ILN200-E
Securities and Futures (Client Securities) Rules
(Made by the Securities and Futures Commission under section 148
of the Securities and Futures Ordinance (Cap. 571))
PART 1
Preliminary
1. Commencement

These Rules shall come into operation on the day appointed for the commencement
of the Securities and Futures Ordinance (Cap. 571).
2. Interpretation

In these Rules, unless the context otherwise requires---
"agreement nlwriting”(%ﬂﬁwﬁ%ﬁ%)meanszitermirlaclientcontractthatis inwriting;
"approved custodian" (F@ﬁ%ﬁﬂﬁf") means a company or overseas company approved by
the Commission under section 11 as being suitable for the safe custody of client
securities and securities collateral of an intermediary;
"asset management" (E?E%?EEE) has the meaning assigned to 1t by Part 2 of Schedule
5 to the Ordinance;
"client contract" (?{tﬁfﬁﬁg) means any contract or arrangement between an
intermediary and 1ts client, which contains terms on which the intermediary 1s to
provide services the provision of which constitutes a regulated activity;
"dealing in futures contracts" (ﬁﬂ,TfﬁﬁgikEL) has the meaning assigned to it by Part
2 of Schedule 5 to the Ordinance;
"dealing in securities" (5% % Fh) has the meaning assigned to it by Part 2 of Schedule
5 to the Ordinance;
"linked corporation" (FfLENE[EN), in relation to an associated entity of an
intermediary, means a corporation---
(a) of which the associated entity 1s a controlling entity;
(b) which 1s a controlling entity of the associated entity; or
(c) which has as 1ts controlling entity a person which 1s also a controlling entity
of the associated entity;
"standing authority" (FW$§?§ﬁ§) has the meaning assigned to it by section 4(1);

"unconscionable" (T\ﬁﬁﬁﬁ%ﬁ), in relation to a standing authority, means
unconscionable having regard to the factors specified in section 6 of the
Unconscionable Contracts Ordinance (Cap. 458), as 1f the standing authority in
question were a contract under that Ordinance.
3. Application

(1) Subject to subsection (2), these Rules apply to client securities and



securities collateral of an intermediary that are---
(a) either---

(1) listed or traded on a recognized stock market; or

(11) interests inacollective investment scheme authorized by the Commission
under section 104 of the Ordinance; and
(b) received or held in Hong Kong by or on behalf of---

(1) the intermediary in the course of the conduct of any regulated activity for
which the intermediary 1s licensed or registered; or

(11) an associated entity of the intermediary in relation to the conduct of
such regulated activity.

(2) These Rules do not apply to client securities of an intermediary that are
in an account established and maintained by a client of the intermediary, in that
client's name, with a person other than the intermediary or an associated entity of
the intermediary.

4. Requirements in respect of a client's
standing authority

(1) For the purposes of section 6(1)(c), 7(2) or (3), 8(2) or 9(2), a standing
authority 1s a written notice that---

(a) 1s given to an intermediary or an associated entity of an intermediary by a client
of the intermediary;

(b) authorizes the intermediary or associated entity to deal with client securities
or securities collateral from time to time received or held on behalf of the client,
in one or more specified ways;

(c) subject to subsection (2), specifies a period not exceeding 12 months during which
1t 1s valid; and

(d) specifies the manner in which 1t may be revoked.

(2) Subsection (1)(c) shall not apply to a standing authority which 1s given to
an intermediary or an associated entity of an intermediary by a client of the
intermediary who is a professional investor.

(3) A standing authority which 1s not revoked prior to 1ts expiry---
(a) may be renewed for one or more further periods---

(1) not exceeding 12 months, 1f the client of the intermediary who gave 1t 1s
not a professional investor; or

(11) of any duration, 1f the client of the intermediary who gave it 1s a
professional investor,

at any one time, with the written consent of the client of the intermediary who
gave 1t; or



(b) shall be deemed to have been renewed if---

(1) at least 14 days prior to the expiry of the standing authority, the
intermediary or associated entity to which 1t was given, gives a written notice to
the client of the intermediary who gave the standing authority, reminding the client
of 1ts 1mpending expiry and informing the client that unless the client objects, 1t
will be renewed upon expiry upon the same terms and conditions as specified in the
standing authority and for---

(A) an equivalent period to that stated in the standing authority;

(B) any period not exceeding 12 months specified by the intermediary or associated
entity, 1f the client of the intermediary i1s not a professional investor; or

(C) a period of any duration specified by the intermediary or associated entity, 1f
the client of the intermediary i1s a professional investor; and

(11) the client does not object to the renewal of the standing authority before
1ts expiry.

(4) Where a standing authority 1s deemed to have been renewed 1n accordance with
subsection (3)(b), the intermediary or associated entity (as the case may be) shall
give a written confirmation of the renewal of the standing authority to the client
of the intermediary within one week after the date of expiry.

PART 2

Treatment of Client Securities and Securities Collateral
Division 1---General rules

5. Requirement for deposit or registration of

client securities and securities collateral

(1) Subject to section 6, an intermediary or an associated entity of an
intermediary which receives any client securities of the intermediary shall ensure
that, as soon as reasonably practicable, the client securities are---

(a) deposited 1in safe custody in a segregated account which is designated as a trust
account or client account and established and maintained in Hong Kong by the
intermediary or associated entity for the purpose of holding client securities of
the intermediary with---

(1) an authorized financial institution;

(11) an approved custodian; or

(111) another intermediary licensed for dealing in securities; or
(b) registered in the name of---

(1) the client on whose behalf the client securities have been received; or

(11) the associated entity.

(2) Subject to section 6, an intermediary or an associated entity of an
intermediary which receives any securities collateral of the intermediary shall



ensure that, as soon as reasonably practicable, the securities collateral 1s---
(a) deposited 1in safe custody in a segregated account which is designated as a trust
account or client account and established and maintained in Hong Kong by the
intermediary or associated entity for the purpose of holding securities collateral
of the intermediary with---

(1) an authorized financial institution;

(11) an approved custodian; or

(111) another intermediary licensed for dealing in securities;
(b) deposited in an account in the name of the intermediary or associated entity (as
the case may be) with---

(1) an authorized financial institution;

(11) an approved custodian; or

(111) another intermediary licensed for dealing in securities; or

(c) registered in the name of---

(1) the client on whose behalf the securities collateral has been received;

(11) the 1ntermediary; or

(111) the associated entity.
6. Dealings with client securities and Securities
collateral

(1) An intermediary or an associated entity of an intermediary may deal with
client securities or securities collateral of the intermediary that it receives or
holds i1n accordance with---
(a) an oral or written direction---

(1) to sell the client securities or securities collateral; or

(11) to settle such a sale order;
(b) awritten direction to withdraw the client securities or securities collateral
from an account referred to in section 5(1)(a) or (2)(a) or (b) or todeal with client
securities or securities collateral that have been registered in accordance with
section 5(1)(b) or (2)(c); or
(c) a standing authority, except where this would---

(1) subject to subsection (2) or section 7, 8 or 9, result in a transfer of the
client securities or securities collateral to an account in Hong Kong of---
(A) the intermediary;
(B) the associated entity; or
(C) any corporation with which the intermediary 1s in a controlling entity
relationship or 1n relation to which the associated entity 1s a linked corporation,
other than an account referred to in section 5(1)(a) or (2)(a) or (b), or otherwise



result in a person referred to in sub-subparagraph (A), (B) or (C) having the benefit
or use of the client securities or securities collateral;

(11) result in a transfer of the client securities or securities collateral
to any officer or employee of---

(A) the intermediary;

(B) the associated entity; or

(C) any corporation with which the intermediary 1s in a controlling entity
relationship or 1in relation to which the associated entity 1s a linked corporation,
unless that officer or employee is the client 1n question; or

(111)  be unconscionable.

(2) Without prejudice to subsection (1)(a), with an agreement 1n writing with
the client on whose behalf client securities have been received or are held, an
intermediary licensed or registered for asset management may withdraw any of the
client securities from an account referred to in section 5(1)(a) or deal with client
securities that have been registered in accordance with section 5(1)(b)---

(a) to sell them; or
(b) to settle a sale order,
on behalf of the client.

(3) Without prejudice to subsections (1) and (2), with an agreement in writing
with the client on whose behalf client securities or securities collateral have been
received or are held, an intermediary may---
(a) dispose; or
(b) initiate a disposal by an associated entity of the intermediary,
of any of the client securities or securities collateral in settlement of any
liability owed by or on behalf of the client to---
(c¢) the intermediary;
(d) the associated entity; or
(e) a third person.

(4) In subsection (1), a direction is a direction from a client that---
(a) relates to specified client securities or securities collateral;
(b) 1s given to the intermediary or associated entity in question by the client of
the intermediary on whose behalf the client securities or securities collateral were
received or are being held;
(c) directs the intermediary or associated entity to deal with the client securities
or securities collateral 1n a particular manner; and
(d) ceases to have effect after the client securities or securities collateral to
which 1t relates have been dealt with by the intermediary or associated entity 1in
the manner directed.



Division 2---Particular rules

7. Treatment of client securities and securities
collateral by intermediaries licensed or
registered for dealing in securities and

their associated entities

(1) This section applies to---

(a) an intermediary licensed or registered for dealing in securities; and
(b) an associated entity of such intermediary.

(2) With a standing authority, an intermediary or an associated entity to which
this section applies may---

(a) apply any of the client securities or securities collateral in question pursuant
to a securities borrowing and lending agreement;

(b) deposit any of the securities collateral inquestionwith an authorized financial
institution as collateral for financial accommodation provided to the intermediary;
or

(c) deposit any of the securities collateral in question with---

(1) a recognized clearing house; or

(11) another intermediary licensed or registered for dealing in securities,

as collateral for the discharge and satisfaction of the intermediary's settlement
obligations and liabilities.

(3) Where an intermediary to which this section applies---

(a) provides financial accommodation to a client of the intermediary in the course
of dealing in securities; and

(b) also provides financial accommodation to the client in the course of any other
regulated activity for which the intermediary 1s licensed or registered,

the intermediary or an associated entity of the intermediary may apply or deposit
any of the securities collateral in question in accordance with subsection (2) with
a standing authority.

8. Treatment of securities collateral by intermediaries licensed for securities
margin financing and their associated entities

(1) This section applies to---

(a) an intermediary licensed for securities margin financing; and
(b) an associated entity of such intermediary.

(2) With a standing authority, an intermediary or an associated entity to which
this section applies may deposit any of the securities collateral in question with---
(a) an authorized financial institution; or
(b) an intermediary licensed for dealing in securities,
as collateral for financial accommodation provided to the intermediary.



9. Treatment of securities collateral by intermediaries licensed or registered for
dealing in futures
contracts and their associated entities

(1) This section applies to---

(a) an intermediary licensed or registered for dealing in futures contracts; and
(b) an associated entity of such intermediary.

(2) Without prejudice tosection 7(3), witha standing authority, an intermediary
or anassociatedentity towhich this section applies may deposit any of the securities
collateral 1in question with---

(a) a recognized clearing house; or

(b) another intermediary licensed or registered for dealing in futures contracts,
as collateral for the discharge and satisfaction of the intermediary's settlement
obligations and liabilities.

PART 3

Miscellaneous

10. Limitations on the treatment of client securities

and securities collateral

(1) An intermediary or an associated entity of an intermediary must take
reasonable steps to ensure that client securities and securities collateral of the
intermediary are not---

(a) deposited;

(b) transferred;

(c) lent;

(d) pledged;

(e) repledged; or

(f) otherwise dealt with,
except as provided 1n Part 2.

(2) Subsection (1) does not require the intermediary or associated entity in
question to ensure that the client securities or securities collateral 1n question
are not---

(a) deposited;

(b) transferred;

(c) lent;

(d) pledged;

(e) repledged; or

(f) otherwise dealt with,

by a person to whom the intermediary or associated entity has lent or with whom the
intermediary or associated entity has deposited any of the client securities or



securities collateral in accordance with Part 2.
11. Approval of custodians for safe custody of
client securities and securities collateral

The Commission may approve, by notice in writing and subject to such conditions
as the Commission considers appropriate, any company or overseas company as being
suitable for the safe custody of client securities and securities collateral of an
intermediary.

12. Reporting of non-compliance with certain
provisions of the Rules

If an intermediary or an associated entity of an intermediary to which section
4(4), 5 or 10(1) applies becomes aware that i1t does not comply with such section,
1t shall give written notice of that fact to the Commission within one business day
thereafter.

13. Penalties

(1) An intermediary, or an associated entity of an intermediary, which, without
reasonable excuse, contravenes section 4(4) or 12 commits an offence and is liable
on conviction to a fine at level 3.

(2) An intermediary, or an associated entity of an intermediary, which, with
intent to defraud, contravenes section 4(4) or 12 commits an offence and is liable
on conviction to a fine at level 6.

(3) An intermediary, or an associated entity of an intermediary, which, without
reasonable excuse, contravenes section 5 or 10(1) commits an offence and is liable---
(a) on conviction on indictment to a fine of $200,000 and to imprisonment for 2 years;
or
(b) on summary conviction to a fine at level 6 and to imprisonment for 6 months.

(4) An intermediary, or an associated entity of an intermediary, which, with
intent to defraud, contravenes section 5 or 10(1) commits an offence and is liable---
(a) on conviction on indictment to a fine of $1,000,000 and to imprisonment for 7
years; or
(b) on summary conviction to a fine of $500,000 and to imprisonment for 1 year.

(5) In deciding whether or not any dealing with client securities or securities
collateral under section 6(1)(c) 1s unconscionable, the court shall have regard to
the factors specified in section 6 of the Unconscionable Contracts Ordinance (Cap.
458) as 1f the standing authority in question were a contract under that Ordinance.
Andrew Len Tao SHENG
Chairman,

Securities and Futures Commission
2 December 2002



Explanatory Note

These Rules are made by the Securities and Futures Commission under section 148
of the Securities and Futures Ordinance (Cap. 571). They prescribe the manner in which
intermediaries and their associated entities shall treat and deal with client
securities and securities collateral received or held in Hong Kong. Different
provisions are included for different intermediaries, and their respective
associated entities, depending upon the type of regulated activity for which an
intermediary 1s licensed or registered.



