. .14(6) FRR]
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27. Proprietary positions of licensed
cor por ations

@D A licensed corporation shall include in its liquid assets any of the
following assets that it beneficially owns —
€)) subject to subsections (2), (3), (4), (6) and (7), listed
shares;
(b) qualifying debt securities;
(© special debt securities;
(d) specified securities,
(e specified investments,
at market value, less the haircut amounts related to the securities or specified
investments concerned.
[cf. s.15(a), (C), (d), (g) & (h) FRR]

2 Subject to subsection (5), where alicensed corporation beneficially
owns any listed shares and writes a call stock options contract on such shares, to
the extent that the number of shares underlying the options contract is equal to
the number of such shares, subsection (1)(a) does not apply in respect of such
shares and section 40(3) and (4) does not apply in respect of the options contract
and it shall include in its liquid assets such shares in the amount which is the
lower of —

@ their market value, less the haircut amount in relation to
such shares; and
(b) the number of such shares multiplied by the strike price of
such options contract.
[cf. s5(13) FRR]

(©)) Subject to subsection (5), where alicensed corporation beneficialy
owns any listed shares and holds a short position in a stock futures contract in
respect of such shares, to the extent that the number of shares underlying the
futures contract is equal to the number of such shares, subsection (1)(a) does not

apply in respect of such shares and section 40(4) does not apply in respect of the
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futures contract and it shall include in its liquid assets such shares at market
value.
[cf. s.5(14) FRR]

4 Subject to subsection (5), where alicensed corporation beneficially
owns any listed shares and holds a put stock options contract, which is not
subject to any margin requirement, in respect of such shares, to the extent that
the number of shares underlying the options contract is equal to the number of
such shares, it may elect not to apply subsection (1)(a) in respect of such shares
and section 31(1)(b) in respect of the options contract whereupon it shall include
inits liquid assets such shares in the amount which is the higher of —

@ their market value, less the haircut amount in relation to
such shares; and
(b) the number of such shares multiplied by the strike price of
such options contract.
[cf. s.5(15) FRR]

5) Subsections (2), (3) and (4) do not apply in respect of a stock
futures contract or a stock options contract which has been grouped with other
positions for the purpose of calculating a net amount of margin required to be
deposited by the licensed corporation.

[cf. s.5(12) FRR)]

(6) Where a licensed corporation beneficially owns any listed shares
and issues any call non-collateralized warrants on such shares, to the extent that
the number of shares underlying the warrants which are outstanding is equal to
the number of such shares, subsection (1)(a) does not apply in respect of such
shares and section 43(1), (2)(d) and (3) does not apply in respect of such
warrants and it shall include in its liquid assets such shares in the amount which
isthe lower of —

@ the market value of such shares, less the haircut amount in

relation to such shares; and
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(b) the number of such shares multiplied by the exercise price
of such warrants.
[cf. s.5(10) FRR]

(7 Where a licensed corporation beneficially owns any listed shares
which are charged for the purpose of issuing any call collateralized warrants on
such shares, subsection (1)(a) does not apply in respect of such shares and
section 43(1),(2)(d) and (3) does not apply in respect of such warrants and it
shall include in its liquid assets such shares in the amount which is the lower of —

@ the market value of such shares, less the haircut amount in
relation to such shares; and
(b) the number of such shares multiplied by the exercise price

of such warrants.
[cf. s5(11) FRR)]

28. Amountsreceivable from clearing houses,
etc.

D A licensed corporation shall include in its liquid assets —
@ amounts receivable from a recognized clearing house; and
(b) cash deposited with such clearing house,
other than —
(c) admission feesit has paid to such clearing house;
(d) contributions it has made to the Guarantee Fund or
Reserve Fund of such clearing house; and
(e client money held in a segregated account maintained with
such clearing house.
[cf. s.14(3)and 16(a) and (b) FRR]
(2 A licensed corporation shall, in respect of —
@ any dealing by itin—
) afutures contract;
(i) any securities;

(iii) an options contract;
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(b)

(©)

(iv) aderivative contract; or

(V) a specified investment;

any trading by it in aleveraged foreign exchange contract;
or

its entering into any —

M) foreign exchange agreement; or

(i) interest rate swap agreement,

includeinitsliquid assets —

(d)

(€)

other than —

(f)

(9)

[cf. s.14(4) FRR]

amounts receivable from Euroclear, Clearstream or Korea
Securities Finance Corporation; and
cash deposited with Euroclear, Clearstream or Korea

Securities Finance Corporation,

admission fees it has paid to Euroclear, Clearstream or
Korea Securities Finance Corporation; and

cash it has deposited with Euroclear, Clearstream or Korea
Securities Finance Corporation as security against its

general obligations.

3 A licensed corporation shall include in its liquid assets, in respect

of any dealing by it in futures contracts or options contracts or any trading by it

in leveraged foreign exchange contracts —

(@

(b)
other than —

(©)

(d)

amounts receivable from a futures or options clearing
house other than a recognized clearing house; and

cash deposited with such clearing house,

admission feesit has paid to such clearing house; and
cash it has deposited with such clearing house as security

against its general obligations.

[new; cf. s.16(c)FRR & s.5(h) LFET FRR]
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29. Amountsreceivable from other dealersin
respect of dealingsin futures contracts and
options contracts

A licensed corporation shal include in its liquid assets, in respect of any

dealing by it in futures contracts or options contracts or any trading by it in

leveraged foreign exchange contracts —

(@

(b)

other than —

(©

(d)

amounts receivable from a licensed corporation licensed
for Type 1 or Type 2 regulated activity or a clearing
participant of afutures or options clearing house; and

cash deposited with that licensed corporation or that

clearing participant,

admission fees it has paid to such licensed corporation or
clearing participant; and

cash it has deposited with such licensed corporation or
clearing participant as security against its generd
obligations.

[cf. s.16(C)FRR & s.5(h) LFET FRR]

30. Amountsreceivable from clientsin respect
of purchase of exchange-traded options

contracts

A licensed corporation shall include in its liquid assets any amount

receivable from any of its clients, calculated on a transaction-by-transaction

basis, where such amount receivable arises from the purchase of any options

contract traded on a specified exchange and has been outstanding for 5 business

days or less after the settlement date.

[cf. s.16(d)FRR]
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31. Exchange-traded options contractstrading
for own account

@D Where a licensed corporation purchases for its own account any
options contract traded on a specified exchange, it shal include in its liquid
assets —

@ in the case where the options contract has been grouped
with any other position held by the licensed corporation
in—

() afutures contract; or

(i) any other options contract,

for the purpose of calculating a net amount of margin
required to be deposited by it in respect of such positions,
any amount receivable by it (other than any such amount
receivable which has aready been included in its liquid

assets under section 28(1), (2) or (3) or 29) from —
(iii) alicensed corporation licensed for Type 1 or Type

2 regulated activity;
(iv) afutures or options clearing house; or
(v) a clearing participant of a futures or options

clearing house,
arising from such calculation; or
(b) in any other case, subject to subsections (2) and (3) and
sections 27(4), 40(7) and (8) and 43(6), an amount which
equals 60% of the market value of such options contract.

[cf. s.16(e)FRR]

2 Subject to subsection (4) and without prejudice to section 40(7),
where alicensed corporation holds along position in a stock futures contract and
holds a put stock options contract, which is not subject to any margin
requirement, in respect of the same underlying listed shares, to the extent that the

number of shares underlying the futures contract is equal to the number of shares
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underlying the options contract, subsection (1)(b) does not apply in respect of
the options contract and section 40(4) does not apply in respect of the futures
contract and it shall include in its liquid assets the options contract at market
value.

[cf. s5(21) FRR]

3 Subject to subsection (4) and without prejudice to section 40(8),
where a licensed corporation holds a short position in a stock futures contract
and holds a call stock options contract, which is not subject to any margin
requirement, in respect of the same underlying listed shares, to the extent that the
number of shares underlying the futures contract is equal to the number of shares
underlying the options contract, subsection (1)(b) does not apply in respect of
the options contract and section 40(4) does not apply in respect of the futures
contract and it shall include in its liquid assets the options contract at market
value.

[cf. s.5(22) FRR]

4 Subsections (2) and (3) do not apply in respect of a stock futures
contract or a stock options contract which has been grouped with other positions
for the purpose of calculating a net amount of margin required to be deposited by
the licensed corporation.

[cf. s5(12)FRR]

32. Amountsreceivable under securities
borrowing and lending agreements

A licensed corporation which is the borrower of securities under a
securities borrowing and lending agreement shall include in its liquid assets any
amount receivable from the lender of the securities that it is deemed under
section 15(1)(b) to have in respect of any cash provided by it as security to the
lender.

[cf. s.17(1)FRR]
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33. Amountsreceivable under repurchase
transactions

A licensed corporation which is the purchaser in the first instance of any
securities under a repurchase transaction shall include in its liquid assets any
amount receivable from the seller of the securitiesthat it is deemed under section
16(1)(a) to have in respect of the consideration for which it purchased the
securities.

[cf. s.17(2)FRR]

34. Amountsreceivablein respect of leveraged
foreign exchangetrading

D A licensed corporation licensed for Type 3 regulated activity shall
include in its liquid assets, in respect of any trading by it in leveraged foreign
exchange contracts —

@ any amount receivable from a recognized counterparty;
and
(b) the amount of any cash deposited by it with the recognized
counterparty.
[cf. s.5(h) LFET FRR]

2 A licensed corporation licensed for Type 3 regulated activity shall
include in its liquid assets the amount of any floating profits in respect of
outstanding foreign exchange agreements and leveraged foreign exchange
contracts to which it is a party.

[cf. s.5() LFET FRR]

35. Miscellaneous assets
A licensed corporation shall include in itsliquid assets any of the following
assets —
@ the amount of any fees, commissions, commission rebates

and interest charges to which it is beneficially entitled
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(b)

(©

(d)

(€)

(f)

which arise from the carrying on by it of any regulated
activity for whichitislicensed and —
() which have accrued and will first be due for
billing or payment within the next 3 months; or
(i) which have been billed or fallen due for payment
and remain outstanding for one month or less after
the date on which they were billed or fell due;
deposits which it beneficially owns and maintained with,
and in accordance with the rules or requirements of, a
recognized exchange company as security for its
obligations or liabilities owed to the recognized exchange
company for stamp duty chargeable under the Stamp Duty
Ordinance (Cap. 117) on contract notes specified in an
agreement under section 5A of that Ordinance;
prepaid operating expenses which will be incurred within
the next 3 months;
tax reserve certificates issued by the Commissioner of
Inland Revenue in accordance with the Tax Reserve
Certificates Ordinance (Cap. 289) which it beneficially
owns,
interest accrued to it under an interest rate swap agreement
to which it is a party, other than interest which remains
outstanding after it isfirst due for payment;
amounts paid by it for its own account for subscribing
for —
) listed shares or shares pending their being listed;
(i) qualifying debt securities;
(iii) special debt securities;

(iv) specified securities,
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less an amount equal to such amounts as multiplied by
50% of the haircut percentages in relation to such shares
or securities;

(9) dividends receivable on shares listed on a recognized stock
market or on a specified exchange that are traded on an ex-
dividend basis and which it beneficialy owns;

(h) interest accrued on qualifying debt securities or special
debt securities that are traded on an ex-interest basis and
which it beneficially owns.

[cf. ss.15(b), (€), (f) & 18(a) & (c) — (NFRR]

Division 4 — Ranking liabilities

36. Computation basis
A licensed corporation shall, for the purposes of calculating its ranking

liabilities under the provisions of this Division, apply the computation basis
prescribed in Division 2.
[cf. 19 FRR & s.6(1) LFET FRR]

37. Amountspayableto clients, etc.
A licensed corporation shall include in its ranking liabilities any amount

payable to any of its clients or any counterparty or clearing house which arises
from the carrying on of any regulated activity for which it is licensed, other
than —

@ an amount payable to any of its clients in respect of client
money held by it in a segregated account maintained with
an authorized financia institution, an approved bank
incorporated outside Hong Kong or a recognized clearing

house; and
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(b) an amount payable to any of its clients which is set-off
against an amount receivable from the client under section

21(3).
[cf. s.20(1)(a) &(c), 21(a) &22(1)FRR and s.6(1)(a) LFET FRR]

38. Amountspayablein respect of dealingin
securities

A licensed corporation shall include in its ranking liabilities, in respect of a
sale of securities—
@ by it for a client who is in default of his obligation to
deliver the securities for —
() more than 2 weeks after the settlement date; or
(i) (A) more than 5 business days but not more
than 2 weeks after the settlement date;
and
(B) the market value of the securitiesis more
than 200% of the consideration for
which they were sold; and
(b) which it has not settled with securities purchased at its
own expense,
the amount by which the market value of the securities exceeds the consideration
for which they were sold.
[cf. s.20(2)(3)FRR]

39. Amountspayablein respect of dealingin
securities by common clients

D A licensed corporation licensed for Type 1 regulated activity shall
include in its ranking liabilities the net amount payable to each licensed
corporation licensed for Type 8 regulated activity with which it has common
clients, calculated as the amount by which the amount payable to each such

second-mentioned licensed corporation exceeds the amount receivable by it from
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such second-mentioned licensed corporation, where such amounts arise from any
dealing in securities by it for any of those clients.
[cf. s.20(1)(b)FRR]

2 A licensed corporation licensed for Type 8 regulated activity shall
include in its ranking liabilities the net amount payable to each securities dealer
with which it has common clients, calculated as the amount by which the amount
payable to each such securities dealer exceeds the amount receivable by it from
such securities dealer, where such amounts arise from any dealing in securities
by such securities dealer for any of those clients.

[s.21(b)FRR]

40. Futurescontractsand options contracts
dealing, etc.

(1) Subject to subsection (2), alicensed corporation shall includein its
ranking liabilities, in respect of —
@ any dealing by it in any futures contract;
(b) any options contract written by it; or
(c) any futures contract or options contract cleared by it,
for another person, the amount, when calculated on an account-by-account basis,
by which the aggregate of the amount of margin required to be deposited with it
by the person and the amount of any floating losses incurred by the person on
the contract less the amount of any floating profits made by the person on the
contract exceeds the aggregate of —
(d) the amount of cash deposited with it by the person as
Ssecurity;
(e the market value of collateral, less the haircut amounts in
relation to the collateral, deposited with it by the person;
()] the market value of specified investments, less the haircut
amounts in relation to such investments, deposited with it

by the person as security; and
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(9 the maximum amount that it can draw under a bank
guarantee provided to it by the person as security and
issued by an authorized financial institution or an
approved bank incorporated outside Hong Kong.

[cf. s.22(2) FRR]

2 Subsection (1) does not apply to alicensed corporation on the day
or days on which it is alowed, under the rules or conventions of the exchange
that operates the market on which the futures contract or options contract is
traded, not to collect from the other person the margin required to be deposited
by the other person in respect of the futures contract or options contract.

[cf. s5.22(6)FRR]

3 Subject to subsections (5), (6) and (9) and sections 27(2) and 43(5),
a licensed corporation shall include in its ranking liabilities the market value of
any options contract written by it for its own account and traded on a specified
exchange, to the extent that the market value of the options contract exceeds the
amount of margin required to be deposited by it in respect of the options contract.
[cf. s22(3)FRR]

4 Subject to subsections (5), (6), (7), (8) and (9) and sections 27(2)
and (3), 31(2) and (3) and 43(4) and (5), a licensed corporation shall include in
its ranking liabilities the amount of margin required to be deposited by it in
respect of —

@ any futures contract which is traded by it for its own
account; and

(b) any options contract which is purchased or written by it
for its own account and traded on a specified exchange.

[cf. s22(4)FRR]

5) Subject to subsection (10), where a licensed corporation borrows
any listed shares under a securities borrowing and lending agreement for the
purpose of depositing them to cover a call stock options contract written by it, to

the extent that the number of shares underlying the options contract is equal to
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the number of such shares, it may elect not to apply subsections (3) and (4) in
respect of the options contract and not to apply section 45(1) in respect of the
securities borrowing and lending agreement, whereupon it shall include in its
ranking liabilities an amount in the aggregate of the in-the-money amount of the
options contract and the higher of —

@ the haircut amount in relation to such shares; and

(b) the amount that would, but for this subsection, be required

to beincluded in its ranking liabilities under section 45(1).

[cf. s5(16)FRR]

(6) Subject to subsection (10), where a licensed corporation holds a
long position in a stock futures contract and writes a call stock options contract
In respect of the same underlying listed shares, to the extent that the number of
shares underlying the futures contract is equal to the number of shares
underlying the options contract, subsections (3) and (4) do not apply in respect
of the futures contract and the options contract and it shall include in its ranking
liabilities an amount which is the higher of —

@ the amount of margin required to be deposited by it in
respect of the futures contract; and
(b) the in-the-money amount of the options contract.
[cf. s5(20)FRR]

@) Subject to subsection (10) and without prejudice to section 31(2),
where alicensed corporation holds along position in a stock futures contract and
holds a put stock options contract, which is not subject to any margin
requirement, in respect of the same underlying listed shares, to the extent that the
number of shares underlying the futures contract is equal to the number of shares
underlying the options contract, subsection (4) does not apply in respect of the
futures contract and section 31(1)(b) does not apply in respect of the options
contract and, if the options contract is out-of-the-money, it shall include in its

ranking liabilities the lower of —
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@ the amount of margin required to be deposited by it in
respect of the futures contract; and
(b) the out-of-the-money amount of the options contract.
[cf. s5(21)FRR]

(8 Subject to subsection (10) and without prejudice to section 31(3),
where a licensed corporation holds a short position in a stock futures contract
and holds a call stock options contract, which is not subject to any margin
requirement, in respect of the same underlying listed shares, to the extent that the
number of shares underlying the futures contract is equal to the number of shares
underlying the options contract, subsection (4) does not apply in respect of the
futures contract and section 31(1)(b) does not apply in respect of the options
contract and, if the options contract is out-of-the-money, it shall include in its
ranking liabilities the lower of —

@ the amount of margin required to be deposited by it in
respect of the futures contract; and
(b) the out-of-the-money amount of the options contract.
[cf. s.5(22) FRR]

9 Subject to subsection (10), where a licensed corporation holds a
short position in a stock futures contract and writes a put stock options contract
In respect of the same underlying listed shares, to the extent that the number of
shares underlying the futures contract is equal to the number of shares
underlying the options contract, subsections (3) and (4) do not apply in respect
of the futures contract and the options contract and it shall include in its ranking
liabilities an amount which is the higher of —

@ the amount of margin required to be deposited by it in
respect of the futures contract; and
(b) the in-the-money amount of the options contract.
[cf. s5(23)FRR]
(10) Subsections (5), (6), (7), (8) and (9) do not apply in respect of a

stock futures contract or a stock options contract which has been grouped with
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other positions for the purpose of calculating a net amount of margin required to
be deposited by the licensed corporation.
[cf. s5(12)FRR]

(11) A licensed corporation shall include in its ranking liabilities, in
respect of any options contract (other than a put options contract) which is
written by it for its own account and traded other than on a specified exchange or

not exchange traded, an amount which is the highest of —

@ 200% of the market value of the options contract;
(b) 200% of the in-the-money amount of the options contract;
and

(c) 200% of the amount of margin required to be deposited by
it.

(12 A licensed corporation shall include in its ranking liabilities, in
respect of any put options contract which is written by it for its own account and
traded other than on a specified exchange or not exchange traded, an amount, not
exceeding the value of the assets underlying the options contract stated at the
strike price of the options contract, which is the highest of —

@ 200% of the market value of the options contract;
(b) 200% of the in-the-money amount of the options contract;
and
(c) 200% of the amount of margin required to be deposited by
it.
[cf. s22(5)FRR]

41. Leveraged foreign exchangetrading
D A licensed corporation licensed for Type 3 regulated activity shall

include in its ranking liabilities —
@ in respect of al outstanding leveraged foreign exchange

contracts which it has with any of its clients, the excess,
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when calculated on a client-by-client basis, of the amount

by which the aggregate of —

(i)

(i)

(iii)

3% of the aggregate of the amount of the gross
principal values of the contracts,

the amount of any floating losses incurred by, and
due from, the client on the contracts; and

the amount of any accrued interest, fees and
commissions receivable from the client in respect

of any such contracts,

exceeds the aggregate of —

(iv)

(V)

(Vi)

(vii)

(viii)

100% of the amount of cash in the Hong Kong

currency (or any currency linked to the Hong

Kong currency) deposited with it as security by

the client;

95% of the amount of cash in such foreign

currency as may be approved under section

58(5)(f) deposited with it as security by the client;

95% of the amount of any time deposit in the

Hong Kong currency (or currency linked to the

Hong Kong currency) which —

(A) is placed with a local branch or the
principal place of business in Hong Kong
of an authorized financial institution;

(B) will become payable within 6 months; and

© has been assigned to it by the client;

the market value of collateral, less the haircut

amounts in relation to such collateral, deposited

with it by the client;

the amount of any floating profits made by, and

due to, the client on the contracts;
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(ix) 90% of the maximum amount that it can draw
under a letter of credit issued in favour of it as
security by an authorized financial institution or
an approved bank incorporated outside Hong
Kong; and

x) the amount of any accrued interest payable to the
client in respect of any such contracts; and

[cf. LFET FRR s.6(1)(b)& (2)]

(b) the amount of any floating losses incurred by it on any
outstanding foreign exchange agreements and outstanding
leveraged foreign exchange contracts to which it is a party.

[cf. s.6(2)(c) LFET FRR]

2 Where a licensed corporation holds with any of its clients (other
than a client whose account with the licensed corporation is an omnibus account)
any outstanding leveraged foreign exchange contracts, for the purposes of
calculating the aggregate of the amount of the gross principal values of the
outstanding contracts, it may elect not to include in such aggregate the gross
principa values of any 2 outstanding contracts where —

@ under one of the contracts it is obliged to purchase an
amount in a currency (“A”) and sell an amount (“X”) in
another currency (“B”); and

(b) under the other contract it is obliged to purchase the same
amount (“X”) in the other currency (“B”) and sell an
amount of the first-mentioned currency (*A”),

whereupon it shall include in the aggregate the highest of the equivalent amount
In its reporting currency of —

(©) the amount “X” of currency “B”;

(d) the amount of currency “A” which it is obliged to
purchase under the contract referred to in paragraph (a);

and
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(e the amount of currency “A” which it is obliged to sl
under the contract referred to in paragraph (b).
[new]

3 In this section, “gross principal value’ ( ), in relation to
an outstanding leveraged foreign exchange contract, means the higher of the
equivalent amounts in the reporting currency of the licensed corporation of the 2
amounts of currencies that the contract is intended to exchange.

[new]

42. Provision of securities margin financing
D A licensed corporation licensed for Type 1 or Type 8 regulated
activity shal include in its ranking liabilities the amount, when calculated on a
client-by-client basis, by which —
@ any amount receivable from any of its margin clients; or
(b) in the case of a group of related margin clients, the
aggregate of amounts receivable from the group,
included in its liquid assets under section 22(1), exceeds 10% of the aggregate of
amounts receivable from its margin clients included in its liquid assets in

accordance with that section.
[cf. .23 FRR]
2 Where a licensed corporation licensed for Type 1 or Type 8

regulated activity obtains any financial accommodation wholly or partly secured
by collateral provided by any of its margin clients, it shall include in its ranking
liabilities the amount by which such financial accommodation exceeds 65% of
the aggregate of amounts receivable from its margin clients arising from the
provision of securities margin financing.
[new, cf. s.3(b) Financial Resources (Amendment) Rules 2002]
3 In subsection (1), “group of related margin clients” (
) means any 2 or more margin clients of a licensed corporation

licensed for Type 1 or Type 8 regulated activity and —
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(@

(b)

(©)

[cf. s.2 FRR]

where it isagroup of 2 margin clients, oneis the spouse of
the other;

where one or more of the margin clients are corporations,
one is in control, either alone or with his spouse, of 35%
or more of the voting rights of that other margin client or
each of the other margin clients (as the case may be); or
where the margin clients are corporations, they are

members of the same group of companies.

43. Short positionsin securities (other than
options contracts) and specified

investments

D Subject to subsections (2), (3), (6), (8) and (9) and section 27(6)

and (7), a licensed corporation which holds for its own account a short position

in securities (other than options contracts) or specified investments, whether by

short selling or otherwise, shall include in its ranking liabilities the market value

of those securities or specified investments.

[cf. s.24(1) FRR]

(2 Subject to subsection (3), alicensed corporation which holds for its

own account a short position, whether by short selling or otherwise, in —

@
(b)
(©
(d)

(€)

subject to subsections (4), (5) and (6) and section 45(5),
listed shares;

qualifying debt securities;

special debt securities;

subject to subsections (8) and (9) and section 27(6) and (7),
specified securities; or

specified investments,

shall increase the amount required to be included in its ranking liabilities under

subsection (1) by the haircut amounts in relation thereto.

[cf. s.24(2) FRR]
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3 Subject to subsections (4), (5), (6), (8) and (9) and sections 27(6)
and (7) and 45(5), a licensed corporation which holds for its own account a short
position in securities or specified investments, whether by short selling or
otherwise, which —

@ are not of atype specified in Schedule 2;

(b) constitute more than 5% by market value of all securities
of the same description issued by a particular corporation;
or

(c) are listed shares or listed warrants which have been
suspended from trading for at least 3 business days or
ceased trading on any exchange on which the securities
were listed, unless the securities can continue to be traded
on any other exchange on which the securities are listed,

shall increase the amount required to be included in its ranking liabilities under
subsection (1) by the market value of such securities or specified investments.
[cf. s.24(3) FRR]

4 Subject to subsection (7), where a licensed corporation short sells
any listed shares and holds a long position in a stock futures contract in respect
of such shares, to the extent that the number of shares underlying the futures
contract is equal to the number of shares short sold by it, subsections (2) and (3)
do not apply in respect of the shares short sold and section 40(4) does not apply
in respect of the futures contract.

[cf. s.5(17) FRR]

5) Subject to subsection (7), where a licensed corporation short sells
any listed shares and writes a put stock options contract in respect of such shares,
to the extent that the number of shares underlying the options contract is equal to
the number of shares short sold by it, subsections (2) and (3) do not apply in
respect of the shares short sold and section 40(3) and (4) does not apply in
respect of the options contract and it shall include in its ranking liabilities the

higher of —
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@ the increased amount that would, but for this subsection,
arise under subsection (2) or (3); and

(b) the in-the-money amount of the options contract.

[cf. s.5(18) FRR]

(6) Subject to subsection (7), where a licensed corporation short sells
any listed shares and holds a call stock options contract, which is not subject to
any margin requirement, in respect of such shares, to the extent that the number
of shares underlying the options contract is equal to the number of shares short
sold by it, it may elect not to apply subsections (1), (2) and (3) in respect of the
shares short sold and not to apply section 31(1)(b) in respect of the options
contract, whereupon it shall include in its ranking liabilities the lower of —

@ the aggregate of the market value of such shares sold short
and the increased amount that would, but for this
subsection, arise under subsection (2) or (3); and

(b) the number of shares short sold multiplied by the strike
price of the options contract.

[cf. s.5(19) FRR]

@) Subsections (4), (5) and (6) do not apply in respect of a stock
futures contract or a stock options contract which has been grouped with other
positions for the purpose of calculating a net amount of margin required to be
deposited by the licensed corporation.

[cf. s5(12) FRR]

(8 A licensed corporation which is the issuer of any cal non-
collateralized warrants issued on listed shares shall increase the amount included
in its ranking liabilities under subsection (1) in respect of any outstanding call
non-collateralized warrants so issued which it does not cover by holding the
underlying shares, by the amount by which the haircut amount in relation to the
underlying shares which are not so held exceeds the aggregate of the out-of-the-
money amounts of the warrants.

[cf. s.24(4) FRR]
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9 A licensed corporation shall increase the amount included in its
ranking liabilities under subsection (1) in respect of any outstanding non-
collateralized warrants issued by it on any assets other than shares, by 30% of
the market value of the assets underlying such warrants.

[cf. s.24(5) FRR]

(10) A licensed corporation shall include in its ranking liabilities, in
respect of the short selling of securities for any of its clients, save where such
securities have been delivered to it by the client or are not yet due for settlement
according to the settlement date, the amount by which the aggregate of —

@ the market value of such securities; and

(b) the haircut amount in relation to such securities,

exceeds the aggregate of —

(©) the amount of cash deposited with it by the client and the
amount of proceeds of sale of such securities withheld by
it as security for delivery of securities by the client to the
licensed corporation;

(d) the maximum amount that it can draw under a bank
guarantee provided to it by the client as security and
issued by an authorized financia institution or an
approved bank incorporated outside Hong Kong; and

(e the market value of any collateral deposited with it by the
client, less the haircut amount in relation to such collateral.

[cf. ss.24(6) and (7) FRR]

44. Concentrated proprietary positions
D Where alicensed corporation holds for its own account —

@ listed shares,
(b) qualifying debt securities;
(c) special debt securities;

(d) specified securities; or
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(e specified investments,
and the net market value of any such securities or specified investments (as the
case may be) which are of the same description equals 25% or more of its
required liquid capital, it shall include in its ranking liabilities —
H where the net market value is 25% or more but less than
51% of its required liquid capital, 5% of such net market
value; or
(9 where the net market value is 51% or more of its required
liquid capital, 10% of such net market value.
[cf. .25 FRR]
2 In subsection (1), “net market value” ( ), in relation to any

securities and any specified investments referred to in that subsection, means the
market value that remains after netting each long and short position in securities

and specified investments (as the case may be) of the same description.

[new]

45. Securitiesborrowing and lending
agreements

D Subject to subsections (5) and (6) and section 40(5), a licensed
corporation which is the borrower of securities under a securities borrowing and
lending agreement shall include in its ranking liabilities the amount by which the
aggregate of —

@ the amount of cash deposited by it with the lender under
the agreement as security; and

(b) the market value of collateral provided by it to the lender,
less the haircut amount in relation to such collateral,

exceeds —

(c) in the case where the securities are —
(1) shares listed on a specified exchange;
(i) qualifying debt securities; or
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(iii) special debt securities,
110% of their market value; or

(d) in any other case, 50% of the market value of the

securities,
[cf. s.26(1) FRR]

2 Subject to subsection (6), a licensed corporation which, under a
securities borrowing and lending agreement, is the lender of securities which are
included in its liquid assets under section 27, shall include in its ranking
liabilities the amount by which the market value of the securities, less the haircut
amount in relation to such securities, exceeds the aggregate of —

@ the maximum amount that it can draw under a bank
guarantee provided to it as security by the borrower under
the agreement and issued by an authorized financial
institution or an approved bank incorporated outside Hong
Kong;

(b) the amount of cash deposited with it by the borrower as
security;

(©) the market value of —

() any shares listed on a specified exchange;

(i) any qualifying debt securities; and

(iii) any specia debt securities,

deposited with it by the borrower as collateral, less the
haircut amount in relation to such collateral; and

(d) 50% of the market value of any collateral, other than
collateral referred to in paragraph (c), deposited with it by

the borrower.
[cf. s.26(2) FRR]
3 Subject to subsection (6), a licensed corporation which, under a

securities borrowing and lending agreement, is the lender of any securities as

agent for another person, or where the securities are borrowed by it under
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another securities borrowing and lending agreement, shall include in its ranking
liabilities the amount by which the market value of the securities exceeds the
aggregate of —

@ the maximum amount that it can draw under a bank
guarantee provided to it as security by the borrower under
the agreement and issued by an authorized financial
institution or an approved bank incorporated outside Hong
Kong;

(b) the amount of cash deposited with it by the borrower as
security;

(c) the market value of —

(1) any shares listed on a specified exchange;

(i) any qualifying debt securities; and

(iii) any special debt securities,

deposited with it by the borrower as collatera, less the
haircut amount in relation to such collateral; and

(d) 50% of the market value of any collateral, other than
collateral referred to in paragraph (c), deposited with it by
the borrower.

[5.26(3) FRR]

4) A licensed corporation which is the lender of securities under a
securities borrowing and lending agreement shall include in its ranking liabilities
the amount payable to the borrower under the agreement in respect of any cash
deposited with it by the borrower as security, save where the cash —

@ is held in a segregated account; and

(b) Isnot included in its liquid assets under section 20.

[new]

5) Where a licensed corporation borrows listed shares under a

securities borrowing and lending agreement for the purpose of short selling for

its own account, to the extent that the number of shares borrowed is equal to the
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number of shares short sold by it, subsection (1) does not apply in respect of the
agreement and section 43(2) and (3) does not apply in respect of the shares short
sold and it shall include in its ranking liabilities the amount which is the higher
of —

@ the amount that would arise under subsection (1); and

(b) the increased amount that would arise under section 43(2)

or (3),

but for this subsection.
[cf. s.5(9) FRR]

(6) Subsections (1), (2) and (3) do not apply in respect of a securities
borrowing and lending agreement to which a licensed corporation is a party,
where the other party to the agreement is an approved securities borrowing and
lending counterparty.

[cf. s.26(1)& (2) FRR]

46. Repurchasetransactions
Q) A licensed corporation which is the purchaser in the first instance
of any securities in a repurchase transaction shall include in its ranking liabilities
the amount by which the amount included in its liquid assets under section 33
exceeds —
@ in the case where the securities are —
(1) shares listed on a specified exchange;
(i) qualifying debt securities; or
(iii) special debt securities,
110% of their market value; or
(b) in any other case, 50% of the market value of the

securities,
[cf. s.26(1) FRR]
2 A licensed corporation which is the seller in the first instance of

any securities in a repurchase transaction shall include in its ranking liabilities
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the amount by which the market value of the securities, less the haircut amount

in relation to the securities, exceeds the aggregate of —

@

(b)

(©

(d)

[5.26(2) FRR]

the maximum amount that it can draw under a bank
guarantee provided to it as security by the purchaser of the
securities and issued by an authorized financial institution
or an approved bank incorporated outside Hong Kong;

the amount of proceeds of sale of such securities received
by it from the purchaser;

the market value of —
(1) any shares listed on a specified exchange;

(i) any qualifying debt securities; and

(i) any special debt securities,

deposited with it by the purchaser as collatera, less the
haircut amount in relation to such collateral; and

50% of the market value of any collateral, other than
collateral referred to in paragraph (c), deposited with it by

the purchaser.

3 A licensed corporation which is the seller in the first instance of

any securities in a repurchase transaction shall include in its ranking liabilities

the amount of the consideration for which it sold the securities.

[cf. s.30(1)(e) FRR]

47. Net underwriting commitments

@D Subject to subsection (2), alicensed corporation which underwrites

or sub-underwrites an issue or a sale of securities shall include in its ranking

liabilities—
@

in the case of arightsissue —
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(1) where the market price of the securities is less
than or equal to their subscription price, the
aggregate of —

(A) 50% of the haircut percentage in relation
to the securities multiplied by the net
underwriting commitment; and

(B) the amount by which the net underwriting
commitment exceeds the market value of
the securities; or

(i) where the market price of the securities is greater
than their subscription price, 5% of the haircut
percentage in relation to the securities multiplied
by the net underwriting commitment; or

(b) in any other case, 50% of the haircut percentage in relation
to the securities multiplied by the net underwriting
commitment.

[cf. s.28(1) FRR]

2 This section does not apply to alicensed corporation on the day on
which it acquires an underwriting or a sub-underwriting commitment in respect
of an issue or a sale of securities and the business day following that day.

[cf. s.28(3) FRR]

3 For the purposes of subsection (2), a licensed corporation acquires
an underwriting or a sub-underwriting commitment in respect of an issue or a
sale of securities at the later of —

@ the time when it commits itself to underwrite or sub-
underwrite the securities; and

(b) the time when the lead underwriter or co-lead underwriter
signs the underwriting agreement with the issuer or the
seller (asthe case may be) of the securities.

[cf. 5.28(2) FRR]
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4) In subsection (1), “net underwriting commitment” ( )

means the total costs of subscribing for or purchasing securities underwritten or
sub-underwritten by alicensed corporation other than —
@ securities which are sub-underwritten; and
(b) securities which are the subject of a legally binding
contract for the subscription for or purchase of such
securities,
through or from that licensed corporation by another person.
[cf. s.2 FRR]

48. Off-exchangetraded derivative contracts

@D Subject to subsection (2), alicensed corporation shall include in its
ranking liabilities the amount of any floating losses incurred by it in respect of
any position in any off-exchange traded derivative contract.

[cf. s.29(1) FRR]

2 Where a licensed corporation has entered into a bilateral netting
agreement in respect of 2 or more off-exchange traded derivative contracts with
the counterparty with whom it maintains the positions, it shall include in its
ranking liabilities the amount by which the amount of any floating losses
incurred by it exceeds the amount of any floating profits made by it in respect of
the contracts.

[cf. s.29(1) FRR]
(©)) In subsection (2), “bilateral netting agreement” (

) means an agreement between the licensed corporation and the counterparty

with whom it maintains positions in off-exchange traded derivative contracts
under which each party has a single obligation to the other in respect of al such
contracts covered by the agreement and which provides that, in the event that the
counterparty fails to comply with its obligation under the agreement, the licensed

corporation will have —
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@ a single clam to receive only the net amount of the
aggregate positive mark-to-market value of any contract
covered by the agreement, calculated by deducting from
the aggregate positive mark-to-market value of any
contract covered by the agreement the aggregate negative
mark-to-market value of any other contract covered by the
agreement; or

(b) a single obligation to pay only the net amount of the
aggregate negative mark-to-market value of any contract
covered by the agreement, calculated by deducting from
the aggregate negative mark-to-market value of any
contract covered by the agreement the aggregate positive
mark-to-market value of any other contract covered by the
agreement.

[new]

49. Interest rate swap agreements
@D A licensed corporation which is a party to an interest rate swap

agreement shall include in its ranking liabilities the notional principal amount
multiplied by the percentage specified in column 3 of Table 1 in Schedule 4
opposite the description of the remaining term to maturity in column 2 of the
Table which is applicable to the agreement.
[cf. 5.29(2) FRR]

2 In subsection (1), “notiona principal amount” ( )
means the theoretical amount agreed upon by the parties to an interest rate swap
agreement on the basis of which any interest payment to be made under the

agreement is calcul ated.

[new]
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50. Foreign exchange agreements
A licensed corporation which is a party to a foreign exchange agreement

shall include in its ranking liabilities the amount of currency to be delivered by it
under the agreement multiplied by the percentage specified in column 3 of Table
2 in Schedule 4 opposite the description of the counterparty and the remaining

term to maturity in column 2 of the Table which is applicable to the agreement.
[cf. 29(3) FRR]

51. Introduction of transactions
Q) Subject to subsection (2), where a licensed corporation introduces

transactions which involve —

@ adealing in any securities;
(b) adealing in afutures contract or an options contract; or
(c) atrading in aleveraged foreign exchange contract,

to another person for execution or clearing on behalf of any of its clients and —
(d) it does not include the amount receivable by it or payable
to it in respect of any such transaction in the calculation of
its liquid capital under this Part; and
(e there is neither express agreement nor a clear market
practice that exempts it from any liability to the client or
the other person in relation to such transaction,
it shall include in its ranking liabilities the amount by which its required liquid
capital would have been increased had one or more of the following amounts
been included in the calculation of its variable required liquid capital (as if the
transaction had been executed or cleared by it) —
H (where the transaction introduced is a dealing in securities
and the transaction has not been fully settled by the client
or the other person (as the case may be)) the total value of

the transaction entered into as aresult of the introduction;
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(9 (where the transaction introduced is a dealing in a futures
contract or an options contract) the total amount of margin
required to be deposited in respect of the futures contract
or the options contract entered into as a result of the
introduction which remains outstanding;

(h) (where the transaction introduced is a trading in a
leveraged foreign exchange contract) the aggregate gross
foreign currency position arising from the leveraged
foreign exchange contract entered into as a result of the
introduction which remains outstanding.

[cf. 27 FRR]
2 Subsection (1) does not apply where —

@ the person to whom the transaction is introduced is a
member of a group of companies of which the licensed
corporation is a member;

(b) the person to whom the transaction is introduced has
entered into an agreement with the client for providing the
execution or clearing service to the client and is
contractually liable to the client for any default in the
execution or clearing of the transaction; and

(©) the licensed corporation is not liable to the client for
execution or clearing of such transactions or default by the
person to whom the transaction is introduced.

[cf. S27 FRR]

52. Miscellaneous
(D) A licensed corporation shall includein its ranking liabilities —
@ 10% of the amount of any guarantee, indemnity or other
similar financial commitment provided by it, directly or

indirectly (including the pledging of assets for the purpose
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of obtaining a bank guarantee), other than a guarantee, an
indemnity and other financial commitment provided by it

in respect of itsown liabilities and obligations;

[cf. s:31(1)(a)(i) - (iv) FRR]

(b)

[cf. $.31(1)(b) FRR]
(©

[cf. s.31(1)(c) FRR]
(d)

[cf. s.31(1)(d) FRR]
(e

[cf. s.31(1)(e) FRR]

the amount by which the liabilities of any subsidiary of it
(excluding any amounts due to it from the subsidiary)
exceed the assets of the subsidiary;

the consideration it is obliged to pay for the redemption of
redeemabl e shares, other than approved redeemable shares,

which have not yet been redeemed,;

subject to subsection (2), 5% of its net position in each

foreign currency; and

where it is the underwriter of a note issuance and
revolving underwriting facility, the maximum amount that
can be drawn down by the issuer under the facility by
issuing notes less the amount that has been drawn down by
the issuer by issuing and placing notes multiplied by the
percentage specified in column 3 of Schedule 5 opposite
the description of the remaining term to maturity in
column 2 of the Schedule which is applicable to the
facility.

2 In calculating the net position in a foreign currency for the

purposes of subsection (1)(d), a licensed corporation may elect to exclude from

the calculation the value of any asset which is denominated in that foreign

currency and not included in itsliquid assets under any provision in Division 3.

[cf. 5.31(2) FRR]
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3 In this section, “net position” ( ), in relation to a foreign

currency, means the difference between —

(@

(b)

the aggregate of the value of assets, other than fixed assets,
beneficially owned by a licensed corporation which are
denominated in the foreign currency together with the
amount of the foreign currency which it is obliged to
purchase under any outstanding contract; and

the aggregate of the amount of the on-balance sheet
liabilities of the licensed corporation, other than excluded
liabilities, which are denominated in such foreign currency
together with the amount of such foreign currency which it

is obliged to sell under any outstanding contract.

[cf. s.6(3)(a) LFET FRR]

53. Other liabilities
Q) Subject to subsection (2), alicensed corporation shall includein its

ranking liabilities all its liabilities not otherwise required to be included in its

ranking liabilities under any other provision of this Division, including —

(@

(b)

(©)

(d)
(€)

(f)
(9)

any amount payable by it in relation to any overdraft
obtained by it;

any amount payable by it in relation to any loan obtained
by it;

any accrued interest payable by it to any other person;

any accrued expenses incurred by it;

any tax payable by it, less any tax prepaid by it, to the
extent that the tax payable and the tax prepaid are of the
same description and levied by the same taxation authority;
any provision made by it for contingent liabilities;

any provision made by it for floating losses in respect of

open positions held for its own account; and
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(h) any other liabilities provided for in accordance with
generally accepted accounting principles.
[cf. s.30(1)(a)- (d) & (f) FRRY].
2 A licensed corporation shall not include in its ranking liabilities —
@ any approved subordinated loan provided to it; or
(b) any liability that it is not required to settle within the next
12 months and is secured by a first legal charge on
immovable property beneficially owned by it and used in
carrying on the regulated activity for which it is licensed,
to the extent that the net realizable value of that property
equals such liability.
[cf. s.30(2) FRR]

PART 5
MISCELLANEOUS

54. Licensed corporationsto notify Commission
of failureto comply with these Rules

D Where alicensed corporation notifies the Commission —

@ under section 146(1) of the Ordinance that it is unable to
maintain, or to ascertain whether it maintains, financial
resources in accordance with the specified amount
requirements that apply to it; or

(b) under section 146(3) of the Ordinance that it is unable to
comply with, or to ascertain whether it complies with, all
or any of the requirements of these Rules, other than the
specified amount requirements,

it shall include in the notice —
(c) full details of the matter and the reason therefor; and
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(d) full details of any stepsiit is taking, has taken or proposes
to take to redress the inability.
[new; cf. s.33(1)(a) & (d) FRR, s.10(a)& (c) LFET FRR]

2 The Commission may, where a licensed corporation gives notice to
the Commission under section 146(1) and (3) of the Ordinance, request the
licensed corporation to provide, in such form and within such time as the
Commission may specify, such additional information and document as the
Commission may require in connection with the matter, whereupon the licensed
corporation shall comply with the request accordingly.

[new]
(©)) For the purposes of this section and section 144 of the Ordinance,

“gpecified amount requirements’ ( ), in relation to a licensed

corporation, means the applicable requirements specified in section 4 and —
@ the requirement to maintain paid-up share capital in the
amount required under section 5; and
(b) the requirement to maintain liquid capital not less than its
required liquid capital under section 6.

[new]

55. Licensed corporationsto notify Commission
of circumstances relating to financial
resour ces and trading activitiesand
to submit returnsin certain cases

@D A licensed corporation shall notify the Commission in writing as
soon as reasonably practicable and in any event within one business day of
becoming aware of any of the following matters —

@ its liquid capital fals below 120% of its required liquid
capital;
[cf. s33(1)(b) FRR & s.10(b) LFET FRR]
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(b)

[cf. s.33(1)(c) FRR]
(©)

a required liquid capital deficit occurs, but the licensed

corporation is regarded as having complied with section

6(1) by virtue of section 6(3);

its liquid capital falls below 50% of the liquid capital
stated in its last return submitted to the Commission under

section 56(1) or (3);

[cf. s.33(1)(€) FRR & s.10(d) LFET FRR]

(d)

any information contained in any of its previous returns
submitted to the Commission pursuant to these Rules has

become false or misleading in amaterial particular;

[cf. .33(1)(f) FRR, s.10(g) LFET FRR]

(€)

[cf. s.33(1)(g) FRR]

()

[cf. 5.33(1)(h) FRR]
(9

the aggregate of the amounts it has drawn down on any
loan, advance, credit facility or other financial
accommodation provided to it by banks exceeds the

aggregate of the credit limits thereof;

it has been or will be unable, for 3 consecutive business
days, to meet in whole or in part any calls or demands for
payment or repayment (as the case may be), from any of
its lenders, credit providers or financial accommodation

providers;

any of itslenders or any person who has provided credit or
financial accommodation to it has exercised, or has
informed it that he will exercise, the right to liquidate
security provided by it to him in order to reduce its
liability or indebtedness to him under any outstanding loan,
advance, credit facility balance or other financia

accommodation provided to it by him;
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[cf. s:33(1)(i) FRR]
(h)

[cf. s.33(2)FRR]
(i)

[cf. s.33(5)(a) FRR]
()

[cf. .33(5)(b) FRR]

where it provides securities margin financing —

(i)

(i1)

it is required to include an amount in its ranking
liabilities under section 42(1); or

the concentration discounting factor of any listed
share or listed warrant received from its margin

clients as collateral —

falls below one;

has dropped by 0.1 or more compared to
the concentration discounting factor on
that share or warrant as previousy
reported to the Commission; or

is less than one in respect of that share or
warrant if this is the first time a
concentration discounting factor less than
one arises in relation to that share or

warrant;

the aggregate of the maximum amounts that can be drawn

down against it under any guarantee, indemnity or any

other similar financial commitment provided by it —

(i)
(if)

exceeds $5,000,000; or
would, if deducted from itsliquid capital, cause its
liquid capital to fall below 120% of its required

liquid capital;

the aggregate of amounts of any outstanding claim made

in writing by it or against it (whether disputed or not)
exceeds or islikely to exceed $5,000,000;



Draft for LegCo Subcommittee's consideration 98

(k)

[cf. .33(5)(b) FRR]
()]

[cf. 5.33(5(c) FRR]
(m)

[cf. 5.33(5(d) FRR)

the aggregate of amounts of any outstanding claim made
in writing by it or against it (whether disputed or not)
would, if deducted from its liquid capital, cause its liquid
capital to fall below 120% of its required liquid capital;

any claim is made by it under any professional indemnity

or other insurance policy that it is required to maintain

under the Securities and Futures (Insurance) Rules (L.N.

of 2002) or the rules or conventions of any exchange

or clearing house;

any financia commitment, including a guarantee, is
provided for it in favour of an exchange or a clearing
house, by a corporation which is a member of a group of

companies of which it isamember.

2 Where a licensed corporation notifies the Commission of any
matter under subsection (1), it shall —

(@

(b)

(©

include in the notice full details of the matter and the
reason therefor;

in the case of a notification under subsection (1)(a), (b),
(c), (d), (e), (f) or (g), include in the notice full details of
any steps it is taking, has taken or proposes to take to
prevent its liquid capital from falling below its required
liquid capital or to improve itsliquidity;

in the case of a notification under subsection (1)(h)(i),
submit the returns specified in section 56(1)(m), stated as
at the date the matter notified arose; and
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(d) in the case of a notification under subsection (1)(h)(ii),
submit the returns specified in section 56(1)(n), stated as
at the date the matter notified arose.

[cf. s.33(1) FRR]
3 Where a licensed corporation has, prior to the commencement of
these Rules entered into any position in an off-exchange traded derivative

contract other than —

@ an options contract written by it on its own account;
(b) an interest rate swap agreement; and
(c) aforeign exchange agreement,

of which it has not notified the Commission prior to the commencement of these
Rules, it shall within one business day of the commencement of these Rules

notify the Commission in writing of the details of such position.
[cf. 5.33(3) FRR]
4 Where a licensed corporation intends to enter into any position in

an off-exchange traded derivative contract other than —

@ an options contract written by it on its own account;
(b) an interest rate swap agreement; and
(c) aforeign exchange agreement,

it shall notify the Commission in writing of the details of the position it intends
to enter into at least 10 business days before entering into the position.
[cf. s.33(4) FRR]

5) Where a licensed corporation intends to change any of its
accounting principles in a way that may materialy affect the liquid capital or
paid-up share capital that it maintains or is required to maintain under Part 3, for
the purposes of section 3(2), it shall notify the Commission in writing of the
details of, and the reasons for, the intended change not less than 5 business days
prior to effecting the change.

[cf. s. 32(1) FRR]
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56. Licensed corporationsto submit returnsto

Commission

@D Subject to subsection (4), alicensed corporation licensed for one or

more of the following —

(@
(b)
(©
(d)

(€)

(f)

(9)

(h)
(i)

Type 1 regulated activity;

Type 2 regulated activity;

Type 3 regulated activity;

Type 4 regulated activity, and it is not subject to the
specified licensing condition;

Type 5 regulated activity, and it is not subject to the
specified licensing condition;

Type 6 regulated activity, and it is not subject to the
specified licensing condition;

Type 7 regulated activity;

Type 8 regulated activity;

Type 9 regulated activity, and it is not subject to the

specified licensing condition,

shall, in respect of each month at the end of which it remains licensed, submit to

the Commission in the manner specified in subsections (5) and (6)(d), (e) or (f)

(as the case may be), no later than 3 weeks after the end of the month concerned,

a return, in the form specified by the Commission under section 402 of the

Ordinance, which includes —

()
(k)

()

(m)

its liquid capital computation, as at the end of the month;
its required liquid capital computation, as at the end of the
month;

a summary of bank loans, advances, credit facilities and
other financial accommodation available toit, as at the end
of the month;

an analysis of its margin clients, as at the end of the month;
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(n)

(0)

(P)
(@)

(r)

an analysis of collateral received from its margin clients,
as at the end of the month;

an analysis of its rolling balance cash clients, as at the end
of the month;

an analysis of its profit and loss account;

an analysis of its client assets, as at the end of the month;
and

where it is licensed for Type 3 regulated activity, an
analysis of its foreign currency positions, as at the end of
the month.

[cf. s.35(1) FRR& s.11 LFET FRR]
2 Subject to subsection (4), a licensed corporation to which

subsection (1) applies shall, in respect of each period of 3 months at the end of

which it remains licensed, being such period in a year ending at the end of the

month of March, June, September or December, respectively, submit to the

Commission in the manner specified in subsections (5) and (6)(d), (e) or (f) (as

the case may be), no later than 3 weeks after the end of the period concerned, a

return, in the form specified by the Commission under section 402 of the

Ordinance, which includes —

(@

(b)

(©)

(d)

[new]

an analysis of its clientele, as at the end of the 3 month
period;

an analysis of its proprietary derivative positions, as at the
end of the 3 month period;

where it is licensed for Type 3 regulated activity, an
analysis of its recognized counterparties, as at the end of
the 3 month period; and

where it is licensed for Type 9 regulated activity, an
analysis of the assets under its management, as at the end

of the 3 month period.
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3 Subject to subsection (4), a licensed corporation which is licensed

solely for one or more of the following —

@
(b)
(©)
(d)

Type 4 regulated activity;
Type 5 regulated activity;
Type 6 regulated activity;
Type 9 regulated activity,

and subject to the specified licensing condition, shall, in respect of each period

of 6 months at the end of which it remains licensed, being such period in a year

ending at the end of the month of June or December, respectively, submit to the

Commission in the manner specified in subsections (5) and (6)(d), (e) or (f) (as

the case may be), no later than 3 weeks after the end of the period concerned, a

return, in the form specified by the Commission under section 402 of the

Ordinance, which includes —

(€)

(f)

(9)
(h)

(i)

its liquid capital computation, as at the end of the 6 month
period;

its required liquid capital computation, as at the end of the
6 month period;

an analysis of its profit and loss account;

an analysis of its clientele, as at the end of the 6 month
period; and

where it is licensed for Type 9 regulated activity, an
analysis of the assets under its management, as at the end

of the 6 month period.

4) A licensed corporation may elect to submit the return required

under —

(@

subsection (1), in respect of periods of not less than 28
days but not more than 35 days, each ending not more than

7 days before or after the end of a month;
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(b) subsection (2), in respect of periods of 3 months each
ending not more than 7 days before or after the end of
March, June, September or December in ayear;
(c) subsection (3), in respect of periods of 6 months each
ending not more than 7 days before or after the end of
June or December in ayear,
determined by it on a basis according to which the ending date of each period so
determined is predictable, and where it so elects and submits the return
concerned, it shall be deemed to have submitted the return concerned in respect
of the period required under subsection (1), (2) or (3) (as the case may be).
[new]

5) A return referred to in this section or section 55(2)(c) or (d) shall
be signed in the manner prescribed in subsection (6) by a responsible officer or
another officer of the licensed corporation approved by the Commission under
section 58(5)(e) for the purposes of this section.

(6) A licensed corporation may, in relation to a return referred to in
this section or section 55(2)(c) or (d), elect to submit the return to the
Commission —

@ electronically, by means of a secure online communication
network approved by the Commission under section 58(7)
for the purposes of this paragraph;

(b) in electronic form on a floppy disk, delivered by hand or
by post to the Commission; or

(c) in paper form, delivered by hand or by post to the
Commission,

and where —

(d) it submits the return in accordance with paragraph (a) —

() the return shall be signed by way of attachment
with the digital signature of the licensed

corporation, supported by a recognized certificate
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and generated within the validity of that certificate;
or

(i) where the return is not signed by way of
attachment with the digital signature referred to in
subparagraph (i), it shall also submit a signed
copy of the return in paper form, delivered by
hand or by post to the Commission;

(e it submits the return in accordance with paragraph (b), the
floppy disk shall be accompanied by a signed copy of the
return in paper form; or

H it submits the return in accordance with paragraph (c), the
signed original of the return shall be submitted.

[new cf. s35FRR, s.11 LFET FRR]

(7 In this section —

“digital signature” ( ) has the meaning assigned to it by the Electronic
Transactions Ordinance (Cap. 553);

[new]

“recognized certificate” ( ) means a certificate issued by a recognized
certification authority, in each case within the meaning of the Electronic
Transactions Ordinance (Cap. 553), to and in the name of a licensed
corporation which is within the validity of that certificate within the
meaning of section 6(2) of that Ordinance;

“recognized certification authority” ( ) has the meaning assigned
to it by the Electronic Transactions Ordinance (Cap. 553);

“rolling balance cash client” ( ) means a client of a licensed
corporation in respect of whom the amounts receivable from, and amounts
payable to, him by the licensed corporation arising from the purchase and

sale of securities on a cash-against-delivery basis by the licensed
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corporation for him may be set-off by the licensed corporation under

section 21(2);
“within the validity of that certificate” ( ) has the meaning

assigned to it by section 6(2) of the Electronic Transactions Ordinance
(Cap. 553).

[new]

57. Licensed corporationsto provide
information

The Commission may at any time, by notice in writing, request a licensed
corporation to provide it within the time and in the manner specified in the
notice with such information, including any record or document, as it may
specify in the notice relating to the financial resources or trading activities of the
licensed corporation, whereupon the licensed corporation shall comply with the
request accordingly.

[cf. 536 FRR)]

58. Approvals

(1) For the purposes of these Rules, the Commission may, whether or
not on application in writing and payment of the fee prescribed in the Securities
and Futures (Fees) Rules (L.N.  of 2002), approve a person as—

@ an approved bank incorporated outside Hong Kong, where
the person is a bank which is incorporated under the law or
other authority of any jurisdiction outside Hong Kong;

(b) an approved credit rating agency; or

(c) an approved securities borrowing and lending counterparty.

(2 Where the Commission approves a person under subsection (1), it
shall as soon as reasonably practicable —

@ publish in such manner as it considers appropriate the

name of the person approved; and
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(b) in the case of a person approved under subsection (1)(b),
specify the ratings issued by the person as being
equivalent to a specified rating issued by Moody's
Investors Services or Standard & Poor's Corporation.

[cf. s.37(2) FRR]

3 A person approved under subsection (1)(c) shall be a person whose
activities or objects include the provision of services for interposing himself in a
securities borrowing and lending agreement as the counterparty to both the
borrower and the lender, including administering any security deposited with
him in connection with the agreement and registration and settlement of the
agreement.

[cf. "approved securities borrowing and lending counterparty” s.2 FRR]

4 The Commission may, on application in writing and payment of
the fee prescribed in the Securities and Futures (Fees) Rules (L.N. of 2002),
approve a licensed corporation for the purposes of these Rules as an approved
introducing agent where the licensed corporation satisfies the Commission that —

@ where —

(1) itislicensed solely for Type 1 regulated activity, it
conducts no business other than —

(A) communicating offersto effect dealingsin
securities to exchange participants of a
recognized exchange company or a
specified exchange, in the names of the
persons from whom those offers are
received; and

(B) introducing  persons to  exchange
participants of a recognized exchange
company or a specified exchange, in order
that they may —

) effect dealingsin securities; or
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(i)

(iii)

(iv)

(1 make offersto deal in securities,

itislicensed solely for Type 2 regulated activity, it

conducts no business other than —

(A)

(B)

communicating offers to effect dealingsin
futures contracts or options contracts to
exchange participants of a recognized
exchange company or a specified
exchange, in the names of the persons
from whom those offers are received; and
introducing  persons to  exchange
participants of a recognized exchange
company or a specified exchange, in order
that they may —

()] effect dealings in futures contracts

or options contracts; or

(1 make offers to dea in futures

contracts or opti ons contracts;

itislicensed solely for Type 3 regulated activity, it

conducts no business other than —

(A)

(B)

itis—

communicating offers to effect leveraged
foreign exchange trading to recognized
counterparties in the names of the persons
from whom those offers are received; and
introducing persons to  recognized
counterparties in order that they may —

(I) effect trading in leveraged foreign

exchange contracts; or
(1)  make offers to trade in leveraged

foreign exchange contracts; or
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(A) licensed for one or more of the
following —

()  Type1regulated activity;

(1)  Type 2 regulated activity;

(1) Type 3 regulated activity; or

(B) licensed for one or more of the regulated
activities referred to in sub-subparagraph

(A) and one or more of the following —

()  Type 4 regulated activity, and it is
subject to the specified licensing
condition;

(1)  Type 5 regulated activity, and it is
subject to the specified licensing
condition;

(1) Type 6 regulated activity, and it is
subject to the specified licensing
condition,

and not licensed for any regulated activity other
than as described in sub-subparagraphs (A) and
(B), in relation to any one or more of the regulated
activities referred to in sub-subparagraph (A) for
which it is licensed, it conducts no business other
than that described in subparagraph (i), (ii) or (iii);
(b) in connection with the offers communicated or the persons
so introduced, it will not incur any liability to any person
except for its own negligence, wilful default or fraud; and
(©) it does not hold client assets.
[cf. "introducing broker”, s.2 FRR and "leveraged foreign exchange trading
introducing agent”, s.2 LFET FRR]
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5) The Commission may, on application in writing by a licensed
corporation and payment of the fee prescribed in the Securities and Futures (Fees)
Rules (L.N. of 2002), approve —

@ as approved redeemable shares, any redeemable shares
issued by the licensed corporation;

(b) as an approved subordinated loan, any subordinated loan
obtained by the licensed corporation;

(©) as an approved standby subordinated loan facility, any
standby subordinated loan facility obtained by the licensed
corporation;

(d) for the purposes of section 3(4), the adoption by the
licensed corporation of an accounting principle
inconsistent with subsection (1) of that section;

(e for the purposes of section 56(5), an officer of the licensed
corporation to sign areturn,

H for the purposes of section 41(1)(a)(v), aforeign currency;
and

[cf. s.6(2)(b) LFET FRR]

(9 the withdrawal of an election made by the licensed
corporation under any provision of these Rules.

(6) An approval granted under subsection (1), (4) or (5) shall be
subject to such reasonable conditions as the Commission may impose, and the
Commission may at any time amend or revoke any such condition or impose
new conditions as may be reasonable in the circumstances.

[cf. s.37(3) FRR]

@) The Commission may, for the purposes of section 56(6)(a),
approve a secure online communication network.

(8 Where the Commission approves a communication network under
subsection (7), it shall as soon as reasonably practicable publish details of the

network in such manner as it considers appropriate.
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[new]
9 An approval granted under subsection (1), (4), (5) or (7) remainsin
force—
@ where a period of validity of the approval is specified in
the notice of approval, until the expiry of the period; or
(b) where no such period is specified, until revoked by the
Commission by notice in writing.
[new. Cf. s.134(5) of the Ordinance]

59. Withdrawal of elections made under these
Rules

A licensed corporation which makes an election under any provision of
these Rules shall be bound by the election until such time as the Commission
approves the withdrawal of the election under section 58(5)(q).

[new, cf. e.g. s.13(5) & (6) FRR]

60. Transitional
(D) Notwithstanding section 1 and subject to subsection (2), these
Rules do not apply in respect of a person who is deemed under section 25(b) of
Part 1 of Schedule 10 to the Ordinance to be a licensed corporation.
[new]
2 Subsection (1) shall expire on [30 June] 2003.
[new]
3 Notwithstanding section 1 and subject to subsection (5), section 5
does not apply in respect of —
@ a partnership deemed under section 27 of Part 1 of
Schedule 10 to the Ordinance to be a licensed corporation;
or
(b) an individual deemed under section 30 of Part 1 of
Schedule 10 to the Ordinance to be alicensed corporation,
provided that —
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(c) in the case of a partnership, the aggregate of amounts
maintained in al partners capital accounts; or
(d) in the case of an individual, the amount maintained in his
capital account,
is not less than the amount of paid-up share capital required of a licensed
corporation under section 5, until such time as the specified decision referred to,
in the case of a partnership, in section 53(1)(b) of Part 1 of Schedule 10 to the
Ordinance or, in the case of an individual, in section 53(1)(c) of Part 1 of
Schedule 10 to the Ordinance takes effect.

[new]

4) For the purposes of these Rules, a transaction executed by —

@ a partnership deemed under section 27 of Part 1 of
Schedule 10 to the Ordinance to be a licensed corporation,
for the account of a partner of the partnership; and
(b) an individual deemed under section 30 of Part 1 of
Schedule 10 to the Ordinance to be a licensed corporation,
for his own account,
shall be treated as a transaction executed by it or him (as the case may be) for a
client.
[new, cf. s.5(4) FRR]
5 Notwithstanding section 1 and subject to subsection (6), these
Rules do not apply in respect of —
@ a partnership deemed under section 27 of Part 1 of
Schedule 10 to the Ordinance to be alicensed corporation;
(b) an individual deemed under section 30 of Part 1 of
Schedule 10 to the Ordinance to be a licensed corporation;
or
(c) alicensed corporation,
which islicensed solely for one or more of the following —

(d) Type 4 regulated activity;
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(e Type 5 regulated activity;
()] Type 6 regulated activity;
(9 Type 9 regulated activity,
provided that it maintains net tangible assets in an amount of not less than

$500,000.
[new, cf. S8 FRR]
(6) Subsection (5) shall expire on [30 Jung] 2003.

[new]
@) In this section —

“capital account” ( ) means an account in which the amount of capita

injected into the business of a partnership or sole-proprietorship is kept;
“net tangible assets’ ( ), in relation to a person referred to in

subsection (5)(a), (b) or (c), meansits total assetsless—
@ its intangible assets, including goodwill, copyrights,
patents and licences; and
(b) its total liabilities (after excluding any approved
subordinated loan provided to it).
[cf. s.2 FRR "capital account” and "net tangible assets']
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SCHEDULE 1

FINANCIAL RESOURCES REQUIREMENTS

TABLE 1

PAID-UP SHARE CAPITAL

Regulated activity

Typel -

(@  inthe case where the licensed corporation
IN question provides securities margin
financing

(b)  inany other case

Type?2

Type 3—
(@  inthe case where the licensed corporation
in question is an approved introducing

agent
(b)  inany other case
Type 4
Type S
Type 6
Type 7
Type 8

Type 9

[cf. s5.9 & 10 FRR; s.4(1)(a) and (2)(a) LFET FRR]

share capital

$10,000,000

$5,000,000

$5,000,000

$5,000,000

$30,000,000
$5,000,000
$5,000,000
$5,000,000
$5,000,000
$10,000,000

$5,000,000

113

[ss. 2 & 5]

Minimum amount of paid-up
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TABLE 2
REQUIRED LIQUID CAPITAL

Minimum amount of required

Regulated activity liquid capital
Typel—-
(@  inthe case where the licensed corporation $500,000
in question is an approved introducing
agent or trader
(b)  inany other case $3,000,000
Type 2 —
(@  inthe case where the licensed corporation $500,000
in question is an approved introducing
agent, futures non-clearing dealer or trader
(b) inany other case $3,000,000
Type3 -
(@  inthecasewherethe licensed corporation $3,000,000
in question is an approved introducing
agent
(b)  inany other case $15,000,000
Typed —
(@  inthe case where the licensed corporation $100,000
in question is subject to the specified
licensing condition
(b)  inany other case $3,000,000
Type5—
(@  inthe case where the licensed corporation $100,000
In question is subject to the specified
licensing condition
(b)  inany other case $3,000,000
Type6—
(@  inthe case where the licensed corporation $100,000
in question is subject to the specified
licensing condition
(b)  inany other case $3,000,000
Type 7 $3,000,000
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Type8 $3,000,000
Type9—
(@  inthecasewherethe licensed corporation $100,000

In question is subject to the specified
licensing condition
(b)  inany other case $3,000,000

[cf. ss. 6 & 10 FRR & s.4(1)(b) & (2)(b) LFET FRR]

115
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SCHEDULE 2 [ss. 2, & 43]

HAIRCUT PERCENTAGES

TABLE 1

HAIRCUT PERCENTAGES FOR SHARES LISTED IN HONG KONG, THE
UNITED KINGDOM, THE UNITED STATES OF AMERICA AND JAPAN
(SHARES STRATIFIED ACCORDING TO STOCK INDICES)

[tem Description Haircut Percentage
%
1. Shares which are listed on a recognized stock
market —
(@) being a constituent of the Hang Seng Index 15
or the Hang Seng Hong Kong LargeCap
Index
(b) to the extent not aready covered in 20

paragraph (@), being a constituent of the
Hang Seng Hong Kong MidCap Index

(c) being any share not referred to in paragraph 30
(a) or (b)

2. Shares which are listed on a specified exchange
in the United Kingdom (other than the Stock
Exchange Automated Quotations International
(SEAQ International)), the United States of
America (other than the National Association of
Securities Dealers Automated Quotations —
Nationa Market) or Japan (other than the
Japanese Association of Securities Dealers
Automated Quotations) —

(@) being a constituent of the FTSE-100 Index, 15
Nikkel 500 Index or Standard & Poor’s 500
Index

(b) being any share not referred to in paragraph 20

(@)
[cf. Part 1 of Schedule 1 FRR]
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TABLE 2

HAIRCUT PERCENTAGES FOR SHARES LISTED IN HONG KONG, THE
UNITED KINGDOM, THE UNITED STATES OF AMERICA AND JAPAN
(SHARES NOT STRATIFIED ACCORDING TO STOCK INDICES)

[tem Description Haircut Percentage
%
1. Shares which are listed on a recognized stock 30
market
2. Shares which are listed on a specified exchange 20

in the United Kingdom (other than the Stock
Exchange Automated Quotations International
(SEAQ International)), the United States of
America (other than the National Association of
Securities Dealers Automated Quotations —
Nationa Market) or Japan (other than the
Japanese Association of Securities Deadlers
Automated Quotations)
[cf. Part 1 of Schedule 1 FRR]

TABLE 3
HAIRCUT PERCENTAGES FOR OTHER SHARES

Item Description Haircut Percentage
%

1. Shares listed on a specified exchange specified in 20
Part 1 of Schedule 3 (other than the Stock
Exchange Automated Quotations International
(SEAQ International), the National Association
of Securities Dealers Automated Quotations —
National Market or the Japanese Association of
Securities Dealers Automated Quotations)

2. Shares listed on a specified exchange specified in 30
Part 2 of Schedule 3
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Shares listed on the National Association of
Securities Deadlers Automated Quotations -
Nationa Market, the Japanese Association of
Securities Dealers Automated Quotations or the
Stock  Exchange  Automated  Quotations
International (SEAQ International)

Shares listed on any other stock exchange which
is a member of the Fédération Internationale des
Bourses de Vaeurs

Shares not referred toinitem 1, 2, 3 or 4 or Table
lor?

[cf. Part Ill of Schedule 1 FRR]

TABLE 4

30

50

75

HAIRCUT PERCENTAGES FOR QUALIFYING DEBT SECURITIES, BY

Tier

ISSUER OR GUARANTOR, ETC.

Description

Where the issuer or guarantor of the qualifying

debt securities—

(@) is the Central People's Government of the
People's Republic of China or the People's
Bank of Ching;

(b) isthe Government;

(c) istheHong Kong Exchange Fund; or

(d) hasan issue or issues currently rated by —

(i) Moody’s Investors Services at Aaa or
Prime-1; or

(i) Standard & Poor’'s Corporation at
AAA orA-1

Where the qualifying debt securities are any
certificate of deposit, the issuer of which is an
authorized financial institution or an approved
bank incorporated outside Hong Kong

To the extent not already covered in Tier 1 or Tier
2 —

Haircut Percentage
%

0
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(@) where the issuer or guarantor of the
qualifying debt securities has an issue or
issues currently rated by —

(i) Moody's Investors Services at Aa, A
or Prime-2; or

(i) Standard & Poor's Corporation at AA,
AorA-2;

(b) where the issuer of the qualifying debt
securities is the Hong Kong Mortgage
Corporation; or

(c) where the qualifying debt securities are
listed on arecognized stock market

4, To the extent not already covered in Tier 1, Tier 2 5
or Tier 3, where the issuer of the qualifying debt
securities has an issue or issues currently rated

by —

(@) Moody's Investors Services as Baa or
Prime-3; or

(b) Standard & Poor's Corporation at BBB or
A-3

[cf. Table 1, Part | of Schedule 2 FRR]



@
(b)

(©

(d)

(€)
[cf
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TABLE S

HAIRCUT PERCENTAGES FOR QUALIFYING DEBT SECURITIES, BY
REMAINING TERM TO MATURITY

(1) (1)
Qualifying debt securities
Qualifying debt securities  other than those with a
Remaining term to with afixed coupon or with  fixed coupon or with a

maturity afloating rate coupon floating rate coupon
Haircut Percentage Haircut Percentage
% %
L ess than 6 months 1 1
6 months to less 3 3
than 3 years
3 years to less than 4 5
S years
5 years to less than 7 10
10 years
10 years or more 10 22

. Table 2, Part | of Schedule 2 FRR]
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TABLE 6

Description

Special debt securities being indexed
bonds

Specia debt securities being —

(@) convertible debt securities; or

(b) bonds  with non-detachable
warrants,

where —

(c) their market value is more than
their par value or nomina value;
or

(d) their market value is equal to, or
less than, their par value or
nominal value

Special debt securities being non-
interest bearing debt securities

[cf. Part I of Schedule 2 FRR]

HAIRCUT PERCENTAGES FOR SPECIAL DEBT SECURITIES

Haircut Percentage

same as that applicable to
the underlying assets

same as that applicable to
the assets underlying the
securities or bonds
concerned

same as that applicable to
the qualifying debt
securities referred to in
column 2 in relation to Tier
1, Tier3orTier4in Table4
and with the same
remaining term to maturity

105% of the haircut
percentage applicable to
the qualifying debt

securities referred to in
column 2 in relation to Tier
1, Tier3orTier4in Table 4
and with the same
remaining term to maturity
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TABLE 7
HAIRCUT PERCENTAGES FOR SPECIFIED SECURITIES
Item Description Haircut Percentage

1. Specified securities being warrants 40%
listed on a specified exchange

2. Specified securities being equity linked same as that applicable to
Instruments the underlying securities

3. Specified securities being units in any

unit trust or shares in any mutual fund —

(@) which is authorized under section
104 of the Ordinance; or

(b) under a Recognized Jurisdiction
Scheme specified in an Appendix
to the Code on Unit Trusts and
Mutual Funds published by the
Commission,

where their natureis—

(c) the same as that of a warrant fund, 40%
futures and options  fund,
leveraged fund or hedge fund
referred to in that Code; or

(d) not the same as any of the funds 20%
mentioned in paragraph (c)

[cf. Schedule 3 FRR]
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TABLE 8
HAIRCUT PERCENTAGES FOR SPECIFIED INVESTMENTS

Item Description Haircut Percentage
%

1. Specified investments being — 10
(@ gold coin or gold bullion; or
(b) investments in gold which are
prescribed in Schedule 1 to the

Securities and Futures (Collective

Investments  Schemes Notice

(L.N. of 2002) and authorized

by the Commission under section
104 of the Ordinance

2. Specified investments being physical 40
commodities of a quantity, quality and
condition suitable for delivery under a
futures contract or options contract
traded on a specified exchange
[cf. Schedule 3 FRR]

SCHEDULE 3 [ss.2 & Sch. 2]
SPECIFIED EXCHANGES

PART 1

American Stock Exchange
Australian Stock Exchange
Bolsade Madrid
Borsaltaliana S.p.A.
Bourse de Montréal Inc.
Chicago Board of Trade
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Chicago Board Options Exchange

Chicago Mercantile Exchange

Commaodity Exchange, Inc. (New York)

Copenhagen Stock Exchange

Deutsche Borse AG

Eurex

Euronext Amsterdam

Euronext Brussels

Euronext Paris

Helsinki Exchanges

Hong Kong Futures Exchange Limited

Japanese Association of Securities Dealers Automated Quotations

Korea Futures Exchange

Korea Stock Exchange

London International Financial Futures and Options Exchange

London Metal Exchange

London Stock Exchange

L uxembourg Stock Exchange

Nagoya Stock Exchange

National Association of Securities Dealers Automated Quotations — National
Market

New York Cotton Exchange

New York Futures Exchange

New York Mercantile Exchange

New York Stock Exchange

New Zealand Futures and Options Exchange

New Zealand Stock Exchange

Osaka Securities Exchange

Oslo Bars

Pacific Exchange
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Philadelphia Stock Exchange

The Stock Exchange of Hong Kong Limited
Stockholmsbdrsen

SWX Swiss Exchange

Sydney Futures Exchange Limited

Tokyo Grain Exchange

Tokyo International Financial Futures Exchange
Tokyo Stock Exchange

Toronto Stock Exchange

Wiener BorseAG

Winnipeg Commodities Exchange

PART 2

Kuala Lumpur Stock Exchange

Malaysian Derivatives Exchange Berhad
Philippine Stock Exchange Inc.

Singapore Exchange Derivatives Trading Limited
Singapore Exchange Securities Trading Limited
Stock Exchange of Thailand

[cf. Schedules 5 & 6 FRR]
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SCHEDULE 4
FINANCIAL COMMITMENTS

TABLE 1

INTEREST RATE SWAPAGREEMENTS

Remaining term to maturity

L ess than 3 months
3 months or more but less than 1 year

1 year or more but less than 2 years

Each year in addition to the period referred to in

item 3

TABLE 2

FOREIGN EXCHANGE AGREEMENTS

Description

The counterparty of the foreign exchange
agreement is an authorized financial institution or
an approved bank incorporated outside Hong

Kong and the remaining term to maturity is—

(@) lessthan 3 business days

(b) 3 business daysor more but lessthan 1 year
(c) 1year or more

126
[ss.49 & 50]
Percentage
%
0
0.05
0.1
0.1
Percentage
0%
0.2%
05% where the
remaining term to
maturity  of  the
agreement is less

than 2 vyears, plus
0.3% for each
additional full year



Draft for LegCo Subcommittee’s consideration 127

after 1 year, subject
to a maximum of 5%

2. The counterparty of the foreign exchange
agreement is a person other than a person
referred to in item 1 and the remaining term to

maturity is—
(@) lessthan 3 business days 0%
(b) 3 businessdaysor more 5%

[cf. Part 2 of Schedule 4 FRR]

SCHEDULE 5 [s.52]
NOTE ISSUANCE AND REVOLVING UNDERWRITING
FACILITIES
[tem Remaining term to maturity Percentage

%
1. Lessthan 1 year 1

2. 1 year or more but lessthan 5 years 2.5
3. 5 years or more 5

[cf. 5.31(1) FRR]

Chairman,
Securities and Futures Commission

2002
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Explanatory Note

These Rules provide for the financial resources requirements of a licensed
corporation. Under the Rules, a standardized set of requirements is to apply to
all licensed corporations.
2.  TheRulesaredivided into 5 Parts and 5 Schedules.
3. Part 1 provides for the commencement of, and the defined terms used in,
the Rules,
4. Part 2 provides for the accounting treatment to be adopted by a licensed
corporation in accounting for its assets and liabilities,
5. Part 3 provides for the specific financial resources requirements of a
licensed corporation, namely the paid-up share capital requirement and the liquid
capital requirement.
6. Part 4 provides for the calculation of a licensed corporation's financial
resources. It prescribes the amounts or values of assets and the amounts of
liabilities which are required to be included in the calculation of a licensed
corporation’s financial resources. They are referred to in the Rules as the liquid
assets and ranking liabilities of a licensed corporation. This Part also provides
for the methodology of calculations to be made under this Part, which includes
the adjustments to be applied in the calculations to cater for such factors as
illiquidity and credit risk in the case of liquid assets and other contingent risksin
the case of ranking liabilities.
7.  Part 5 provides for the obligation for a licensed corporation to notify the
Securities and Futures Commission (“the Commission™) of certain matters in
certain circumstances, including its inability to comply with the Rules and some
other matters relating to its financial resources. This Part also provides for the
submission of financial resources returns to the Commission, the provision of
certain information to the Commission on request and the granting of certain
approvals by the Commission under the Rules. Provisions have also been made

for transitional matters.
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8. The 5 Schedules set out, among other things, details of the minimum
amount of paid-up share capital and of liquid capital that a licensed corporation
is required to maintain (Schedule 1), haircut percentages applicable in certain
calculations required under Part 4 (Schedule 2) and lists of specified exchanges
(Schedule 3). In addition, specific figures concerning the calculation of a
licensed corporation’s ranking liabilities in relation to interest rate swap
agreements, foreign exchange agreements, and note issuance and revolving
underwriting facilities are set out in Schedule 4 and Schedule 5 respectively.



Annex 2

Consultation Document

The Draft Securitiesand Futures (Financial Resour ces) Rules
(the“draft Rules’)

I ntroduction

Asisthe position under the Securities and Futures Commission Ordinance and
the Leveraged Foreign Exchange Trading Ordinance, the Securities and
Futures Ordinance (the “SFO") does not contain detailed requirements in
relation to the financial resources that are to be maintained by licensed
corporations; it merely gives the Commission the necessary power under
section 145(1) to prescribe requirements in the subsidiary legidation. Rules
made by the SFC will be subject to negative vetting by the Legidative Council.

The Commission now releases the draft Rules (see Attachment A) for public
consultation.

For those registered persons who have established connection with the FinNet,
the SFC has used the FinNet to send copies of the draft Rules and the
consultation document to them. The SFC has also advised all registered
persons and exempt persons of this consultation and invited them to collect a
copy free of charge at the SFC’s office or access the SFC’ s Internet web site at
http://www.hksfc.org.hk.

The public is invited to submit comments before close of business on 12 July
2002. Comments should be submitted by the following means:

@ by fax: Fax number: (852) 2523-4598
(b) by mail: SFC (Financial Resources Rules)
12/F, Edinburgh Tower
The Landmark
15 Queen’s Road Central
Hong Kong
(© by email: financial_resources _rules@hksfc.org.hk
(d) by online submission: http://www.hksfc.org.hk

The draft Rules should be read in conjunction with the SFO.

Please note that the names of the commentators and their submissions received
will be published on the SFC web site and in other documents to be published
by the SFC. In this connection, please read the Personal Information
Collection Statement attached to this consultation document (see Attachment
B).



-2-

You may not wish your name to be published by the SFC. If thisis the case,
please state that you wish your name to be withheld from publication when
you make your submission.

To ensure that an appropriate balance is struck between investor protection
and general market practice, the SFC has formulated the draft Rules after
considering submissions from the market and discussions with selected firms
and representatives from selected industry groups. We wish to acknowledge
and thank them for their invaluable input.

Background

0.

10.

11.

12.

During March 2002, the SFC released for public consultation a consultative
document proposing two amendments to the current Financia Resources
Rules made under section 28 of the Securities and Futures Commission
Ordinance (the “FRR”) designed to address risks arising from aggressive
margin lending and funding practices noted amongst firms conducting
securities margin financing. Besides commenting on the proposed
amendments, some of the respondents recognized the need to address various
structural and financial risk issues in the longer-term and suggested possible
alternative approaches. These issues, such as the pooling of clients' securities
and the required capital level for firms conducting different business activities,
are fundamental issues that Hong Kong should address in the context of the
overall framework for intermediaries and market participants.

As considerable time is required for the necessary review, discussion,
consultation and consensus building on these structural issues, and any
proposals are likely to be far-reaching, they cannot realisticaly be
implemented before the SFO comes into effect.

Given the need to manage down the risks inherent in some of the more
aggressive lending and funding practices in the margin financing area,
especially against the current economic climate and market downturn, the SFC
has revised the two proposed amendments (i.e. the “illiquid collateral haircut”
and the “gearing adjustment”), taking into account market comments received.
The plan is for these revised amendments to come into effect on 1 October
2002, thus amending the current FRR. For details of these two revised
amendments, please refer to the relevant consultation conclusion report (see
Attachment C).

For purposes of formulating the draft Rules to be made under the SFO, the
SFC now proposes that Rules should basically follow the current FRR (as
amended by the two revised amendments). Only minimal policy changes
should be introduced in order to meet the following objectives:

@ to facilitate market development and reduce compliance cost

(1) acknowledging that many brokers nowadays alow their cash
clients to settle on arolling balance basis;



(b)

(i)

(iii)

(iv)

(v)

(vi)

(vii)
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recognizing overseas futures/options exchanges or clearing
houses in Koreaand Malaysia;

excluding liabilities corresponding to client money held
overseas (subject to conditions) from the calculation of total
liabilities,

applying lower discount rates (i.e. haircut percentages) to
constituent stocks of the Hang Seng Hong Kong LargeCap
Index and the Hang Seng Hong Kong MidCap Index;

disapplying the grouping of related securities in the calculation
of the concentration discounting factor;

allowing licensed corporations to use their own fiscal reporting
dates rather than calendar month-ends; and

requiring quarterly submission instead of monthly submission
for part of the financial returns.

to support the new single licensing regime under the SFO

(i)

(i)

(iii)

consolidating the FRR and the Leveraged Foreign Exchange
Trading (Financial Resources) Rules (the “LFET-FRR”),
streamlining and rationalising the requirements as appropriate;

introducing one standard set of capital rules for universa
application to al types of licensed corporations; and

accommodating the conduct of multiple regulated activities by
licensed corporations.

These minimal changes are designed as part of the SFC’s ongoing effort to de-
regulate, recognizing the industry’s desire for a more streamlined regulatory
approach, and the market’ s need for afacilitative regime.

Summary of the New Proposals
Overall regime
13. We propose to have a uniform financial resource regime applicable to all

(@)

licensed corporations. The changes from the existing regime have been
summarised as follows:

“Paid-up share capital” is defined in the LFET(FR)R but not in

the FRR.

For consistency of treatment, we propose not to define “paid-up share
capital” so that it will bear its ordinary meaning in the draft Rules.
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All licensed corporations should be subject to the liquid capital
requirement, and there should not be different capital calculation bases
for different corporations.

Under the current FRR, certain types of registered persons are subject
to a net tangible assets requirement, not a liquid capital requirement.
The former is not effective as a regulatory capital requirement for it is
abasic solvency test. It does not attempt to assess the quality of assets.
For the purposes of net tangible assets calculation, assets such as
fixtures and fittings, computer equipment, unlisted securities,
unsecured amounts receivable from directors and group companies can
all be included in the computation. Assets of such nature may not give
sufficient comfort that afirm can continue as a going concern.

In view of the above, we propose to replace the net tangible assets
requirement by the liquid capital requirement for all licensed
corporations.

Where a corporation is licensed for more than one regulated activity,
the highest of all the monetary requirements (for establishing the
required liquid capital) and the highest of the paid-up share capital
requirements which are applicable to the different regulated activities
should apply.

This is consistent with the existing FRR. It is not appropriate nor
necessary to raise the overall monetary requirement by adding together
al the different monetary requirements for the different regulated
activities just because a licensed corporation conducts more than one
regulated activity. As the total liabilities test takes into account the
aggregate of a licensed corporation’s on balance sheet liabilities as
well as various off balance sheet positions, the total liabilities test
would capture all the liabilities and margin requirements incurred as a
result of the regulated activities. As a result, requiring the firm to
maintain the highest of the required liquid capital and paid-up share
capital that are applicable to the regulated activities would be sufficient
for financial resources purposes.

Take, for example, a licensed corporation that is licensed for 5
regulated activities. dealing in securities, dealing in futures contracts,
advising on securities, advising on futures contracts and leveraged
foreign exchange trading. Under the draft Rules, this licensed
corporation is only required to maintain minimum liquid capital of $15
million (subject to any increase made necessary by the total liabilities
test) and paid-up share capital of $30 million, being the highest of the
requirements as applicable to leveraged foreign exchange trading.

If these different regulated activities were to be conducted by 5
different licensed corporations, in aggregate terms, these corporations
would need to maintain minimum liquid capital of $27 million and
paid-up share capital of $50 million.



(d)

(€)

(f)

We believe that the draft Rules with these capital savings can prove
most useful to the market for raising their return on capital and
improving the quality of services provided to clients.

This also marks a very important first step taken by the SFC in the
direction of de-regulation.

For those advisers and asset managers that are subject to a licensing
condition that they shall not hold client assets, they should maintain
liquid capital with the monetary requirement set at $100,000. In other
cases, the monetary requirement would be raised to $3 million and in
addition, they should maintain paid up share capital of not less than $5
million.

For those advisers and asset managers that are not in a position to hold
client assets, when it isimportant that they should still have reasonably
sufficient liquid funds to ensure they remain a going concern, their
failure should not have a direct financial impact on their clients save
for inconvenience brought about by disruption of services rendered.
As a consequence, the liquid capital that they should be required to
maintain should be significantly less.

Leveraged foreign exchange traders should maintain minimum liquid
capital set at the higher of

0] $15 million; and

(i)  the sum of 5% of total liabilities and 1.5% of aggregate gross
positions (*AGP’) for al foreign currencies excluding
positions with a recognized counterparty.

The $15 million liquid capital requirement has been reduced from the
existing $25 million requirement in accordance with the
recommendation made by the 1996 Review of the Leveraged Foreign
Exchange Trading Regulatory System (the “LFET Review”).

As part of the rationalisation process, the total liabilities test (being the
cornerstone of the liquid capital requirement) should be applied also to
leveraged foreign exchange traders.

The 1.5% AGP requirement is derived from the existing requirement in
the LFET(FR)R which limits AGP to 60 times the liquid capital of a
leveraged foreign exchange trader.

Providers of automated trading services should be treated on the same
basis as securities and futures dealers.

Paragraph 15 of the Guidelines for the Regulation of Automated
Trading Services (issued by the Commission in February 2002)
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15.
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concludes that the FRR requirement applicable to ATS providers
should generally be commensurate with that applicable to licensed
dealers. An exception should be made where an ATS involves the
novation of settlement obligations and provision of settlement
guarantees. In this case, the SFC would seek to apply international
best practices. Instead of proposing a monetary requirement for this
activity now, we believe that this should be stipulated on a case-by-
case basis, probably by way of licensing conditions.

Apart from excluding liabilities corresponding to client money held in
accordance with the Securities and Futures (Client Money) Rules, the
total liabilities test should also exclude liabilities corresponding to
client money held overseas provided that such money is maintained in
separate accounts with any authorized financial institution or approved
bank outside Hong Kong.

The exclusion in the existing FRR is limited to money held in
accordance with the Securities Ordinance and the Commodities
Trading Ordinance. Given that the Securities and Futures (Client
Money) Rules would not apply to client money held overseas, we
would need an extension in order to avoid any undue burden for
licensed corporations that provide dealing services in overseas markets
and in particular, asset managers that hold client money in
trust/segregated accounts outside Hong Kong.

Haircut deduction applicable to local stocks

We propose to change the existing haircut deduction structure so that

(@

(b)

a 15% haircut would be applied to Constituent stocks of the Hang Seng
Hong Kong LargeCap Index; and

Constituent stocks of the Hang Seng Hong Kong LargeCap Index are
considered to be of the same standing as constituent stocks of the Hang
Seng Index. Hence, they should attract the same haircut.

a 20% haircut would be applied to Constituent stocks of the Hang Seng
Hong Kong MidCap Index.

Hang Seng Hong Kong MidCap Index can be used to identify the
middle ranking stocks now that the old Hang Seng 100 Index has been
abolished.

Treatment of cash clients

More and more cash clients are now permitted to roll their balance provided
that any net trade receivable is adequately covered by the securities held in
safe custody by the securities dedler.
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16. Whereas we maintain that receivables from and payables to the same cash
client should generally be treated on a gross basis, we propose to give
securities dealers an option to set off receivables from and payables to the
same cash client and include any net receivable in liquid assets provided that
the amount for each client so included shall not exceed the market value less
applicable haircut (hereafter referred to as “admissible value”) of all securities
held by the licensed corporation for or on behalf of that client.

17.  Both account balance and stock balance should be computed on the trade date
basis and this option is only available where the dealer has obtained the
authority of the client -

@ to set off transactions; and

(b) to dispose of the client's securities which are held in its custody when
the client failsto meet any liability he owes.

Treatment of margin accounts

18.  We propose to retain the newly added “illiquid collateral haircut” and “gearing
adjustment” in the draft Rules. In addition, we also propose to drop the
grouping of related securities in the calculation of the concentration
discounting factor; this should simplify the calculation and reduce compliance
work.
Leveraged foreign exchange trading

19.  We propose that -

@ for cross-currency transactions', leveraged foreign exchange traders
need only collect 1 set of margin;

Thisisin accordance with recommendation made in the LFET Review.
and
(b) locked positions® held by the same client (except omnibus account) in
the same currency should be counted as one position for the purpose of
margin requirements and AGP calculations.
The 1996 LFET Review concluded that allowance should be given for
locked positions as they do not pose any risk until the client decides to
unlock the position by closing out either leg of the position, in which
case the exposure will still be on one side of the position.

List of overseas markets

1 A crosstradeis one in which the client takes a position between two currencies other than the USS.
2 where the client simultaneously holds an equal long and short position in the same currency



20.

21.

22.

23.

24,

We propose to add Malaysian Derivatives Exchange Berhad and Korea
Futures Exchange to our list of specified exchanges (so that amounts
receivable from, or cash deposited with their clearing houses, or clearing
members of these clearing houses can be included as liquid assets) as we
recognize that they are subject to comparable regulatory controls.

Introduction of transactions

The existing FRR acknowledge that there are dealers that do not book amounts
receivable and payable on their balance sheet when they introduce transactions
even though they may be subject to the recourse of clients or other dealers to
whom they have introduced the transactions. In these circumstances, the
dealers are required to make an adjustment to the extent that the aggregate of
their total liabilities and the consideration of unsettled trades exceeds $60
million. An express agreement or a clear market practice is currently required
to establish whether there is recourse or not.

We understand that there may not be express agreement where the Hong Kong
entity introduces transactions to an overseas affiliate. We accordingly propose
an exception be made where the licensed corporation introduces transactions
to another dealer for execution or clearing where that other dealer

@ isin the same group of companies as the licensed corporation; and

(b) has a direct broker-client relationship with the clients whose
transactions have been introduced thereto by the licensed corporation
and the licensed corporation is not legaly liable to the client for
settlement of such transactions or fault of that other dealer.

Financial return

We propose to consolidate the FRR Return and the LFET(FR)R Returns and
rationalise them where appropriate. Under section 402 of the SFO, the SFC
can specify the form in respect of these returns by notice published in the
Gazette. On this basis, we have not included the draft returns in the draft
Rules. However, the main proposals will still be covered in this Consultative
Document in the usual manner.

Our major proposalsinclude:

@ electronic filing of financial return, with a digital signature attached,
should become mandatory;

Automatic uploading of data into the SFC databases is essential for
timely assessment of the solvency of firms and accurate assessment of
the risks involved in any firm’'s regulated activities. This, in turn, can
ensure more effective regulation of the industry and management of its
risks in the interests of investor protection and systemic stability.
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Moreover, the firms should also be able to benefit from the built-in
validation checks to reduce input errors.

(b) advisers and asset managers that are subject to the licensing condition
that they shall not hold client assets should submit financial return on
semi-annually as regard June and December only; those that are not
subject to such a condition should submit financial return on a monthly
basis,

(c) there should be segmental reporting for client assets, number of active
clients, turnover, income and expenses arising from different regulated
activities;

(d) licensed corporations should be able to elect to use their own fiscal
month-ends as their FRR return reporting date. Such election should
be notified to the Commission in writing, setting out the basis of how
such fiscal month-ends are set and any subsequent change should
require prior written approval from the Commission;

(e the report on proprietary derivative positions which is required to be
submitted at monthly intervals by the FRR should only be submitted
on aquarterly basis as regard March, June, September and December;

()] a number of additional disclosures should be made, such as
management fee receivable from or payable to group companies or
related parties of the licensed corporation.

Transitional arrangement

We propose to allow a period of 3 months before exempt dealers and exempt
investment advisers that are not authorized institutions, are required to comply
with the new Rules. This should give them sufficient time to institute the
necessary capital and system changes.

Since sole proprietors and partnerships shall be grandfathered into the new
regime by being deemed to be licensed corporations, they cannot comply with
the paid-up share capital requirement until such time as they have completed
the process of incorporating and obtaining their new licence as such.

The draft Rules will contain transitional provisions so that "paid-up share
capital” can be taken to mean capital accounts until such time as these sole
proprietors and partnerships have completed the process of incorporating and
obtaining their new licence as such and require them to account for amounts
receivable from, and payable to, themselves as amounts receivable from, and
payable to, third party clients. This, in fact, is no different from the prevailing
requirement in the existing FRR.
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SECURITIES AND FUTURES (FINANCIAL RESOURCES) RULES

(Made by the Securities and Futures Commission under
section 145(1) of the Securities and Futures Ordinance
(Ord. No. 5 of 2002) after consultation with the

Financial Secretary)

PART 1

PREL IMINARY

1. Commencement

These Rules shall come iInto operation on the day
appointed for the commencement of Part VI of the

Ordinance.

2. Interpretation
In these Rules, wunless the context otherwise

requires —

"adjusted liabilities” ( ) for the purpose of
calculating the variable required liquid capital of
a licensed corporation, means the sum of its on-
balance sheet liabilities including provisions, but

excluding —



@

amounts payable to clients in respect of —

)

~
-
-
-
o/

client money held by it 1In a
segregated account in accordance with
the Securities and Futures (Client
Money) Rules, made by the Commission
under section 149 of the Ordinance;
client money held by it 1iIn a
segregated account with an approved
bank 1ncorporated outside Hong Kong
and, to the extent not covered in
subparagraph (i) above, with an
authorized financial iInstitution;

in relation to futures contracts or
options contracts traded on behalf of
its clients, cash balances held by it
in a segregated account maintained
with a futures or options clearing
house; and

in relation to futures contracts or
options contracts traded on behalf of
its clients, cash balances held as
margin with a Tfutures dealer, a
clearing participant or a clearing

member of a futures or options

clearing house; and



(b) approved subordinated loans;

[cf. s.2 FRR “total liabilities”]

"advising on corporate finance™ ( ) has the
meaning assigned to it In Part 2 of Schedule 5 to
the Ordinance;

[new]

"advising on futures contracts™ ( ) has the
meaning assigned to it In Part 2 of Schedule 5 to
the Ordinance;

[new]

"advising on securities” ( ) has the meaning
assigned to it iIn Part 2 of Schedule 5 to the

Ordinance;
[new]

""aggregate gross foreign currency position™ (
) means the aggregate of the gross foreign currency

positions in all foreign currencies of a licensed
corporation licensed for leveraged foreign exchange
trading, excluding positions with a recognized

counterparty;
[cf. s.2 LFET FRR]

"amount of margin required to be deposited” (
) means the sum of money or other Tform of

security required to be deposited as margin upon

opening a position or for maintaining an existing



position in a futures contract or an options
contract, 1including all subsequent or maintenance
margin deposits required from time to time until
that position 1is closed out, calculated as the
highest prevailing margin amount set by -

(a) the exchange company operating the
relevant market in which the Tfutures
contract or options contract iIs traded;

(b) the futures or options clearing house who
registers such trade;

(c) the agent who executes such trade for the
licensed corporation;

(d) the counterparty who executes such trade
with the licensed corporation; and

(e) the licensed corporation itself;
[cF. s.2 FRR]

"approved bank iIncorporated outside Hong Kong™ (
) means a bank incorporated

outside Hong Kong which 1is 1incorporated under the
law or other authority of -
(a) a prescribed country; or
(b) any jurisdiction outside Hong Kong which
is approved by the Commission under

section 60(1),



including its branches and wholly owned subsidiaries
which are banks, within the meaning of Part 1 of

Schedule 1 to the Ordinance;

[cF. s.2 FRR and "bank incorporated outside HK"™ in Part 1 of Schedule

1 to the Ordinance]

"approved credit rating agency™ ( ) means a
person approved as such by the Commission under
section 60(1)(b);

[new]

"approved redeemable shares™ ( ) means shares
in the share capital of a licensed corporation which
are redeemable at the option of the holder of the
shares or the licensed corporation and approved by

the Commission under section 60(5)(a);

[cF. s.2 FRR]

“approved securities borrowing and lending counterparty”

C ) means —

(a) a recognized clearing house; or
(b) a person approved as such by the
Commission under section 60(1)(c);
[cf. s.2 FRR]

"approved stand-by subordinated loan facility” (
) means a loan facility provided to a

licensed corporation licensed for dealing in
securities, dealing In futures contracts, leveraged

foreign exchange trading or securities margin



financing, which is approved by the Commission under
section 60(5)(c), under which the lender’s claim iIn
respect of any drawdown by the licensed corporation
iIs subordinated to the prior payment, or provision
for payment, in Tull of all claims of all other
present and future creditors of the licensed

corporation;
[cF. s.2 FRR]

"approved subordinated loan" ( ) means a loan

provided to a [licensed corporation, which is
approved by the Commission under section 60(5)(b),
under which the lender’s claim iIs subordinated to
the prior payment, or provision for payment, in full
of all claims of all other present and future

creditors of the licensed corporation;
[cF. s.2 FRR]

""asset management" ( ) has the meaning assigned to
It In Part 2 of Schedule 5 to the Ordinance;

[new]

“authorized financial institution” ( ) has the
meaning assigned to i1t In Part 1 of Schedule 1 to
the Ordinance, and in relation to —

(a) a bank, includes -
(1) any local branch, within the meaning
of section 2(1) of the Banking

Ordinance (Cap. 155); and



(i1) any wholly owned subsidiary that is a
bank;

(b) a restricted licence bank or a deposit-
taking company, 1In each case within the
meaning of section 2(1) of the Banking
Ordinance (Cap. 155), means —

(i) 1ts principal place of business 1in
Hong Kong; and
(i1) any local branch, within the meaning

of that section;

[cF. s.2 FRR and definition of "bank"™ in Part 1 of schedule 1 to the

Ordinance]

"automated trading services" ( ) has the

meaning assigned to it in Part 2 of Schedule 5 to
the Ordinance;

[new]

"clearing participant” ( ), In relation to a
futures or options clearing house, means —

(a) a clearing participant, within the meaning
of Part 1 of Schedule 1 to the Ordinance;
and

(b) a person who, in accordance with the rules
of a futures or options clearing house
outside Hong Kong, may participate in one
or more of the services provided by the

clearing house 1In 1ts capacity as a



clearing house and whose name 1is entered
in a list, roll or register kept by the
clearing house as a person who may
participate in one or more of the services
provided by the clearing house;

[new]

“collateral” ( ) means the shares specified in column
2 of Table 1, 2 or 3 in Schedule 1, other securities
specified in column 1 of Table 7 1in Schedule 1,
qualifying debt securities specified in column 1 of
Table 4 in Schedule 1 and special debt securities
specified in column 1 of Table 6 1in Schedule 1,
which are deposited as security —

(a) by a licensed corporation with another
person; or
(b) with a licensed corporation by a client,
and which —
(i) are unencumbered, in iIts possession
and readily realizable by it;

(i1) 1T held i1n Hong Kong, are encumbered
only by virtue of being lent,
deposited or pledged by i1t 1In
accordance with the requirements of
the Securities and Futures (Client

Securities) Rules, made by the



Commi

ssion under section 148 of the

Ordinance; or

(ini) if held outside Hong Kong, are

encumbered only by virtue of being

deposited with or pledged to —

A

(B

©

[cF. s.2 FRR]

“collateralized warrants”

warrants listed on

an authorized financial
institution or approved bank
incorporated outside Hong Kong;
a person who 1s licensed,
registered or authorized by an
authority or regulatory
organization outside Hong Kong
for a regulated activity which,
if It were carried on iIn Hong
Kong would constitute dealing iIn
securities or dealing In futures
contracts; or

a fTutures or options clearing
house or i1ts clearing member or
clearing participant to secure
its obligation to meet its
clearing obligations or

liabilities;

( ) means derivative

a recognized stock market in



respect of which the 1issuer owns all of the
underlying securities or other assets to which the
warrants relate and grants a charge over those
securities or assets in fTavour of an iIndependent
trustee which acts for the Dbenefit of the
warrantholders;

[cF. s.2 FRR]

“common clients” ( ) means clients of a licensed
corporation licensed for dealing iIn securities who
are also clients of a licensed corporation licensed
for securities margin financing and whose dealings
in securities through the first mentioned
corporation are settled on their behalf by the
second mentioned corporation;

[cF. s.2 FRR]

"concentration discounting Tfactor™ ( ) 1iIn
relation to securities received as collateral by a
corporation licensed for dealing 1In securities or
securities margin financing from margin clients,
means —

(a) where the securities are listed shares
issued by a corporation which 1Is the
issuer of a constituent stock of the Hang
Seng Index or the Hang Seng Hong Kong
LargeCap Index, the lower of —

(1) 1; and

10



(b)

©

(i1) the factor derived by dividing 20% of
the total market value of all
collateral received from all margin
clients by the total market value of
those  securities which are  so
received as collateral;

to the extent not already covered in
paragraph (a) above, where the securities
are listed shares issued by a corporation
which is the issuer of a constituent stock
of the Hang Seng Hong Kong MidCap Index,
the lower of —

(i) 1; and

(i1) the factor derived by dividing 15% of
the total market value of all
collateral received from all margin
clients by the total market value of
those  securities which are  so
received as collateral;

to the extent not already covered in
paragraph (a) or (b) above, where the
securities are listed shares issued by a
corporation 1incorporated in Hong Kong or
elsewhere, the lower of —

(1) 1; and

11



(i1) the factor derived by dividing 10% of
the total market value of all
collateral received from all margin
clients by the total market value of
those  securities which are  so
received as collateral; and

(d) where the securities are listed warrants
issued by a corporation iIncorporated 1in
Hong Kong or elsewhere, the lower of —
(i) 1; and

(i1) the factor derived by dividing 10% of
the total market value of all
collateral received from all margin
clients by the total market value of
those warrants which are so received
as collateral;

[cF. s.2 FRR]
"dealing in futures contracts”™ ( ) has the
meaning assigned to i1t In Part 2 of Schedule 5 to

the Ordinance;
[new]

"dealing iIn securities” ( ) has the meaning assigned

to 1t in Part 2 of Schedule 5 to the Ordinance;

[new]

12



"digital signature” ( ) has the meaning assigned to

it in the Electronic Transactions Ordinance (Cap.

553);

[new]

"exchange participant” ( ) in relation to a

specified exchange, means -

@

(b)

[new]

an exchange participant within the meaning
of Part 1 of Schedule 1 to the Ordinance;
and

a person who, in accordance with the rules
of the exchange, may trade through that
exchange or on any market operated by that
exchange and whose name is entered iIn a
list, roll or register kept by the
exchange as a person who may trade through
that exchange or on any market operated by

that exchange;

"excluded liabilities™ ( ) in relation to the on-

balance sheet liabilities of a licensed corporation,

means amounts payable to clients in respect of —

@

client money held by it iIn a segregated
account in accordance with the Securities
and Futures (Client Money) Rules, made by
the Commission under section 149 of the

Ordinance;

13



(b) client money held by it in a segregated
account with an approved bank incorporated
outside Hong Kong and, to the extent not
covered iIn paragraph (a) above, with an
authorized financial iInstitution; and

(c) iIn relation to futures contracts or
options contracts traded on behalf of its

clients, cash balances held by it iIn a

segregated account maintained with a
recognized clearing house;

[new]

"FinNet"” ( ) means the secure private network
operated by FinNet Limited for interconnecting,
among others, licensed corporations and the
Commission;

[new]

“floating losses” ( ) means unrealized Ilosses
calculated by marking to market open positions In —

(a) foreign currency contracts; and
(b) futures contracts or options contracts;

[cf. s.2 LFET FRR]

“floating profits” ( ) means unrealized profits
calculated by marking to market open positions In —

(a) foreign currency contracts; and

(b) futures contracts or options contracts;

[cF. s.2 LFET FRR]

14



"foreign currency” ( ) in relation to a licensed

corporation, means any currency other than —

(a) the currency used, or intended to be used,
by 1t in its annual accounts; and

(b) any currency which has an exchange rate
which is linked to the currency referred
to in paragraph (a);

[cf. s.2 FRR, s.2 LFETO]

“foreign exchange agreement” ( ) means an agreement
other than a futures contract or an options contract,
whereby 2 parties agree to exchange different
currencies at a future time;

[cf. s.2 FRR, s.2 LFET FRR]

“free delivery” ( ) means —

(a) a delivery of securities by a seller of
securities which takes place 1irrespective
of whether the seller has received payment;
or

(b) a payment made by a purchaser of
securities in settlement of a liability
arising from a purchase of securities,
irrespective of whether the securities

have been delivered;
[cF. s.2 FRR]

"futures contract” ( ) other than for the purposes

of the definition of dealing in futures contracts,

15



has the meaning assigned to it in Part 1 of Schedule
1 to the Ordinance except that i1t does not include

an opt ions contract;

[new]
"futures dealer™ ( ) means —
(a) a licensed corporation licensed for
dealing in futures contracts; and
(b) a person licensed, registered or
authorized by an authority or regulatory
organization outside Hong Kong for an
activity which, if carried on in Hong Kong,
would constitute dealing in futures
contracts;
[new]
"futures non-clearing dealer™ ( ) means a

licensed corporation licensed for dealing in futures
contracts which i1s an exchange participant, but 1is

not a clearing participant;
[cF. s.2 FRR]

"futures or options clearing house”™ (
)means —

(a) a recognized clearing house, within the
meaning of Part 1 of Schedule 1 to the
Ordinance; and

(b) a person -

16



(i) whose activities or objects include
the provision of services for —

(A) the clearing and settlement of
transactions in futures
contracts or options contracts;
or

(B) the day-to-day adjustment of the
financial position of futures
contracts or options contracts,

effected on a specified exchange, or
subject to the rules of a specified
exchange; or

(i1) who guarantees the settlement of any
such transactions as are referred to

in subparagraph (i),

but does not include a corporation
operated by or on behalf of the Government;
[cF. s.2 FRR]
""gross foreign currency position” ( ) 1In
relation to a foreign currency, means the total of —
(a) the aggregate of the value of assets,
other than fixed assets, beneficially
owned by a licensed corporation which are
denominated in the foreign currency

together with the amount of the foreign

17



currency which i1t is obliged to purchase
under any contract; and
(b) the aggregate of the on-balance sheet
liabilities of the licensed corporation,
other than excluded liabilities, which are
denominated in such foreign currency
together with the amount of that foreign
currency which it is obliged to sell under
any contract,
except that each pair of outstanding contracts that
the licensed corporation holds with a client (other
than a client whose account with the licensed
corporation is an omnibus account), where —
(i) one contract of the pair is intended
to exchange an amount iIn a currency
("A") for an amount in another
currency (''B'"); and
(i1) the other contract of the pair 1is
intended to exchange the same amount
in the other currency ('B") for an
amount of the first-mentioned
currency ("A™),
shall, notwithstanding section 12, be treated as one

contract.

[cF. "gross position" s.2 LFET FRR]
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“group of related margin clients” ( ) means

any two or more margin clients of a licensed
corporation licensed for dealing iIn securities or
securities margin financing —

(a) of whom one 1is the spouse of another
margin client;

(b) of whom one i1s in control, either alone or
with his spouse, of 35% or more of the
voting rights of that other margin client
or each of those other margin clients; or

(c) which are members of the same group of
companies;

[cF. s.2 FRR]

“haircut amount” ( )in relation to any shares
specified in column 2 of Table 1, 2 or 3 in Schedule
1, other iInvestments specified in column 1 of Table
8 1In Schedule 1, other securities specified 1In
column 1 of Table 7 in Schedule 1, qualifying debt
securities specified In column 1 of Table 4 in
Schedule 1 and special debt securities specified 1iIn
column 1 of Table 6 of Schedule 1, means an amount
equal to 1i1ts market value multiplied by the

applicable haircut percentage;

[cF. s.2 FRR]
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“haircut percentage” ( ) in relation to —

@

(b)

©

(@

O

[cF. s.2 FRR]

any shares specified in column 2 of Table
1, 2 or 3 in Schedule 1, means the
applicable percentage specified in column
3 of the relevant Table;

other i1nvestments specified in column 1 of
Table 8 in Schedule 1, means the
applicable percentage specified in column
2 of the Table;

other securities specified in column 1 of
Table 7 in Schedule 1, means the
applicable percentage specified in column
2 of the Table;

qualifying debt securities specified in
column 1 of Table 4 in Schedule 1, having
regard to the term to maturity specified
in column 1 of Table 5, means the
aggregate of the applicable percentages
specified in column 2 of Table 4 and in
column 2 or 3 (as the case may be) of
Table 5 in Schedule 1; and

special debt securities specified in
column 1 of Table 6 iIn Schedule 1, means
the applicable percentage specified in

column 2 of the Table;
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“initial margin requirement” ( ) means the sum

of money or other form of security required to be
deposited as margin upon opening a position In a
futures contract or an options contract, calculated
as the highest prevailing margin amount set by -

(a) the exchange company operating the
relevant market in which the futures
contract or options contract is traded;

(b) the futures or options clearing house who
registers such trade;

(c) the agent who executes such trade for the
licensed corporation;

(d) the counterparty who executes such trade
with the licensed corporation; and

(e) the licensed corporation itself;

[cF. s.2 FRR]

“Interest rate swap agreement” ( ) means an
agreement whereby 2 parties agree to exchange a
series of interest payments over time;

[s.2 FRR]

“in-the-money amount” ( ) means, in relation to —

(a) a call stock options contract, N x (M — S)

(b) a put stock options contract, N x (S - M)

(c) a call warrant on shares, N x (M — S)

(d) a call options contract on an asset other

than shares, M — S
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(e) a put options contract on an asset other
than shares, S — M,
where —
"N equals the number of shares underlying the
options contract or warrant;
"M equals the market value of the share or
asset underlying the options contract or
warrant; and
"S" equals the strike price of the options
contract or the exercise price of the warrant,
and “in-the-money”, in relation to an options

contract or warrant, shall be construed accordingly;
[cF. s.2 FRR]

"introducing agent” ( ) means a licensed
corporation which has been approved by the
Commission as an introducing agent under section
60(4);

[cF. "introducing broker", s.2 FRR and "leveraged foreign exchange

trading introducing agent", s.2 LFET FRR]

"leveraged foreign exchange trading”™ ( ) has

the meaning assigned to it in Part 2 of Schedule 5
to the Ordinance;

[new]
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“liquid assets” ( ), in relation to a licensed

corporation, means such assets as are prescribed in

Division 2 of Part 3;
[cf. s.2 FRR & s.2 LFET FRR]

“liquid capital” ( ) means the amount by which

liquid assets exceeds ranking liabilities;
[s.2 FRR & s.2 LFET FRR]

“listed” ( ) in relation to securities, means listed or
traded on any stock market;

[new]

"margin client” ( ) means -

(a) iIn relation to a licensed corporation
licensed for dealing 1In securities, a
client to whom the licensed corporation
provides securities margin financing; or

(b) a client of a [licensed corporation
licensed for securities margin financing;

[cF. s.2 FRR]

“marking to market” ( ) means the method or
procedure of adjusting the valuation of open
positions to reflect current market values;

[s.2 LFET FRR]

"mutual fund™ ( ) means any arrangement made for the
purpose, or having the effect, of providing
facilities for investment iIn shares In a corporation

which 1s or holds 1itself out as being engaged
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primarily in the business of investing, reinvesting
or trading iIn securities and which is offering for
sale or has outstanding any redeemable shares of
which it is the issuer;

[new, for the purposes of paragraph (b), Table 7 of Schedule 1]

“net position” ( ) i1in relation to a foreign currency,
means the difference between —

(a) the aggregate of the value of assets,
other than fixed assets, beneficially
owned by a licensed corporation which are
denominated in the foreign currency
together with the amount of the foreign
currency which i1t i1s obliged to purchase
under any contract; and

(b) the aggregate of the on-balance sheet
liabilities of the licensed corporation,
other than excluded liabilities, which are
denominated in such foreign currency
together with the amount of such foreign
currency which it i1s obliged to sell under
any contract;

[cF. s.6(3)(a) LFET FRR]

“non-collateralized warrants” ( ) means derivative
warrants listed on a recognized stock market in
respect of which the performance of the issuer’s

obligations i1s secured other than by a charge over
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the underlying securities or other assets to which
the warrants relate;
[cf. s.2 FRR]

"options contract” ( ) means a contract which gives
the holder the option or right, exercisable at or
before a time specified in the contract to —

(a) buy, whether by way of issue or transfer,
or sell a specified quantity of securities
or other property; or

(b) be paid an amount of money calculated by
reference to the value of such securities,
futures contracts or other property or
index, as may be specified In the contract;

[new]

“other investments” ( ) means the items
specified in column 1 of Table 8 in Schedule 1;

[cF. s.2 FRR]

“other securities” ( ) means the securities
specified in column 1 of Table 7 in Schedule 1;

[cF. s.2 FRR]

“out-of-the-money amount” ( ) means, in relation to —

(a) a call stock options contract, N x (S — M)
(b) a put stock options contract, N x (M — S)

(c) a call warrant on shares, N x (S — M),

25



where —
"N equals the number of shares underlying the
options contract or warrant;
"M equals the market value of the share
underlying the options contract or warrant;
"S" equals the strike price of the options
contract or the exercise price of the warrant,
and “out-of-the-money”, 1i1n relation to an options
contract or warrant, shall be construed accordingly;

[cf. s.2 FRR]

"prescribed country' ( ) means —

(a) a country belonging to the Organization for
Economic Co-operation and Development; and
(b) Singapore;

[new, cf. "OECD countries"™ s.2 FRR]

“qualifying debt securities” ( ) means
debenture stock, loan stock, debentures, bonds,
notes and any securities or other instruments
acknowledging, evidencing or creating indebtedness —

(a) which are issued or guaranteed by —
(i) the central government or central

bank of the People’s Republic of

China;
(i1) the Government; or
(iii1) the Hong Kong Exchange Fund;
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(b) which are issued by the Hong Kong Mortgage
Corporation;
(c) which are listed on a recognized stock
market;
(d) the issuer of which has at least one issue
currently rated by —
(i) Moody’s Investor Services at either
Baa or Prime-3 or above;
(i1) Standard & Poor’s Corporation at
either BBB or A-3 or above; or
(iii) an approved credit rating agency at
or above a grade specified by the
Commission; or
(e) the guarantor of which has at least one
issue currently rated by —
(1) Moody~’s Investor Services at either A
or Prime-2 or above;
(11) Standard & Poor’s Corporation at
either A or A-2 or above; or
(ii1) an approved credit rating agency at
or above a grade specified by the
Commission,
but does not include special debt securities, 10Us
and securities or instruments acknowledging,
evidencing or creating subordinated debts or debts

due from one corporation within a group of companies
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to another corporation within that group, if the
holder 1s a member of that group;

[cf. s.2 FRR & s.2 LFET FRR "recognized debt securities']

“ranking liabilities” ( ) in relation to a licensed
corporation, means the Hliabilities and financial
adjustments prescribed in Division 3 of Part 3;

[cf. s.2 FRR]

"recognized certificate”™ ( ) means a certificate
issued by a recognized certification authority, in
each case within the meaning of the Electronic
Transactions Ordinance (Cap. 553), to and in the
name of a licensed corporation which is within the
validity of that certificate within the meaning of
section 6(2) of that Ordinance;

[new]

"recognized certification authority” ( ) has the
meaning assigned to it in the Electronic
Transactions Ordinance (Cap. 553);

[new]

“repurchase transaction” ( ) means a sale of
securities whereby the seller 1i1s obliged to
repurchase from the purchaser, or the purchaser is
obliged to resell to the seller, securities of the
same description at a pre-determined price and date;

[cf. s.2 FRR]
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"required liquid capital deficit” ( ), in
relation to a licensed corporation, means the amount
by which the liquid capital 1t 1iIs required under
section 6 to maintain exceeds the amount of [liquid
capital 1t maintains;

[cF. "liquid capital deficiency" s.2 FRR]

"securities dealer” ( ) means —

(a) a licensed corporation licensed for
dealing In securities; and

(b a person licensed, registered or
authorized by an authority or regulatory
organization outside Hong Kong for an
activity which, if carried on 1In Hong Kong,
would constitute dealing In securities;

[cF. S.2 FRR]

"securities margin financing" ( ) —

(a) 1n relation to an activity carried on by a
licensed corporation means providing a
financial accommodation in order to
facilitate —

(1) the acquisition of securities listed
or traded on any stock market,
whether a recognized stock market or
any other stock market outside Hong

Kong; and
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(b)

[cF. s.2 FRR]

(i1) (where applicable) the continued
holding of those securities; and

in relation to a regulated activity for

which a licensed corporation is licensed,

has the meaning assigned to i1t in Part 2

of Schedule 5 to the Ordinance;

"segregated account™ ( ) means —

@

a segregated account within the meaning of
section 2 of the Securities and Futures
(Client Money) Rules, made by the
Commission under section 149 of the

Ordinance; or

(b) an account for holding client money which
is separate from a licensed corporation®s
house account;

[new]
“settlement date” ( ) in relation to any dealing iIn

securities, means —

@

(b)

in relation to transactions effected on a
stock market, the date on which payment
for the securities 1is first due in
accordance with the rules of the exchange
company that operates the stock market; or

in relation to any other transactions, the

date on which payment for the securities
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is first due as agreed between the parties
to the transaction,
but in either case, not exceeding 20 business days
after the trade date;

[cF. s.2 FRR]

“short selling” ( ) means a sale of securities where at
the time of the sale —

(a) the seller does not have a presently
exercisable and unconditional right to
vest the securities in the purchaser of
them; or

(b) the seller has a presently exercisable and
unconditional right to vest the securities
in the purchaser of them by virtue of
having entered into a securities borrowing
and lending agreement;

[cf. s. 2 FRR]

“special debt securities” ( ) means indexed
bonds, convertible debt securities, bonds with non-
detachable warrants and non-interest bearing debt
securities —

(a) which are issued or guaranteed by-—

(1) the central government or central
bank of the People’s Republic of
China;

(11) the Government; or
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(iii1) the Hong Kong Exchange Fund;
(b) which are issued by the Hong Kong Mortgage
Corporation;
(c) which are listed on a recognized stock
market;
(d) the issuer of which has at least one issue
currently rated by —
(1) Moody’s Investor Services at either
Baa or Prime-3 or above;
(i1) Standard & Poor’s Corporation at
either BBB or A-3 or above; or
(1i1) an approved credit rating agency, at
or above a grade specified by the
Commission; or
(e) the guarantor of which has at least one
issue currently rated by —
(i) Moody’s Investor Services at either A
or Prime-2 or above;
(i1) Standard & Poor’s Corporation at
either A or A-2 or above; or
(iii1) an approved credit rating agency, at
or above a grade specified by the
Commission,
but does not include 10Us and securities or
instruments acknowledging, evidencing or creating

subordinated debt or debt due from one corporation
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within a group of companies to another corporation
within the group, if the holder is a member of that
group;

[cf. s.2 FRR]

"specified licensing condition™ ( ), in relation
to a licensed corporation licensed for advising on
securities, advising on futures contracts, advising
on corporate finance or asset management, means the
licensing condition that the licensed corporation
shall not hold client assets;

[new]

"specified exchange™ ( ) means an exchange
specified 11n Schedule 2 and, where appropriate,
includes a stock or futures market operated by such
an exchange;

[new]

““stock futures contract” ( ) means a contract
which 1s traded on a specified exchange, the effect
of which is that —

(a) one party agrees to deliver to the other
party at an agreed future time an agreed
quantity of a specific share at an agreed
price; or

(b) the parties will make an adjustment
between themselves at an agreed future

time according to whether at that time an
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agreed quantity of a specific share 1is
worth more or less than a value agreed at

the time the contract is made;

[cF. s.2 FRR]

“stock options contract” ( ) means a contract

which 1s traded on a specified exchange, the effect
of which is that one party agrees to provide to the
other party the right to purchase or sell at an
agreed price an agreed quantity of a specific share

at or before an agreed future time;

[cF. s.2 FRR]

“trade date” ( ) in relation to any dealing in

[new]

securities, futures contracts, options contracts and
leveraged foreign exchange contracts, means —

(a) iIn the case of transactions on any stock
market, the date on which the transaction
was effected; and

(b) in any other case, the date on which the

agreement between the parties was made;

"trader™ ( ) means a licensed corporation licensed

for dealing iIn securities or dealing in futures
contracts which does not hold client assets or
handle clients” orders and, 1iIn respect of the

regulated activity for which 1t 1is licensed,

conducts no business other than effecting, or



offering to effect, dealings iIn securities, futures

contracts or options contracts for 1ts own account;

[cf. s.2 FRR]

"unit trust” ( ) means any arrangement made for the

[new,

purpose, or having the effect, of providing
facilities fTor the participation by persons as
beneficiaries under a trust, iIn profits or income
arising from the acquisition, holding, management or
disposal of securities or any other property

whatsoever.

for the purposes of paragraph (b) of Table 7 in Schedule 1]

Accounting practices
(1) A licensed corporation —

(a) shall account for all assets and
liabilities i1n accordance with generally
accepted accounting practices, unless
otherwise specified in these Rules;

(b) shall account for all assets and
liabilities In a way that recognizes the
substance of a transaction, arrangement or
position including, for example,
accounting Tfor a structured bond as a
derivative product and not as a debt

security; and
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(c) shall not, without the Commission’s prior
written approval, adopt an accounting
practice that 1is 1nconsistent with this
section.

[s-4 FRR, s. 3 LFET FRR ((a) only)]

(2) Subject to subsection 3), a licensed
corporation shall not without the Commission®s prior
written approval change any of i1ts accounting practices
in a way that may materially effect the amount of liquid
capital or paid-up share capital that it maintains or is
required under Part 2 to maintain.

(3) Subsection (2) does not apply to any change of
the generally accepted accounting practices in accordance
with which its assets and liabilities are calculated as

required under subsection (1).

[s-32 FRR, s.9 LFET FRR]

PART 2

FINANCIAL RESOURCES REQUIREMENTS

4. Licensed corporations to maintain financial
resources
A licensed corporation shall have and at all times

maintain financial resources iIn the amount calculated in
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accordance with the requirements specified In this Part.

[cf. s.6 FRR & s.4 LFET FRR]

5. Paid-up share capital requirement for licensed
corporations
A licensed corporation other than —

(a) an introducing agent approved by the
Commission under section 60(4), except a
licensed corporation licensed for
leveraged foreign exchange trading;

(b) a trader;

(c) a futures non-clearing dealer; and

(d) iIn the case of a licensed -corporation
licensed for advising on corporate finance,
advising on futures contracts, advising on
securities or asset management, where it
is subject to the specified licensing
condition,

shall have and at all times maintain paid-up

share capital of not less than -

(1) where 1t 1i1s licensed for only one
regulated activity specified in
column 1 of Table A, below, the
corresponding amount specified in

column 2 of the Table; or
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(i1) where it is licensed for more than

one regulated activity, the higher or

highest corresponding amount for all

such regulated activities specified

in column 2 of the Table.

TABLE A

Regulated activity

Required paid-up

share capital

Dealing iIn securities -

(a) Where it provides securities margin | $10,000,000
financing;

(b) Others $5,000,000

Dealing in futures contracts $5,000,000

Leveraged foreign exchange trading —

(a) Where it i1s an introducing agent; $5,000,000

(b) Others $30,000,000
Advising on securities and not subject to

the specified licensing condition $5,000,000

Advising on futures contracts and not

subject to the specified licensing

condition $5,000,000

Advising on corporate finance and not

subject to the specified licensing

condition $5,000,000
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Providing automated trading services $5,000,000

Securities margin financing $10,000,000

Asset management and not subject to the

specified licensing condition $5,000,000

[cf. ss.9 & 10 FRR; s.4(1)(a) and (2)(a) LFET FRR]

6. Required liquid capital for licensed corporations

(1) A licensed corporation shall have and at all
times maintain liquid capital of not Iless than the
required liquid capital which i1s applicable to it.

(2) In this section -

“required liquid capital” ( ) in relation to a

licensed corporation, means an amount equal to the higher
of —
(a) where it 1i1s licensed for only one
regulated activity specified in column 1
of Table B, below, the corresponding
amount specified in column 2 of the Table;
or
(b) where 11t is licensed for more than one
regulated activity specified 1n column 1
of Table B, below, the higher or highest
corresponding amount for all such
regulated activities specified iIn column 2
of the Table; and

(c) 1its variable required liquid capital; and
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TABLE B

Regulated activity

Liquid capital

Dealing in securities —

(a) Where it is an introducing agent

or trader; $500,000
(b) Others $3,000,000
Dealing in futures contracts —

(a) Where i1t 1s an introducing agent,

futures non-clearing dealer or trader; $500,000
(b) Others $3,000,000
Leveraged foreign exchange trading —

(a) Where it is an introducing agent; $3,000,000
(b) Others $15,000,000
Advising on securities —

(a) Where it i1s subject to the

specified licensing condition; $100,000
(b) Others $3,000,000
Advising on futures contracts —

(a) Where it iIs subject to the

specified licensing condition; $100,000
(b) Others 3,000,000
Advising on corporate finance —

(a) Where 1t 1s subject to the

specified licensing condition; $100,000
(b) Others $3,000,000
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Providing automated trading services $3,000,000

Securities margin financing $3,000,000

Asset management —

(a) Where it iIs subject to the

specified licensing condition; $100,000
(b) Others $3,000,000
“variable required liquid capital” ( ) 1In

relation to a licensed corporation, means the sum of

(a) 5% of the aggregate of —

@am

~
-

(1) i1ts adjusted liabilities; and

the initial margin requirement 1in
respect of open positions in futures
contracts and options contracts held
by 1t on behalf of clients; and

the amount of margin required to be
deposited in respect of open
positions 1in futures contracts and
options contracts held by it on
behalft of clients, to the extent that
the futures contracts and options
contracts have not been subject to
the initial margin requirement
described iIn subparagraph (a@)(ii1);

and
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(b) where the licensed corporation is licensed
for leveraged foreign exchange trading,
1.5% of its aggregate gross foreign

currency position.

[cF. ss.6 & 10 FRR & s.4(1)(b)& (2)(b) LFET FRR]

7. Reliance upon approved stand-by subordinated Iloan
facility to relieve temporary liquid capital deficit
(1) This section applies to a licensed corporation
licensed for one or more of the following regulated
activities —

(a) dealing 1iIn securities, unless 1t 1Is an
introducing agent or a trader in respect
of that activity;

(b) dealing in futures contracts, unless it is
an introducing agent, a trader or a
futures non-clearing dealer in respect of
that activity;

(c) leveraged foreign exchange trading, unless
it iIs an introducing agent in respect of
that activity; and

(d) securities margin financing.

(2) Subject to subsection 3), a licensed
corporation which on a particular business day maintains

less than the required liquid capital that it is required
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under section 6(1) to maintain will not have breached
that requirement on that day provided —

(a) i1t i1s entitled to draw down at least the
amount of the required Uliquid capital
deficit under an approved stand-by
subordinated loan facility; and

(b) the required Hliquid capital that 11t 1is
required to maintain on that day is at
least 20% more than the required liquid
capital that i1t was required to maintain
at the close of business on the previous
business day, as a result of —

(i) iIn respect of dealing iIn securities,
an increase in the gross value of its
dealings i1n securities on behalf of
clients or aggregate amounts
receivable from margin clients or
both;

(i1) In respect of dealing iIn futures
contracts, an increase iIn open
positions in Tfutures contracts or
options contracts held by 1t on
behalt of clients;

(iti) in respect of leveraged foreign

exchange trading, an 1increase 1In



aggregate gross foreign currency
position;

(iv) in respect of any two or more of
dealing 1in securities, dealing 1In
futures contracts and leveraged
foreign exchange trading, one or more
of the circumstances described 1in
subparagraphs (1) to (ii1) that apply
to it; or

(v) In respect of securities margin
financing, an 1increase In aggregate
amounts receivable from margin
clients.

(3) Subsection (2) only applies to required liquid
capital deficits occurring on 5 or less business days

during any period of 2 consecutive months.

[cF. s.7 FRR]



PART 3

COMPUTATION OF LIQUID CAPITAL

Division 1 — General

8. Calculation of liquid capital
When calculating liquid capital, a licensed
corporation shall account for all assets, liabilities and

transactions in accordance with this Part.

[cf. s.11(1) FRR]

9. Calculations to be on trade date basis

A licensed corporation shall calculate all assets
and liabilities and transactions arising from any
regulated activity carried on by it, and from any dealing
in futures contracts, dealing In securities or trading in
leveraged foreign contracts, whether as principal or not,

on a trade date basis.

[cf. s.5(1)(a)FRR]

10. Determining quantities of securities and collateral
on a trade date basis
(1) A licensed corporation shall determine the
quantity of securities and collateral which i1t holds for
or on behalf of any of its clients on a trade date basis

by means of the formula (A + B) — C.



(2) For the purposes of the formula iIn subsection
1 -

"A" equals the quantity of the securities and
collateral held by the licensed corporation for or
on behalf of any of i1ts clients;
"B" equals the quantity of the securities which is
receivable by the licensed corporation in settlement
of a purchase of securities by or on behalf of any
of i1ts clients, where the purchase consideration has
been debited to the client"s account with the
licensed corporation; and
"C" equals the quantity of securities which 1s
deliverable by the licensed corporation in
settlement of a sale of securities by or on behalf
of any of i1ts clients, where the sale consideration
has been credited to the client"s account with the
licensed corporation.

(3) A licensed corporation shall determine the
quantity of securities and collateral held by it for its
own account by means of the formula (X + Y) — Z.

(4) For the purposes of the formula in subsection
3)-

"X equals the quantity of the securities held by

the licensed corporation to its own account;

"Y' equals the quantity of securities which 1s

receivable by the licensed corporation iIn settlement
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[new,

11.

of a purchase of securities by it for its own
account; and

"Z" equals the quantity of securities which 1is
deliverable by the licensed corporation in
settlement of a sale of securities by i1t for i1ts own

account.

cf. s.5(1)(b)FRR]

Valuations

Unless otherwise provided 1in these Rules, all

investments, trading positions and collateral held by a

licensed corporation shall be valued at market value,

except that —

(a) debt securities, In respect of which there
i1s no market price, shall be valued —

(i) at the average value of quotations
obtained from at Qleast 2 market
makers or, where in relation to any
debt securities there are less than 2
market makers, 2 third party banks,
licensed corporations or dealers
outside Hong Kong, who customarily
deal in such debt securities, or any

combination of 2 of such persons; or
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(b)

(i1) if quotations from at least 2 of the
persons specified in subparagraph (1)
are not available —

(A) at nil, in the case of Ilong
positions; and
(B) at the face value of the debt
securities, iIn the case of short
positions; and
securities which have been suspended from
trading for at least 3 business days or
ceased trading on the exchange on which
the securities were listed, shall be
valued —
(i) at nil, in the case of long positions;
and

(i1) at the last closing price before the

suspension or cessation of trading,

in the case of short positions,

and any reference in these Rules to the market value of

the securities referred to iIn paragraphs (a) and (b)

shall be construed accordingly.

[cF. s.5(2)FRR]

12. Pairs of transactions

A licensed corporation which enters into a pair of

transactions

in which its roles are opposite, but which



otherwise have identical or similar terms, shall account

for the transactions as separate transactions.

[cf. s.5(3)]

13. No set off

Unless otherwise provided in these Rules, the assets
and liabilities of a licensed corporation shall be
treated separately on a gross basis and shall not be set
off against each other except —

(a) balances held by it with a recognised
clearing house which may be set off under
the rules of the clearing house for
settlement purposes;

(b) amounts receivable by it from, and payable
by 1t to, the same person, which —

(i) do not arise from any regulated
activity carried on by it; and

(i1) 1n respect of which it has a legally
enforceable right to set off;

(c) amounts receivable by it from, and payable
by 1t to, the same client, which arise
from —

(1) dealings in securities which are due
to be settled on a cash-against-
delivery basis, which relate to the

same securities, provided it 1is
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authorized by the client to set off
those amounts;

(i1) dealings in securities in relation to
which it is authorized by its client
to set off those amounts, provided it
has opted for the set off of balances
due to and from the client under
section 23(2); or

(i11) the provision by it to that client of
securities margin financing; or

(d) iIn respect of dealings 1in securities by
the common clients of a licensed
corporation licensed for securities margin
financing and a licensed corporation
licensed for dealing in securities,
amounts receivable from and payable to one
another.

[cf. s.5(5) (@ (L) ()@ ()M (11)(F)(9)FRR]

14. Transactions in margined accounts

(1) Unless otherwise provided 1in these Rules, a
licensed corporation shall not set off amounts receivable
by it from, and payable by it to, the same client which
arise from transactions in different margined accounts
maintained with i1t by the client and In respect of which

the client has authorized it to set off such amounts, but
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it may instead apply any surplus cash, collateral and
bank guarantee which remains in any one of those margined
accounts (after all deductions from liquid assets and
financial adjustments required by this Part have been
made 1n respect of that account), to reduce or avoid 1iIn
relation to another margined account of the client the
deductions from liquid assets and financial adjustments
that would otherwise be required under this Part.

[cFf. s.5(5)(e)(iii)FRR]

(2) In this section, “margined account” ( ),
in relation to a client of a licensed -corporation,
means —

(a) a securities margin account, being an
account of a client to whom a Hlicensed
corporation licensed for dealing in
securities provides securities margin
financing;

(b) a short selling account;

(c) a futures contract dealing account;

(d) an options contract dealing account;

(e) a securities borrowing and lending
account;

(f) a leveraged Tforeign exchange trading
account; or

(g) an account held for the purposes of

effecting repurchase transactions,
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maintained by the client with the licensed corporation.

[cF. s.2 FRR “margined account’]

15. Treatment of exercised options contracts

(1) A licensed corporation shall, 1mmediately upon
the exercise of an options contract written by it or
purchased on its own account -

(a) treat the options contract as having
ceased to exist; and

(b) account for all assets and liabilities
arising from the exercise of the options
contract.

(2) A licensed corporation shall, immediately upon
the exercise of an options contract purchased, written or
cleared by i1t on behalf of another person -

(a) treat the options contract as having
ceased to exist; and

(b) account for all assets and liabilities
arising from the exercise of the options
contract.

[cF. s.5(6) and (7) FRR].

16. Assignments
(1) A licensed corporation shall not include iIn its
liquid assets amounts receivable by i1t from clients if

such amounts have been assigned by it to others.
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(2) A licensed corporation shall not include in its
collateral, collateral or other types of security
deposited with it by clients if such collateral or other

types of security has been assigned by it to others.

[cF. s.5(8) FRR]

17. Treatment of securities borrowing and lending
agreements
(1) A licensed corporation which, iIn a securities
borrowing and [lending agreement, 1is the Ilender of
securities, i1s deemed for the purposes of these Rules -

(a) where the securities so lent are accounted
for under section 29 as its house position,
to remain the owner of the securities;

(b) not to own any collateral deposited with
it as security by the borrower of the
securities and so shall not include these
in 1ts liquid assets; and

(c) to be liable to the borrower of the
securities for an amount equal to any cash
deposited with 1t as security by the
borrower of the securities, except where
the cash has -

(i) not been included in 1its liquid

assets under section 22; and
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(i1) been segregated 1In a segregated
account .

(2) A licensed -corporation which, in a
securities borrowing and Jlending agreement, 1is the
borrower of securities, is deemed for the purposes of
these Rules —

(a) to remain the owner of any collateral
beneficially owned by i1t and provided by it
as security to the lender of the securities;

(b) to have an amount receivable from the
lender of the securities in the amount of
cash provided by i1t as security to the
lender of the securities; and

(c) not to own the securities borrowed and so
shall not 1iInclude these 1iIn 1its liquid
assets.

[cf. s.5(24) and (25) FRR]

18. Treatment of repurchase transactions

(1) Where a licensed corporation 1is the Tfirst
seller of securities beneficially owned by 1t 1In a
repurchase transaction, It iIs deemed for the purposes of
these Rules —

(a) to remain the owner of the securities so

sold; and



(b) to be liable to the purchaser of the
securities for an amount equal to the
price at which it sold the securities.

(2) Where a licensed -corporation 1is the first
purchaser of securities In a repurchase transaction, it
is deemed for the purposes of these Rules —

(a) to have an amount receivable from the
seller of the securities i1n the amount of
the price at which 1t purchased the
securities; and

(b) not to own the securities purchased and so
shall not 1include these 1In 1its liquid

assets.

[cf. s.5(26) and (27) FRR]

Division 2 — Liquid Assets

19. Liquid assets

Subject to sections 9 to 18, 20 and 21, only the
assets described in, and required to be calculated 1in
accordance with, this Division constitute the liquid
assets of the licensed corporation for the purposes of
these Rules.

[cf. s.11(1) FRR]-
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20. Exclusions from liquid assets

(1) Subject to section 21, a licensed corporation
shall not include in i1ts liquid assets any assets which
it beneficially owns but which it has provided to others

as security for its liabilities or obligations.
[cf. s.11(3) FRR]

(2) A licensed corporation which operates a branch
outside Hong Kong shall not include in i1ts liquid assets
any assets which 1t 1is required by an authority or
regulatory organization, or under the law of any
jurisdiction, outside Hong Kong to maintain in order for
the branch to obtain or maintain a licence, registration,
membership or authorization to carry on an activity which,
if carried on in Hong Kong, would constitute a regulated
activity.

[cf. s.11(2) FRR]

(3) All assets held in a foreign currency that is
subject to exchange control, or the proceeds of which
upon realization or liquidation are not freely remittable
to Hong Kong, shall be excluded from liquid assets unless
the licensed corporation reasonably believes that
remittance approval can be obtained within 1 week of
application for approval to make such remittance to Hong
Kong.

[cf. s.11(4) FRR]
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21. Assets provided as security

A licensed corporation shall, after complying with
all applicable requirements under this Part, include 1in
its liquid assets all assets which it beneficially owns
and has provided as security —

(a) to -

(i) an authorized financial iInstitution;
(i1) an approved bank incorporated outside
Hong Kong; or
(i11) another licensed corporation,
for credit facilities provided to it by
such person;
[cf. s.11(3)(a) FRR]

(b) under a securities borrowing and lending
agreement in which i1t is the borrower of
securities;

[cf. s.11(3)(b) FRR]

(c) iIn the form of margin deposited iIn respect

of short selling by it;
[cF. s.11(3)(c) FRR]

(d) 1n the form of margin deposited iIn respect
of dealing in futures contracts or options
contracts by it;

[cf. s.11(3)(d) FRR]
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(e) iIn the form of margin deposited iIn respect
of trading in leveraged foreign exchange

contracts by it;
[new]

(f) to obtain a bank guarantee for the purpose
of enabling it to participate 1in any
fidelity fund established under the rules

of a recognized exchange company; or

[cf. s.11(3)(e) FRR]

(g) to, or to obtain a bank guarantee in
favour of, a recognized clearing house for
the purpose of enabling it to fTulfil its
obligations under the rules of the
clearing house (other than rules which
relate to a guarantee or reserve fund, by

whatever name called).

[cf. s.11(3)(F)-(h) FRR]

22. Cash in hand and at bank
(1) A licensed corporation shall 1include in 1its
liquid assets -
(a) cash which 1t beneficially owns and holds;

[cF. s.12(a)]

(b) money which it beneficially owns and —

(1) holds i1n 1ts own name on account; or
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(i1) holds in a segregated account, with
an authorized financial i1nstitution
or an approved bank incorporated
outside Hong Kong in —

(A) demand deposits; or
(B) time deposits which will mature
in 6 months or less; and
[cf. s.12(b)(I)(ii) FRR]

(c) 1iInterest accrued on time deposits which
will mature in 3 months or less which it
beneficially owns and holds 1In its own
name on account with an authorized
financial institution or approved bank

incorporated outside Hong Kong.

[cf. s.12(b)(iii) FRR & s.5(a) — (c) LFET FRR]

23. Amounts receivable from clients arising from
purchases etc. of securities
(1) Except where an election has been made under
subsection (2), a licensed corporation shall, subject to
subsection (7), include iIn i1ts liquid assets, iIn respect
of amounts receivable from clients which arise from
purchases of securities on a cash-against-delivery

basis —
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(a) amounts receivable which have been
outstanding for 5 business days or less
after the settlement date; and

(b) where an amount receivable has been
outstanding for more than 5 business days
but 1less than one month after the
settlement date, the amount which 1is the
lower, when calculated on a transaction-
by-transaction basis, of —

(i) the amount receivable less any
specific provision made for bad or
doubtful debts; and

(i1) the market value of the securities

purchased.
[cF. s.13(1) and (2) FRR]

(2) Subject to subsection a), a licensed
corporation may elect to set off amounts receivable from
and amounts payable to the same client which arise from
purchases and sales of securities on a cash-against-
delivery basis, provided that it has obtained from the
client an authorization to —

(a) set off amounts receivable from and
amounts payable to the client; and
(b) dispose of securities held for or on

behalf of the client for the purpose of
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settling any liability owed by the person
to the licensed corporation.

(3) Subject to subsection (7), where a licensed
corporation makes an election under subsection (2), it
shall 1include in 1ts liquid assets iIn respect of the
amount receivable from and the amount payable to a client
which arises from purchases and sales of securities on a
cash-against-delivery basis the amount which is the lower,
when calculated on a client-by-client basis, of —

(a) any positive value that remains after
deducting from the amount receivable, the
amount payable and any specific provision
made for bad or doubtful debts; and

(b) the market value of the securities held
for or on behalf of the client less the
applicable haircut amounts.

(4) Subject to subsection ), a licensed
corporation shall 1include 1in 1ts liquid assets, 1In
respect of amounts receivable from clients which arise
from purchases and sales of securities on a free delivery
basis, the amounts receivable calculated on a
transaction-by-transaction basis which —

(a) where the clearing system of the stock
market on which the securities are traded

settles only on a free delivery basis,
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have been outstanding for 2 weeks or less
after the settlement date; or

(b) in all other cases, are not yet due for
settlement in accordance with the rules of
the exchange company that operates the
stock market on which the securities are

traded.

[cF. s.13(3) FRR]

(5) Subject to subsection (7)), iIn respect of
securities subscribed for on behalf of clients, a
licensed corporation shall, prior to the commencement of
trading of the securities on the stock market on which
they are listed, include in its liquid assets the amount
which is the lower, when calculated on a transaction-by-
transaction basis, of —

(a) 90% of the total costs of subscribing for
the securities; and

(b) the amounts receivable from the respective
clients for subscribing for the securities.

[cF. s.13(9) FRR]

(6) In respect of securities subscribed for on
behalf of clients, a licensed corporation shall, after
the commencement of trading of the securities on the
stock market on which they are listed, include the amount

receivable fTrom the clients for subscribing fTor the
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securities 1iIn 1its liquid assets 1iIn accordance with

subsection (1), (2), (3) or (4) (as the case may be).
[new]

(7) The aggregate amounts that a licensed
corporation includes in its liguid assets under
subsections (1) to (5) shall not exceed the aggregated
amounts receivable from clients less the aggregated

amounts of specific and general provisions for bad or

doubtful debts in respect of such amounts receivable.

[new]

24. Amounts receivable arising from providing securities
margin financing
(1) Subject to subsections (2) and (3), a licensed
corporation licensed for dealing iIn securities or for
securities margin Ffinancing shall, 1In respect of the
provision by i1t of securities margin financing, include
in 1ts liquid assets the amount receivable from a margin
client less the higher of -
(a) any specific provision for bad or doubtful
debts; and
(b) the margin shortfall amount, calculated as
the amount by which the amount receivable
exceeds the aggregate of —
(i) the market value of collateral other

than 1lliquid collateral provided by
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the client less the applicable
haircut amount and multiplied by the
applicable concentration discounting
factor;

(i1) the market value of all 1illiquid
collateral provided by the client,
multiplied by 20%;

(i11) the amount of cash deposited as
security by the client; and

(iv) in the case of a licensed corporation
licensed for dealing in securities,
the maximum amount that can be drawn
by 1t under a bank guarantee provided
to it by the client and which 1is
issued by an authorized financial
institution or an approved bank

incorporated outside Hong Kong.
[cF. s.13(4) FRR]

(2) Notwithstanding sections 9 and 10, a licensed
corporation to which subsection (1) applies may, in
calculating the margin shortfall iIn relation to a margin
client, elect to exclude from the amount receivable from
the client, amounts receivable from the client in respect
of dealings 1iIn securities which are not yet due for
settlement according to the settlement date and, iIf the

licensed corporation so elects the quantity of collateral



referred to iIn subsection (1)(b)() and (ii) shall be
equal to the quantity actually received from or on

account of the client.
[cF. s.13(5) FRR]

(3) The aggregated amounts that a licensed
corporation includes in its liquid assets under
subsection (1) in respect of amounts receivable from its
margin clients shall not exceed the aggregated amounts
receivable from the clients less the aggregated amounts

of specific and general provisions for bad or doubtful

debts In respect of such amounts receivable.

[new]

(4) In this section —

"average monthly turnover™ ( ) in relation to a
listed share or warrant, means one sixth of the
aggregate value of transactions 1iIn that share or
warrant on any stock market on which it is listed
for a period of 6 consecutive months (including any
period during which the share or warrant is
suspended from trading) immediately preceding the
month prior to the month iIn which the calculation is
made;

"calculation" ( ) means a calculation made for the

purposes of subsection (1);

“"1lliquid collateral™ ( ) in relation to

collateral provided to a licensed corporation by a
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margin client, means any listed share or warrant

which 1s of the same description as that identified

as top 3 collateral where —

@

(b)

if it is a share, the aggregate market
value of all shares of the same
description as that share provided to the
licensed corporation by its margin clients

as collateral 1s equal to or greater than

(i) the average monthly turnover of that
share; or
(i1) 5% of the market capitalization of
that share as at the end of the month
immediately preceding the month prior
to the month in which the calculation
is made; or
if it Is a warrant, the aggregate market
value of all warrants of the same
description as that warrant provided to
the Jlicensed corporation by 1its margin
clients as collateral 1is equal to or
greater than -
(i) the average monthly turnover of that
warrant; or
(i1) 5% of the value of the warrant issue

as at the end of the month
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immediately preceding the month prior
to the month in which the calculation
is made,

but does not include —

(c) any listed share or warrant which has been
so listed for Iless than 6 consecutive
months (including any period during which
the share or warrant 1is suspended from
trading) immediately preceding the month
prior to the month in which the
calculation is made; and

(d) any listed share which 1is a constituent
stock of any of the following indices-

(i) Hang Seng Index;

(11) Hang Seng Hong Kong LargeCap Index;

(i11) Hang Seng Hong Kong MidCap Index;
(iv) FTSE-100 Index;
(v) Nikker 225 Index; or

(vi) Standard & Poor®s 500 Index;

"market capitalization™ ( ) 1n relation to a

""top

share, means the total number of shares of the same
class as that share issued by the issuer of that
share, as multiplied by their market price;

3 collateral™ ( 3 ) in relation to a top
margin client of a licensed corporation licensed for

dealing 1in securities or for securities margin
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"top

[new,

25.

financing, means any of the 3 highest listed shares
or warrants in terms of market value among all
shares and warrants provided by him to the licensed

corporation as collateral; and

margin client ( ) in relation to a

licensed corporation licensed for dealing in
securities or Tfor securities margin TfTinancing,
means —
(a) where it has less than 20 margin clients,
each of 1ts margin clients; or
(b) where i1t has 20 or more margin clients,
each of the 20 margin clients with the

largest outstanding margin loan balance.

cf. s.2 Financial Resources (Amendment) Rules 2002]

Amounts receivable from counterparties arising from
dealings In securities

(1) Subject to subsection (2), a licensed

corporation shall 1include 1in 1ts liquid assets, 1In

respect of all sales by it of securities to a securities

dealer —

(a) where the securities are sold on a cash-
against-delivery basis —
(1) amounts receivable from the

securities dealer which have been
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[cf. s.14(1) FRR]

outstanding for 2 weeks or less after

the settlement date; and

(i1) where an amount receivable from the

securities dealer has been
outstanding for more than 2 weeks but
less than one month after the
settlement date, the amount which is
the Jlower when calculated on a
transaction-by-transaction basis of —
(A) the amount receivable less any
specific provision made for bad
or doubtful debts; and
(B) the market value of the
securities sold to the

securities dealer;

(b) where the securities are sold on a free

delivery basis, amounts receivable from

securities dealer calculated on a

transaction-by-transaction basis, which —

(1) where the clearing system of the

stock market on which the securities
are traded settles only on a free
delivery basis, have been outstanding
for 2 weeks or less after the

settlement date; or
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(i1) in all other cases, are not yet due
for settlement iIn accordance with the
rules of the exchange company that
operates the stock market on which

the securities are traded.

[cf. s.14(2) FRR]

(2) The aggregated amounts in respect of amounts
receivable from securities dealers that a licensed
corporation includes in its liquid assets under
subsection (1) shall not exceed the aggregated amounts
receivable from securities dealers less the aggregated

amounts of specific and general provisions for bad or

doubtful debts in respect of such amounts receivable.

[new]

26. Amounts receivable from dealings 1iIn securities by

common clients

(1) A licensed corporation licensed for securities
margin financing shall include in its liquid assets the
net amount vreceivable from each licensed corporation
licensed for dealing in securities with which 1t has
common clients, 1iIn respect of dealings 1iIn securities
through the second mentioned licensed corporation by
their common clients which are not yet due for settlement

according to the settlement date.

[cF. s.14(5) FRR]
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(2) A licensed corporation licensed for dealing 1iIn
securities shall include iIn its liquid assets the net
amount receivable from each licensed corporation licensed
for securities margin financing with which it has common
clients, 1In respect of dealings by those clients 1In
securities which are not yet due for settlement according

to the settlement date.

[cF. s.13(8) FRR]

27. Amounts receivable from securities margin financier
(€D Subject to subsection (2), a licensed
corporation Jlicensed fTor dealing in securities shall
include iIn 1its liquid assets, 1iIn respect of amounts
receivable from [licensed corporations Jlicensed for
securities margin financing (other than amounts
receivable referred to in section 26(2)), the amounts
which, iIn respect of each such licensed corporation, is
the lower of —
(a) the amount receivable less any specific
provision for bad or doubtful debts; and
(b) the sum of -
(1) cash deposited with 11t by such
licensed corporation as security; and
(i1) the market value of collateral

deposited with 1t by that licensed
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corporation, less the applicable

haircut amount.

[cf. s.13(7) FRR]

(2) The aggregated amounts in respect of amounts
receivable from [licensed corporations licensed for
securities margin Tfinancing that a licensed corporation
licensed for dealing in securities includes in its liquid
assets under subsection (1) shall not exceed the
aggregated amounts receivable from such licensed
corporations less the aggregated amounts of specific and
general provisions for bad or doubtful debts in respect

of such amounts receivable.

[new]

28. Cash provided as security for short selling
A licensed corporation shall include in i1ts liquid

assets, in respect of short selling by it where it has
not yet delivered the securities to the counterparty for
settlement, cash (including interest accrued thereon)
provided by it as security to the counterparty, where the
counterparty iIs —

(a) a securities dealer;

(b) a specified exchange;

(c) a clearing house of a specified exchange;

or
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(d) a clearing member or clearing participant
of a clearing house referred to 1in
paragraph (c).
[cf. s.14(6) FRR]

29. House positions

(1) A licensed corporation shall include 1in its
liquid assets any of the following 1items that it
beneficially owns —

(a) subject to subsections (2), (3), (4), (6)
and (7) , shares specified Iin column 2 of
Table 1, 2 or 3 in Schedule 1 (as the case
may be) at market value less the
applicable haircut amounts, provided that
for shares which are specified in both
Table 1 and Table 2 in Schedule 1, 1t may
elect to calculate the haircut amounts by
reference to the applicable haircut
percentages specified in column 3 of
either Table 1 or Table 2 in Schedule 1
(as the case may be);

(b) qualifying debt securities specified 1iIn
column 1 of Table 4 1i1n Schedule 1 at
market value less the applicable haircut
amounts;

(c) special debt securities specified 1in

column 1 of Table 6 in Schedule 1 at
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market value less the applicable haircut
amounts;

(d) other securities specified in column 1 of
Table 7 in Schedule 1 at market value less
the applicable haircut amounts; and

(e) other investments specified in column 1 of
Table 8 in Schedule 1, at market value
less the applicable haircut amounts.

[cf. s.15(a), (c), (d), (9) & (h) FRR]

(2) Subject to subsection (5), where a licensed
corporation beneficially owns shares and writes a call
stock options contract on the same shares, to the extent
that the number of shares underlying the options contract
is equal to the number of shares It owns, subsection
(1)(@) and section 42(3) and (4) do not apply to such
shares and the options contract and it shall instead
include such shares in its liquid assets at the lower
of —

(a) their market value less the applicable
haircut amount; and
(b) the number of such shares multiplied by
the strike price of the options contract.
[cf. s.5(13) FRR]

(3) Subject to subsection (5), where a licensed

corporation beneficially owns shares and holds a short

position in a stock futures contract in respect of the
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same shares, to the extent that the number of shares
underlying the futures contract is equal to the number of
shares it owns, subsection (1)(a) and section 42(4) do
not apply to such shares and the futures contract and it
shall instead include such shares iIn its liquid assets at
market value.

[cF. s.5(14) FRR]

(4) Subject to subsection (5), where a licensed
corporation beneficially owns shares and holds a put
stock options contract in respect of the same shares
which has been paid 1i1n full and is therefore not subject
to any margin requirement, to the extent that the number
of shares underlying the options contract is equal to the
number of shares it owns, it may elect not to apply
subsection (1)(a) and section 33(1) to such shares and
the options contract and if i1t so elects, it shall
instead include such shares iIn its liquid assets at the
higher of —

(a) their market value less the applicable
haircut amount; and
(b) the number of such shares multiplied by
the strike price of the options contract.
[cF. s.5(15) FRR]

(5) Subsections (2), (3) and (4) do not apply to a

stock futures contract or a stock options contract which

has been grouped with other positions for the purpose of
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calculating a net amount of margin required to be

deposited.
[cf. s.5(12) FRR]

(6) Where a licensed corporation beneficially owns
shares and issues call non-collateralized warrants on the
same shares, to the extent that the number of shares it
owns is equal to the number of shares underlying the
warrants which are outstanding, subsection (1)(a) and
section 45(1), (2) and (3) do not apply to those shares
and warrants and it shall include such shares 1in its
liquid assets at the lower of —

(a) the market value less the applicable
haircut amount; and
(b) the number of shares multiplied by the
exercise price of the warrants.
[cf. s.5(10) FRR]

(7) Where a licensed corporation beneficially owns
shares which are charged for the purpose of issuing call
collateralized warrants on those shares, subsection (1)(a)
and section 45(1),(2) and (3) do not apply to those
shares and warrants and i1t shall include those shares in
its liquid assets at the lower of —

(a) the market value less the applicable

haircut amount; and
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(b) the number of shares multiplied by the
exercise price of the warrants.

[cf. s.5(11) FRR]

30. Amounts receivable from clearing houses
(1) A licensed corporation shall include 1in its
liquid assets —
(a) amounts receivable from; and
(b) cash deposited with,
a recognized clearing house, other than -
(1) admission fees i1t has paid to;

(i1) contributions i1t has made to the
guarantee fund or reserve fund (as
the case may be) of; and

(irn) client money maintained in a
segregated account with,

the clearing house.
[cF. s.14(3)and 16(a) and (b) FRR]

(2) A licensed corporation shall include 1iIn its
liquid assets —
(a) amounts receivable from; and
(b) cash deposited with,
Euroclear or Clearstream, other than —

(1) admission fees it has paid to; and
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(1i)cash it has deposited as security
against i1ts general obligations with,

Euroclear or Clearstream.

[cF. s.14(4) FRR]

(3) A licensed corporation shall include 1in its
liquid assets, iIn respect of dealing by it in futures
contracts or options contracts —

(a) amounts receivable from; and
(b) cash deposited with,
a Ffutures or options clearing house other than a
recognized clearing house, other than -
(i) admission fees it has paid to; and
(if)cash 1t has deposited as security
against i1ts general obligations with,

such clearing house.

[new; cf. s.16(c)FRR]

31. Amounts receivable from other dealers arising from
dealings in futures contracts and options contracts
A licensed corporation shall include in its liquid
assets, iIn respect of dealing by i1t in futures contracts
or options contracts amounts receivable from and cash
deposited with —
(a) a licensed corporation licensed for

dealing in futures contracts; or
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(b) a clearing member or clearing participant

of a futures or options clearing house.

[cf. s.16(c)FRR]

32. Amounts receivable from clients arising from
purchases of exchange-traded options contracts
A licensed corporation shall include in its liquid
assets, amounts receivable from clients, calculated on a
transaction-by-transaction basis, which arise from
purchases of options contracts traded on a specified
exchange which have been outstanding for 5 business days

or less after the settlement date.

[cF. s.16(d)FRR]

33. Exchange-traded options contracts trading on house
account
(1) Subject to subsections (2) and (3) and sections
29(4), 42(7) and (8) and 45(6), a licensed corporation
which purchases on its own account options contracts
traded on a specified exchange shall include in its
liquid assets -
(a) 60% of the market value of the options
contracts, other than options contracts
referred to In paragraph (b); or

(b) for options contracts which are included

in the calculation of the net amount of
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margin required to be deposited In respect
of the options contracts and any other
futures contracts or options contracts
positions, any net credit balance arising
from the calculation that i1s maintained
with —
(i) a licensed corporation licensed for
dealing In futures contracts;
(i1) a futures or options clearing house ;
or
(ifi) a clearing member or clearing
participant of a futures or options
clearing house,
provided that the net credit balance has
not already been included in liquid assets
under sections 30(1) or (3) or 31.

[cf. s.16(e)FRR]

(2) Subject to subsection (4), where a licensed
corporation holds a 1long position iIn a stock futures
contract and holds a put stock options contract 1in
respect of the same underlying shares which has been paid
in Tfull and 1is therefore not subject to any margin
requirement, to the extent that the numbers of shares
underlying both positions is equal, subsection (1) and

section 42(4) do not apply to the options contract and
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the futures contract and it shall instead include in its

liquid assets the market value of the options contract.
[cf. s.5(21) FRR]

(3) Subject to subsection (4), where a licensed
corporation holds a short position in a stock futures
contract and holds a call stock options contract 1in
respect of the same underlying shares which has been paid
in full and 1is therefore not subject to any margin
requirement, to the extent that the numbers of shares
underlying both positions is equal, subsection (1) and
section 42(4) do not apply to the options contract and

the futures contract and it shall instead include in its

liquid assets the market value of the options contract.
[cF. s.5(22) FRR]

(4) Subsections (2) and (3) do not apply to a stock
futures contract or a stock options contract which has
been grouped with other positions for the purpose of
calculating a net amount of margin required to be

deposited.

[cF. s.5(12)FRR]

34. Amounts receivable under securities borrowing and
lending agreements
A licensed corporation which 1i1s the borrower of
securities under a securities borrowing and lending

agreement shall include in its liquid assets an amount
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receivable from the lender of the securities in respect

of any cash provided by i1t as security to the lender.

[cf. s.17(1)FRR]

35. Amounts receivable under repurchase transactions

A licensed corporation which is the first purchaser
of securities in a repurchase transaction, shall include
in i1ts liquid assets an amount receivable from the seller
of the securities iIn the amount of the price at which it

purchased the securities.

[cF. s.17(2)FRR]

36. Amounts receivable arising from leveraged foreign
exchange trading
A licensed corporation licensed for Ileveraged
foreign exchange trading shall 1include 1in 1its liquid
assets -
(a) amounts receivable from and cash deposited

with a recognized counterparty; and
[cf. s.5(h) LFET FRR]

(b) Tloating profits iIn respect of its foreign

currency positions.

[cf. s.5(i) LFET FRR]

37. Miscellaneous
A licensed corporation shall include in its liquid

assets any of the following i1tems that i1t beneficially
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owns and, where appropriate having regard to the nature

of the item, holds iIn its name —

@

(b)

©

(@

ifT they arise from carrying on a regulated
activity, fTees, commissions, commission
rebates and iInterest charges —

(1) which have accrued and will Ffirst be
due for billing or payment within 3
months; or

(i1) which have been billed or fallen due
for payment and remain outstanding
for 2 weeks or less after the date on
which they were billed or fell due;

deposits maintained with and in accordance
with the rules or requirements of a
recognized exchange company as security
for 1ts Iliabilities to the recognized
exchange company for stamp duty chargeable
under the Stamp Duty Ordinance (Cap. 117)
on contract notes specified in an
agreement made under section 5A of that
Ordinance;

prepaid operating expenses which will be
incurred within 3 months;

tax reserve certificates 1issued by the

Commissioner of Inland Revenue in
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e

accordance with the Tax Reserve
Certificates Ordinance (Cap. 289);

interest accrued under an interest rate
swap agreement to which i1t is a party,
other than an amount which remains
outstanding after it 1is Tirst due for

payment;

() amounts paid by i1t on Its own account for

subscribing for —
(1) shares specified in column 2 of Table
1, 2 or 3 (as the case may be);
(11) other securities specified in column
1 of Table 7;
(iii) qualifying debt securities specified
in column 1 of Table 4; or
(iv) special debt securities specified in

column 1 of Table 6,

in Schedule 1, less those amounts multiplied

by 50% of the applicable hailrcut percentages;

@

Q)

dividends receivable on shares listed on a
recognized stock market or on a specified
exchange that are traded on an ex-dividend
basis; and

interest accrued on qualifying debt
securities or special debt securities that

are traded on an ex-interest basis.



[cf. ss.15(b), (), (F) & 18(a) & (c) — (F)FRR]

Division 3 — Ranking Liabilities

38. Application

Subject to sections 9 to 18, the liabilities and
financial adjustments described i1n and calculated 1In
accordance with this Division constitute the ranking
liabilities of a licensed corporation for the purposes of
these Rules, save to the extent that 1t has otherwise

made specific provision for such adjustments.

[cf. s.19 FRR & s.6(1) LFET FRR]

39. Amounts payable to clients etc.

A licensed corporation shall include In its ranking
liabilities, iIn respect of regulated activities carried
on by i1t, amounts payable to —

(a) clients, except—

(i) amounts payable in respect of client
money held by 1t 1In a segregated
account with an authorized financial
institution, an approved bank
incorporated outside Hong Kong or a

recognized clearing house; and
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(i1) amounts payable to clients which are
set off against amounts receivable
from clients under section 23(3) or
24; and

[cF. ss.20(D) (@), 21(a) & 22(1)FRR, s.6(1)(a) LFET FRR]
(b) counterparties and clearing houses.

[cf. s.20(1)(c), s.22(1)FRR]

40. Amounts payable arising from dealings In securities
A licensed corporation, in respect of each sale of
securities —

(a) by 1t on behalf of a client who 1is 1in
default of his obligation to deliver the
securities; and

(b) which 1t has not settled with securities
purchased at its own expense,

shall include in 1its ranking liabilities the amount by
which the market value of the securities exceeds the
price at which they were sold, provided the client has
been in default for more than —
(1) 2 weeks after the settlement date; or
(i1) 5 business days but not more than 2

weeks after the settlement date, and

the market value of the securities is
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more than 200% of the price at which

they were sold.

[cf. s.20(2)(3)FRR]

41. Amounts payable from dealings 1In securities by

common clients

(1) A licensed corporation licensed for dealing 1in
securities shall include iIn 1ts ranking liabilities the
net amount payable to each licensed corporation licensed
for securities margin financing with which it has common
clients, iIn respect of dealings In securities by those
clients.

[cf. s.20(1)(b)FRR]

(2) A licensed corporation licensed for securities
margin financing shall include in its ranking liabilities
the net amount payable to each licensed corporation
licensed for dealing 1in securities with which 1t has
common clients, in respect of dealings In securities by
those clients.

[s.21(b)FRR]

42. Futures contracts and options contracts trading

(1) Subject to subsection (2, a licensed
corporation which, on behalf of another person, deals in
futures contracts, writes options contracts or clears
futures contracts or options contracts, shall include 1in

its ranking liabilities In respect of every such person
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the amount, calculated on an account-by-account basis, by

which the amount of —

(a) margin required to be deposited with 1it;

and

(b) any floating losses iIncurred; less

(c) any fTloating profits made, by the person,

exceeds the sum of —

)

@am

)
-
-
-

o/

[cf. s.22(2) FRR]

cash deposited with 1t by the person
as security;

the market value of collateral, less
the applicable haircut amounts,
deposited with 1t by the person;

the market value of other investments,
less the applicable haircut amounts,
deposited with i1t by the person as
security; and

the maximum amount that can be drawn
by the licensed corporation under a
bank guarantee which 1is provided by
the person and which s issued by an
authorized Tfinancial iInstitution or
an approved bank incorporated outside

Hong Kong.

(2) Subsection (1) shall not apply to any futures

contract or options contract during any period In respect
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of which the licensed corporation is allowed under the
rules of the exchange company that operates the market on
which the futures contract or options contract is traded
not to collect from the client the margin required to be

deposited by the client.
[cF. ss.22(6)FRR]

(3) Subject to subsections (5), (6) and (9) and
sections 29(2) and 45(5), a licensed corporation shall
include i1n its ranking liabilities, the market value of
options contracts written by it on its own account which
are traded on a specified exchange, to the extent that
the market value has not been included in the calculation
of the amount of margin required to be deposited by It iIn

respect of such options contracts.
[cf. s.22(3)FRR]

(4) Subject to subsections (5), (6), (7)), (8) and
(9) and sections 29(2) and (3), 33(2) and (3) and 45(4)
and (5), a licensed corporation shall include in its
ranking liabilities, the amount of margin required to be

deposited by it in respect of —
(a) futures contracts traded by i1t on its own

account; and

(b) options contracts purchased or written by
it on 1ts own account which are traded on

a specified exchange.

[cF. s.22(4)FRR]
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(5) Subject to subsection (10), where a licensed
corporation borrows shares under a securities borrowing
and lending agreement for the purpose of depositing them
to cover a call stock options contract written by it, to
the extent that the number of shares underlying the
options contract 1is equal to the number of shares
borrowed, it may elect not to apply subsections (3) and
(4) and section 47(1) to the options contract and the
securities borrowing and lending agreement and, 1If It so
elects, shall instead include in its ranking liabilities
the sum of the in-the-money amount of the options
contract and the higher of —

(a) the haircut amount applicable to such
shares, as if it beneficially owned the
shares; and

(b) the financial adjustment that would, but
for this subsection, arise under section
47(1).

[cf. s.5(16)FRR]

(6) Subject to subsection (10), where a licensed
corporation holds a Qlong position In a stock futures
contract and writes a call stock options contract 1in
respect of the same underlying shares, to the extent that
the numbers of shares underlying both positions is equal,

subsections (3) and (4) do not apply to the options
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contract and the futures contract and it shall iInstead
include in 1ts ranking liabilities the higher of —
(a) the 1in-the-money amount of the options
contract; and
(b) the amount of margin required to be
deposited i1n respect of the futures

contract.

[cF. s.5(20)FRR]

(7) Subject to subsection (10), where a licensed
corporation holds a long position iIn a stock futures
contract and holds a put stock options contract 1In
respect of the same underlying shares which has been paid
in fTull and 1is therefore not subject to any margin
requirement, to the extent that the numbers of shares
underlying both positions i1s equal, subsection (4) and
section 33(1) do not apply to the options contract and
the futures contract and, if the options contract iIs out-
of-the-money, 1t shall include iIn its ranking liabilities
the lower of —

(a) the out-of-the-money amount of the options
contract; and

(b) the amount of margin required to be
deposited in respect of the futures

contract.

[cf. s.5(21)FRR]
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(8) Subject to subsection (10), where a licensed
corporation holds a short position in a stock futures
contract and holds a call stock options contract 1in
respect of the same underlying shares which has been paid
in full and 1is therefore not subject to any margin
requirement, to the extent that the numbers of shares
underlying both positions 1is equal, subsection (4)and
section 33(1) do not apply to the options contract and
the futures contract and, i1If the options contract is out
of the money, it shall instead include 1in 1its ranking
liabilities the lower of —

(a) the out-of-the-money amount of the options
contract; and

(b) the amount of margin required to be
deposited 1In respect of the futures

contract.
[cF. s.5(22) FRR]

(9) Subject to subsection (10), where a licensed
corporation holds a short position iIn a stock futures
contract and writes a put stock options contract 1in
respect of the same underlying shares, to the extent that
the numbers of shares underlying both positions is equal,
subsections (3) and (4) do not apply to the options
contract and the futures contract and it shall iInstead

include in 1ts ranking liabilities the higher of —
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(a) the in-the-money amount of the options
contract; and

(b) the amount of margin required to be
deposited in respect of the futures

contract.

[cf. s.5(23)FRR]

(10) Subsections (5), (6), (7), (8) and (9) do not
apply to a stock futures contract or a stock options
contract which has been grouped with other positions for
the purpose of calculating a net amount of margin

required to be deposited.
[cF. s.5(12)FRR]

(11) A licensed corporation must include 1iIn its
ranking liabilities, in respect of each options contract
written by it on 1ts own account which i1s not traded on a
specified exchange, the highest of —

(a) twice the market value of the options
contract;

(b) twice the in-the-money amount of the
options contract; and

(c) twice the amount of margin required to be
deposited by i1t with the holder of the
options contract or the agent who executes
the trade for it,

provided that iIn respect of a put options contract, the

amount included in ranking [liabilities under this
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subsection shall not exceed the value of the underlying

assets stated at the strike price of the options contract.

[cf. s.22(5)FRR]

43. Leveraged foreign exchange trading

(1) A licensed corporation licensed for leveraged

foreign exchange trading shall include iIn 1its ranking

liabilities —

@

subject to subsection (2), In respect of
all outstanding leveraged foreign exchange
contracts in all foreign currencies which
it has with clients, the excess,
calculated on a client-by-client basis, of
the amount by which the sum of —

(1) subject to subsection (3), 3% of the
aggregate gross principal value of
the outstanding contracts with the
client; and

(i1) floating losses incurred by the
client on the contracts,

exceeds the sum of -
(A) 100% of <cash 1n Hong Kong

currency (or currency linked to

Hong Kong currency);
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(B

©

®)

()

Q)

95% of cash 1in such foreign
currency as may be approved
under section 60(5)(h);

95% of any time deposits in Hong
Kong currency (or currency
linked to Hong Kong currency)
which are placed with a local
branch or the principal place of
business 1n Hong Kong of an
authorized financial iInstitution
and which will become payable
within 6 months and which have
been assigned to the licensed
corporation;

the market value of collateral,
less the applicable haircut
amounts, deposited with 1t by
the client;

floating profits made by the
client on the contracts;

90% of the maximum amount that
can be drawn under a letter of
credit issued by an authorized
financial institution or an

approved bank incorporated
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outside Hong Kong, in favour of
the licensed corporation; and
(G) accrued interest, fees and
commissions receivable from the
client in respect of the

contracts; and
[cf. LFET FRR s.6(1)(b)& (2)]

(b) floating losses iIn respect of its foreign
currency positions.

[cf. s.6(1)(c) LFET FRR]

(2) For the purposes of subsection (1)), a
contract referred to therein, whether involving the
exchange of —

(a) two foreign currencies; or
(b) the reporting currency of the licensed
corporation and a foreign currency,

shall be treated as one contract.
[new]

(3) For the purposes of calculating the aggregate
gross principal value of outstanding contracts referred
to i1n subsection (1)(@)(i1), each pair of outstanding
contracts that a licensed corporation holds with a client,
other than a client whose account with the licensed

corporation Is an omnibus account, where —
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(a) one contract of the pair is intended to
exchange an amount iIn a currency against
another currency; and

(b) the other contract of the pair is intended
to exchange the same amount in the same
currency against that other currency, but
in the opposite direction,

shall be treated as one contract.
[new]

(4) In this section, "gross principal value”™ (

) in relation to a contract referred to 1In

subsection (1)(a)(i1), means the higher of the equivalent
amounts iIn the reporting currency of the licensed
corporation of the two amounts of currencies that the

contract is intended to exchange.

[new]

44_. Provision of securities margin financing
(1) Subject to subsection (2), a licensed
corporation shall include in its ranking liabilities the
amount, In respect of the provision by i1t of securities
margin Ffinancing, calculated on a client-by-client basis,
by which —
(a) any amount receivable from a margin client;

or
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(b) iIn the case of a group of related margin
clients, the aggregate of amounts
receivable from the group,

exceeds 10% of the aggregate of amounts receivable from
its margin clients, provided that all such amounts

receivable are as calculated under section 24(1).
[cf. s.23 FRR]

(2) Where a licensed corporation to which
subsection (D applies obtains any financial
accommodation wholly or partly secured by collateral
provided by its margin clients, i1t shall include In 1its
ranking lrabilities the amount by which such financial
accommodation exceeds 65% of the aggregate amount

receivable from 1its margin clients arising from the

provision of securities margin financing.

[new, cf. s.3(b) Financial Resources (Amendment) Rules 2002]

45. Short positions in securities and other investments
(1) Subject to subsections (2), (3), (6), (8) and
(9) and section 29(6) and (7), a licensed corporation
which holds on 1i1ts own account a short position 1in
securities or other iInvestments, whether by short selling
or otherwise, shall include in its ranking liabilities

the market value of those securities or other investments.

[cf. s.24(1) FRR]
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(2) Subject to subsection 3), a licensed
corporation which holds on 1i1ts own account a short
position in —

(a) subject to subsections (4), (5) and (6)
and section 47(5), shares specified 1In
column 2 of Table 1, 2 or 3 (as the case
may be);

(b) qualifying debt securities specified 1iIn
column 1 of Table 4;

(c) special debt securities specified in
column 1 of Table 6;

(d) subject to subsections (8) and (9) and
section 29(6) and (7), other securities
specified in column 1 of Table 7; or

(e) other investments specified in column 1 of
Table 8,

in Schedule 1, whether by short selling or otherwise,
shall iIncrease the amount included 1in 1ts ranking
liabilities under subsection (1) by the applicable
haircut amounts.

[cF. s.24(2) FRR]

(3) Subject to subsections (4), (B), (6) and (8)
and sections 29(6) and (7) and 47(5), a licensed
corporation which holds on its own account a short
position iIn securities or other investments, whether by

short selling or otherwise, which -
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(a) are not of a type specified in Schedule 1;
(b) constitute more than 5% by market value of
all securities, or of any class of
securities, issued by a particular
corporation; or
(c) are shares or warrants which have been
suspended from trading for 3 business days
or more,
shall increase the amount 1included 1iIn 1ts ranking
liabilities under subsection (1) by the market value of
such securities or other investments.

[cF. s.24(3) FRR]

(4) Subject to subsection (7), where a licensed
corporation short sells shares and holds a long position
in a stock futures contract in respect of the same shares,
to the extent that the number of shares underlying the
futures contract is equal to the number of shares short
sold by it, subsections (2) and (3) and section 42(4) do
not apply to the shares short sold and the futures

contract.
[cF. s.5(17) FRR]

(5) Subject to subsection (7)), i1f a licensed
corporation short sells shares and writes a put stock
options contract in respect of the same shares, to the
extent that the number of shares underlying the options

contract is equal to the number of shares short sold by
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it, subsections (2) and (3) and section 42(3) and (4) do
not apply to the shares short sold and the options
contract and i1t shall instead include iIn its ranking
liabilities the higher of -

(a) the financial adjustment that would, but
for this subsection, arise under
subsections (2) and (3); and

(b) the 1i1n-the-money amount of the options

contract.
[cF. s.5(18) FRR]

(6) Subject to subsection (7), where a licensed
corporation short sells shares and holds a call stock
options contract in respect of the same shares which has
been paid in full and is therefore not subject to any
margin requirement, to the extent that the number of
shares underlying the options contract is equal to the
number of shares short sold by it, it may elect not to
apply subsections (1), (2) and (3) and section 33(1) to
the shares short sold and the options contract and if it
so elects, it shall instead include 1iIn 1its ranking
liabilities the lower of —

(a) the sum of the market value of the shares
sold short and the Tfinancial adjustment
that, but for this subsection, would arise

under subsections (2) and (3); and
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(b) the number of shares short sold multiplied
by the strike price of the options

contract.
[cf. s.5(19) FRR]

(7) Subsections (4), (5 and (6) do not apply to a
futures contract or a stock options contract which has
been grouped with other positions for the purpose of

calculating a net amount of margin to be deposited.
[cf. s.5(12) FRR]

(8) A licensed corporation shall increase the amount
included in 1ts ranking liabilities under subsection (1)
in respect of any outstanding call non-collateralized
warrants issued by it on shares, to the extent that it
does not cover such warrants by holding the underlying
shares, by the amount by which the haircut amount which
would be applicable to the underlying shares exceeds the

aggregate out-of-the-money amounts of the warrants.
[cf. s.24(4) FRR]

(9) A licensed corporation shall 1increase the
amount i1ncluded in its ranking liabilities under
subsection (1) 1iIn respect of any outstanding non-
collateralized warrants issued by it on any assets other
than shares, by 30% of the market value of the assets

underlying such warrants.
[cF. s.24(5) FRR]

(10) A licensed corporation shall include 1iIn 1its

ranking liabilities, 1In respect of short selling of
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securities on behalf of a client, other than where those

securities have been delivered to it by the client or are

not yet due for settlement, the amount by which the sum

of -

(a) the market value of those securities; and

(b) the haircut amount applicable to those

securities,

exceeds the aggregate of —

(1) the amount of cash deposited with i1t

by the client and sale proceeds
withheld by it as security;

the maximum amount that can be drawn
by it under a bank guarantee, issued
by an authorized financial
institution or an approved bank
incorporated outside Hong Kong, which
is provided to it by the client; and

the market value of any collateral,
less the applicable haircut amounts,

deposited with it by that client.

[cF. ss.24(6) and (7) FRR]

46. Concentrated house positions

A licensed

account -

corporation which holds on 1iIts own
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(a) shares specified in column 2 of Table 1, 2
and 3;
(b) qualifying debt securities specified in
column 1 of Table 4;
(c) special debt securities specified in
column 1 of Table 6;
(d) other securities specified in column 1 of
Table 7; or
(e) other investments specified in column 1 of
Table 8,
in Schedule 1, the net market value of which, calculated
by netting item-by-item the long and short positions 1in
such securities or other investments, equals 25% or more
of 1i1ts required liquid capital, shall include in its
ranking liabilities —

(1) where the value i1s 25% or more but
less than 51% of its required liquid
capital, 5% of such net market value;
or

(i1) where the value is 51% or more of its
required liquid capital, 10% of such
net market value.

[cf. s.25 FRR]
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47. Securities borrowing and lending transactions
(1) Subject to subsections (6) and (6) and section
42(5) , a licensed corporation which is the borrower of
securities iIn a securities borrowing and lending
agreement shall include iIn i1ts ranking liabilities the
amount by which the sum of —
(a) cash deposited by it with the lender as
security; and
(b) the market value of collateral provided by
it to the lender less the applicable
haircut amount,
exceeds —

(i) where the securities are shares
listed on a specified exchange,
qualifying debt securities or special
debt securities, 110% of their market
value; or

(11) In any other case, 50% of their

market value.
[cf. s.26(1) FRR]

(2) Subject to subsection (6), a licensed
corporation which, In a securities borrowing and lending
agreement, 1is the Ilender of securities which are
accounted for under section 29 as iIts house position,

shall include in 1ts ranking liabilities the amount by
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which the market value of the securities less the
applicable haircut amount exceeds the sum of —

(a) the maximum amount that can be drawn by
the [licensed corporation under a bank
guarantee, provided by the borrower, which
IS 1issued by an authorized financial
institution or an approved bank
incorporated outside Hong Kong;

(b) cash deposited with it by the borrower as
security;

(c) the market value of shares listed on a
specified exchange, qualifying debt
securities and special debt securities,
less the applicable haircut amount,
deposited with it by the borrower as
collateral; and

(d) other than securities referred to in
paragraph (c), 50% of the market value of
any collateral deposited with 1t by the
borrower.

[cF. s.26(2) FRR]

(3) Subject to subsection (6), a licensed
corporation which, In a securities borrowing and lending
agreement, is the lender of securities, which are not

accounted for under section 29 as 1i1ts house position,
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shall include

which either —

@

(b)

in its ranking liabilities the amount by

where the securities are listed shares,
qualifying debt securities, special debt
securities or other securities, the sum of
the market value of the securities and the
applicable haircut amount; or

in any other case, twice the market value

of the securities,

exceeds the sum of -

(i) the maximum amount that can be drawn
by the licensed corporation under a
bank guarantee, provided by the
borrower, which 1is 1issued by an
authorized TfTinancial 1iInstitution or
an approved bank incorporated outside
Hong Kong;

(i1) cash deposited with 11t by the
borrower as security;

(i11) the market value of shares listed on
a specified exchange, qualifying debt
securities and special debt
securities, less the applicable
haircut amount, deposited with it by

the borrower as collateral; and
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(iv) other than securities referred to in
subparagraph (i1i1), 50% of the market
value of any collateral deposited

with 1t by the borrower.
[s.26(3) FRR]

(4) A licensed corporation which i1s the lender of
securities In a securities borrowing and lending
agreement shall include iIn i1ts ranking liabilities the
amount payable to the borrower of the securities 1in
respect of any cash deposited with it as security by the
borrower of the securities, except where the cash has -

(a) been segregated in a segregated account;
and
(b) not been included iIn 1its liquid assets

under section 22.
[new]

(5) If a licensed corporation borrows shares under
a securities borrowing and lending agreement for the
purpose of short selling on 1i1ts own account, to the
extent that the number of shares borrowed is equal to the
number of shares short sold by 1i1t, subsection (1) and
section 45(2) and (3) do not apply to these transactions
and it shall include 1iIn 1its ranking Iliabilities the
amount which i1s the higher of the financial adjustments

that, but for this subsection, would arise under —
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(a) subsection (1); and
(b) section 45(2) and (3).
[cf. s.5(9) FRR]

(6) This section does not apply to a securities
borrowing and Ilending agreement to which a licensed
corporation is a party, where the other party to the
agreement is an approved securities borrowing and lending

counterparty.

[cf. s.26(1)& (2) FRR]

48. Repurchase transactions
(1) A licensed corporation which 1is the Tirst
purchaser of securities in a repurchase transaction shall
include 1n i1ts ranking liabilities the amount by which
the amount receivable by i1t from the seller of the
securities (that 1i1s, the amount included in its liquid

assets under section 35), exceeds —

(a) where the securities are shares listed on
a specified exchange, qualifying debt
securities or special debt securities,
110% of the market value of the

securities; or
(b) i1n any other case, 50% of the market value

of the securities.

[cf. s.26(1) FRR]
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@ A

licensed corporation which 1is the fFfirst

seller of securities In a repurchase transaction shall

include in its ranking liabilities the amount by which

the market value of the securities less the applicable

haircut amount exceeds the sum of —

@

(b)

©

(@

[s.26(2) FRR]

@3) A

the maximum amount that can be drawn by
the [licensed corporation under a bank
guarantee, provided by the purchaser,
which Is i1ssued by an authorized financial
institution or an approved bank
incorporated outside Hong Kong

the amount of sale proceeds received by
it from the purchaser;

where the securities deposited with it by
the purchaser as collateral are shares
listed on a specified exchange, qualifying
debt securities and special debt
securities, their market value less the
applicable haircut amount; and

other than securities referred to iIn
paragraph (c), 50% of the market value of
any collateral deposited with 1t by the

purchaser.

licensed corporation which 1is the Tfirst

seller of securities iIn a repurchase transaction shall
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include in its ranking liabilities an amount payable to

the purchaser of the securities 1iIn

price at which it sold the securities.

[cf. s.30(1)(e) FRR]

49. Underwriting and sub-underwriting

(1) Subject to subsection

the amount of the

commitments

(2), a licensed

corporation which underwrites or sub-underwrites an iIssue

or a sale of securities shall include iIn 1ts ranking

liabilities —

(a) 1In respect of a rights issue where the

market price of the securities fTor which

the rights may be subscribed —

(i) i1s less than or equal to their

subscription price, the aggregate

of —

(A) 50% of the
applicable
multiplied
underwriting

(B) the amount
underwriting

the market

haircut percentage

to the securities

by the net
commitment; and
by which the net
commitment exceeds

value of the

securities; or

(i1) 1is greater than

price, 5% of the

111
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applicable to the securities
multiplied by the net underwriting
commitment; or
(b) iIn any other case, 50% of the haircut
percentage applicable to the securities
multiplied by the net underwriting
commitment.

[cF. s.28(1) FRR]

(2) This section does not apply to a licensed
corporation on the day on which it acquires an
underwriting or sub-underwriting commitment and the

business day following that day.
[cf. s.28(3) FRR]

(3) For the purposes of subsection (2), a licensed
corporation acquires an underwriting or a sub-
underwriting commitment in respect of an issue or a sale
of securities at the later of the time —

(a) when 1t commits itself to underwrite or
sub-underwrite the securities; and

(b) when the lead underwriter or co-lead
underwriter signs the underwriting
agreement with the 1issuer or the seller

(as the case may be).

[cF. s.28(2) FRR]

(4) In this section, ‘“net underwriting commitment”

( ) means the total costs of subscribing for or
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purchasing securities underwritten or sub-underwritten by
a licensed corporation other than securities which are
sub-underwritten or subscribed for iIn writing through or

from that licensed corporation by another person.

[cF. s.2 FRR]

50. Non-specified exchange traded derivative contracts
(1) Subject to subsection 2, a licensed

corporation shall include iIn 1ts ranking Iliabilities,

floating losses incurred by it in respect of positions in

non-specified exchange traded derivative contracts.

[cF. s.29(1) FRR]

(2) A licensed corporation which, In respect of two
or  more non-specified exchange  traded derivative
contracts has entered into a bilateral netting agreement
with the counterparty with whom i1t maintains the
positions, shall include in its ranking liabilities any
floating losses less any floating profits iIn respect of

those positions.

[cF. s.29(1) FRR]

(3) In this section, “bilateral netting agreement”
means an agreement between the licensed corporation and
the counterparty which creates a single legal obligation
for all individual products covered by the agreement and
which provides that, in the event that the counterparty

fails to comply with any obligation under the agreement,
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the licensed corporation would have a single claim or
obligation either to receive or pay only the net amount
of the sum of the positive and negative values of those

products covered by the agreement.

[new]

51. Interest rate swap agreements

A licensed corporation which 1i1s a party to an
interest rate swap agreement shall include In its ranking
liabilities the notional principal amount on which any
interest payment to be made by i1t under the agreement is
calculated, multiplied by the percentage specified 1In
column 2 of Table A which applies according to the

remaining term to maturity of the agreement.

TABLE A
Remaining term to maturity - Percentage
(a) less than 3 months 0%
(b) 3 months or more but 0.05%
less than 1 year
(c) 1 year or more but less 0.1%
than 2 years
(d) Each additional year 0.1%

[cF. s.29(2) & Part 1 of Schedule 4 FRR]

114




52. Foreign exchange agreements

A licensed corporation which is a party to a foreign
exchange agreement shall include 1in its ranking
liabilities the amount of currency to be delivered by it
under the agreement multiplied by the percentage
specified in column 2 of Table B which applies according
to the 1identity of the counterparty to, and remaining

term to maturity of, the agreement.

TABLE B

Description Percentage

1. where the counterparty is an
authorized financial institution or an
approved bank i1ncorporated outside
Hong Kong and the remaining term to

maturity is -

(a) less than 3 business days 0%

(b) 3 business days or more but less 0.2%

than 1 year

(c) 1 year or more 0.5%, plus 0.3% for
each additional

full year after 1
year, subject to a

maximum of 5%

115




2. where the counterparty is any
other person and the remaining term to

maturity is -

(a) less than 3 business days 0%

(b) 3 business days or more 5%

[cF. s.29(3) & Part 2 of Schedule 4 FRR]

53. Introduction of transactions

(1) Subject to subsection (2), where a licensed

corporation introduces transactions to another person for

execution or clearing on behalf of 1ts clients and —

(a) 1t does not include the amounts receivable
or payable in respect of such transactions
in the calculation of i1ts liquid capital
in accordance with these Rules; and

(b) there is no express agreement or a clear
market practice that 1t will not be
subject to the recourse of the clients or
the other person (as the case may be),

it shall 1include in 1its ranking liabilities the
amount by which i1ts required liquid capital would be
increased if the following amounts were included in
the calculation of i1ts adjusted liabilities (as if
the transactions had been executed or cleared
directly by the licensed corporation instead of the

other person) —
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[cf. s.27 FRR]

(

(i) where the transactions introduced are

dealings 1i1n securities, the total
value of the consideration, computed
on a gross basis, of purchases and
sales of securities entered iInto as a
result of the introduction which have
not been fully settled by the clients
or the other person (as the case may

be);

(i1) where the transactions introduced are

dealings in futures contracts or
options contracts, the aggregate of
the amounts of margin required to be
deposited in respect of futures or
options contracts entered Into as a
result of the 1iIntroduction which

remain outstanding; and

) where the transactions introduced are

trades in leveraged foreign exchange
contracts, the aggregate gross
foreign currency position arising
from leveraged foreign exchange
contracts entered into as a result of
the introduction which remain

outstanding.
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(2) Subsection (1) shall not apply to transactions

introduced by a licensed corporation to another person

for execution

where —

@

(b)

©

[cF. S.27 FRR]

or clearing on behalf of 1its clients

the other person i1s a member of the same
group of companies as the licensed

corporation;

the clients have a direct broker client
contractual relationship with the other

person; and

the licensed corporation is not Ilegally
liable to the client for clearing or
settlement of such transactions or default

by the other person.

54_. Other liabilities

(1) Subject to subsection 2), a licensed

corporation shall include in its ranking liabilities, all

liabilities not specifically required to be included in

ranking liabilities elsewhere in this Division,

including —

(a) any overdraft;

(b) any loan;

(c) accrued interest;
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(@
)

™
@

Q)

()

accrued expenses;

the amount by which any tax payable
exceeds prepaid tax, If the tax payable
and the tax prepaid are of the same kind
and levied by the same taxation authority;
other tax payable;

provisions made for contingent liabilities
which have not been included i1In ranking
liabilities under other sections of this
Division;

provisions made for Tfloating losses 1iIn
respect of trading positions held on 1its
own account which have not been included
in ranking liabilities under other
sections of this Division; and

all other liabilities provided for 1iIn
accordance with generally accepted

accounting practices.

[cf. s.30(1)(a)- (d) & (F) FRR].

(2) A licensed corporation shall not include in its

ranking liabilities —

@
(b)

any approved subordinated loan; or

any liability that it is not required to
settle within 1 year which iIs secured by a
first legal charge on real estate property

beneficially owned by it and used in the
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[cF. s.30(2) FRR]

business for which it is licensed, to the
extent of the net realizable value of that

property.

55. Miscellaneous financial adjustments

(1) A licensed corporation shall include in its

ranking liabilities —

@

10% of the amount of any guarantee,
indemnity or other similar Ffinancial
commitment given by i1t, directly or
indirectly (including the pledging of
assets for the purpose of obtaining a bank
guarantee), other than —

(1) any guarantee provided to a
recognized clearing house for the
purpose of enabling it to fulfil its
obligations under the rules of that
clearing house (other than rules
which relate to a guarantee fund or
reserve fund, by whatever name

called); and

[cf. s.31(1)(@)(i)-(iii) FRR]

(i1) any guarantee, 1indemnity or other

financial commitment provided 1in
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respect of its own liabilities and
obligations;

[s.31(1) (@) (iv) FRR]
(b) the amount by which the liabilities of any

subsidiary of the [licensed corporation
(excluding any amounts due from the
subsidiary to the [licensed corporation),

exceed the assets of that subsidiary;
[cf. s.31(1)(b) FRR]

(c) the consideration at which redeemable
shares, other than approved redeemable
shares, have been issued by 1t but not

redeemed;
[cF. s.31(1)(c) FRR]

(d) subject to subsection (2), 5% of the net

position in each foreign currency; and
[cf. s.31(1)(d) FRR]

(e) where i1t is a guarantor to a note issuance
facility, the total costs of purchasing
short term notes which it undertakes to
purchase 1f wunsold, multiplied by the
percentage specified in column 2 of Table
C, below, which applies according to the
remaining term to maturity of the note

issuance facility.

[cF. s.31(1)(e) FRR]
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TABLE C

Remaining term to maturity of the note|Percentage

issuance facility -

(a) less than 1 year 1%

(b) 1 year or more but less than 5 years 2.5%

(c) 5 years or more 5%
[cf. s.31(1) FRR]

(2) In calculating the net position in a foreign

currency, as required under subsection (1)(d) a licensed

corporation may elect, to deduct from the aggregate of

assets and commitment to purchase the foreign currency an

amount not exceeding the value of any assets which are

denominated in that foreign currency and not included in

its liquid assets.

[cF. s.31(2) FRR]

(3) In this section, “note issuance fTacility” (

) means an arrangement whereby a borrower is able to

issue short-term notes which a guarantor undertakes to

purchase if unsold.

[s.2 FRR]
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PART 4

MISCELLANEOUS

56. Notification of failure to comply with Ffinancial
resources rules
(1) Where a [licensed corporation notifies the
Commission —

(a) under section 146(1) of the Ordinance that
it is unable to maintain, or to ascertain
whether it maintains the applicable
specified amount requirements; or

(b) under section 146(3) of the Ordinance that
it is unable to comply, or to ascertain
whether it complies, with the applicable
requirements other than the specified
amount requirements,

it shall include in the notice -
(1) the reasons therefor; and
(i1) the details of any steps it iIs taking,
has taken or proposes to take to

comply with the requirements.

[new]

(2) Without prejudice to section 146(1) and (3) of
the Ordinance and subsection (1), where a licensed
corporation notifies the Commission of any matter

referred to in subsection (1), i1t shall 1iIn addition
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provide in such form and within such time as the
Commission may reasonably require such additional
information and document as the Commission may require.
[new]

3 In this section, "specified amount

requirements”™ ( ) in relation to a licensed

corporation, means the applicable requirements specified

in sections 4, 5 and 6.

[new]

57. Licensed corporations to notify Commission of
circumstances relating to Tfinancial resources and
trading activities
(1) Subject to subsection ), a licensed

corporation shall notify the Commission in writing within

1 business day of becoming aware of any of the following

matters —

(a) 1i1ts liquid capital falls below 120% of its
required liquid capital under section 6(1);

[cf. s.33(1)(a)FRR, s.10(b) LFET FRR]

(b) 1its liquid capital TfTalls Dbelow 1its
required liquid capital under section 6(1);

[cf. s33(1)(b) FRR]
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(c) if not for the approved stand-by
subordinated loan facility, it would have
breached the requirement under section
6(1);

[cf. s.33(1)(c) FRR]

(d) 1i1ts liquid capital falls below 50% of the
liquid capital stated iIn its last return

lodged with the Commission;
[cf. s.33(1)(e) FRR]

(e) 1its paid-up share capital falls below the

amount required under section 5;
[cf. s.33(1)(d) FRR]

() the information contained iIn any of its
previous returns lodged with the
Commission pursuant to these Rules has

become misleading In a material particular;
[cf. s.33(1)(F) FRR, s.10(g) LFET FRR]

(g) the aggregate of the amounts it has drawn
down on bank loans, advances, credit
facilities or other financial
accommodation exceeds the total limits of

those facilities;
[cf. s.33(1)(g) FRR]

(h) i1t has been or will be unable, for 3
consecutive business days, to meet in

whole or i1n part <calls or demands for
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payment or repayment (as the case may be),
by any of 1its lenders or credit or

financial accommodation providers;
[cf. s.33(1)(h) FRR]

(1) any of i1ts lenders or credit or financial
accommodation providers has exercised, or
has informed it that it will exercise, its
right to Iliquidate security provided by
the licensed corporation to it in order to
reduce an outstanding loan, advance,
credit facility balance or other financial
accommodation; or

[cf. s.33(1)(i) FRR]

() iIn relation to the provision by i1t of
securities margin financing —
(i) a financial adjustment has been made
under section 44; or
(i1) the concentration discounting fTactor
of any stock or warrant received from
its margin clients as collateral -
(A) has fallen below 1; or
(B) has dropped by 0.1 or more
compared to the concentration
discounting factor on that stock

or warrant previously reported
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[cf. s.33(2)FRR]

to the Commission under this

section.

(2) Subject to subsection 3), a licensed

corporation shall notify the Commission in writing within

1 business day of becoming aware of any of the following

matters -

@

the aggregate of the maximum amounts that

can be drawn down against it under

guarantees, indemnities and similar

financial commitments provided by it, if

that aggregate —

(i) exceeds $5,000,000; or

(i1) would, if deducted from the Iliquid
capital i1t maintains, cause that
liquid capital to be less than 120%
of the liquid capital it iIs required

to maintain;

[cf. s.33(5)(a) FRR]

(b)

the outstanding claims made in writing by
or against 1t (whether disputed or not),
iT the total amount of those claims

exceeds or is likely to exceed $5,000,000;

[cf. s.33(5)(b) FRR]

©

the outstanding claims made 1iIn writing

against i1t (whether disputed or not), if
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the total amount of those claims would, if
deducted from the [liquid capital it
maintains, cause its liquid capital to be
less than 120% of the liquid capital it is
required to maintain;

[cf. s.33(5)(b) FRR]

(d) any claim made by it under any
professional i1ndemnity or other insurance
policy that it 1is required under the
Securities and Futures (Insurance) Rules,
made under section 116(5) of the Ordinance,

or the rules of any exchange company or

clearing house to effect;
[cF. s.33(5(c) FRR]

(e) any Tfinancial commitment, including a
guarantee, that has been provided for or
on behalf of it in favour of a stock
exchange, futures exchange or clearing
house, by a corporation within the same
group of companies as the licensed
corporation.

[cf. s.33(5(d) FRR)

(3) Where a Hlicensed corporation gives notice of
any matter to the Commission under subsection (1) or (2),

it shall include in the notice —
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@

(b)

©

[cf. s.33(1) FRR]

full details of the matter and the reasons
for the occurrence;

in the <case of a notification under
subsection (1), the details of any steps
it 1s taking, has taken or proposes to
take to prevent a liquid capital deficit
or to improve its liquidity; and

in the case of a notification under
subsection (1)), submit the returns
specified in section 58(1)(mi1), (iv) and

).

(4) Where a licensed corporation has, prior to the

commencement of these Rules —

@

(b)

taken on any off-balance sheet exposure
which is not captured by Part 3; or

entered iInto any position in non-specified
exchange traded derivative contract which
is not captured by Part 3, save for

section 50,

shall within 1 business day of the commencement of these

Rules notify the Commission in writing of the details of

such exposure or position.

[cF. s.33(3) FRR]

(5) Where a licensed corporation wishes to -
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(a) take on any off-balance sheet exposure
which i1s not captured by Part 3; or
(b) enter into any position in non-specified
exchange traded derivative contract which
is not captured by Part 3, save for
section 50,
shall notify the Commission in writing of the details of
the i1ntended exposure or position at least 10 business
days 1n advance of his taking on or entering into such

exposure or position.

[cF. s.33(4) FRR]

58. Licensed corporations to submit declaration document
and returns to the Commission
(1) Subject to subsection 4), a licensed
corporation licensed for one or more of the following
regulated activities —

(a) dealing In securities;

(b) dealing in futures contracts;

(c) leveraged foreign exchange trading;

(d) advising on securities, where 1t is not
subject to the specified licensing
condition;

(e) advising on futures contracts, where it is
not subject to the specified licensing

condition;
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() advising on corporate finance, where it is
not subject to the specified licensing
condition;

(g9) providing automated trading services;

(h) securities margin financing; or

(1) asset management, where 1t is not subject
to the specified licensing condition,

shall, 1In respect of the end of each month

during which 1t carries on any regulated
activity, prepare and submit to the Commission
in the manner specified iIn subsection (6), no
later than 3 weeks after the end of the month
to which i1t relates, a declaration document and
the following returns —
(1) a liquid capital computation;
(i1) a required liquid capital computation;
(ifi) a summary of bank loans, advances,
credit facilities and other financial
accommodation available to i1t;
(iv) an analysis of margin clients;
(v) an analysis of collateral received
from margin clients;
(vi) a rolling balance cash client
analysis;
(viir) a profit and loss account;

(viii) an analysis of client assets; and
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(ix) in the case of a licensed corporation
licensed for leveraged foreign
exchange trading, an analysis of its

foreign currency positions.
[cf. s.35(1) FRR & s.11 LFET FRR]

(2) A licensed corporation to which subsection (1)
applies, shall, in respect of each 3 month period during
which 1t carries on any regulated activity, concluding at
the end of the months of March, June, September and
December, respectively, prepare and submit to the
Commission in the manner specified In subsection (6), no
later than 3 weeks after the end of the period to which
it relates, a declaration document and the following
returns —

(a) a report on number of active clients; and
(b) a report on proprietary derivative
positions,

and in the case of —

(1) a licensed corporation licensed for
leveraged foreign exchange trading, a
list of 1ts recognized counterparties;

and
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(i1) a licensed corporation licensed for
asset management, an analysis of the
assets under i1ts management.

[new]
(3) A licensed corporation licensed for one or more

of the following regulated activities —

(a) advising on securities;

(b) advising on futures contracts;

(c) advising on corporate finance; or

(d) asset management,
where 1t 1s subject to the specified licensing condition
shall, in respect of each 6 month period during which it
carries on any regulated activity, concluding at the end
of the months of June and December, respectively, prepare
and submit to the Commission iIn the manner specified iIn
subsection (6), no later than 3 weeks after the end of
the period to which it relates, a declaration document

and the following returns —

@am

(1) a liquid capital computation;
a required liquid capital computation;
)

(

a profit and loss account;

(iv) a report on number of active clients;
and

(v) In the case of a licensed corporation

licensed for asset management, an
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analysis of the assets under its
management.

(4) If iIn respect of any return required to be
submitted under this section, a licensed corporation
would, upon completing the applicable computation and
analysis required under these Rules, make a nil return or,
having regard to its activities, an analysis would not be
applicable, 1t may so indicate 1in the declaration
document submitted to the Commission with the return.

(5) A licensed corporation may elect to prepare the
declaration document and returns required under —

(a) subsection (1), by reference to a period
of not less than 28, nor more than 35,
days ending not more than 7 days before or
after the end of the relevant month;

(b) subsection (2), by reference to a 3 month
period ending not more than 7 days before
or after the end of the relevant third
month;

(c) subsection (3), by reference to a 6 month
period ending not more than 7 days before
or after the end of the relevant sixth
month,

provided that, once the election is made the basis for
determining the period shall apply to the preparation of

all future declaration documents and returns unless the
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Commission approves the withdrawal of the election under

section 61.

[new]

(6) A declaration document and return referred to

in this section shall -

@
(b)

©

(@

be prepared in Hong Kong dollars;

be in the form specified under section 402
of the Ordinance, compiled i1In accordance
with any directions or instructions
contained therein and, i1f applicable,
accompanied by such documents as may be
specified therein;

bear the digital signature of the licensed
corporation, attached by a responsible
officer or another officer of the licensed
corporation approved by the Commission
under section 60(5)(g) for the purposes of
this section, supported by a recognized
certificate; and

be submitted electronically by means of

FinNet.

[new cf. s.35 FRR, s.11 LFET FRR]

(7) In this section, "rolling balance cash client”

(

)means a client of a licensed corporation

other than a margin client whose amounts payable to the

licensed corporation in respect of dealing In securities
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by the licensed corporation for him or on his behalf may
be set-off against amounts payable to the client by the

licensed corporation in accordance with section 23(2).

[new]

59. Licensed corporations to provide information

(1) The Commission may at any time, by notice 1In
writing require a Jlicensed corporation to provide it
within the time and in the manner specified in the notice
with such information, including any record or document,
as 1t may specify in the notice relating to its financial
position, trading activities or other matter related to
these Rules.

(2) The Commission shall not require a licensed
corporation to provide it with information under
subsection (1) unless it considers that the information
sought might assist in assessing the financial resources

of the licensed corporation.
[cf. s.36 FRR]

60. Approvals
(1) The Commission may, TFfor the purposes of these
Rules, approve a person as —
(a) an approved bank incorporated outside Hong
Kong;

(b) an approved credit rating agency; and
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(c) an approved securities borrowing and
lending counterparty.

(2) The Commission may, in relation to an approval
under subsection (1)(b), specify the appropriate tier 1iIn
column 1 of Table 4 1i1n Schedule 1 1i1nto which debt
securities rated at or above a specified grade by such

approved credit rating agency shall fall.

[cF. s.37(2) FRR]

(3) The Commission may approve under subsection
(1)(c) a person whose activities or objects include the
provision of services for iInterposing 1itself 1In a
securities Dborrowing and [lending agreement as the
counterparty to both the borrower and the lender,
including administering the security deposited in
connection with the agreement and registration and

settlement of the agreement.
[cf. "approved securities borrowing and lending counterparty"” s.2 FRR]

(4) The Commission may on application iIn writing
and payment of the prescribed fee approve a licensed
corporation for the purposes of these Rules as an
introducing agent i1f the licensed corporation satisfies
the Commission that —

(a) where i1t 1is licensed for dealing 1in
securities or dealing in futures contracts,

it conducts no business other than —
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(i) communicating offers to effect
dealings in securities, futures
contracts or options contracts to
exchange participants, in the names
of the persons from whom those offers
are received; or

(i1) introducing persons to exchange

participants, in order that they may

(A) effect dealings in securities,
futures contracts or options
contracts; or

(B) make offers to deal in
securities, futures contracts or
options contracts;

(b) where it is licensed for leveraged foreign
exchange trading, it conducts no business
other than —

(1) communicating offers to effect
leveraged foreign exchange trading to
recognized counterparties iIn the
names of the persons from whom those
offers are received; or

(i1) introducing persons to recognized
counterparties;

(c) 1t does not hold client assets; and
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in connection with the offers communicated
or the persons so introduced, i1t Incurs no
legal liability to any person except for
its own negligence, wilful default or

fraud.

[cf. "introducing broker"™, s.2 FRR and "leveraged foreign exchange

trading introducing agent™, s.2 LFET FRR]

(5) The Commission may on application in writing by

a licensed corporation and payment of the prescribed fee

approve -

@

(b)

©

(@

O

as approved redeemable shares, redeemable
shares i1ssued by the licensed corporation;
as an approved subordinated loan, a
subordinated loan obtained by the licensed
corporation;

as an approved stand-by subordinated loan
facility a stand-by subordinated loan
facility obtained by the licensed
corporation;

a change 1i1n calculation of the licensed
corporation’s liquid capital;

the adoption by the licensed corporation
of an 1inconsistent accounting practice,

referred to In section 3(1)(c);
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() the change by the licensed corporation of
any of its accounting practices, referred
to in section 3(2);

(g) an officer of the licensed corporation to
attach a digital signature to returns;

(h) the inclusion 1iIn ranking liabilities of
the licensed corporation 95% of cash in
such foreign currency, for the purposes of
section 43(1) ) (A1)(B); and

[cf. s.6(2)(b) LFET FRR]

(1) the withdrawal of an election under
section 61.

(6) An approval granted under subsection (1), (4)
or (5), shall be subject to such reasonable conditions as
the Commission may impose, and the Commission may at any
time amend or revoke any such condition or iImpose new

conditions as may be reasonable in the circumstances.

[cF. s.37(3) FRR]

(7) An approval granted under subsection (1), (4)
or (5) remains in force —
(a) 1if a period i1s specified In the approval
notice, until the end of the period; or
(b) if no such period 1is specified, until
revoked by the Commission by notice 1in
writing.

[new. CF. s.134(5) of the Ordinance]
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61. Withdrawal of elections made under the rules

A licensed corporation which makes an election under
any provision of these Rules shall be bound by the
election until such time as the Commission approves the

withdrawal of the election under section 60.

[new, cf. e.g. s.13(5) & (6) FRR]

62. Transitional

(1) Notwithstanding the commencement provision 1In
section 1, these Rules shall not apply to a person who,
at the date of commencement of these Rules, is deemed
under section 25(b)of Part 1 of Schedule 10 to the

Ordinance to be a licensed corporation.

[new]

(2) Subsection (1) shall expire on [31 March] 2003.
[new]

(3) Notwithstanding section 1, section 5 shall not
apply to -

(a) a partnership deemed under section 27; and
(b) an individual deemed under section 30,
of Part 1 of Schedule 10 to the Ordinance to be a
licensed corporation, until such time as the specified
decision referred to in section 53(1)(b) or (c) of Part 1
of Schedule 10 to the Ordinance, respectively, takes
effect in relation to the partnership or individual (as

the case may be), provided that —
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(i) in the case of a partnership, it
maintains an aggregate of partners”
capital accounts; and

(i1) in the case of an individual, he
maintains a capital account,

in the like sum as that required under

section 5.

[new]

(4) For the purpose of calculating adjusted
liabilities, liquid assets and ranking liabilities of a
person to whom subsection (3) applies, amounts receivable
from, or payable to —

(a) a partner of the partnership; or
(b) an individual operating a sole-
proprietorship,
which arise from —
(i) dealing in futures contracts;
(i1) dealing i1n options contracts;
(i11) dealing in securities; or
(iv) the provision of securities margin
financing,
shall be treated as amounts receivable from, or
payable to (as the case may be) third party
clients and shall be subject to the same
deductions or Tfinancial adjustments as are

required under these Rules.
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[new, cfF. s.5(4) FRR]

US AND JAPANESE SHARES (WITH DIFFERENTIATION)

[ss-2, 29 & 60]

SCHEDULE 1

Haircut Percentages

TABLE 1

HAIRCUT PERCENTAGES FOR HK, UK,

Item

Description

Haircut %

1.

Shares which are listed on a

recognized stock exchange -

@

(b)

©

being a constituent of the Hang
Seng Index or the Hang Seng
Hong Kong LargeCap Index

being a constituent of the Hang
Seng Hong Kong MidCap Index

being any other share

15

20

30

Shares which are listed on a

specified exchange in the UK, US or

Japan -

@

(b)

being a constituent of the
FTSE-100 Index, Nikkei 500
Index or Standard & Poor”s 500
Index

being any other share

15

20

[cF. Part 1 of Schedule 1 FRR]
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TABLE 2

HAIRCUT PERCENTAGES FOR HK, UK, US AND JAPANESE SHARES
(WITHOUT DIFFERENTIATION)
Item Description Haircut %
1. Shares which are listed on a
recognized stock exchange 30
2. Shares which are listed on a
specified exchange iIn the UK, US or
Japan 20
[cF. Part 1 of Schedule 1 FRR]
TABLE 3
HAIRCUT PERCENTAGES FOR OTHER SHARES
Item Description Haircut %
1. Shares listed on a specified
exchange other than a specified
exchange in the UK, US or Japan 20
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Shares listed on a specified
exchange mentioned in Part 2 of

Schedule 2

30

Shares traded on the National
Association of Securities Dealers
Automatic Quotations - National
Market System, the Japanese
Association of Securities Dealers
Automated Quotations or Stock
Exchange Automated Quotations

International (SEAQ International)

30

Shares listed on any other stock

exchange which is an FIBV member

50

5.

All other listed shares

75

[cf. Part

111 of Schedule 1 FRR]

TABLE 4

SECURITIES, BY ISSUER

HAIRCUT PERCENTAGES FOR QUALIFYING DEBT

Tiers & Description

Haircut

%

Tier 1

Where the i1ssuer or guarantor -
(a) 1s the central government or central

bank in the People’s Republic of China;

0
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(b) 1i1s the Government of the Hong Kong
Special Administrative Region;
(c) 1s the Hong Kong Exchange Fund;
(d) has an issue or issues currently
rated by —
(1) Moody’s Investors Services at
Aaa or Prime-1; or
(11) Standard & Poor’s Corporation at

AAA or A-1

Tier 2
To the extent not already covered in Tier
1 -
(a) where the issuer or guarantor has an
issue or issues currently rated by —
(1) Moody"s Investors Services at
Aa, A or Prime-2; or
(i1) Standard and Poor®s Corporation
at AA, A or A-2; or
(b) where the issuer is the Hong Kong
Mortgage Corporation; or
(c) where the debt securities are listed

on a recognized stock market
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Tier 3

To the extent not already covered in Tier

1 or Tier 2, where the issuer has an issue

or issues currently rated by -

(a) Moody®"s Investors Services as Baa or

Prime-3; or

(b) Standard and Poor®"s Corporation at

BBB or A-3

[cF. Table 1, Part I of Schedule 2 FRR]

TABLE 5

HAIRCUT PERCENTAGES FOR QUALIFYING DEBT

SECURITIES, BY MATURITY

Remaining term to

maturity

Q)
Fixed coupon
bonds/
normal floating

rate bonds

an
Any bonds other

than those set out

in (D

Haircut % Haircut %
(a) less than 6 1 1
months
(b) 6 months to 3 3
less than 3 years
(c) 3 years to 4 5

less than 5 years
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(d) 5 years to 7 10
less than 10 years
(e) 10 years or 10 22

more

[cF. Table 2, Part I of Schedule 2 FRR]

TABLE 6

HAIRCUT PERCENTAGES FOR SPECIAL DEBT SECURITIES

Description

Haircut %

(a) 1indexed bonds

same as that applicable to

the underlying assets

(b) convertible debt
securities or bonds with
non-detachable

warrants —

(1) where their market

value is more than
their par or nominal

value

(i1) where their market

value is equal to, or

less than, their par or

nominal value

same as that applicable to
the underlying assets

same as would be applicable
to the qualifying debt
securities with the same
Issuer and remaining term to

maturity
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(c) non-interest bearing

debt securities

105% of haircut percentage
which would be applicable to
the qualifying debt
securities of the same
Issuer and remaining term to

maturity

[cF. Part Il of Schedule 2 FRR]

TABLE 7

HAIRCUT PERCENTAGES FOR OTHER SECURITIES

Description Haircut %
(a) warrants that are listed on a
specified exchange mentioned In Part 1 of
Schedule 2 40

(b) units in any unit trust, and shares
in any mutual fund, which is authorized by
the Commission under section 104 of the
Ordinance or a Recognized Jurisdiction
Schemes specified in Appendix A to the

Code on Unit Trusts and Mutual Funds

published by the Commission

nature iIs -

(1) the same as that of a warrant

funds, futures or options funds,

, where its
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leveraged funds or hedge funds
referred to in that Code
(i1) not the same as any of the funds

mentioned in (i) above

40

20

[cF. Schedule 3 FRR]

TABLE 8

HATRCUT PERCENTAGES FOR OTHER INVESTMENTS

Types of Investments

Haircut %

Other investments -

(a) gold coin and gold bullion or
investments in gold which are specified iIn
Schedule 1 to the Securities and Futures
(Collective Investments Schemes) Notice
under section 393 of the Ordinance and are

authorized by the Commission under section

104 of the Ordinance 10
(b) physical commodities of a quantity,

quality and condition suitable for delivery

under a futures contract or options contract

traded on a specified exchange 40

[cf. Schedule 3 FRR]
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SCHEDULE 2

[ss-2, 28, 30, 32, 33,

37, 42, 48 & Sch.1]

Specified Exchanges

American Stock Exchange
Australian Stock Exchange
Bolsa de Madrid

Borsa ltaliana S.p.A.
Bourse de Montréal Inc.

Chicago Board of Trade

PART 1

Chicago Board Options Exchange

Chicago Mercantile Exchange

Commodity Exchange, Inc. (New York)

Copenhagen Stock Exchange
Deutsche Borse AG

Eurex

Euronext Amsterdam
Euronext Brussels
Euronext Paris

Helsinki Exchanges

Hong Kong Futures Exchange Limited
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Japanese Association of Securities Dealers Automated
Quotations

Korea Futures Exchange

Korea Stock Exchange

London International Financial Futures and Options
Exchange

London Metal Exchange

London Stock Exchange

Luxembourg Stock Exchange

Nagoya Stock Exchange

National Association of Securities Dealers Automated
Quotations

New York Cotton Exchange

New York Futures Exchange

New York Mercantile Exchange

New York Stock Exchange

New Zealand Futures and Options Exchange

New Zealand Stock Exchange

Osaka Securities Exchange

Oslo Bgrs

Pacific Exchange

Philadelphia Stock Exchange

The Stock Exchange of Hong Kong Limited
Stockholmsbdrsen

SWX Swiss Exchange

Sydney Futures Exchange Limited
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Tokyo Grain Exchange

Tokyo International Financial Futures Exchange
Tokyo Stock Exchange

Toronto Stock Exchange

Wiener Borse AG

Winnipeg Commodities Exchange

PART 2

Kuala Lumpur Stock Exchange

Malaysian Derivatives Exchange Berhad
Philippine Stock Exchange Inc.

Singapore Exchange Derivatives Trading Limited
Singapore Exchange Securities Trading Limited

Stock Exchange of Thailand

[cF. Schedules 5 & 6 FRR]
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Attachment B

Personal | nformation Collection Statement

This Personal Information Collection Statement (“PICS’) is made in
accordance with the guidelines issued by the Privacy Commissioner for
Personal Data. The PICS sets out the purposes for which your Personal
Data® will be used following collection by the Securities and Futures
Commission (“SFC”), what you are agreeing to with respect to the
SFC’s use of your Personal Data and your rights under the PDPO.

Purpose of Collection

2.

The Personal Data provided in your submission to the SFC in response

to the Consultation Document on the Draft Securities and Futures

(Financial Resources) Rules (“the Consultation Document”) may be

used by the SFC for one or more of the following purposes:

e to administer the relevant Ordinances, rules, regulations, codes and
guidelines made or promulgated pursuant to the powers vested in the
SFC

e for the purposes of performing the SFC’s statutory functions under
the relevant Ordinances

e for research and statistical purposes

e other purposes permitted by law

Transfer of Personal Data

3.

Personal Data may be disclosed by the SFC to the members of the public
in Hong Kong and elsewhere, as part of the public consultation on the
Consultation Document. The names of persons who submit comments
on the Consultation Document together with the whole or part of their
submission may be disclosed to members of the public. This will be
done by publishing this information on the SFC web site and in
documents to be published by the SFC throughout and at the conclusion
of the consultation period.

! Personal Data means personal data as defined in the Personal Data (Privacy) Ordinance, Cap 486
(‘PDPO”)



Accessto Data

4. Y ou have the right to request access to and correction of your Personal
Data in accordance with the provisions of the PDPO. Your right of
access includes the right to obtain a copy of your Personal Data
provided in your submission on the Consultation Document. The SFC
has the right to charge a reasonable fee for processing any data access
request.

Enquiries

5.

Any enquiries regarding the Personal Data provided in your submission
on the Consultation Document, or requests for access to Personal Data
or correction of Personal Data, should be addressed in writing to:

The Data Privacy Officer,

The Securities and Futures Commission
12/F, Edinburgh Tower, The Landmark
15 Queen’s Road Central Hong Kong

A copy of the Privacy Policy Statement adopted by the SFC is available
upon request.
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INTRODUCTION

1

On 4 March 2002, the Securities and Futures Commission (*SFC”) released a
Consultation Document (the “Consultation Document”) on the proposed
amendments (“Proposed Amendments’) to the Financial Resources Rules
made under section 28 of the Securities and Futures Commission Ordinance
(Cap. 24) (“FRR").

The Proposed Amendments require brokers providing securities margin
financing and securities margin financiers:

@ to apply a discount rate of 90% to collateral for margin loans that,
because of its size compared to average monthly turnover and market
capitalization, may be difficult to liquidate quickly (referred to in the
Consultation Document and this Consultation Conclusion Report as the
“illiquid collateral haircut”); and

(b) where a firm's total borrowings, which are secured by repledging
margin clients securities, exceed 50% (referred to in the Consultation
Document as the “firm borrowings to margin loan ratio trigger”) of
total amounts lent to its margin clients, the amount that exceeds 50%
will be included in the firm's ranking liabilities (referred to in this
Consultation Conclusion Report as the “gearing adjustment”).

The consultation closed on 26 March 2002.

The Proposed Amendments, as modified after market consultation, have been
adopted by the SFC and effected in the Amendment Rules, which are attached
asAppendix 1.

The purpose of this report is to provide interested persons with an analysis of
the main comments raised during the consultation process and the rationale for
the SFC’s conclusions. This report should be read in conjunction with the
Consultation Document, the Amendment Rules and the summary of comments
(the “Summary of Comments’) received on the Proposed Amendments, which
are attached as Appendix 2.

PUBLIC CONSULTATION

A.

6.

Background

Hong Kong currently has 8 securities margin financiers and 258 securities
dealers that conduct securities margin financing. In the competition for
business, the SFC has observed a tendency among some firms for more
aggressive lending practices, even though the size of the market-wide margin
loans has declined.

The SFC has reviewed the business practices of the firms and has identified
two practices that are considered particularly risky and imprudent:



@ accepting as collateral for margin loans a large quantity of stocks that
may be difficult to liquidate quickly; and

(b) pooling securities belonging to margin clients, including “non-
borrowing or low-borrowing” margin clients (i.e., those clients who
borrow very little or not at all, but have a relatively large amount of
securities in their margin accounts), and repledging the more liquid of
such securities to banks in order to obtain bank loans. These borrowed
funds are then used by the firms to finance their business operations
and loans to other margin clients against collateral that may not be
acceptable as collateral to banks.

8. The Proposed Amendments were formulated with a view to minimize the risks
posed to a firm’s clients as a result of the firm’'s own aggressive lending and
funding practices. This type of risk should not be borne by the firm’s clients,
especially those nontborrowing or low-borrowing margin clients with
securities held by the firm and possibly repledged by the firm to a bank.
Instead, the firm should be using its own capital as a buffer against thisrisk to
minimize the exposure of its non-borrowing or low-borrowing margin clients
and to enhance the firm's financial soundness.

0. The Proposed Amendments sought to enhance a firm’s capital buffer by two
means:

@ by introducing the illiquid collateral haircut, a firm that aggressively
grants margin loans against securities which may be difficult to
liquidate or sell (because of the size of the holdings relative to the
market demand) would be required to maintain more liquid capital.
This was to be achieved by applying a steep discount to the value of
such securities in assessing the amount of credit risk adjustment
necessary on the relevant margin loan secured by such securities.
Specifically, firms that want to provide margin loans collateralised by
those securities to which a bank would apply a high discount (or might
not be willing to lend against at all) should be funding much of those
margin loans with their own capital, rather than with bank loans
obtained through repledging their clients' securities. Accordingly, we
originally proposed a 90% discount for such identified securities’; and

! Specificaly, the discount would apply to those stocks and warrants pledged as margin collatera
where such stocks or warrants would:
(@ likely take more than one month to liquidate based on their respective trading volume
during the previous six months; or
(b) constitute 5% or more of the market capitalization of the shares or the issue size of
the warrants.

This analysis would be applied only to those shares and warrants identified as the three largest
collatera holdings (based on the securities' respective market value) of each firm'’stop 20 margin
clients (those with the largest outstanding margin loan balances). However, once any shares or
warrants meet either of these tests, the 90% discount would apply to all such shares or warrants held by
the firm as collateral.



10.

11.

12.

13.

14.

(b) by introducing the gearing adjustment, where a firm’'s borrowings
secured by clients securities exceed 50% of aggregate margin loans
made to al its clients, the firm must include the excess in its ranking
liabilities for FRR calculation purposes (the gearing adjustment). The
net result is that firms that rely heavily on borrowings secured by their
clients' securities for their operational funding must bring in additional
liquid capital, the better to manage the financial risks brought on by
pooling and repledging clients' securities.

We believed that the combination of these two requirements would effectively
require firms that adopt the practices described in paragraph 7, above, to
increase their capital to cushion themselves and their clients against credit,
liquidity and other financial business risks. In the process, these firms would
be more financially sound and their clients would have a reduced risk of loss
arising from the firms' defaulting on their borrowings.

Consultation Process and Comments

In addition to the public announcement inviting comments, the Consultation
Document was sent to all registered securities dealers and securities margin
financiers via the FinNet communication network, distributed to the Financial
Services Bureau, various industry representative bodies and professional
associations. The Consultation Document was also published on the SFC
website.

23 responses were received from the public as well as market practitioners
including securities dealers, legal firms, industry representative bodies and
professional associations. One of the submissions consisted of a survey of its
members conducted by the Hong Kong Securities Institute.

Comments varied considerably in range and depth, with some focusing on
broad principles and others on points of detail and clarification. On the whole,
the market generally supported introducing measures to reduce financial and
credit risks. Some commentators supported the Proposed Amendments.
Others focused primarily on the practical effects of the Proposed Amendments
on the market overall. Different commentators suggested varying levels of
discount as well as changing the gearing adjustment. Others expressed
concern over the possible effect on market liquidity generally as well as on
specific 3%and 4™ liner stocks and on the proposal not differentiating between
the perceived “quality” of the securities that may be discounted. Concerns
were also expressed as to the impact on the PO market and ensuring a level
playing field with banks.

We have considered all market comments expressing concern over the
proposal as well as those that have offered alternative suggestions. After the
public consultation closed, we met with different commentators to discuss
possible amendments and solutions that would be acceptable to the market
generally. After much discussion and weighing all comments and investor
considerations, we have made the Amendment Rules to balance the concerns
(please see paragraphs 17 to 23).



15.

16.

There were also comments recognizing the need to address various financial
risk issues in the long-term and possible alternative approaches. These issues,
such as the pooling of clients' securities and the required capital level for firms
conducting different business activities, are fundamental issues that Hong
Kong should address in the context of the overall framework for
intermediaries and market participants. As these will require considerable
time for the necessary review, discussion, consultation and consensus
building, they will be addressed separately in due course.

In the meantime, we believe it is imperative to introduce some interim
measures to address the identified risks posed to firms, their clients and
potentially to the systemic stability of the market Thiswe mean to achieve by
making the Amendment Rules effective as soon as practicable.

AMENDMENT RULES

17.

18.

19.

20.

21.

Taking into account the submissions received and following discussions with
commentators, several revisons to the Proposed Amendments were
considered appropriate.

First, we have reduced the “illiquid collateral haircut” percentage from 90% to
80%. Thisisin keeping with the percentage discount level broadly applied by
banks to similar stocks. The “illiquid collateral haircut” would also override
the current discount and concentration discounting factors in the FRR that
would otherwise apply to the stock or warrant, so that there will not be any
“double discounting” on the same stocks or warrants.

Second, in response to market comments, we have relaxed the gearing
adjustment from 50% to 35%. This effectively means that if a firm's total
borrowings secured by margin clients securities exceed 65% of the total
margin loans it lends to clients, the firm will be required to maintain an
additional liquid capital buffer in the amount of such excess. This liquid
capital buffer should, to a large extent, manage down both insolvency risks as
well asliquidity risks.

Third, we note the concerns over practicality of applying the Proposed
Amendments in the situation of 1PO and newly listed shares without a 6 month
trading period, as well as practical difficulties in tracking average monthly
turnover and market capitalization.

To address these concerns, we have now revised the Proposed Amendments so
that effectively the illiquid collateral haircut would not apply to shares or
warrants that have been listed or traded for less than 7 consecutive calendar
months (including any period during which the share or warrant is suspended
from trading) immediately preceding the month in which the calculation is
made. We have aso allowed more lag time for firms to calculate the average
monthly turnover of stocks and warrants.



22.

23.

Fourth, it has been brought to our attention that the definition of “illiquid
collateral” would inadvertently affect shares that have been subject to a recent
stock split. To overcome such technical problem, we have now changed the
reference point from “number of shares or warrants’ to “value’.

As revised, we believe that the Proposed Amendments are sound and offer the
most reasonable means of reducing currently identified credit risk. While the
Amendment Rules do not necessarily address al of the concerns expressed by
the industry, we believe that they strike an acceptable balance between the
interests of the industry and the protection of investors.

EFFECTIVE DATE

24.

The effective date of the Amendment Rules will be 1 October 2002.



Appendix 1

FI NANCI AL RESOURCES ( AMENDMENT) RULES 2002

(Made by the Securities and Futures Comm ssion under
section 28 of the Securities and Futures Conmm ssion
Ordi nance (Cap. 24) after consultation
with the Financial Secretary)

1. Conmencenent

These Rul es shall cone into operation on 1 Cctober 2002.

2. Amounts receivable fromclients and
securities margin financiers arising
fromdealings in securities or
t he provision of securities
mar gi n financing
Section 13 of the Financial Resources Rules (Cap. 24 sub.
leg.) is amended —
(a) in subsection (4)(b) -
(i) i n subparagraph (i), by adding ", other
than illiquid collateral,” after
"col | ateral ";
(i) by addi ng -

"(ia) the market val ue of al
illiquid collateral provided by
the client, multiplied by
20% ",

(b) by adding -



Page 2
"(10) In this section, "illiquid
collateral™ ( ), inrelation to

collateral provided to a dealer or securities
margin financier by a margin client, neans any
listed or traded share or warrant which is of
the sanme description as that identified as the
top 3 collateral where -

(a) if it is a share, the aggregate
mar ket val ue of all shares of
the sanme description as that
share provided to the deal er or
securities margin financier by
his margin clients as
collateral is equal to or
greater than -

(i) the average nonthly
turnover of that
share; or

(ii) 5% of the total
mar ket capitalization
of that share as at
the end of the nonth
i mredi ately preceding
the nonth prior to

the nonth in which



(b)

but does not

(c)

Page 3
the calculation is
made; or

if it is a warrant, the
aggregat e market val ue of al
warrants of the sane
description as that warrant
provided to the deal er or
securities margin financier by
his margin clients as
collateral is equal to or
greater than -

(i) the average nonthly
turnover of that
warrant; or

(i) 5% of the warrant
issue as at the end
of the nonth
i mredi ately precedi ng
the nonth prior to
the nonth in which
the calculation is

made,

i ncl ude -

any listed or traded share or
warrant whi ch has been |isted
or traded for less than 6

consecutive nonths (including
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any period during which the
share or warrant is suspended
fromtrading) imrediately
preceding the nonth prior to
the nmonth in which the
cal culation is nade; and

(d) any Ilisted share which is a
constituent stock of any of the
follow ng indices -

(1) Hang Seng | ndex;
(ii1) Hang Seng Hong Kong
Lar geCap | ndex;
(1i1) Hang Seng Hong Kong
M dCap | ndex;
(iv) FTSE-100 I ndex;
(v) Nikkei 225 Index; or
(vi) Standard & Poor's 500
| ndex.
(11) In this subsection and subsection
(10) -
"average nonthly turnover" ( ), In

relation to a listed or traded share or
warrant, nmeans one sixth of the aggregate
val ue of transactions in that share or
warrant on any stock market on which it

is listed or traded for a period of 6



Page 5
consecutive nonths (including any period
during which the share or warrant is
suspended fromtrading) i mediately
preceding the nonth prior to the nonth in

whi ch the cal cul ation is nmade;

"cal cul ation" ( ) nmeans a cal cul ation

made for the purposes of subsection (4);

"mar ket capitalization" ( ), in

top

"t op

relation to a share, neans the total
nunber of shares of the same class as
that share issued by the issuer of that
share, as nmultiplied by their market
price;

3 collateral” ( 3 ), in relation
to a top margin client of a dealer or
securities margin financier, nmeans any of
the 3 highest |isted or traded shares or
warrants in terns of market val ue anong
all shares or warrants provided by himto
the deal er or securities margin financier
as collateral;

margin client” ( ), in
relation to a dealer or securities margin

financi er, neans -



Page 6
(a) where he has |ess than 20
margin clients, each of his
margin clients; or
(b) where he has 20 or nore margin
clients, each of the 20 margin
clients with the | argest
out st andi ng margi n | oan
bal ances;

"traded" ( ), inrelation to any share or

warrant, neans traded on a stock market.".

Provision of securities margin financing
Section 21 is anended -
(a) By renunbering it as section 21(1);
(b) by adding -

"(2) Were a dealer or securities margin
financi er obtains financial accommpdation
whol Iy or partly secured by collatera
provided by his margin clients, he shal
include in his ranking liabilities the anmount
by whi ch such financial acconmpdati on exceeds
65% of the aggregate anount receivable from
his margin clients arising fromthe provision

of securities margin financing.".

Li quid capital conputation



Page 7
Schedul e 7 is anmended -
(a) initem?21, in colum 3, by repealing "21(a)" and

substituting "21(1)(a)";

(b) initem?22, in colum 3, by repealing "21(b)" and
substituting "21(1)(b)";

(c) initem?29, in colums 2 and 3, by adding —

"— gearing adj ust nent 21(2)"
before -

"— short selling of 24(6)".

securities on behal f

of clients

Andrew Len Tao SHENG
Chai r man,
Securities and Futures Conm SSion

29 May 2002

Expl anatory Note
The purpose of these Rules is to anend the Fi nanci al
Resources Rules (Cap. 24 sub. leg.) ("the principal Rules") to

limt the main financial and credit risks arising fromthe
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provi sion of margin |oans by securities dealers and securities
mar gi n financiers.

2. Section 2 anends section 13 of the principal Rules to require
the application of a steep discount to the nmarket value of certain
securities held by the securities dealers and securities margin
financiers as collateral, for the purpose of calculating their
liquid assets.

3. Section 3 anends section 21 of the principal Rules to require
securities dealers and securities margin financiers to conpare the
total value of their margin loans to clients with the total val ue
of borrow ngs they have obtained by re-pledging securities
received fromtheir margin clients. If the borrow ngs obtai ned by
any securities dealer or securities margin financier exceed 65% of
the total margin | oans extended by him the excess nust be
included in his ranking liabilities.

4. Section 4 anmends Schedule 7 to the principal Rules by

i ntroduci ng consequential renunbering of references to section 21
of the principle Rules, and adding a newitemrelating to the

gearing adjustnent required under the new section 21(2).



Summary of commentsreceived on Proposed Amendmentsto the Financial Resour ces Rules

Appendix 2

Section
reference

Details of the Rules/
Areas of concern

Respondent’s comments

SFC’s response

General comments

Comments generally support the proposal
to manage down the financial risks of
margin financing intermediaries, and
increase protection to investors.

Some commentators have proposed that we
should look at more fundamental issues
such as capital requirements and pooling.

We thank the market for their support and valuable comments.

We will examine these structural issues as part of an overall
review later in the year.

Specific Comments

stocks of sound fundamentals but not
frequently traded.

There are also stocks of dubious quality but
being traded actively, this haircut may
encourage “manufactured” liquidity
(liquidity does not define the quality of a
stock).

There are technical difficultiesin applying
the definition to PO with less than 6
months track records.

2. | S13(4)(b) | “lliquid collateral” — | @ The haircut % should be reduced from 90% | e We agree and have amended the proposal to reduce the haircut
& (10) general comments to 80% as applied by the authorized to 80%.
institutions.
3. S13(4)(b) | “llliquid collateral” - | ¢ Some commentators were concerned that e The aobjectiveisto ensure that firms have adequate capital buffer
& (10) concern over the proposal would affect market liquidity in case they cannot liquidate their clients' securities collateral
reducing liquidity and brokers ability to meet on-going within a reasonable timeframe.
liquidity requirements.
4, S13(10) “llliquid collateral” - | @ The definition of * illiquid collateral’ cannot | ¢  We have aready excluded from “illiquid collateral” al HS
definition address the problem because there are index or HSI HK LargeCap and MidCap stocks.

Entering into wash sales (which involve the sale and purchase of
stocks without any change in their beneficial ownership) isa
criminal offence, asis the creation of afalse market. The SFC
will be vigilant in its monitoring of share movements to detect
incidents involving the ramping of share prices. Inrelation to all
such malpractices the Commission will take decisive action,
including the prosecution of offences and disciplining persons
guilty of misconduct.

We agree that theilliquid collateral haircut should only apply to
any share or warrant which has been listed or traded for 7
consecutive months or more immediately preceding the month in
which the calculation is made.




Section Details of the Rules | Respondent’s comments SFC’s response
reference | Areasof concern
S21(2) Ranking liabilities e 50% loan to bank borrowing ratio appears | e  In response to market comments, we agree that the firm loan to

on repledging
margin client
securities — generd
comments

high.

bank borrowing adjustment should only be triggered when bank
borrowings, secured by clients' securities collateral, exceed
65% of aggregate margin loans (i.e., two-thirds).

Our major concern is over pooling where one client’s collateral
can be used to secure the firm's borrowings. If afirm’s own
practice is not to allow pooling and the bank is willing to regard
each sub-account under the umbrella margin financing account
on a stand-alone basis (e.g, it agrees not to combine these
accounts or to effect any netting), we would be prepared to
consider granting an FRR modification in these circumstances.

We will work with the industry and where appropriate, be
prepared to grant modifications of the FRR provided that the
risks are adequately addressed by compensating controls and
investor protection is not undermined.

Other Comments

e Given theincreasing pressure on
consumers to plan for their long term
financial needs, and the role that the stock
market plays in this regard, every
endeavour should be undertaken to ensure
that investors' funds are adequately
protected. The proposals are therefore a
step in the right direction for HK as an
international financial center.

e |t was suggested that the proposals be
examined in light of other regulatory
capital regquirements in other international
markets. The concern expressed was that
the regulators should be addressing
concerns that are unique to Hong Kong but
also being mindful of established systemic
approaches in other international regimes
so that the competitiveness of Hong Kong
brokerage firms is not otherwise negatively
impacted as compared to their counterparts
in other countries.

e  Wethank the market for their support and valuable comments.

e  We thank the market for the suggestions and will consider these
concerns in the White Paper.




List of Respondents

Date Received Respondent

7 March 2002 Fidelity Investments Ltd

11 March 2002 Albert Pun

14 March 2002 Anne Ng (Retail Investor)

14 March 2002 - (Retail Investor without name)

20 March 2002 POP Electronic Product Ltd

21 March 2002 Consumer Council

21 March 2002 Hong Kong Stockbrokers Association

21 March 2002 City University of Hong Kong

23 March 2002 Cho Man Sang

25 March 2002 Ta Fook Securities Group Ltd

25 March 2002 Institute of Securities DealersLtd

26 March 2002 - (no name)

26 March 2002 - (commentator reserved anonymity and contents of submission)
26 March 2002 Sun Hung Kai & Co Ltd

26 March 2002 OSK Asia Corporation Ltd

26 March 2002 South China Securities Ltd

26 March 2002 Albert T. daRosa, Jr.

27 March 2002 - (commentator reserved anonymity and contents of submission)
27 March 2002 Hong Kong Society of Accountants

28 March 2002 Hong Kong Institute of Directors

28 March 2002 Survey conducted by Hong Kong Securities Institute on its members
9 April 2002 Shengyin Wanguo Group

12 April 2002

Hong Kong Securities Professionals Association




Annex 3

Consultation Conclusions on the Draft Securities and
Futures (Financial Resources) Rules

Hong Kong
September 2002



INTRODUCTION

1

On 14 June 2002, the Securities and Futures Commission released ‘ the
“Consultation Document on the draft Securities and Futures (Financia
Resources) Rules (“ Consultation Document”).

The Consultation Document contained proposed draft rules (the “ Draft Rules”)
to be made under section 145(1) of the Securities and Futures Ordinance (the
“SFQ”) in relation to the financial resources that are to be maintained by
licensed corporations.

The consultation period lasted until 12 July 2002.

Taking into account the submissions received and following discussions with
commentators, severa revisions to the Draft Rules were considered

appropriate.

A summary of comments received on the Draft Rules (“Summary of
Comments”) is attached as Appendix A and the Revised Draft Securities and
Futures (Financial Resources) Rules (“Revised Draft Rules’) are attached as
Appendix B.

The purpose of this report is to provide interested persons with an analysis of
the main comments raised during the consultation process and the rationale for
the Commissions conclusions. This report should be read in conjunction with
the SFO, the Consultation Document, the Summary of Comments and the
Revised Draft Rules.

PUBLIC CONSULTATION

A.

7.

Background

Essentially, the Draft Rules were prepared to follow the current Financia
Resources Rules made under section 28 of the Securities and Futures
Commission Ordinance (the “FRR”) applicable to securities and futures
dealers and advisers, as amended by the two new amendments relating to
securities margin financing and the Leveraged Foreign Exchange Trading
(Financial Resources) Rules. There were only minimal policy changes.

Consultation Process

In addition to the public announcement inviting comments, the Consultation
Document was distributed to all registered persons, exempt persons, various
professional bodies and the Financial Services and The Treasury Bureau. The
Consultation Document was also published on the SFC website.



10.

13 submissions were received from practitioners including fund management
firms, international brokerage firms and their legal adviser, industry
representative bodies and professional associations.

The overal tone of the comments was positive. Commentators generally
welcomed the Draft Rules. Comments varied considerably in range and depth,
with some focusing on broad principles and others on points of detail and
clarification.

CONSULTATION CONCLUSIONS

11.

12.

13.

14.

15.

16.

In addition to the drafting changes that have been suggested by the
Department of Justice and a few minor amendments, the following policy
changes have been reflected in the Revised Draft Rules:

Grace period for advisers

In the Consultation Document, we proposed to replace the net tangible asset
requirement (which is not effective for purposes of assessing the quality of
assets) by the liquid capital requirement.

One commentator has suggested that advisers not holding client assets should
not be subject to the Draft Rules at all. One other has suggested a transitional
period of 3 months when another has suggested a transitional period of 12
months for advisers and fund managers.

In view of the market comment, we have amended the Draft Rules to provide
for atransitional period of 6 months. During this transitional period, existing
advisers will only need to comply with the net tangible asset requirement.

Some have pointed out that fees receivable from rendering fund management
services are generally not collected within 2 weeks and suggested extension to
2 months.

We have amended the Draft Rules to include fees in liquid assets provided that
they have not been outstanding for more than a month.



17.

18.

19.

20.

21.

Inclusion of new HKEX productsin liquid assets

It has been submitted that all securities listed or traded on any market operated
by HKEx should be included in liquid assets, subject to a specified haircut.
These would include the equity linked instruments (“ELIS’) as well as other
structured products that might be launched later whose underlying assets could
be a security, currency, commodity or other asset or combination of assets.

While we do not believe it is appropriate to include al future listed structured
products in liquid assets as they may pose very different risks and require very
different haircut treatment, we have considered the nature of the recently
SEHK-listed ELIs and propose to include them in liquid assets, subject to the
same haircut as is applicable to the underlying securities. We will regularly
review the need to amend the Rules in view of new products being launched
onto the market.

Certificates of deposit issued by banks

Further to our discussions with other market participants, we recognize a
growing interest in certificates of deposit issued by banks. These certificates,
to the extent that they are not issued by banks with investment grade credit
rating, cannot be presently included in liquid assets as qualifying debt
securities. We propose to relax this by including certificates of deposit which
are issued by authorized financial institutions or approved banks incorporated
in specified countries/areas outside Hong Kong (i.e. banks incorporated under
the law or other authority of a country belonging to the OECD or Singapore)
in qualifying debt securities. These shall be stated at market value and subject
to ahaircut for the purposes of capturing the interest rate risk.

Financial return

In the Consultation Document, we proposed to make mandatory electronic
filing of financial returns, with a digital signature attached. This would allow
automatic uploading of data into the SFC databases for timely assessment of
the solvency of firms and accurate assessment of the risks involved in any
firm’'s regulated activities. The licensed corporations should also be able to
benefit from the built-in validation checks to reduce input errors, and from the
more flexible delivery time.

Several market responses have argued that

(@ small and medium brokers may have resource problems in automation,
which include both financial resources and manpower;

(b) a grace period is needed for licensed corporations to amend and test
their systems; and

T securities areincluded in liquid assets at market value less a specified percentage (i.e. haircut) to
provide for adverse price movements.



22.

23.

24,

25.

(© there should be added flexibility to allow submission without attaching
digital signature (e.g. by allowing submission of hard copy duly signed
by the relevant person).

We are sympathetic to the concerns raised by the industry. While we believe
that electronic filing is desirable as it can help firms reduce input errors and
facilitate the Commission’ s data uploading, we agree not to make it mandatory
a this stage, given the concerns of the industry. Longer term, however,
electronic filing is in the right direction. We propose to revisit this issue in
two years' time.

Transitional arrangement for exempt persons

A grace period of 3 months was originaly proposed for exempt dealers and
exempt investment advisers. In view of market response, this has been
extended to 6 monthsin the Revised Draft Rules.

Miscellaneous

A commentator has reiterated its concern over the two new amendments made
to the existing FRR and enacted in May 2002, namely the illiquid collateral
haircut? and the gearing adjustment®. Both are to be made effective on 1
October 2002. The view it has taken is that some fundamentally sound stocks
may fall within the definition of illiquid collatera whereas many speculative
stocks without fundamentals are often heavily traded. Also, the commentator
pointed out that the gearing adjustment will also make brokers less
competitive than banks.

These two measures are interim measures to address the identified risk in the
securities margin financing business, pending a longer term solution to be
recommended by the working group* on the review of financial regulatory
framework for intermediaries. Once an alternate solution is identified and
accepted, the two measures can be modified or replaced accordingly. The
industry and the public will be fully consulted before policy decisions are
made. In the meantime, we are actively stress testing the two amendments on
our brokers and will engage any brokers with potential compliance problems
in early discussions to ensure that the transition can be as smooth as possible.
We will apply the rules flexibly and in the case where a broker has genuine
difficulty complying with the new amendments, we will consider granting
modification or relief as appropriate, so long as there is no investor protection
concern.

2 |n essence, where a particular security or warrant held by afirm as clients' securities collateral cannot
be liquidated within one month or represents more than 5% of its market capitalization, the security or
warrant will be subject to a 80% haircut.

*Where a firm obtains funding secured by clients’ securities collateral, and such funding exceeds 65%
of aggregate margin loans, then the excess should be included in ranking liabilities. Thisin effect
requires afirm to fund 35% of aggregate margin loans by its shareholders' funds or loans secured by
some other means.

4 Members of the group include local and international brokers, representatives of brokers and fund
managers associ ations, members from the academia and media, and the Consumer Council.



26.  We also take this opportunity to clarify that the illiquid collateral haircut does
not prohibit lending by a firm against any stock. It only requires the firm to
effectively put in extra liquid capital to buffer against the risk of the firm not
being able to liquidate the stock in time to resolve any temporary cashflow
problems.

27.  We are mindful that a stock that is illiquid is not necessarily a poor quality
stock. The objective of the illiquid collateral haircut is not to focus on
quality — that is a matter for the broker and its client. Rather, the haircut aims
to address liquidity problems. In addition, the illiquid collateral haircut should
not have a “labelling effect” on stocks. A stock subject to the 80% haircut in
the liquid capital calculation of one firm may not be so subject in the case of
another firm - what matters is the actua holding of illiquid collateral by the
firm. The 80% haircut would apply only when the firm's collateral holdingin a
stock is greater than 5 % of the stock's market capitalization or the average
monthly turnover of that stock over a 6-month historical period.

EFFECTIVE DATE

28.  The Securities and Futures (Financial Resources) Rules will become effective
on the day appointed for the commencement of Part VI of the SFO.



Appendix 1to Annex 3

Draft Securities and Futures (Financial Resour ces) Rules
Summary of commentsreceived and SFC’sresponse

Item | Clauseno. Respondent Respondent’s comments SFC’sresponse
no.
General Comments
1 - Linklaters & Whilst the draft Rules do substantially follow the The FRR are risk-based in that they levy capital charges against
Alliance regquirements of the existing Financial Resources Rulesand | different risks underlying risk assets or exposures and require a
the LFET (Financial Resources) Rules, the commentator capital buffer to be maintained for the different types of
expressed an interest in seeing changes towards a more regulated activities conducted.
risk-based capital framework, which corresponds closely to
the risk associated with the activities undertaken by the As explained in the Consultation Paper, we have formed a
intermediaries. working group to critically review the overall regulatory
framework for intermediaries and will in due course release a
White Paper setting out our proposals.
2. - Law Society of The Securities Law Committee of the Law Society supports | We appreciate the support.
Hong Kong theinitiative to:
(i) harmonise the financial resources rules applying to
persons carrying on more than one regulated activity;
(ii) streamline and reduce the administrative burden
associated with compliance with the financial
resources rules;
(iii) better reflect the level of risk associated with various
asset liabilities.
3. - Hong Kong Some responses to a survey conducted by the Hong Kong We have proposed to replace the net tangible asset requirement

Securities | nstitute

Securities Institute commented that;

(8 The consistency of applying the concept of liquid
capital requirementsto al licensed corporationsis
lacking the consideration of the nature of different
corporations.

(b) Investment advisers who do not hold clients' monies or

assets should not be subject to the Rules

by the liquid capital requirement because the net tangible asset
requirement has been found to be deficient for not being able to
ensure basic quality of assets.

Theliquid capital requirement for investment advisers who do
not hold client assetsis the lowest amongst all classes of
licensed corporations. It isimportant for investor protection and
market integrity purposes that all licensed corporations should
have sufficient liquidity and capital to operate their business.

Pg 1 of 14




Item | Clauseno. Respondent Respondent’s comments SFC’sresponse
no.
Specific Comments
4, 5 Anonymous Please advise whether paid-up share capital coverspaid-up | “Paid up share capital” does not include the items mentioned.
redeemable shares and share premium.
5. 5& 6 JF Asset Asset managers that are not subject to the specified Under section 55 of Part V of Schedule 10 of the Ordinance,
Management licensing condition are required to maintain a minimum any licensing condition that has been attached or imposed to the
liquid capital at HK$3 million and paid up share capital of | registration of an adviser immediately before the
not less than HK$5 million. The commentator wishesthat | commencement of the Ordinance will be deemed to be imposed
the Commission would clarify the circumstances under in respect of the licence it is deemed to be licensed under the
which the licensing condition would be granted for the Ordinance when the Ordinance comes into effect. Advisers who
deemed licence when the Securities and Futures Ordinance | are not subject to alicensing condition of not holding client
becomes effective. assetsimmediately before the commencement of the Ordinance
would not automatically have that condition attached under the
Ordinance and therefore will be required to comply with the
relevant requirements under the Rules upon expiry of the 6
month transitional period. Asset managers and advisers who do
not need to hold client assets and wish to enjoy the lower
capital requirement may contact us for such licensing condition.
6. 11(a) Linklaters & The Draft Rulesindicated an average quote should be Although the discounted cash flow method is suitable for
Alliance obtained from parties such as market makers, third party determining the theoretical value of debt securities, the Rules

banks, licensed corporations or dealers outside Hong Kong.
Otherwise, the securities will be valued at nil and face value
for long and short positions respectively.

In respect of debt securities with no market value,
valuations per a discounted cash flow model can be used for
the purpose of calculating amount to be included as liquid
assets and ranking liabilities.

do not accept such method for calculating the value of debt
securities because in the absence of independent market quotes,
the debt securities may not be readily marketable and thus it
may be difficult to realize.

Nevertheless, the SFC will keep an open mind on alternative
valuation methods and grant modification where appropriate.

In view of general market interest to purchase certificates of
deposit issued by banks, which currently are subject to the same
qualifying requirements as other debt securities, we have
amended the Draft Rules to specifically include them in
qualifying debt securities at the price quoted by the issuing
bank where no published priceis available.
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7. | Division 2 Linklaters & In determining the relevant treatment for balances held with | The Draft Rules have been revised to include deposits with
Liquid Assets | Alliance overseas bodies (e.g. an authorized financial institution, an | KSFCinliquid assets. The SFC will also keep an open mind

approved bank incorporated outside Hong Kong or a on specific circumstances of individual firms and grant
recognized clearing house), reference should be made to the | modification where appropriate.
local market regulation and requirements. For example,
deposits held at Korea Securities Finance Corporation
(“KSFC”) should be considered aliquid asset since the
Korean Securities and Exchange Law requires securities
companies to deposit with KSFC all cash deposits received
from customers in excess of 15% margin.

8. 23(2) Linklaters & The commentator wished to clarify whether aformal legal The Draft Rules have been revised to require written client

Alliance agreement isrequired in order to set off amounts receivable | authorization for set-off and disposal of securities held for the

from and amounts payable to a client, or whether an client. The netting treatment under section 21(2) of the revised
implied agreement is sufficient, and whether any agreement | Draft Rules can be applied to all amounts receivable and
must be in writing. If netting off is allowed, they also payable to the client in respect of purchases and sales of
wanted to clarify whether this can be done on a security-by- | securities on a cash-against-delivery basis, irrespective of their
security basis and whether the securities need to be the trade date and can be applied on transactions in different
same value date. securities.

0. 24 HK Stockbrokers | Although the SFC has gone some ways to reduce the We have already excluded from “illiquid collateral” al HS|

Association Ltd

concerns regarding the definition of what isan “illiquid
stock”, the commentator believes that the approach taken
still does not address the issue of an stock that is
fundamentally sound but thinly traded. For example, a
stock can be trading at a deep discount to NAV, with alow
p/eratio and paying agood dividend rate. To classify this
as“illiquid” for the purpose of the FRR and to apply a deep
discount of 80% is overkill. Asgood investment advisers,
the commentator would recommend exactly this kind of
“bargain” stocksto clientsto accumulate. Fundamentally
sound stocks should not be penalized merely because the
general investing public has not discovered it. A “by the
numbers’ approach to defining “illiquid” stocks may not
necessarily be appropriate as many specul ative stocks
without fundamental s are often heavily traded. Turnover
can be easily “manufactured” and can just as easily dry up.

index, HSI HK LargeCap and HSI HK MidCap stocks. The
objective of applying a heavier haircut to “illiquid collateral” is
to ensure that firms have adeguate capital buffer in case they
cannot liquidate their clients’ securities collateral within a
reasonable timeframe. Market liquidity and the fundamental
quality of the stock are important matters for consideration in
exercising good credit management and achieving the above
objective.

Regarding the worry about “manufactured turnover”, we
reiterate that entering into wash sales (which involve the sale
and purchase of stocks without any change in their beneficial
ownership) isacriminal offence, asisthe creation of afalse
market. The SFC will be vigilant in its monitoring of share
movements. In relation to such malpractices the SFC will take
action, including the prosecution of offences and disciplining
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persons guilty of misconduct.

10. 29 Anonymous Equity linked instruments should be regarded as liquid asset | The Draft Rules have been revised to prescribe the treatment of
asitisalisted product which can be traded freely on a equity linked instruments listed on the Stock Exchange of Hong
recognized exchange. In addition, thereisliquidity Kong.
providing facility to provide liquidity of the product. The
SFC may consider adding a provision to the effect that all Given the diversity of products that may be launched in the
products listed or traded on the market operated by the market and the variation in their risks, the SFC will regularly
HKEX be considered as liquid assets for the purpose of review the need of amending the Rules for new products.
calculating liquid capital, which are subject to specified
haircut of the Rules.

11. 37(a)(ii) Anonymous For asset management service billed on aquarterly basis, We have revised the Draft Rules to accept fees receivable
client may take alonger time to check and settle abill. A which have not been outstanding for more than one month as
bill overdue for 2 weeks ceasing to be aliquid asset is liquid assets.
relatively short for asset manager. It is suggested to extend
the time from 2 weeks to 2 months.

12. Division 3 Anonymous Division 3 does not have any provision for client assets Client securities held by licensed corporations are not assets of

Ranking (equities, bonds, unit trusts and others) held by an asset the licensed corporation and under general accounting
liabilities manager in segregated accounts with local or overseas principles no corresponding liabilities in respect of the holding

custodians on clients' behalf. Based on this, it isinterpreted
that such client assets do not fall within Division 2 — Liquid
Assets and Division 3 — Ranking Liabilities of the Rules.
The same interpretation appliesto client assets held by an
asset manager on client’s behalf in a capacity outside the
regulated activities (e.g. being atrustee of a particular

trust).

Further, it is aso interpreted that money due to/from
clients/trustees in respect of redemption/subscription of unit
trusts do not fall within Division 2 — Liquid Assets and
Division 3 —Ranking Liabilities of the Rulesin computing
liquid capital of adealer dealing in unit trusts.

Please advise whether the above interpretations are correct.

of client securities will be booked on the balance sheet of the
licensed corporations.

The treatment of amounts receivable and payableto clients/
trustees in respect of subscription/redemption of funds will
depend on the role of the licensed corporation in the settlement
process. In case payment is made directly between the clients
and the trustees and the licensed corporation is not liable to
default risk of both parties, there should be no liquid assets and
ranking liabilities effect on the book of the licensed corporation.
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13. 39 Law Society of In addition to excluding liabilities corresponding to client The exclusion in respect of client money kept in separate bank
Hong Kong money held overseas in separate accounts with authorized account is in recognition of the lower risk faced by licensed
institutions and other approved banks outside Hong Kong, corporations in satisfying their obligation to pay the money
client money held with a suitable trustee or in asegregated | back to clients, as the banks holding the client money are
client account of any financial intermediary (e.g. offshore subject to regulatory supervision in Hong Kong or other
brokerage firm) should al so be excluded and for the same jurisdictions.
reason (subject to compliance with the Securities and
Futures (Client Money) Rules). Where client money isheld | With respect to the terms and conditions in client agreement,
by athird party, the customer’ s account terms and the SFC is unable to comment on the exact nature and
conditions will typically provide that risk of loss lies with enforceability of legal agreements entered into by the licensed
the clients and not with the licensed entity. In effect, such | corporation and its clients as such agreements vary on a case by
arrangements usually do not place the licensed entity at case basis. Given the varying set of facts and circumstances that
risk. Thelegal positionissimilar to the investment of a can be present in each case, we see no reason to amend the
client’s cash balance into a money market fund — the Draft Rules to extend the exclusion to client money held with
liability ceases to be that of the licensed entity once the non-bank intermediaries. Nevertheless, the SFC will keep an
investment is made. open mind on special situations of individual firms and grant
modification where appropriate.
For the avoidance of doubt, client money invested in money
market funds would have become client securities held for the
client and should fall outside the balance sheet of the licensed
corporation.
14. 43 & 52 Linklaters & Thereis potential inconsistency in how ranking liabilities Thereisno inconsistency or overlap between sections 43 and
Alliance are to be calculated under section 43 (LFET) and section 52 | 52 (now section 41 and 50 of the revised Draft Rules). Section

(foreign exchange agreement). The commentator wishes to
clarify the correct treatment of foreign exchange
transactions under this circumstance, i.e. would section 43
only apply to corporations licensed to undertake leveraged
foreign exchange trading, whilst section 52 would apply to
corporations exempt from being licensed. If not, would one
section prevail over the other, or would the highest-ranking
liability amount calculated under the respective section

apply.

43 applies to licensed corporations which are licensed to carry
out leveraged foreign exchange trading, whereas section 52
appliesto al licensed corporations, including licensed
corporations which are licensed to carry out leveraged foreign
exchange trading. Licensed leveraged foreign exchange traders
are currently subject to similar requirements under sections
6(1)(b), (c) & (e) of the Leveraged Foreign Exchange Trading
(Financial Resources) Rules, the sections from which sections
43 and 52 of the Draft Rules are derived, whereas dealers and
securities margin financiers are currently subject to section
29(3) of the existing Financial Resources Rules, the section
from which section 52 of the Draft Rulesis derived.
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15.

44(2)

HK Stockbrokers
Association Ltd

The proposed gearing adjustment is too high and would
have the effect of making brokers not competitive with
banksin terms of financing their clients. Also, the
proposed gearing adjustment will have the effect of limiting
the overall liquidity of the market asit effectively capsthe
amount of lending that can be made to clients to roughly 3
times capital. Based on the analysis of 10 listed banksin
HK, they are lending 5.55 times capital which trandates to
an 18% ratio. Thisishalf of the ratio proposed for brokers.
The commentator also submits that the security used for
bank lending on the whole is not as liquid as those used for
brokers lending.

The commentator (commenting generally on both the
gearing adjustment and the illiquid collateral haircut) agrees
with the SFC that measures need to be taken but pointed out
that drastic measures will only destabilize the market. The
assumption that brokers will be able to immediately fund
any shortfallsin capital requirementsis overly optimistic.

In practice, acombination of margin calls on clients and
additional capitalization will be required. Finally, the
commentator points out that the current situation is the
result of the financial crisis of 1997 and sudden moves
should not be made as this would destabilize the market by
forcing brokersto liquidate client assets.

It isinappropriate to compare brokers with banksin selected
areas. One needs to bear in mind that banks, besides being
subject to the capital adequacy ratio (CAR) requirement, are
also governed by other regulatory requirements such as the
liquidity ratio and limits on individual exposures. The degrees
of diversification of clientele, loan types and collateral in banks
are very different from the margin lending business carried out
by brokers. The resources available to banks for instituting a
tight control structure are also not comparable with that of
brokers as most brokers are in general not as well-capitalized as
banks (the smallest of the 10 listed banks quoted has an equity
of $3.7 Billion).

Both the gearing adjustment and the illiquid collateral haircut
under the existing Financial Resources Rules were enacted in
May 2002 and will only come into operation in October 2002.
Brokers should have sufficient time to evaluate the implication
of the new requirement and make appropriate arrangements.
We understand that firms are already taking stepsto prepare for
the two amendments in an orderly manner. Hence, we do not
propose to lower the gearing adjustment or modify theilliquid
collateral haircut at this time but undertake to review the need
for their retention or modification with the working group on
the review of financial regulatory framework for intermediaries.
At the same time, we are actively stresstesting the two
amendments on our brokers and will engage any brokers with
potential compliance problemsin early discussionsto ensure
that the transition can be as smooth as possible. In the case
where a broker has genuine problem complying with these two
amendments, we may consider granting modification or relief
as appropriate.

16.

49

Law Society of
Hong Kong

The definition of “underwriting commitment” in section
49(4) should be amended as follows so as to better reflect
current market practice:

“(4) In this section “net underwriting commitment” means

The Draft Rules have been revised to reflect the market
practice.
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the total costs of subscribing for or purchasing securities
underwritten or sub-underwritten by alicensed corporation
other than securities which
(i) are sub-underwritten,

(ii) are subscribed for in writing or
(ii) which have been the subject of alegally binding
contract either entered into in writing or recorded in
writing,
in each case for the subscription or purchase through or
from the licensed corporation by another person.”
17. 50 Linklaters & Section 50 refers to “non specified exchange traded The intended scope of application isthe same and we have
Alliance derivative contracts’ whereas the existing financial revised the description in the Revised Draft Rules.
resources rules Rule 29(1) refersto “ off-exchange
derivative products’. It isnot clear these two terms refer to
the same types of products.

18. 52 Anonymous Being an asset manager, it does enter into foreign exchange | Generaly, asset managers would arrange execution of foreign
agreements with counterparties to hedge portfolio of assets | exchange agreements for their clients to hedge the clients
held on behalf of clients. If such client assetsfall outside foreign exchange exposures and such foreign exchange
the liquid assets and ranking liabilities under the Rules, the | agreements are held directly by the clients. Where asset
foreign exchange agreements to hedge such assets should managers enter into foreign exchange agreementsin their own
also fall outside this section. Please advise whether the capacity, whether as counterparty of the client, they should
above interpretation is correct. account for the foreign exchange agreements in accordance

with the requirements of the Rules.

19. 53 Linklaters & The Rules specify three scenarios where the capital charge | Section 53 (now section 51 of the revised Draft Rules) of the

Alliance on introductory transactions will not apply: Draft Rules refersto introduction by licensed corporations of

(a) the other person is amember of the same group of
companies as the licensed corporation;

(b) the clients have a direct broker client contractual
relationship with the other person ; and

(c) thelicensed corporation is not legally liable to the
client for clearing or settlement of such transactions or
default by the other person.

Based on the understanding of the commentator, in the

client transactions to a third party for dealing or clearing of the
transactions. The relationship between the third party and the
client would be one of the dealing or clearing of the transactions
described in that section, i.e. transactions in securities, futures
contracts or options contracts, or leveraged foreign exchange
contracts. The Draft Rules have been revised to clarify the need
of existence of either abroking relationship or a clearing
relationship.
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majority of instances, Section 53 will not apply due to
market practice, i.e. the licensed corporation will not be
subject to the recourse of clients. However, sincein some
cases direct client-broker relationships do not exist (under
Section 53(2)(ii)), we feel amore reasonable approach
would be if this sub-section is reworded to read “the clients
have a direct broker client or other relationship with the
other person”.

20. 55(1)(c) Anonymous Please advise whether share premium (redeemable) paid on | The intention of this section isto require the licensed
issuance of redeemable shares falls within the ranking corporation to include in its ranking liabilities the amount it
liabilities. would be required to pay upon redemption of its redeemable

shares. If the licensed corporation remains liable to the
shareholders to repay the share premium upon redemption of
the shares, the share premium should be included as ranking
liabilities of the licensed corporation. The Draft Rules have
been revised to make this clear.

21. 57(2)(a) Anonymous () Please advise whether alicensed corporation needs to The notification is required for the purpose of SFC's

report the financial commitments even if thereisno monitoring of the risk of licensed corporations and is required
sign that the beneficiary is going to draw down such regardless of the intention of the beneficiary of the
commitment. commitment.
(b) Please advise whether a back-to-back financial Notification is required in the scenario described.
commitment given to athird party at theclient’s
regquest and secured by client’ s asset in the portfolio
held by an asset manager subject to disclosure under
section 57(2)(a).
22. 57(4)@) & | Anonymous If client assets are held by an asset manager in a capacity In the scenario described, the assets are those of the clients' and
(5)(b) falling outside the regulated activities (e.g. trustee of a not the licensed corporation’s and therefore would not be
particular trust), please clarify whether the assets due to subject to the notification requirement.
clients subject to disclosure under subsection 57(4)(a) and
(5)(a) as both assets and liabilities are off-balance sheet.
23. 58(2) Linklaters & The commentator would like to clarify whether section We do not intend to introduce any substantial change to the
Alliance 58(2) will require any change to the report on proprietary information required by the current Form 7 (Report on
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derivative positions asis currently provided under Form 7 proprietary derivative positions).
of the existing financial resources rules.
24, 58(2) Linklaters & The commentator wel comes the change in the reporting We appreciate the support.
Alliance cycle on proprietary derivatives positions from a monthly
basisto a quarterly basis.
25. 58(2)(b)(ii) JF Asset The commentator would request that further information on | The SFC has started to work with industry representativesin
Management the format of the required analysis be provided as the extent | designing the new returns. Asthe analysis of assets under
of the analysis and information required may affect system | management isonly required to be submitted on a quarterly
reguirements. basis (in the case of asset managers holding client assets) or
semi-annually (in the case of asset managers not holding client
assets) and advisers and asset managers will be given a6 month
transitional period, we believe that the industry should have
sufficient time for making necessary system changes for
reporting purposes.
26. 58(3) Hong Kong Advisers and asset managers that are subject to the The reporting requirements on advisers and asset managers who
Securities Ingtitute | licensing condition that they shall not hold client assets are not holding client assets are minimal and such reporting are
should submit financia return on semi-annually as regard important for the SFC’' s monitoring of these firms' financial
June and December only. Some of the members of the position and compliance with the Rules.
Institute commented that this would create unnecessary
compliance work.
27. 58(6)(d) Linklaters & Both the declaration document and the FRR return to “be Please see item 28.
Alliance submitted electronically by means of FinNet”. The
commentator would like to confirm that as an aternative it
would be possible to file the required information
electronically via FinNet, and subsequently provide the
SFC with a hard copy signed by the relevant person of the
licensed corporation.
There also should be afallback position if thereisasystem | Same as above.
failure, which meansit is not possible to submit the return
electronically.
28. Institute of Some of the members of the commentator have expressed In response to market comments, we shall not make electronic
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Securities Dedlers | concern on the issue of the immediate transition from filing mandatory in the Revised Draft Rules but we will revisit
Ltd manual to electronic filing of declaration and return on 1 theissuein two years' time.
October 2002. A transitional or grace period should be
given to licensed corporationsin complying with the
proposed provision to alow for more time to amend and
assess their systems.
29. Hong Kong Please consider the automation costs to be borne by small Please seeitem 28.
Securities Ingtitute | and medium brokers. The SFC seems to put everything
automated and never considers small brokers’ resources,
which include both financial and manpower. Submissions
of FRR in paper and diskette seem to pose no problems.
30. 60(4) & (5) Linklaters & Thereis noindication in the Rules or Consultation Paper The fees for application for approval under the Draft Rules are
Alliance how much this fee will be, and whether it will be a once specified in the Securities and Futures (Fees) Rules, which has
only or annual fee. The commentator also would like some | been submitted to the Legidative Council Subcommittee on
guidance on how long the SFC will take to grant such Draft Subsidiary Legislation for consideration. As consistent
approval, and what procedures will need to be followedto | with current practice, application fees will be on-off and a
obtain such approval. renewal fee may be levied upon application for renewal of any
approval which is granted for alimited period of time.
The commentator would like details of what fees are to be
paid, whether these are once only or annual fees, and details | The application can be made in writing to the Commission. The
of the proceduresto be followed in order to obtain such time needed for processing an application will vary with the
approval. circumstances on a case by case basis but the Commission will
process all applications as soon as practicable.
3L 60(5)(e) Linklaters & Under s60(5)(e), the SFC may approve a“changein the The materiality of the effect of a change of accounting practices
Alliance licensed corporation’ s accounting practice that materially to alicensed corporation’s liquid capital, required liquid capital

affects the amount of liquid capital or paid-up capital it
maintains or is required to maintain under Part 2.” The
commentator would like the SFC to issue guidance on what
it regards as material.

or paid-up capital will vary with the circumstances on a case by
case basis. In general, any change that will

(8 increase or decrease the licensed corporation’ s liquid
capital, required liquid capital or paid-up capital by 10%
or more, or

(b) savethelicensed corporation from having to make a
notification in respect of itsliquid capital or paid-up
capital as required under the Rules, would be regarded as
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material.
Licensed corporations are urged to discuss with the SFCin
advance their plan to change their accounting practices and the
likely impact on their capital.
32. 60(5)(q) Linklaters & The commentator would like further guidance on who the Asisthe current procedure, application can be made in writing
Alliance SFC would consider as being suitable to be regarded as to the Commission for approval of anon-dealing director to
“another officer. approved by the Commission” under make declaration on the financial returns.
section 58(6)(c). They would also like further information
on the approval procedures and the fees to be paid for such | Please seeitem 30.
approval.
33. 62 Hong Kong The grace period of 3 monthsis proposed for the exempt We have amended the Draft Rules so that exempt persons will
Securities Ingtitute | dealers and exempt investment advisers. Some members of | only need to comply with the Rules 6 months from the
the Institute commented that the grace period should be at commencement date of the Rules.
least 6 months.
34. JF Asset Thetransitional arrangement on the grace period should We recognize that some advisers may not have the systemsin
Management a so be extended to investment advisers who are not exempt | place to calculate and monitor their liquid capital and
deders. They also need sufficient time to institute the accordingly have revised the Draft Rules to allow existing
capital and system changes. investment advisers a 6-month grace period during which they
will only need to comply with the net tangible asset
requirement.
35. Anonymous The commentator would like to clarify whether investment | The Ruleswill come into operation at the same time as the

advisers are required to comply with the Rules on the
commencement date of the Rules or upon the date the
investment adviser being registered as a licensed
corporation. A grace period of 12 monthsis suggested for
investment adviser and fund manager.

Ordinance. Pursuant to section 22 of Part 1 of Schedule 10 of
the Ordinance, al existing investment advisers will be deemed
to have been licensed under the Ordinance and will be subject
to the Rules pursuant to section 53(4) of Part 1 of Schedule 10
of the Ordinance.

A 6-month grace period will be granted to existing advisers.
Please seeitem 34.
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36. Schedule 2 Linklaters & SFC should consider the inclusion of other exchanges, such | The SFC will regularly review the need to update the list of
Alliance as Taiwan Stock Exchange, Bombay Stock Exchange and specified exchanges. For the avoidance of doubts, shares listed
Jakarta Stock Exchange in thelist in Schedule 2. on exchanges other than specified exchanges can be included in
liquid assets subject to the applicable haircut specified in Table
3 of Schedule 1 of the Draft Rules. .
Others
37. Consultation | Law Society of If the SFC proposes to stipulate mandatory requirements for | We appreciate the support.
Paper Hong Kong ATS involving the novation of settlement obligations and
para.13(f) the provision of settlement guarantees on a case-by-case Whilst the details of the capital requirementsimposed on an
basis, it would be helpful if the SFC would publish some ATSin question may vary with the circumstances on a case by
guidelines on what it regards as “international best case basis, the SFC would in the process be guided by the
practices’. The commentator supports use of licensing general principles of investors and market protection, taking
conditions to achieve this objective. into consideration applicable contemporary practicesin leading
financial markets and the risks of the operations of the ATSin
guestion. Please also refer to the Guidelines for the Regulation
of Automated Trading Services published by the SFC for the
principles and standards for the regulation of ATS.
38. Consultation | Hong Kong Some members of the Institute asked why the SFC needsto | The disclosure requirements on listed companies are subject to
Paper para. 24| Securities Institute | know so much information of alimited company and not other requirements such as the Companies Ordinance and the
the listing company. The SFC should put more effort in Listing Rules. The disclosures required under the Draft Rules
monitoring those listed companies instead of licensed are important for enhancing the SFC’'s monitoring of licensed
companies. corporations' financia positions and the risk implications to
investors and the market.
39. Consultation | Hong Kong The FRR return requires segmental reporting for client The reporting requirements are important for the SFC’'s
Paper para. Securities Ingtitute | assets, number of active clients, turnover, income and monitoring of licensed corporations financial position and
24 (c) expenses arising from different regulated activities. Some | compliance with these Rules.
members of the Institute commented that this would create
unnecessary compliance work. Please seeitem 25.
40. Consultation | Linklaters & The Consultation Paper states that a number of additional Licensed corporations will be required to report additional
Paper para. Alliance disclosures are to be required under the Rules, including disclosures in various returns, such as details of their
24(f) management fees receivable from or payable to group management fees income and expenses in the profit and loss
companies or related parties of the licensed corporation. account to be submitted under section 58.
However, it is not clear from the Rules where those
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disclosures are required. Please seeitem 25.
41. Law Society of The Securities Law Committee of the Society queries the The FRR returns will require reporting of management fee
Hong Kong new requirement to disclose management fees receivable income and expense in the profit and loss account. Management

and payable to group companies or related parties of the
licensed entity. Given that the FRR is balance sheet based
liquidity/solvency test, not atest of cash flow, it is difficult
to see what bearing this will have on alicensed person’s
suitability to remain licensed.

feeisamajor component of income and expense of many
licensed firms, especially for those sharing common resources
(such as office and administration functions) with other
companies within the same group of companies. Reporting of
such items would facilitate monitoring of licensed corporations
financial position and compliance with these Rules.

Please seeitem 25.
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Date Received Respondent
1 9 July 2002 Anonymous
2 12 July 2002 Institute of Securities Dealers Ltd
3 12 July 2002 JF Asset Management Ltd
4 12 July 2002 Anonymous
5 12 July 2002 Law Society of Hong Kong
6 12 July 2002 Linklaters & Alliance representing (Linklaters & Alliance)
- Goldman Sachs (Asia) L.L.C.
- JP. Morgan
- Merrill Lynch (Asia Pacific) Ltd
- Morgan Stanley Dean Witter AsialLtd
- Salmon Smith Barney Hong Kong Ltd
15 July 2002 Hong Kong Securities Institute
8 18 July 2002 Hong Kong Stockbrokers Association Ltd
Respondent with no specific comments on the Draft Rules
9 3 July 2002 Consumer Council
10 20 June 2002 Hong Kong Bar Association
11 24 July 2002 Hong Kong Institute of Directors, The
12 12 July 2002 Hong Kong Monetary Authority
13 16 July 2002 Hong Kong Saciety of Accountants
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