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procedures. The sections do not limit the type of rules which a recognised exchange
company could make and set out a vatiety of examples which rules could be made for,
but no rule may have effect snless it has been approved by the SFC under 5.24 of the
Ordinance. This serves as a check and balance against the powers of the recognised
exchange company.

The SFC may also, by written notice under 5.23(3) request the recognised exchange com-
pany to make ot amend rules. However, before such a request is made, the SFC is to
consult the Finaneial Secretary and the recognised exchange company. If the recognised
exchange company fails to comply with the request, the SFC itself may make or amend
the rules as specified in its written notice.

The Stock Exchange has since established a set of trading rules which governs exchange
participantship, trading rights, financial resources rules and accounting requirements,
trading, professional conduct, discipline, payment of fees and charges, levies and com-
pensation, and stamp duty. Other rules established by the Stock Exchange ate that relating
to its clearing houses and the listing rules in respect of the Main Board and GEM Board.

[23.03] Debate on whether an exchange company as so listed in Hong Kong

is indeed a “self-regulating body”

By its ability to make its own rules (subject to the checks and balances performed by
the SFC, as presctibed in s.24), it has been argued by counsel in Samwan Group Ltd v
Stock Escchange of Hong Kong ( HCAL 25/2007) that a recognised exchange company is
effectively a self-regulating body. Sanyuan Group Lid (Sanyuan) was a listed company on
the Stock Exchange and had applied to the Stock Exchange for suspension of trading
its shares. The resumption of trading of Sanyuan’s shares on the Stock Exchange was
subsequently not allowed by the Stock Exchange, unless Sanyuan could show compliance
with Listing Rule 13.24 which required an issuer to have a sufficient level of operations ar
assets of sufficient value which could be demonstrated to the Stock Exchange to wartant
the continued listing of the issuet’s secutities. Sanyuan submitted a resumption pioposal
in this regard but was later informed by the Listing Committee of the Stock Eachange’s
Listing Division that its proposal did not satisfy the requirements of Listug Kule 13.24
and warned that Sanyuan’s listing would be cancelled within the same month. Sanyuan
requested a review of the Listing Committee’s decision, but the decition was upheld
by the Listing Review Committee and which was in turn upheld vy the Listing Appeal
Committee. Sanyuan therefore applied to the Court for judicial review of the Listing
Division’s decisions. Sanyuan’s main ground of complaint was that it was not told at any
juncture throughout the Listing Division’s decisions as to what level of operations or
assets it had to demonstrate in order to obtain a re-listing,

At the judicial review proceedings, counsel for the Stock Exchange argued that the Stock
Exchange was cssentially a self-regulating body, on the basis of the following passages
from the judgment of the Justice Mr. Reyes:

23, Mr. John Scott SC (appearing for the Exchange) responds that the Fxchange is
tasked with maintaining, as far as reasonably practicable, an orderly informed and
fair market. In discharging such duty, the Exchange must act in the interest of the
public with particular regard to the interest of the investing public. See Securities
and Futures Ordinance (Cap.571) (SFO) s.21(1) and (2) ....

24. SFO s.23 (Mrt. Scott notes) authorises the Exchange to promulgate the [Listing
Rules] for the proper regulation and efficient operation of the market, again
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beating in mind the public interest, especially the investing public. See, for exam-
ple [Listing Rule] 2.03 and (insofar as the [Listing Committee, Listing Review
Committee and Listing Appeal Committec] are concerned), Listing Rule 2A.03 ...

The Exchange (Mz. Scott says) is thus essentially a self regulating body...

The SFO obviously only contains broad provisions reflective of legislative policy that
the stock market be regulated in an orderly, informed and fair manner. When it comes
to the day-to-day implementation of the Exchange’s duties, the Jegislature (Mr. Scott
says) defers to the Fxchange’s expertise, as reflected in the Exchange’s power to fash-
ion rules and procedures (such as the [Listing Rules]) for the detailed regulation of the
stock market. The legislature plainly intended (Mr. Scott stresses) the Hxchange to have
considerable latitude or discretion in formulating and enforcing its rules ...

Furthet, the [Listing Rules], [Listing Review Committee] and [Listing Appeal
Committee] (Mr. Scott points out) are made up of businessmen and other prac-
titioners (including lawyers, accountants and corporate finance advisers) with
considerable experience in the operation of the Exchange. As far as the daily opet-
ation of the market is concerned, the Courts can claim no similar expertise ...

Accordingly, in a judicial review, (Mr. Scott contends) the Court should be
extremely slow to substitute its views for those of the experienced members of
the relevant committees. If the Court is to overturn the decision of any particular
committee, it must be evident to the Court that such committee failed to comply
with such legal norm or came to a decision which is wholly unreasonable. The
Court cannot review the substantive metits of an administrative decision by a
committee. [t must instead confine itself to examining the legality of the decision
or of the process which the decision was reached ...

The Coutt therein accepted Mr. Scott SC’s arguments, but did not agree that the
Stock Exchange was able to apply its rules without fairness and transparency:

29. 1 fully accept Mr. Scott’s analysis which T have just summarised. But that
analysis does not answer Mr. Chang’s point. That the Exchange is a self-
regulating body and the Fxchange’s Listing Committees are made up of
experts in the market cannot by themselves override the need for fairness
and transpatency in the application of LR 13.24 ...

30. An applicant must at least be entitled to know what standard of operation
orwhat sort of asset base he is expected to have in order to qualify for re-listing:
If his resumption proposal is rejected, an applicant cannot simply be told chat
his turnover, profit or assets are considered insufficient. That is tantamount to
giving no reasons. The applicant further needs to be informed in what sense his
financial numbers have been deemed to be insufficient. The applicant is enti-
tled to know just what level of opetation or asset base he has fallen below ...

33. It may often be that a committee will have to go by its “feel” in relation to a
given application. But the committee must still ground such “feel” in stated rea-
sons. It may be that the “feel” cannot be fully articulated in words or reduced to
a neat numerical calculus. But the membership should at least give a “ball-park™
figure or guideline of what it expects from an applicant. The strict application
of that “ballpark” figure or guideline could then be left to the discretion of a
committee in light of the special circumstances of a given case,
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The Court therefore acknowledged and held that a recognised exchange company is indeed
a self-regulating bady, but certain rules, procedures, and limits must be imposed and as such,
does not give it sarfe blanche to apply its rules without regard to principles of fairness.

[23.04] Statutory declaration

Section 23(6) to 23(9) deal with statutory declarations which were required to be made
pursuant to the rules of a recognised exchange company. They were introduced in 2004
to deal with the difficulty which arose in R v Low Robert E/i [1996] 4 HKC 125. Sears
] queried if a form required by the Listing Committee of the Stock Exchange to be
executed by a director had to comply with the requirements of a statutory declaration
required by the Oaths and Declarations Ordinance (Cap.11), when there is nothing in the
said Ordinance telating to the Stock Exchange which required this type of formality to
be given:

... [Mr. Robert Eli Low] practised as a partner in a firm of solicitors until his retire-
mentin 1995. In that year, he became a directot of Sincere Co Ltd which is a publicly
listed company on the Hong Kong Stock Hxchange. He made a return and decla-
ration with regard to directors which was required, called Form B, to the Managing
Committee of the Stock Exchange known as the Listing Committee. [t is an unusual
form in that it appears on its face to be a declaration made under the Oaths and
Declarations Ordinance (Cap.11). It says “Every director must execute this declara-
tion as a statutory declaration.” There is no tequitement, as I understand it, in the
Ordinance relating to the Stock Ixchange for this type of formality to be given as
to a declaration by a ditector. If the Ordinance does not require it, I query whether
the Stock Exchange is entitled to insist that it must be executed, but whatever the
position, the piece of paper which Mr. Low had signed had been filled up ...

The introduction and enactment of the 5.23(6) to 23(9) therefore made it clear that the
Stock Exchange is entitled to request that statutory declarations and is able to take'into
account the standards imposed on professionals by law and under professional con-tuct.

[23.05] Corporation

“Corporation” means a company ot other body corporate incorporated cither in Hong
Kong or elsewhete, but does not include a company ot other body cotporate which is pre-
scribed by rules made under 5.397 for the purposes of this defin‘ien as being exempted
from the provisions of this Ordinance, or to the extent that 1. is prescribed by rules so
made as being exempted from any provision of this Ordinance; sce Sch.1, Pare 1, s.1 of
the Ordinance.

[23.06] Listing
“Listing” in relation to securities, means the process by which the securities are listed; see
Sch.1, Part 1, 5.1 of the Ordinance.

[23.07] Listed

“Listed” means listed on a recognised stock exchange. A corporation shall be regarded as
listed if any of its securities are listed; securities shall be regarded as listed when a recog-
nised exchange company has, on the application of the corporation which issued them,
or on the application of a holder of them, agreed to allow, subject to the requirements
of this Ordinance, dealings in those securities to take place on a recognised stock market,
and shall continue to be so regarded during a petiod of suspension of dealings in those
securities on the recognised stock matket; see Sch.1, Part 1, 5.1 of the Ordinance.
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Approval of rules or amendments to rules of recognized exchange

company

(1) Subject to subsection (7), no rule (whether or not made under sec-
tion 23) of a recognized exchange company or any amendment
thereto shall have effect unless it has the approval in writing of the
Commission.

@) A recognized exchange company shall submit or cause to be submitted
to the Commission—

(a) for its approval the rules and every amendment thereto that require
approval under subsection (1), together with explanations of their
purpose and likely effect, including their effect on the investing
public, in sufficient detail to enable the Commission to decide
whether to approve them or refuse to approve them; and

(b) for its information the rules which belong to a class the sub-
ject of a declaration under subsection (7) and every amendment
to the rules, as soon as reasonably practicable after they have
been made.

4} The Commission shall, not later than 6 weeks after the receipt of a
submission under subsection (2)(a) from a recognized exchange com-
pany, by notice in writing served on the company, give its approval or
refuse to give its approval (together with its reasons for the refusal) to
the rules or amendment of the rules (as the case may be) or any part
thereof, the subject of the submission.

(4) The Commission may give its approval under subsection (3) subject to
requirements which shall be satisfied before the rules or amendment of
the rules or any part thereof take effect.

(5) The Commission may in a particular case, with the agreement of the
recognized exchange company concerned, extend the time prescribed
in subsection (3).

(6) The Financial Secretary may, after consultation with the Commission
and the recognized exchange company concerned, extend the time pre-
scribed in subsection (3).

(7) The Commission may, by notice published in the Gazette, declare
any class of rules of a recognized exchange company to be a class
of rules which are not required to be approved under subsection (1)
and, accordingly, any rules of the company which belong to that class
(including any amendment thereto) shall have effect notwithstanding
that they have not been so approved.

(8) Neither the rules under section 23 nor a notice under subsection (7) is
subsidiary legislation.

24.

COMMENTARY

[24.01] Enactment history

Section 24 is based on 5.35 of the repealed Stock Exchanges Unification Ordinance
(Cap.361); and 5.14 of the repealed Commodities Trading Ordinance (Cap.250). This sec-
tion came into effect on 1 April 2003.
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who operate a stock market ot futures market and for recognised clearing houses. In some
circumstances, questions may arise as to whether the provision of ATS may also constitute
operation of a “srock market”, “futures market”, or a “clearing house™.

Therefore, ATS do not include that which are relating to transactions which do not result
in a binding transaction. The division was introduced with the intent of facilitating ser-
vices which result in transactions being made. Tt is useful to refer to the examples which
the SFC had in mind when considering the reforms, namely: () bulletin boatds and trade-
matching services; (if) broker-run proprietaty ATS; (iii) exchange-run ATS; (iv) broker-to-
client automated linkages, and (v) internet-based operations.

Note that the definition of “automated trading services” was expanded by the Securities
and Tutures (Amendment) Ordinance 2014 as follows to cover services for the trading
or clearing of OTC derivative transactions. The expanded trading limb is reflected in #ew
paras.(ab) and (ba) of the definition, while the expanded clearing limb is reflected in para,
(d) of the definition. The expanded clearing limb in so far as it does not relate to Type 7
regulated activity, as this was implemented on 1 September 2010.

The Securities and Futures (Amendment) Ordinance 2014 (Ci ommencement) Notice 2016 states that;

services provided by means of electronic facilities, not being facilities provided bya
recognized exchange company or a tecognized clearing house, whereby—

(a) offers to sell or purchase securities or futures contracts are regularly made or
accepted in a way that forms ot results in a binding transaction in accordance with
established methods, including any method commonly used by 2 stock market or
futures market;

(ab) offers to enter into OTC derivative transactions are regulatly made or accepted 't
2 way that forms or results in a binding transaction in accordance with established
methods;

(b) persons are regularly introduced, or identified to other persons in ctder that
they may negotiate ot conclude, or with the reasonable expectation ths t they will
negotiate or conclude sales or purchases of securities or futures ~ontracts ina
way that forms or results in a binding transaction in accordance with established
methods, including any method commonly used by a ~tuck matket or fututes
matket;

(ba) petsons are regulatly introduced, or identified to other persons—

(i) in order that they may negotiate of conclude OTC derivative transactions in
a way that forms ot results in 2 binding transaction in accordance with estab-
lished methods; or

(i) with the reasonable expectation that they will negotiate or conclude OTC
derivative transactions in such a way;

(c) transactions—
(i) referred to in paragraph (a);
(i) resulting from the activities referred to in paragraph (b); or

(iify effected on, ot subject to the rules of, 2 stock market or futures market, may

be novated, cleared, settled or guaranteed; or
(d) transactions—
(i) referred to in paragraph (ab); or
(i) resulting from the activities referred to in paragraph (ba), may be novated,
cleared, settled or guaranteed,
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put does not include such services provided by a corporation operated by or on
pehalf of the Government or any excluded services

Cutrently, an OVerseas person who is only providing or martketing services for the trad-

ing of OTC derivatives is not required to apply an ATS authorisation under Part LI
Howevet, once paras.(ab) and (ba) of the definition of ATS come into full effect, such
persons will need to do so.

[95.04] Authorisation required only if there is active marketing of the ATS
Section 95 prohibits persons from providing ATS and offering to provide ATS unlesi
licensed, regis tered, or authorised to do so under Part IIT and later Part V of the Ordinance.

Both 5.95(8) and 95(9) effectively prescribe that the authorisation required to provide
ATS is only required when the services are actively marketed to persons, whether in Hong
Kong ot elsewhete, to persons in Hong Kong, by the first-mentioned person himself ot
by another person ofl his behalf. However, authorisation is not tequired if the ATS are
marketed to existing clients falling within the three-year time window under s.95(9).

Specifically, 5.95/8) provides that a person offers to provide ATS if the services ate actively
marketed o netsons in Hong Kong, In addition, s.95(9) states that a person is not regarded
a5 offerng A0S if the offer is made to existing clients to whom the person already provides
any Goancial services, including ATS. In the SFC’s view, an overscas person will requite
2 atl,osation or a licence to provide ATS if, for example, the person actively matkets ATS
services by sending e-mails or correspondence, or making telephone calls, to Hong Kong
residents who are not existing clients or users of the person’ services. Such active marketing
does not require authorisation or a licence for ATS activity if it is only directed to Hong
Kong persons who are existing clients of the ATS provider or users of the ATS services.
The SPC also takes the view that operation of a website overseas does not itself amount to
active marketing to petsons in Hong Kong, Further, acceptance of Hong Kong clients who
seele out the ATS does not in our view amount to active marketing,

[95.05] Principles and guidelines to be complied with for the proper
regulation of ATS

Generally, the provisions and guidelines of ATS should be consistent with or promote: (i)

the regulatoty objectives of the SFC under s.4 of the Ordinance; (ii) the functions of the

SFC under the SFO, 5.5; and (iif) the matters the SFC shall have regard to under the SFO,

5.6(2) in pursuing its regulatory objectives and performing its functions.

Accordingly, the SFC shall consider the following principles, when regulating ATS
providers:

(a) the fairness, efficiency, competitiveness, transparency, and orderliness of the secu-
rities and futures industry;

(b) understsanding by the public of the operation and functioning of the securities
and futures industry and of the relative benefits, risks, and liabilities of investing
in financial products;

(©) securing an approptiate degtee of protection for members of the public investing
in or holding financial products;

(d) the reduction of systemic tisks in the securities and futures industry;

(€) the supervision, monitoring, and regulation of activities carried on by persons reg-
ulated by the SFC and of such activities of registered institutions as are required to

be regulated by the SFC;
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(k)

promotion, encouragement, and enforcement of proper conduct, competence,
and integrity of persons carrying on activities regulated by the SFC;

adoption of appropriate internal controls and risk management systems by peg
sons carrying on activities regulated by the SFC;

the international character of the securities and futures industry and the desir.
ability of maintaining the status of Hong Kong as a competitive internationa|
financial centre;

the desirability of facilitating innovation in financial products and activities regy-
lated by the SFC;

the principle that competition among persons carrying on activities regulated by
the SFC should not be impeded unnecessarily; and

the principle that, as far as practicable and approptiate, bodies performing similar
functions in the market place should be regulated in a similar way, so as to provide
a fair and level-playing field between market operators.

The revised guidelines for the regulation of ATS published by the SFC became effective
on 1 September 2016 and set out that these principles are to be followed so far as is rea-
sonably practicable to do so. Furthermore, principles (e) and (k) have not been included
in the new guidelines; and principle (c) is extended to take into account the public’s degree
of understanding and expertise in respect of investing in or holding financial produets;
see Guidelines for the Regulation of Automated Trading Services (September 2016) para.13.

[95.06] Standards of practice for ATS
In addition to the principles and guidelines as set forth by the SFC with regard to ATS,
the SFC also promulgated core standards of practice that must be followed in regulating
ATS. Accordingly, a person providing such ATS must meet these standards to the satis-
faction of the Commission, which includes:

1.

Financial Resources and Risk Management: The financial resources ard #1.k
management policies of an ATS provider should comply with approgtiste ptu-
dential and operational standards. For a local authotised ATS under Part 11T of
the Ordinance, the SFC will apply this standard on a case-by-case Lasis. But such
ATS will normally meet this standard by simply complying with existing prudential
and conduct regulations that apply to licensed dealers and suthotised financial
institutions. In regard to an overseas exchange authorised ander Part III of the
Otrdinance, these entities will normally meet these staridards if they comply with
the regulatory regime of its home country.

Operation Integrity: An ATS provider should maintain electronic facilities with
adequate security, capacity, and contingency arrangements. The SFC will also con-
sider the need for independent assessments of the ATS operational integrity as i
required in certain circumstances for intermediaries’ systems and of recognised
exchange companies and clearing houses. In this regard, the SFC will take into
account potential systemic risks and the market significance of the ATS.
Fitness: An ATS provider should be a fit and proper petson, as established by
an authority in Hong Kong or in its home country. For authorisation under Patt
II1 of the Ordinance, the SFC will require the ATS providet in its application for
authorisation to demonstrate to the SFC that it and its key personnel ate fit and
proper persons to provide ATS. Information will also normally be sought on the
substantial shareholders of the ATS provider. Although the process will not be the
same as that for obtaining a licence under subsequent Part V of the Ordinance,
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the SFC will have tegard to the standards it already uses in the licensing process
and as described in the SFC’s Fi and Proper Criteria, but these will not be rigidly
applied. These include consideration of, among other th'mgﬁ, f{n.ancial i.nte'g.riry,
quah'ﬂcatlons and experience, reputation, character, and reliability. In addition,
the SFC may undettake background checks and liaisc with overseas regulatots,
including those that have entered into information-sharing arrangements with the
Commission.

Record Keeping: An ATS provider should keep full records of its ATS opera-
tions, including audit trails of ATS activity. Accordingly, an ATS licensed ot teg-
istered under later Part V of the Ordinance or an overseas exchange authorised
under Part IIT of the Ordinance will likely comply with much of this standard by
virtue of existing codes and regulations. Thete may be instances where the record-
keeping requitements for intermediaries do not focus specifically on important
aspects of the ATS operation. This might include, where relevant, details (eg time,
identitics, price, quantity) of order entry or transaction conclusion. In such cases,
the SFC will likely require records of these matters to be captured and retained;
Transparency: An ATS should provide appropriate levels of transpatency in
relatioito ATS operations and traded products, including where relevant order
necerssing arrangements, transaction execution, settlement arrangements, and
opetational requirements or rules. For ATS licensed or registered under Part V
of the Ordinance or authorised under Part I11 of the Ordinance, the ATS pro-
vider will be expected to male available to its users information concerning how
the ATS operates as a part of the application and on-going requirements. Where
relevant and among other things, this will likely include information concetn-
ing: (i) order processing and execution systems; (i) the rules or other operating
tequirements; (iii) settlement arrangements; (iv) fees and charges; and (v) margin
requirements and product specifications for derivatives products, This is what is
already expected of intermediaries concerning providing information about their
operations. In addition to the transparency of these ATS operations, the SFC will
also consider the transparency of trading information. These requirements really
depend on the type of ATS involved. In most equity and derivatives trading sys-
tems, best practice standards provide for some level of transparency of bid/ask
prices, related quantities, and details of completed transactions. Less transparency
typically exists internationally for OTC markets and fixed income markets. This
aspect of transpatency will be considered on a casc-by-case basis with reference to
the type of ATS and relevant international best practices standards.

Surveillance: Surveillance of ATS activity should be performed by the ATS pro-
vider, a regulatory authotity (including potentially the SFC), or another competent
person, and such surveillance should be consistent with relevant market regulation
practices in Hong Kong and internationally. In this standard, surveillance catties
its meaning of careful watch, supervision for the purposes of direction or control,
and superintendence. The level of surveillance the SFC will expect of an ATS
will vary depending on the nature of the ATS involved. The SFC may also expect
the ATS provider to give access to the SFC to enable it to perform the necessaty
surveillance. The SFC will take into consideration the ATS range of activity, the
market participants that might be affected by the ATS, whether retail investors
may be involved, and whether any systemic tisks might atise to determine the
nature and extent of the surveillance functions that will apply to each ATS. Most
ATS providers will have access tequirements to determine who may use the ATS.
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These may take the form of, among other possibilities, financial and credit stay

ards, opetational requirements, contractual requirements, ot institutional requi
ments. Depending on the type of ATS involved, the SFC will likely expect ¢

ATS to have access tequirements to help to ensure the orderly and legitimate
of the ATS. The SFC will cxpect these to be transparent and to be mGnitoted'tf

enforced. This is particulatly important for an ATS where continued access to

ATS by non-qualified users may adversely affect other market patticipants,
example a user who acts as a trading counterparty and becomes the subject g

winding up or bankruptey proceeding. The SFC will expect that the main ope

tions of an ATS be monitored continuously to ensute their smooth and relig
operation. Furthermore, the SFC will expect thar arrangements are in place
promptly detect and remedy any malfunction in the ATS operations.

7. Reporting: An ATS provider should keep relevant regulatory authotit
informed of its ATS operations and traded products and of material changes

those operations. An ATS licensed or registered under Part V of the Ordir
will be subject to existing arrangements to inform regulatory authorities of \
operations and matetial changes to them. Where this is not the case, the SFC
likely to require that the ATS make reports periodically or on request concer i
its ATS operations and material changes to those operations. The requirem
each case will be tailored to the nature of the ATS. In some circumstances,
SEC may require the ATS provider to consult with or obtain the prior approva

the SEC before making material system changes. Material changes might includ

for example, implementation of an ATS system architecture upgrade. These sa
considerations will apply to ATS authorised under Part I of the Ordinance,

SFC also expects that it will require at least annual financial statement repo
from ATS providers authorised under Part III. The SFC would not noiaa

require any approval of the fees and charges of the ATS providet. For an ¢refs

exchange authorised under Part I11, the SFC will normally seek an airangem
for the overseas exchange to make periodic reports to the SFC of.the locatio
where their ATS are ptovided in Hong Kong, The SFC will also normally se

periodic statistics on the trading activity otiginating from Foag Kong,

Under the revised guidelines, the existing 7 standards of pra‘tics have been expand
and reorganised into nine core standards of practice in th= vicw to better align the e
standards of ATS regulation with relevant PEMI requirements for central countetp

(CCPs), and amended such that to clatify the regulatory requirements.

“Rinancial Resources” and “Risk Management” have been separated in order to refle

the importance of each. The former focuses on requiring an ATS provider to have

cient financial resoutces for proper performance of its operations, functions, and oblig
tions, while the latter focuses on requiring an ATS provider to ensure that risks associat
with its business and operations are managed prudently. “Operational Integrity” b
been amended to read “System Integtity” to better reflect the features of the Al

Additionally, two new core standards have been introduced: “Governance” and ‘fAc"‘_

and Participation.” “Governance” incotporates the standard of “Titness” while empt
sizing on the management and decision-making process instead of merely emphast
on the suitability or qualifications of any particular personnel or shareholder. Find
“Access and Participation™ reflects the importance of having open and fair access t0 5

and having clear and objective criteria for such access.
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Jieed 9 core standards of practice are as follows:

ﬁ'mandal Resources: An ATS provider should have sufficient financial
%*samﬁs for the proper petformance of its operations, functions, and obliga-
k‘m& «gy fficient” refers to enough financial resources to provide setvices on an
Hot Jing and continuous basis. In addidon, the SFC expects ATS providers who
o erate as 4 CCP to have sufficient financial resources to ensute a recovery or
erly wind-down of its critical operations and services. The SFC’s assessment
ill take into account functions performed by the ATS provider, level of activi-
es in Hong Kong, and the tisks that such activities pose. The SFC will generally
fer to international standards and practices in assessing ATS providers that offer
,‘ ,ﬂpe services, while assessing ATS providers whose facilitics are similar to
\ose of an exchange or electronic platform adopts a pragmatic approach, ie on a
ast by-case basis.
isk Management: An ATS provider should ensure that risks associated with its
‘businesses and operations are managed prudently. An ATS providet is expected
tohavea sound risk management framework, as well as policies and procedures in
regatc to risks borne by it and associated with its business and opetations. Further,
a A1'S provider with facilities similar to a CCP is expected to comply with and
oraduce an assessment of compliance with the PEML
() . System Integrity: An ATS provider should set up and maintain electronic facili-
ties to achieve a high degree of reliability, availability, and security in respect of its
systems, data, and networks, and incorporate adequate capacity and contingency
arrangements. Turther, an ATS provider is expected to have proper documen-
pation and change management for the system hardware, software, and netwotk
configuration; and sufficient backup, recovery facilities, and documented business
_j-:wm:iuuity plans in case of a major system disruption. Such facilities should be
 tested, reviewed, and modified on a regular basis. In addition, the SFC may requite
an independent assessment of the clectronic facilities used for the provision of
- ATS taking into account of any past system performance, potential systemic risks,
‘and market significance of the ATS to the Hong Kong matket.
. Governance: An ATS should have robust, well-defined, and transpatent govern-
~ ance artangements to properly oversee its management and manage the decision-
- making process, and ensure that stakeholders interests are sufficiently accounted
for. This includes clear lines of reporting, effective processes to review opera-
mml and business petformance, proper atrrangements to handle conflicts of
~ interest, and adequate internal procedutes. Moreover, the governance structure
- should be comprised of qualified personnel, ie persons who possess the necessary
- professional qualifications and technical experience for ensuring the proper and
-Fentinued functioning of the ATS. Furthet, the SFC expects ATS systematically
| -m?partant to Hong Kong to also take into consideration the impact of their oper-
- ations on the Hong Kong market, public interest, and financial stability.
- Access and Participation: An ATS provider is expected to have objective, risk-
-baflaﬁt.’-d, and transparent ctiteria and requitements for participation, which permit
fﬂl‘-‘and open access where citcumstances permit as between members of an ATS
- provider. And, such criteria and requirements should be continually monitored
‘and enforced.
’.;?ﬂl}spa.tenqr: An ATS provider should provide appropriate transparency in
- telation to its ATS operations, products, and transactional information, including
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where relevant: its arrangements for order processing, and for transaction exeg
tion ot clearing and settlement; the list of products that may be traded or cleae
through its facilities; and its rules and operational requirements. The ATS proviq
is also expected to provide sufficient information to members/users to en; 5
them to understand the risks and responsibilities with regard to participation, pg
ticularly, the rights and obligations owed from one to another following an op
tion disruption or failure. Furthermore, depending on the nature of the ATS
ATS should make available trading and clearing information where appropriate;:-
Surveillance: Surveillance refers to careful watch and supervision for the purpoge
of influencing, managing, or directing the proper use of its ATS. The level of sy,
veillance expected is dependent on the nature of the ATS involved. Surveillang
should be performed by the ATS provider, a regulatory authority (including potep
tially the SFC), or another competent person, and such surveillance should be cog
sistent with relevant market regulation practices in Hong Kong and internationall
The SFC may require the ATS provider to give access to the SFC to enable it
petform its surveillance funcdons. In situations where unusual activity may cres
a disorderly or unfair operating environment, the SFC may require mechanisr
to detect such anomalics and investigate the reasons behind them. The SFC m
also in certain circumstances consider it appropriate to suspend the trading in
ptimary market of ATS providers of trade executive services for products in mul
tple markets pending the release of price-sensitive information. Where an AT
provider offers overseas exchange, CCP or electronic platform providing simils
services, the SFC will require the ATS provider to co-operate in investigations, A
ATS provider will be expected to perform the surveillance functions as required
its home jurisdiction.

Record Keeping: An ATS provider should keep full records of its ATS o;pf_ﬂni.

ations, including proper audit trails of activity conducted via the ATS. The SE.
will generally take a level-playing field approach, ie to apply similar regulation o
ATS providers with similar funcdons. With regard to ATS providete authorise
under Part I1I of the Ordinance, the SFC will take into account the recurd-keeping
requirements of exchanges and CCPs; therefore, it is likely to tequire the tecord
relating to the ATS provider and its activides to be availabl= upon request, as we
as have on-site and timely access to such records. Furthe the SFC may also spe
ify, on a case-by-case basis, the records that must be leprand the retention petiod
to apply.

Reporting: The SFC will require the ATS provider to submit certain informatio
on a regular basis, on request, or upon the occurrence of an event or the Al
provider being aware of something, Normally, the SFC will require for the AT
provider to submit the following information on a periodical basis: annual finan
cial statements; the location of its members /users in Hong Kong, statistics on th
trading; cleating and settlement actvities (if applicable) carried out in Hong Kong
and information pertaining to the ATS providet’s operations and material chang
to those operations. The latter includes: (i) the ATS providet’s company sttuc
ture, business plan, and marketing plan; (ii) the electronic facilties to be used f
providing ATS; (iii) the contractual documentation relevant to its members/use!
in Hong Kong; (iv) the ctiteria for admitting persons as Hong Kong memb
users ot for revoking such membership, prior to the changes taking effect;
(v) intended offer of new products to petsons in Hong Kong, The information t
be provided and frequency of reporting is contingent on the impact of the AT!
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. oroviders activities in Hong Kong, Further, fees and charges the ATS provider
iP;nPOSES in certain circumstances may be subject to approval if the SFC considets
_ {hat such fees and charges raise regulatory concerns about the ATS provided, and

its jmpact on the market and matket participants in Hong Kong.

071 Overseas exchanges
o ously mentioned, one type of ATS provider eligible for authorisation under Part

- -"‘ﬂ:’c Ordinance will be a stock exchange ot futures exchange outside Hong Kong
b provide ATS in Hong Kong. This provision of ATS by an overseas exchange
ves the placement of their dedicated trading terminals in Hong Kong or the provi-

Bf technical specifications and support services to enable Hong Kong institutions to

¢ computer-to-computer connections to the overseas exchange’s systems.

Jis regard, overseas exchanges have always been accessible to Hong Kong investots,
g through Hong Kong financial intermediaties or overseas intermediaries, While his-
0 u’aﬂiﬂg by Hong Kong persons may have been effected through the telephones,
- or telex, today it is often done through computer linkages, the Internet, and Extranets.

':-'SFC heileves that authotisation of an overseas exchange under Part 11T of the
Jinance should be based on an assessment that the overseas exchange is subject to reg-

on = .ts home country comparable to the regulation of exchanges in Hong Kong and
e cent with international standards. Through its own regulatory benchmarking and
O ipation in international regulatory forums such as the International Organization of
rities Commissions, the SEC will often be in a position to malke this assessment with-
-wqu.esting detailed information from the overseas exchange. If not, the SFC will need

information from the overseas exchange to assist it in making this assessment.

N

O

| overseas exchange to be authorised under Part TIT of the Ordinance, the SFC
ects the following to be provided:

a) information regarding the products to be traded through the ATS in Hong Kong;
(b) periodic statistics of the nature and volume of such trading in Hong Kong (if
- applicable);

) copies of any documentation which users of the ATS in Hong Kong will enter
into concerning the ATS;

{ﬁ} information concerning the identity and location of persons using the ATS in

‘ Hong Kong;

(€) satisfy the SFC that appropriate levels of information disclosure and co-operation

~ will be made available to the SFC concerning any specific requests or investiga-
tions in relation to the ATS in Hong Kong, including information about particular
- transactions, ATS users, and ATS users’ clients;
(f) the application fee;
~ And the ATS should undertake to:
(g) provide periodic statistics (quarterly) of the nature and volume of such trading in
~ Hong Kong;

) provide information on any later changes to the matters set out above regarding

~ certain information that needs to be provided;

(i) limit use of the ATS in Hong Kong to persons licensed or registered with the SFC

- under Part V of the Ordinance, unless the SFC agrees otherwise; and
1@ limit use of the ATS in Hong Kong to persons licensed or registered with the SFC

‘under Part V of the Ordinance, unless the SFC agrees otherwise.

4]

155




Securities and Futures Ordinance (Cap.571)

which are so received or held on behalf of a client of the regigye
tion or in which a client of the registered institution has a legal o
interest: see Sch.1 of the SFO.

The SFC has stated that the CSRs only apply to securities traded or listed gq |
Kong Stock Exchange or intetests in collective investment schemes by the SR

[148.06] Securities collateral
“Securities collateral” means:
{a) in relation to a licensed corporation, means any securities —
(i) deposited with, or otherwise provided by or on behalf of a clie
licensed cotporation to, the licensed corporation; or
(il) deposited with, or otherwise provided by or on behalf of a cliey
licensed corporation to, any other intermediary or person,
which are so deposited or provided —
(A) as security for the provision by the licensed corporation of
accommodation; or 1
(B) to facilitate the provision by the licensed corporation of
accommodation under an arrangement that confers on the
corporation a collateral interest in the securities; or )
(b) in relation to a registered institution, means any securities —
(i) deposited with, or otherwise provided by or on behalf of a clien
registered institution to, the registered institution, in the co
conduct of any regulated activity for which the registered i

registered; or ; .
(i) deposited with, or otherwise provided by or on behalf of a client ol @y
registered institution to, any other intermediary or person, in relation 0

conduct of the regulated activity,
which are so deposited ot provided —
(A) as security for the provision by the registered institution of |
accomtnodation; or
(B) to facilitate the provision by the registered, tasutution of
accommodation under an arrangement that confers on the ¢
institution a collateral interest in the secucitics: see Sch.l of @

The SFC has stated that securities subject to an outiight transfer do not co
“secutities collateral”, although the SFC will always look at the substan:
arrangement. d

[148.07] Dealing with client securities or securities collateral

Section 6 of the CSRs specifies how an intermediary or its associated em:tt}?
with client securities ot securities collateral. In summary, it should only deal w

in accordance with otal or written directions or a standing authority (subject to.
conditions to prevent abuse).

[148.08] Standing authority
An intermediary may obtain a standing authority from a client so that they cand
client securities or securities collateral without the need for specific directions.

A standing authority must comply and can be renewed in accordance with s4
CSRs. The SFC has stated that automatic renewal is not allowed under s.4 of th
However, implicit renewal under s.4(3)(b) of the CSRs is permitted.
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thority, if it is drafted in such terms, also allows an intermediary to:

ﬁkeﬂt <ecurities ot securities collateral for secutities pursuant o a securities
and lending agteement;
o 10 5.8A of the CSRs, deposit with an authotized financial institution collat-
3 or financial accommodation provided to the intermediary; and
" t securities collateral with a recognized clearing house or another inter-

Jicensed ot registered for dealing in securities as collateral for the
ree and satisfaction of the intermediary’s scttlement obligations and

des.
pledging
ko applies to an intermediary licensed for dealing in securities or licensed
mﬂrgm financing. An intermediary may repledge clients’ collateral up to a
tage of its aggregate margin loans. Section 8A of the CSRs requires an
« to determine at the end of each business day whether the amount of its
m:al is below 140% of its aggregate margin loans, If this is cxceeded, on
sess day, it must withdraw from deposit repledged securities collateral to
o g repate matgin loans do not exceed 140%. See the SFC circular dated 10
@‘ ander 146.05 regarding risk management for licensed corporations provid-
margin financing

¢ 2018, the STC published a report on securities margin financing activi-

;_gglﬂtcd consultation papet on its Proposed Guidelines for Securities Margin

Activities to clarify, codify and standardise risk management practices for secu-
vin financing:

il 2019, the SFC released conclusions on the consultation. Under the guide-
gimum total matgin loans-to-capital multiple brokers can adopt is five times
cessive leverage. They should also control the concentration risks posed by
lividual or connected securities as collateral and by significant exposure to
ts, In addition, brokers ate required to set prudent triggers for margin calls
enforce margin call policies. Guidance was provided to help brokets set pru-
it percentages for securities acceptable as collateral and conduct stress testing
e financial impact of their securities margin financing activitics. The guidelines
¢ effect on 4 October 2019,

SFC Guidance

together with rules made under 5.149 of the SFO in relation to client monies,
al to the regulation of intermediaries and the protection of client assets held or
‘with them or their associated entities. The SFC has stressed the importance of

internal controls and has issued a guidance note in April 2003 titled: Suggested

diques and Procedures for Enbancing a Firn's Ability to Conply with the Securities and
Sectirities) Rules and the Securities and Futures (Client Mongy) Rules.

1 5 February 2016, the SFC issued a citcular reminding intermediaries licensed
g in securities to establish internal control procedures and financial and oper-
abilities: Circular to Licensed Corporations Licensed for Dealing in Securities Profecting

iets Against Internal Misconduct.

Jecember 2018, having identified a number of cases of misconduct by

utives which had jeopardised clients’ interests and involved unauthorised
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trading and misappropriation of client assets, the SFC conducted a review g
lished a self-assessment checklist to assist securities and futures brokets in rey,
their internal controls for protection of client assets and supervision of e,
executlves.

On § July 2019, the SFC issued a circular introducing a new measure to proteet
assets, that is, requiring intermediaries and authorised institutions to sign a standag
acknowledgment letter containing clauses in line with the requisite standard of Protec
tion to be afforded to client assets. Key elements of the acknowledgement letterjﬂ
the notification of purpose clauses, the no-recourse clause and the conflict clauges,
transition petiod for implementing this tequirement ends on 31 July 2020, where th
expects the standardised client asset acknowledgement letters to be signed by in
diaries and countersigned by the corresponding authorised institutions for all apply
client asset accounts.

General guidance can be found in the SFC’s Management, Supervision and Internal ¢
Gitidelines for Persons Licensed by or Registered with the Secnrities and Futures Commission,

[148.11] Circularization exercise on clients’ accounts
In view of its recent inspection findings on control deficiencies, on 28 July 2017, the SF
commenced a circularization exercise with a selected accounting firm for reviewing
tection of clients’” accounts by selected securities brokers, The exercise involved a
level review of brokers’ internal control systems set up to protect clients’ assets inclnci.i;%
controls over client money and client securities. Brokers were reminded to ensure that the
personal information of their clients was accurate and up-to-date.

[148.12] Offence

Under 5.13 of the CSRs, if an intermediary or an associated entity breaches s.4(4) o= 2
of the CSRs without reasonable excuse, it commits an offence and is liable on convicun
to a fine at level 3. Where the breach of s.4(4) or 12 of the CSRs was with an iz‘ent to
defraud, the intermediary or associated entity will be liable on conviction +o a fine a:
level 6.

An intermediary ot an associated entity that breaches 5.5 or 10(1) of the CSRs without
reasonable excuse is convicted on indictment, and it is liable +6 4 7ine of $200,000 and
2 years imptisonment. Where it is summarily convicted, it s luble to a fine at level 6
and imprisonment of 6 months. Whete the breach was with an intent to defraud, and
the intermediaty or associated entity is convicted on indictment, it is liable to a fine of
$1,000,000 and 7 years imprisonment, Where it is summarily convicted, it is liable to a fine.
of $500,000 and 1 year imprisonment.

[148.13] Level 3 and level 6 fine
Under Sch.8 of the Criminal Procedure Ordinance (Cap.221), a level 3 fine is $10,000,
and a level 6 fine is $100,000,

[148.14] Regulatory enforcement

There have been a number of cases involving improper dealings with client securities of
securities collateral. The usual issues that arise in such instances include (i) a lack of stand-
ing authority; (i) failure to provide safe custody of client assets; or (iii) inadequate internal
controls. In a number of cases, the fines have been substantial and senior management of
the intermediaries concerned have also been disciplined.
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Client money held by licensed corporations and their associated
entities
(1) The Commission may make rules requiring licensed corporations and

their associated entities to treat and deal with client money of the licensed

corporations in such manner as is specified in the rules.

Without limiting the generality of subsection (1) and without prejudice

to section 398(7) and (8), the Commission may in the rules referred to in

subsection (1)}—

(a) require client money of licensed corporations or any part thereof to
be paid into segregated accounts established for client money and
designated as trust accounts or client accounts;

(b) specify when and how the client money or any part thereof is to be
paid into such accounts and require it to be dealt with, and accounted
for, in the specified manner;

(¢) specify the amount or proportion of the client money that is not to be
paid into such accounts, and the deductions that may be made before
the client money is paid into such accounts;

i) specify the circumstances in which the client money may be paid
out of such accounts, including the circumstances in which the client
money that is the subject of a lawful claim or lien may be paid out of
such accounts;

(e} require interest accruing from the holding of the client money in
such accounts to be dealt with and paid in the specified manner;

(f) specify the persons in Hong Kong with whom such accounts are to
be established and maintained;

(g) provide for authorization by the Commission as a condition for pay-
ment out of such accounts in specified circumstances;

(h) require the maintenance of records in relation to such accounts
(including records of performance of reconciliations of payments
of the client money into and out of such accounts) in the specified
manner;

(i) require the submission to the Commission, upon request or at spec-
ified intervals, of specified information, records and documents for
the purpose of enabling the Commission to ascertain readily whether
the rules are being complied with;

(i) require specified matters, and the circumstances relevant thereto, to
be notified to the clients of licensed corporations or the Commission,
or both;

(k) require a person who becomes aware that he does not comply with
any specified provision of the rules that applies to him to notify the
Commission of that fact and of any further specified information,
within the specified time;

(I) provide for any other matter relating to the client money.

Except as provided in the rules made under this section, client money of

a licensed corporation is not liable to be taken in execution against the

licensed corporation or an associated entity of the licensed corporation

under the order or process of a coutt.

Rules made under this section may provide that a licensed corporation, or

an associated entity of a licensed corporation, which, without reasonable
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excuse, contravenes any specified provision of the rules that app;
commits an offence and is liable to a specified penalty not exceed .

(a) on conviction on indictment a fine of $200,000 and a term of iy
onment of 2 years; '

(b) on summary conviction a fine at level 6 and a term of IMprisopge

of 6 months. E

(5) Rules made under this section may provide that a licensed corpg
or an associated entity of a licensed corporation, which, with intent g,
defraud, contravenes any specified provision of the rules that applj : day.
commits an offence and is liable to a specified penalty not exceedip

(a) on conviction on indictment a fine of $1,000,000 and a terp
imprisonment of 7 years; i

(b) on summary conviction a fine of $500,000 and a term of imprjs
ment of 1 year.

(6) A person is not excused from complying with a requirement in any
made pursuant to subsection (2)(k) to give notification to the Commigg
only on the ground that to do so might tend to incriminate the person,

(7) Notwithstanding anything in this section, no rules made under this se '
shall apply to associated entities that are authorized financial instituti

(8) Notwithstanding anything in subsection (3), that subsection does nat
vent client money of a licensed corporation that is received or held py

an associated entity that is an authorized financial institution from be;
taken in execution against the associated entity.

3(2) of the CMRs provides that the CMRs do not apply to money received ot held
ﬂ]—]oﬂg Kong while that client money temains outside Hong Kong, ot client money
de H

(ransfetred outside Hong Kong in accordance with the CMRs.

SFC has stated that the segregated account can be called anything that ideﬂt.iﬁt_:s,
fes ot characterises it as a client account. The intermediary should not mix its
fhoﬂﬂ)’ with client money in the segregated account an.d if it becom?s aware.th?t
lient money is comingled in the segregated account it must be paid out within

ere Is a shortage of funds to complete a settlement on behalf of a client, the ST'C
suggested that the intermediary should considet drawing from its house (ie its own)
Vt.
04] Associated entity ‘ ‘
obligations in the CMRs on the treatment of client monies apply to an intermediary
an associated entity of the intermediary.
associated entity” is, in relation to an intermediaty, a company ot a registered non-
ng KQ*;E ~ompany as defined by s.2(1) of the Companies Ordinance (Cap.622), one

: (a) i 1n a controlling entity relationship with the intermediaty and (b) receives or

las i Hong Kong client assets of the intermediary (Sch.1 of the SFO).

Vo gpplication, definition, and duties of an associated entity are further explained and
" sounded upon later under s.165 of the SFO.

O$ FﬂQ.OS] Client money

~ 0 The SEC has stated that dividends on stocks held for clients are client money and should
COMMENTARY ¥

Je teeated as such.
[149.01] Enactment history '
Section 149 is a section partly derived from ss.46 and 47 of the repealed Coinodities
Trading Ordinance (Cap.250) and s5.83, 85, 121A], 121AK, 121AT, 121AD, ’AlANmﬁ
121 AP of the repealed Secutities Ordinance (Cap.333).

[149.06] Dealing with Client Money

Section 5 of the CMRs sets out the parameters for payment of client money out of a
:aég't'f:gated account. Essentially, the money should be held in a segregated account until
ﬁis paid according to the client’s written instructions or pursuant to the client’s standing

authority, or paid to meet the client’s obligations, subject to the exceptions in s.149(2) and
149(3).
[149.07] Standing Authority

The CSRs permit payments from the segregated account in accordance with a standing
authotity (subject to certain conditions in s.5(2) and 5(3) of the CSRs).

[149.02] Overview
This section enables the STC to make rules in relation to how licetised corporations and
associated entities treat and deal with client money. Particuic rly relevant is the Securities
and Furures (Client Money) Rules (Cap.5711, Sub.Leg.) (CMRs), which came into force on
1 April 2003 in order to regulate how intermediaries deal with client money.

[149.03] Segregated account
Section 4 of the CMRs requires a licensed corporation or its associated entity to establish

a segregated account for client money (designated as a trust account or client account) at
an authorised financial institution.

A standing authority must comply with and be renewed in accordance with s.8 of
the CSRs.

The SFC has stated that the clieat’s written direction ot standing authority must be
obtained if client money received or held in Hong Kong is to be transferred and segre-
gated outside Hong Kong, They have also stated that there is no nced for a written direc-
tion or standing authority to pay client money into the client’s designated bank account,
but that such direction or authotity is required if payment is to be made to a bank account
not in the name of the client.

An “authorized financial institution” means an authorised institution as defined in 5.2(1)
of the Banking Ordinance (Cap.155), which includes (i) a bank; (ii) a restricted licence
bank; or (iif) a deposit-taking company. See Sch.1 of the SFO,

Under 5.4(4) of the CMRs, the licensed corporation or associated entity must make pay-
ment of client money, within one business day, to:

[149.08] SFC Guidance
e the trust account;

The CSRs, together with rules made under s.149 of the SI'O in relation to client

* to the client; or monies, ate integral to the regulation of intermediaries and the protection of client assets

® in accordance with a written direction or standing authority.
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held or deposited with them or their associated entities. The SFC has stressed the |
tance of adequate internal controls and has issued a guidance note in April 2003
tled: Suggested Cantrol Téchniques and Procedures for Enbancing a Firm's Ability 1o Comply
Securities and Fudnres (Client Secnrities) Rules and the Securities and Futures (Client Mongy) B

cate action plans on how to meet the fund’s liquidity needs should any of
(eSS scenarios matetialise. Liquidity risk management, together with securities

and repurchase arrangements, safe custody of fund assets and disclosure of
e ” fund managets, would remain a key focus of the SFC’s supervision of

Further, on 5 February 2016, the SFC issued a circular reminding intermediaries Jj, gets in the coming year.

for dealing in securities to establish internal control procedures and financial and
ational capabilities: Cirewlar to Licensed Corporations Licensed  for Dealing in Securities B
Client Assets Against Internal Misconduct.

fﬂnﬂ.ﬂ.

11] Offence
512 of the CSRs, if an intermediary or an associated entity breaches s.4 or 5 of the

 without reasonable excuse, it commits an offence and, if convicted on indictment,
le to a fine of $200,000 and 2 years imptisonment. Where it is summarily convicted,

In addition, see SI'C Ciroular to Licensed Corporations and Associated Enlities (zjﬁ ) :
3 Je to a fine at level 6 and imprisonment of 6 months.

2003): Proper segregation and safegnarding of dlient money, SFC Circular to Licensed corpg,
(14/02/2018): Guidance on dlient facilitation; SFC Cirenlar to Licensed Corporations (140

= - the breach was with an intent to defraud, and the intermediary or associated entity
2019): Recent inspection findings related to client facilitation.

avicted on indictment, it is liable to a fine of $1,000,000 and 7 years imprisonment.

[149.09] Client money placed with overseas brokers e itis summatily convicted, it is liable to a fine of $500,000 and 1 year imprisonment.

The SFC released a circular on 22 June 2017 regarding compliance and conttol §
relating to futures brokers. One of the issues which the SFC highlighted was future |y
kers placing client money with ovetseas brokers in amounts which were substantially
excess of the margin required to be posted. The SFC called for the establishment
maintenance of policies and procedures to ensure proper management of risks for ¢

Where 5.6, 8(4), 10, or 11 of the CSRs is contravened without reasonable excuse, the
srmediary ot associated entity is liable to a fine at level 3. Whete the contravention was

an intetic to-defraud, the fine is at level 6.

|

149.17| cvel 3 and level 6 fine

‘ de Sch.8 of the Criminal Procedure Ordinance (Cap.221), a level 3 fine is §10,000,

when conducting overseas transactions. This includes explaining the risks of such trag
! %00 a level 6 fine is $100,000.

activities to clients, including the risk that client assets may not be subject to the prog

tions given to client assets held in Hong Kong; 9.13] Regulatory enforcement

[149.10] Additional guidance on risk management practices for client mo There have been a number of cases involving improper dealing WiFh cl?.ent monies. .The
The SFC provided additional guidance on 18 December 2017 to licensed cotporations jssues have been (i) the use of client money Wlt_h_‘mt e authority; (ii) the~ deposit of
on establishing and maintaining prudential risk management practices for client maru money to a non-segregated account; and (iii) the improper transfer of client money.

liquidity and the concentration risks of funding sources within group-affiliated mu.j‘.—,&.” In certain of these cases, seniot management was also disciplined for failure to supervise

‘é‘zgs_tab]ish adequate internal controls; see also 148.14.
With a view to ensuting financial stability, the SFC expects licensed corporaio:s to pro

actively manage liquidity risks, including concentration limits for countetpa ties, Gel
Principle 8 and paragraph 11 of the Code of Conduct require licensea corporations to.
ensure that client assets are adequately safeguarded. Additional risk management should:
be considered especially with respect to the deposit locations of Ulieat money and soutces:

of funding, |

150. Claims and liens not affected

~ Nothing in sections 148 and 149 and any rules made under any of those sections
shall be construed as taking away or affecting a lawful claim or lien which any person
has in respect of client assets of an intermediary (whether received or held by the
intermediary or an associated entity of the intermediary), but the existence of any
such claim or lien does not relieve the intermediary or an associated entity of the
: intermediary of the duty to comply with the requirements of those rules that apply to
the intermediary or the associated entity (as the case may be).

Further, the SFC provided guidance regarding protection of client money kept with affili-
ated banks, The SFC has stressed the importance establishing, maintaining, and adhering to
prudential risk management practices to safepuatd client money, and in particular scttingha}é
enforcing concentration limits for affiliated financial institutions. This can be done by setir
out effective policies and procedures to manage concentration exposure, regulatly reviewing
concentration exposure, and determining appropriate arrangements and procedutes like hav-
ing segregated accounts at non-affiliated financial institutions to teduce exposute.

COMMENTARY

On 23 August 2019, the SFC released a circular highlighting the deficiencies or inad-
equacies in fund managers’ liquidity risk management practices. Tund managets
wete reminded to review their current policies, procedures, systems and processes
in light of the observations noted in the Appendix to the said circular and regula-
tory requirements and take immediate action to rectify any inadequacies or deficien-
cies. Additionally, in view of global marker volatility, fund managers were reminded
to perform more frequent and enhanced liquidity stress testing and to have in place

[150.01] Enactment history

Section 150 is derived from s48 of the repealed Commodities Trading Ordinance
~ (Cap.250); s5.81B, 86, and 121AQ of the repealed Securities Ordinance (Cap.333); and
8.25 of the repealed Leveraged Foreign Exchange Trading Ordinance.

L

[150.02] Overview

This section secks to protect lawful claims and liens from being affected by the regula-
tions in handling client securities, securities collateral and client money.
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This approach is consistenty applied by the Tribunal; see for example OPL oy B . i somitescend o siticulae thedonary dednitdon of “trade”,
Holdings (25 Debruary 2009) and Mobicon Group Ltd (23 March 2009). ' Jy the activity of buying and selling, and he did note that the phrase “active trad-
?t;:as aot defined in the Ordinance he did not seek to define the word “active:”.

d not need to do so. Itis a simple English word, the meaning of which is I'E'ElC‘th
derstood. Similarly, he did not determine specifically that the applicants’ trad:mg
| within the phrase “active trading”. Again, he did not need to do so. No sensible
_opestion to the contrary was sustainable. There was no doubt whatsoever that the
P'Pﬁcmts’ trading had, or was likely to have, the effect of creating an appearance of
e trading in those warrants.”

[274.05] Location of false trading

Section 274(1) and 274(3) apply to conduct carried out in Hong Kong which is ta
the Hong Kong markets, while 5.274(2) and 274(4) apply to conduct carried
Kong which is tatgeted at the securities or futures contracts traded on an OVerseaq p

False or misleading appearance

It is often difficult to distinguish between genuine trading activities and g tigi
colourable” transactions. An example of such difficulty is in JIKSAR » Fu Koy Kuen
(2012) 15 HKCFAR 524. It was established at the trial that two defendants trad
tive warrants, all issued by the same issuer, with each other frequently on the stock
to generate a large trading volume and their purpose was to earn rebates under 4 :
scheme organised by the issuer (to stimulate the market’s interest in the deﬁv:a
rant). To do so, they placed buy and sell orders against each other at around the g
and time on numerous occasions during the trading hours, As long as their
ume reached a certain level, they would each receive a rebate from their own broke
would exceed their combined transaction costs, resulting in an almost tisk-free profiy,

ar approach was adopted in the inquity in the dealings in the shares of Mobicon
[td (23 Match 2009)* where the Tribunal took account of various factors including
oround that Mobicon shares were not actively traded, and the number and trad-

yvolumes of matched trades.

ble motives

usible that a false or misleading appearance of active trading is created to achicve
ber o Ulterior motives, including:

+he inducement of investors to deal in the securities;
{j) heuse of the securities as collateral for borrowings; and
Q)} the facilitation of a placing of securities or another fund-raising exercise.

The prosecution case was that the defendants intended to create a false and s
appearance of active trading in the derivative warrants or were reckless as to w

had or was likely to have that effect.
ed intention or recklessness
The Disttict Court convicted both defendants for false trading offences under 5291

Court of Appeal dismissed their appeal against their convictions. On Fu’s appeal tc
Coutt of Final Appeal, the CFA found that his purpose was to carn rebates, the delene
under .295(7) was applicable and his appeal was allowed. Although the trade, by
and Lee were executed and hence they appeared to be genuine trades in that scas _
trading activities did not reflect any “genuine supply and demand” descsiL=d in )
Marra Developmeents Ltd. Therefore, they can still be regarded as havine ~teated a
misleading appearance of active trading (see I Kor Kuen, [43]).

der 5.274(5), where a person enters into a wash sales or matched orders traﬁ?acﬂon,
hin the description provided in s.274(5)(a), 274(5)(b) or 274(5)(c), unless it is an off
transaction, the person shall be deemed to be doing something, or causing it to be
with the intention that, or being reckless as to whether, it has or is likely to have
ptosctibed cffect under s.274(1) or, where it is targeted at an overseas ma.tkct under
14(2). These deeming provisions apply, by operation of law, on satisfaction of the
ditions in 5.274(5)(a), 274(5)(b) ot 274(5)(c).

The deeming provision under 5.274(5) expressly provides that it does not apply to an off-
et transaction. Under s.274(7), an off-market transaction is one which is not required
o be recorded on the relevant market or which, where automated trading services (ATS)
ed, is not required to be recorded by means of the ATS, under the rules of the rele-
it exchange or the rules which apply to the ATS provider.

Active trading

The High Court of Australia in Braysich v R [2011] HCA 44 2ddressed briefly the meani
of the expression “active trading”, Tn that case, the Court accepted that the expression
“active trading” would require something more than an ordinary change in the volume or
price of the securities.
4.06] Statutory Defence .

n 274(6) provides a defence for the defendant whose conduct falls within 5.274(5)

274(5)(b) ot 274(5)(c). The defendant must establish on a balance of probabilities that
the purpose or purposes for which he entered into the impugned transaction(s) was not and

The determination whether a particular pattern of new trading has created actual
apparent active trading is a function of the prior state of the matket in the secuti
number of shares actively traded, and the general level of market activity as well as of the
particular trading attributable to the alleged manipulator, Therefore, generalisation as to

how much trading is active trading is impossible.! I

The Court of Appeal in the appeal by Fu and Lee in J4KSAR » Fu Kor Kuen Patrick [2011] . -
1 HKLRD 6552 considered that the expressicm active trading was not a term of att: . 3 Asthe Court putit “On the 19 days on which the applicants traded in the 20 warrants, the subject of the ch?rges, their
trading accounted for 75% or more of the total matket turnover in those warrants on all but two occasions. Even
on those two occasions, theit trading was more than 50% of the total market turnover in the warrants. The lowest
aumber of warrants they traded on a particular day was 14 million, whereas on most occasions they traded in many
tens of millions of warrants and on a number of occasions in hundreds of millions of warrants on a single day”.

"The report of the Market Misconduct Tribunal into dealings in the shares of Mobicon Group Limited on and

between 1 April 2003 and 25 May 2005 (dated 23 March 2009).

1 115,
2 Theappeal of the defendant before the Court of Final Appeal was allowed but on diffetent grounds.

4

754 755




Securities and Futnres Ordinance (Cap.571)

did not inclyde the proscribed purpose of creating a false or misleading appeara
s.274_(1) or 274(;). It may require the defendant to prove a negative as to his che
of mind at the time of the transacton; see Braysich v B [2011] HCA 14, 32, 101,

Sinﬁlar to a criminal trial, evidence of previous good behaviour may lend Support f
mfe_rf:nce that thete was no unlawful purpose; see Braysich » R [2011] HCA 14 y
Justice Lunn as Chairman of the Tribunal considered that: ¢

326, 330; sce also R v O'Driseoll [2003] NSWCCA 166.

Council held (at 298) that:

-+ petsof of good character is less likely than otherwise might be the cas
committed the alleged misconduct. 7

[274.07] Transactions resulting in an artificial price

The word “transaction” is not considered a term of art; see Bendirv Anson [1936] 3 AlLER:
3 AlER

The meaning of “artificial or fictitious” has b i i
he meaning 4 een considered in Serameo Thusices p Lyspp
Taxc Commissioners |1977] AC 287, whete Lord Diplock giving the opinion of t;c ;d:,’:

“Artificial” is an adjective which is in general use in the English language. It is qot
a term of legal art; it is capable of beating a vatiety of meanings afcérdjigm?
the context in which it is used. In common with all three members of the Cg 4
of Appeal their Lordships reject the trustees’ first contention tha‘-c its use by 0’;:;
dxafts.rr}an of the subsection is pleonasdc; that is, a mere synonym for “ﬂctitiz c)
_A fictitious transaction is one which those who are ostensibly the parties to it nm I
intended should be catried out, “Artificial” as descriptive of a transaction is in;v;
Lordships’ view a word of wider import. Where in a provision of a statute ’ﬂh o dj
nary English word is used, it is neither necessary nor wise for a court of constructli.‘ 5
to attempt tf) laly down in substitution for it, some paraphrase which would bf_.ﬁ-;
gcnerall application to all cases arising undet the provision to be construed. tadical
exegesis should be confined to what is necessary for the decision of the o dculat
case. Their Lordships will accordingly limit themselves to an CXﬂl’:"Lifl‘JL'i‘;n of tht
shares agreement and the circumstances in which it was made and vartied out, in
ordet to see whether that particular transaction is properly descrihed as “artiﬁc;al"’
within the ordinary meaning of that word.

In DPP v JM, the defendant JM was charged with 39 counts of murket manipulation con-
trary to 5.1041A and 2 counts of conspiting with others to commit market maniplﬂéﬁon‘
He pleaded not guilty to each charge. After a jury was empaneled, the trial judge stated a
paBe and reserved 3 questions for determination by the Court of Appea] of the Supreme
(Jc.>uxt. of Victotia. On appeal by the Director of Public Prosecutions against the deter-
mination of the Court of Appeal, the High Coutt of Australia reviewed the authorities
Tncludi ng North v Marra Developments Led (1981) 148 CLR 42 and analysed the inter-related
issues of “genuine supply and demand” and “artificial price™:

71. ’I“he forces of “genuine supply and demand” are those forces which are cre-
ated in a market by buyers whose purpose is to acquire at the lowest available price

5 The report of the Market Misconduct Tribunal into dealings in the shares of Mobicon Group Limited on and

between 1 April 2003 and 25 May 2005 (dated 23 March 2009), para.21.
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d sellets whose purpose is to sell at the highest realisable price. The references
ins 1041A to 2 transaction which has, ot is likely to have, the effect of cteating an
wyprificial ptice”, or maintaining the price at a level which is “ardficial”, should be
construed a8 including a transaction where the on-market buyet ot sellet of listed
shates andertook it for the sole or dominant purpose of setting of maintaining the

rice at a particular level. Tt is, howevet, important to emphasisc that whether there
are other kinds of transaction which have the effect of creating or maintaining an
artificial price in a market for listed shares® is not, and, given the terms of the case
tated, should not be, decided.

72, the price that results from a transaction in which one party has the sole or dom-
inant putpose of setting or maintaining the price at a particular level is not a price
which reflects the forces of genuine supply and demand in an open, informed and
efficient market, Itis, within the meaning of s 1041A, an “artificial ptice”. The offer
to supply ot acquire of the kind described is made at a price which is determined by
the offetor’s purpose of setting ot maintaining the price. It is not determi ned by the
offeror’s purpose, if buying, to minimise, o, if selling, to maximise, the price paid,
and it is ot determined by the competition between other buyers whose purpose is
to mirinise the price and other scllers whose purpose is to maximisc the priC(:?. If
the offt results in a transaction, that is a transaction which can be chatacterised as at

Leait Jikely to have the effect of creating ot maintaining an artificial price for trading

:n the shares

73, Because s 1041A prohibits transactions which are likely to have that effect, it is
not necessary to demonstrate, whether by some counterfactual analysis ot otherwise,
that the impugned transactions #id create or maintain an artificial price. It is suffi-
clent to show that the buyer o seller set the price with the sole ot dominant purposc
described.

74. Furthet, if a transaction is made fot the sole or dominant purpose of setting
of maintaining a price for listed shares, it is not necessaty 0 proffer some addi-
tional proof that the impugned transactions “went on to affect the behaviour of
genuine buyers and sellers in the market™ in order to demonstrate that the trans-
actions had, or were likely to have, the effect of creating ot maintaining an artificial
price. On-market transactions on the ASX (like the impugned transactions in this
case) are made openly. Participants in the market can be {(and are) informed of the
transactions which occur. Participants in the market are entitled to assume that the
transactions which are made are made between genuine buyers and sellers and are not
made for the purpose of setting or maintaining a particular price. Hence, as Mason |
explained in North » Marrd’, “in the absence of revelation of their true character [as
transactions to set or maintain a patticular price] they ate seenas transactions reflect-
ing genuine supply and demand and having as such an impact on the market”. They
have, or at least are likely to have, the effect of setting or maintaining an artificial
price for the shates in question.

See Avgouleas, The Mechanics and Regulation of Market.A buse (2005), 131-154.

See also Australian Securities and Tnvestments Commission v Sowst (2010) 183 FCR 21, 43, [90Y; Australian Securities and
Tnvestments Commission v Admisistrative Appeals Tribunal (2010) 187 FCR 334, 349, [47].

(2012) 267 FLR 238, 295, [260] (Warren CJ).

(1981) 148 CLR 42, 59.
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75. ... In applying s 1041A, no distinction can or should be drawn acegqg
whether the purpose of setting or maintaining a price was the sole or gy
purpose of the person concerned. Proof of a dominant, as distinet from 561?,
pose of setting or maintaining a price would establish that the relevant trane
established or maintained an artificial price. '

ermorc, th

'To determine if the trading activities under consideration manifest genuine supp
demand, the Court will have regard to a host of factors including, but not limiteq
the timing of any offets to sell or purchase; (if) the volume of financial products gh
son offers to sell or purchase; (iif) the depth of trading in financial products of thy
on that financial matket; (iv) the pattern of trading in those financial products preg
the actions under consideration; and (v) any changes in the pattern that are consequ
upon those actions or that would not have occurred but for those actions and
do not reflect the forces of supply and demand. See also JTM[ » Australian Securitio
Lnvesiments Congmission [2010] AATA 350 (11 May 2010).

[274.08] Authorized ATS
The expression “authorized automated trading service” is defined in Part 1 of Sch of
the SFO as “automated trading services which a person is authorised to provide ug
8.95(2) of this Ordinance™.

Part 2 of Sch.5 of the SFO defines “automated trading services” to be: ~onpany;
services provided by means of electronic facilitics, not being facilities provided bya ¢

recognized exchange company or a recognized cleating house, whereby —

(a) offers to sell or purchase securities or futures contracts are regulatly made o O
accepted in a way that forms or results in a binding transaction in accordance with ‘
established methods, including any method commonly used by a stock market
futures market;

(b) persons ate regularly introduced, or identified to other persons in order tha they
may negotiate or conclude, or with the reasonable expectation that they «ll nego-

tiate or conclude sales or purchases of securities or futures contracic in a way that (a)
forms or results in a binding transaction in accordance with estanlished methods, .
including any method commonly used by a stock market ¢+ varures market; oz
(c) transactions —
(i) referred to in paragraph (a);
(i) resulting from the activities referred to in paragraph (b); or
(iify effected on, or subject to the rules of, a stock market or futures market, may
be novated, cleared, settled or guaranteed, ()

but does not include such services provided by a corporation operated by or on behalf
of the Government.

An authorized ATS provider is someone who provides an electronic platform on which
financial products may be traded or cleared. In general, an authorized ATS provider willbe
required to have sufficient financial resources for the proper performance of its functions
and obligations. As to what constitutes sufficient financial resoutces, the Commission
may take into consideration a mumber of factors such as the projected expenditure of the.
ATS operation from time to time, which in turn will be affected by the size and charactet-
istics of the trading platform and the markets traded on the platform. It follows that th
financial resources required may change over time as the size and characteristics of the
authorized ATS operation evolves and changes.
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e SFC has published Guidelines for the Regulation of an Authorized Antormated
Soryice (TS Guidelines) and developed procedures for the authotization of an
1 handling of such applications. The ATS Guidelines sct out core standards that
son providing ATS would generally be expected to meet in relation to financial
- ces and risk management, operational integtity, fitness, record keeping, transpar-
arveillance, and repotting,

9] The “relevant recognised market” and “relevant overseas market”
bn 245 defines both terms:

“relevant overseas matket”

) 2w .
2) in relation to securities, means a stock market outside Hong Kong; or
®) in relation to futures contracts, means a futures market outside Hong Kong;

“relevant recognized market”

(a) in relation to securities, means a tecognized stock market; or
(b) in relation to futures contracts, means a recognized futures market;

1 in Part. ! of the SFO provides that:

“recacnized stock market” means a stock market opetated by a recognized exchange

N “recognized futures market” means a futures market opetrated by a recognized

exchange company;

“recognized exchange company” means a company recognized as an exchange com-
pany under s.19(2) of the Ordinance.

R275. Price rigging
(1) Price rigging takes place when, in Hong Kong or elsewhere, a person—

enters into or carries out, directly or indirectly, any transaction
of sale or purchase of securities that does not involve a change
in the beneficial ownership of those securities, which has the
effect of maintaining, increasing, reducing, stabilizing, or caus-
ing fluctuations in, the price of securities traded on a relevant
recognized market or by means of authorized automated trading
services; or

enters into or carries out, directly or indirectly, any fictitious or
artificial transaction or device, with the intention that, or being
reckless as to whether, it has the effect of maintaining, increas-
ing, reducing, stabilizing, or causing fluctuations in, the price of
securities, or the price for dealings in futures contracts, that are
traded on a relevant recognized market or by means of authorized
automated trading services.

(2) Price rigging takes place when, in Hong Kong, a person—
(a) enters into or carties out, directly or indirectly, any transaction

of sale or purchase of securities that does not involve a change
in the beneficial ownership of those securities, which has the
effect of maintaining, increasing, reducing, stabilizing, or causing
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fluctuations in, the price of securities traded on a relevant gy
market; or ‘

(b) enters into or carries out, directly or indirectly, any fiq
artificial transaction or device, with the intention that,
reckless as to whether, it has the effect of maintaining, i
reducing, stabilizing, or causing fluctuations in, the prige
rities, or the price for dealings in futures contracts, that
on a relevant overseas market. /

(3) For the purposes of subsections (1)(b) and (2)(b), the fact that 4
action is, or at any time was, intended to have effect accorg
terms is not conclusive in determining whether the transactie

was, not fictitious or artificial. 1

(4) A person shall not be regarded as having engaged in market mic ; , ;
duct by reason of price rigging taking place through any fr ansactions whi(‘:b are rea_l and genuine but only in the sense that the)_/ are intended
of sale or purchase of securities referred to in subsection ()a 0 Operate accotdlpg to their tetms, ]ch. fict.mous of colourable transactions, ate capa-

(a) if he establishes that the purpose for which the securities we £ creating quite a false or misleading impression as to the matket or the price.

or purchased was not, or, where there was more than one

the purposes for which the securities were sold or purchased

include, the purpose of creating a false or misleading appes :

respect to the price of securities.
(5) In this section—

(a) areference to a transaction of sale or purchase, in relation
rities, includes an offer to sell or purchase securities and
tation (however expressed) that expressly or impliedly ir
person to offer to sell or purchase securities; and

(b) areference to entering into or carrying out a transaction
purchase shall, in the case of an offer or an invitation refer
paragraph (a), be construed as a reference to making ti:e
the invitation (as the case may be).

“[he second in volves the conduct of any fictitious or artificial transaction or device
|, the intention that or being reckless as to whether it has the effect of maintain-
i increasing, reducing, stabilizing or causing fluctuations in the price of securi-
: ¢ the price for dealings in futures contracts traded on the stock market ot by
.ns of authorized ATS.

275(2) covets the situations where the same conduct is targeted at securities or
conttacts traded on a relevant overseas market,

275(3) expres sly provides thar the fact a transaction is, or atany time was, intended

flect according to its terms not determinative of the question whether or not the
son is or was fictitious or artificial. The reason is, as articulated by Sir Anthony
1!1 North v Marra Develgpments Lid (1 981) 148 CLR 42, 59:

] Ficatious or artificial

iy of “artificial or fictitious” has been dealt with in 274.07:
WA, <icial” is an adjective which is in general use in the English language. It is not a
i of legal art; it is capable of bearing a variety of meanings according to the con-
1 which it is used. In common with all three members of the Court of Appeal
cir Lordships reject the trustees’ first contention that its use by the draftsman of
the subsection is pleonastic; that is, a mere synonym for “fictitious”. A fictitious
sansaction is one which those who are ostensibly the parties to it never intended
ould be catried out. (Serameo Trustees at 298)

the context of price rigging, the term “artificial ot fictitious transaction” refers to a
ion which would not have been entered into but for the purpose of price rig-
and therefore it does not teflect genuine supply and demand; see North » Marra
ents Ltd (1981) 148 CLR 42; see also [HKSAR v Fu Kor Kuen Patrick [2011] 1

COMMENTARY

[275.01] Enactment history
This section came into effect on 1 April 2003. It was derived from s.135
135(4) of the repealed Securities Ordinance (Cap.333). It was also derived fi
repealed 5.998 and 1260 and which ate now encapsulated in 5.1041C of the A
Corporations Act 2001, These are in turn based on s.9(a)(2) of the US
Exchange Act 1934,

ding on the facts of the case, the word “price” may mean an indicative ptice dissem-
by the Stock Fxchange of Hong Kong Limited called a “nominal price”; see 296.05.

ties and Futures Commiission v Thoi Bun [2014] 2 HKLRD 1, the CFT was asked to
er whethet, on the basis of the admission of the defendant to the contravention
6(1)(b) of the SFO, the Court should grant the range of final orders sought by the
its deliberation, the Court was satisfied that on the basis of the admission, the
ndant committed price rigging on the futures market in contravention of s.296(1)(b)
e SFO, and it was approptiate to grant the final orders sought. This case furnishes an
nple of how the market misconduct of price rigging can be committed.

[275.02] Overview
Section 275 makes it market misconduct for a person to engage in price rigging. S¢
275(1) defines price rigging in two ways:
(1) The first involves activities known as “wash trades” of securities entefec
which has the effect of maintaining, increasing, reducing, stabilizing of
fluctuations in their price traded on the stock market or by means of antho

ATS. These are persons engaging in the buying or selling of securities wi
change of their beneficial ownership that has the effect of maintaining, incte
reducing or causing fluctuations in the price of the securities traded on
market or by means of authorized ATS; and

.05] Statutory defence

ar to 5.274(G), 5.275(4) provides an innocent purpose defence for a person whose
luct is within the scope of 5.275(1)(a) or 275(2)(a). To invoke the defence, the defend-
has to establish that, at the material time, the purpose for which the defendant bought
Id the relevant secutities did sof include any putpose of creating a false or misleading
ance with respect to the price of securities.
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2)

3)

)

)

(d) an interest of a person subsisting by virtue of —
(i) a charitable scheme made by order of any court of ¢,
tent jurisdiction; or

(ii) the vesting of a deceased’s estate in any judicial
between the time of death of the deceased and the gt-
letters of administration; and [
(e) such interests or interests of such a class, or such short
or short positions of such a class, as are prescribed by reg I
for the purposes of this section.
A person is not taken to be interested in shares or debentures
section 345(5)(b) by reason only that he—
(a) has been appointed as a proxy to vote at a specified meeting
listed corporation or associated corporation or of any clasg
members and at any adjournment of that meeting; or
has been appointed by a corporation to act as its representatiy
a meeting of the listed corporation or associated corporation
any class of its members.
An interest in shares or debentures of a holder, trustee or custodian
scheme referred to in subsection (1)(c)(i), (ii) or (iii), comprised in
property under the scheme, shall not be disregarded under sul
(1)(c) if the holder, trustee or custodian (as the case may be)
manager of the scheme.
For the purposes of subsection (1)(c), qualified overseas scheme
K3 1=t #) means a collective investment scheme, pension s
or provident fund scheme which—
(a) is established in a place outside Hong Kong recognized fi
purposes of this section by the Commission by notice publi
the Gazette; and
is authorized by or registered with the authority (if anv) e
for the authorization or registration of such scheme in the place
it is established, and complies with the requirements o1 such autho
but does not include—
(i) an arrangement operated by a person oihetvise than by way
business;
(ii) an arrangement under which less than 100 persons hold, or
the right to become holders of| interests (whether described
or otherwise) that entitle the holders, directly or indirectly, to
income or property of the arrangement;
(i) an arrangement under which less than 50 persons hold, or have
right to become holders of, interests (whether described as units
erwise) that entitle the holders, directly or indirectly, to 75% or more
the income or property of the arrangement; and
(iv) such other arrangement as may be specified by the Commuissic
notice published in the Gazette.
For the purposes of subsection (1), a person shall not be consid
not being a bare trustee in respect of any property by reason only th
(a) the person for whose benefit the property is held is not abs
entitled thereto as against the trustee only because he is a minor
is a person under a disability; or

(b)

(b)
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(b) the trustee has the right to resort to the property to satisfy any
outstanding charge or lien or for the payment of any duty, tax, cost
or other outgoings.

(6) A notice published pursuant to subsection (4)(a) or (iv) is not subsidi-
ary legislation.

COMMENTARY

46.01] Enactment history

section patallels 5.323 of the STO in respect of substantial shareholders. However,
exclusions are narrower in scope compared with the exclusion for substantial share-
lders undet 5.323; for instance, discretionary interests under trusts are not disregarded.

02] Determination of duty to disclose

ther to 5.345 of the STO, this section sets out various scenarios in which a director or
executive would have interests in shares or debentures which do not give rise to a
to disclose.

03] Cecurities and Futures (Disclosure of Interests — Exclusions)

aticns (Cap.571AG, Sub.Leg.)
rce should also be made to the Securities and Futures (Disclosutre of Interests —

dusions) Regulations (Cap.571AG, Sub.Leg) in respect of other exclusions from
sclosure.

Division 9—Requirements for giving notification by director and
chief executive

Notification to be given by director and chief executive

(1) Where a person comes under a duty of disclosure under section 341,
he shall give notification to the listed corporation concerned and to the
relevant exchange company of—

(a) the interests which he has, or ceases to have, in shares in or deben-
tures of the listed corporation or any associated corporation of the
listed corporation; and
the short position (if any) which he has, or ceases to have, in
shares in the listed corporation or any associated corporation of
the listed corporation.

A notification required by this section shall be given to the listed cor-

poration concerned and the relevant exchange company at the same

time or (if it is not practicable to do so) one immediately after the other.

The Commission may, by notice published in the Gazette, specity the

form in respect of a notification required by this section, either gener-

ally or in any particular case, and, without limiting the generality of the
foregoing, may in the form—

(a) notwithstanding section 397(1), include directions and instruc-

tions relating to the manner in which the form is to be completed,

signed, executed and authenticated; and

specify documents by which it is to be accompanied.

(b)

2)

3)

(b)
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(4) For the purposes of subsection (3), the Commission may spec
form by referring in a notice published in the Gazette to the ¢
separately published by such electronic means as the Commisgj
siders appropriate, instead of setting out the form in a notice
in the Gazette, whereupon the Commission shall for all pyppg
regarded as having duly specified the form under subsection 3).

(5) For the purposes of subsection (3), the Commission may sp
different forms are to be used in different circumstances.

(6) Subject to subsection (7), where the Commission has specified 4
under subsection (3) in respect of a notification required by ﬂlli
to be given when a duty of disclosure arises under section 341,
shall not be regarded as having been performed unless the notj
(a) 1isin the form specified;
(b) 1is completed, signed, executed and authenticated in a

with such directions and instructions as are included
form; and - '
(c) isaccompanied by such documents as are specified in the

(7) A mnotification required by this section shall not by reason of any
tion from a form specified in respect of it by notice published p
to subsection (3) cease to be regarded as being in that form, if
ation does not affect the substance of the form.

(8) Anmnotice published pursuant to subsection (3) is not subsidiary leg;
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(2) A notification required by section 347 shall be given, where the duty of
disclosure arises under section 341(2)—
(a) within 10 business days after the day on which the relevant event
OCCUTS; 0T
(b) in the case that at the time at which the relevant event occurs the
person concerned is not aware—

(i) that he has an interest in shares in or debentures of the listed
corporation concerned or any associated corporation of the
listed corporation; or

(if) that he has a short position in shares in the listed corporation
or any associated corporation of the listed corporation,
within 10 business days after the day on which he becomes aware
that he has such an interest or short position (as the case may be).

COMMENTARY

01] Pirdzcessor provisions
sec 100 replaced 5.28(3)(b) of the repealed SDT)O. A comparison may be made to
equivelent provision found in s.324(1)(b) of the Companies Act 1985 (UK).

3¢ 02] Knowledge

the putposes of notification, this section sets out the petiods in which notifications
be made. Key to the calculation of the period of notification is the concept of
“dnowledge”, ie when the person is considered to have knowledge of the event that
ires notification. In patticular, para.4.1.2. of the STC, “Owmtline of Pari X177, July 2017
ins that it is knowledge of the event, and not of the duty to notify, that will start the
unning,

COMMENTARY

[347.01] Enactment history
This section replaced s5.28 and 54 of the repealed S(DN)O. It parallels .324 nt thz
in respect of the duty of substantial shareholders. A comparison may be iz ade ¢

: - : .03] Timing of notification
equivalent provision found in 5.324 of the Companies Act 1985 (UK).

e case of most relevant events, the person must give the notification within 3 busi-
iess days of the day he knows of the televant event. In the case of relevant events thatare
teferted to an Initial Notification, he must give the notification within 10 business days
ter he becomes aware of the relevant event.

[347.02] Forms
This section deals with notification under the duty imposed by s.341. The forms
tioned in 5.347(3) may be found on the SFC website. The relzvanc forms in this
Forms 3A, 3B, 3C, and 3D — directions and instructions o1 the completion of ea
these forms may also be found on the website. Further details in respect of the forms
also be found in paras.4.2 and 4.6 of the SFC, “Oudline of Part X177, July 2017.

The petiod allowed for filing a notice runs from the time he knows of the facts that con-
stitute the cvent (eg the purchase of the shares, the delivery of the sharcs, the buyback of
hares by the listed corporation), not the day that he realizes that the event gave tise to a

See also the forms listed on the SPC website at http://wwwsfc.hk /web/EN /rule-b | uty of disclosure under Part XV.

sfo-part-xv-disclosure-of-interests/di-notices.html. Ihen a person buys shares, he will normally have to file a notice within 3 business days

fter he has contracted to buy the shares. When he sells the shares, he will normally have
file 2 notice within 3 business days after settlement day, ie the day when he delivers the
es to the buyer. If in fact the person ceases to be interested in shares on the date of
e contract for their sale, eg due to the operation of the clearing system, he should file
notice within 3 business days of that eatlier date. If that person contracts to sell shares
ith a settlement date that is 5 or more trading days after the date of the contract, then
he should file one notice within 3 business days after the date of the contract and file a
ccond notice within 3 business days after settlement day. In the case of a transaction that
ves rise to him having a short position, disclosure should normally be made within 3
iness days of the date that he enters into the transaction.

348. Time of notification by director and chief executive

(1) A notification required by section 347 shall be given, where the di
disclosure arises under section 341(1)(a), (b), (c), (d), (e) or (f}— |

(a) in the case that at the time at which the relevant event occurs t
person concerned knows of its occurrence, within 3 business

after the day on which the relevant event occurs; or

(b) otherwise, within 3 business days after the day on which the
occurrence of the relevant event comes to his knowledge.
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The notification should be filed with the Stock Exchange and the listed cotporag
L 0On
cerned at the same time or one immediately after the other.

[348.04] Calculating time
Reference should be made to Sch.1, Part 1, s.1 of the SFO to the meaning of «
day” when calculating the time petiod — which excludes Saturdays and Sundays &s
public holidays and gale warning or black rainstorm warning days. The petiod (of
10 business days) allowed for filing a disclosure notice is calculated excluding the

the relevant event occurred. '

349. Particulars to be contained in notification by director and chjef
executive '

(1) Where a duty of disclosure arises under section 341, a person ghall
performing the duty of disclosure, specify in the notification his
identifying him also as a director or chief executive (as the cage
be), and his address, and (so far as he is aware)— '
(a) the date on which the relevant event occurred and—

(i) the date (if later) on which he became aware of the gg
rence of the relevant event; or

(ii) in the case referred to in section 348(2)(b), the date on:
he became aware that he has the interest in the shares in ¢
debentures of, or the short position in the shares in, the lj;
corporation or the associated corporation of the listed ca
ration (as the case may be); o

(b) subject to subsection (3), the total number and class of—

(i) shares in the listed corporation and any associated ¢
ration of the listed corporation in which he was 2%
immediately before the relevant time specifyir.s he pe;
age figure of his interest in the shares in ezch class; and

(i1) shares in the listed corporation and any associated cor
tion of the listed corporation in which he is interested
diately after the relevant time specifying the perc
figure of his interest in the shates in each class;

(¢) subject to subsection (3), the amount of— '

(i) debentures of the listed corporation and any associated
poration of the listed corporation in which he was inte;
immediately before the relevant time; and

(i) debentures of the listed corporation and any associated |
poration of the listed corporation in which he is inte
immediately after the relevant time;

(d) subject to subsection (3), the total number and class of—

(i) shares in the listed corporation and any associated corp
tion of the listed corporation in which he had a short
tion immediately before the relevant time specifying f
percentage figure of his short position in the shares i
class; and

(ii) shares in the listed corporation and any associated corp
tion of the listed corporation in which he has a short post
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immediately after the relevant time specifying the percent-
age figure of his short position in the shares in each class;
(e) the circumstances in which he comes under the duty of disclosure;
(f) where the duty of disclosure arises under section 341(1)—

(i) the number and class of shares in the listed corporation
ot any associated corporation of the listed corporation in
which—

(A) he has acquired an interest, or ceased to have an inter-
est, at the relevant time;

(B) he has come to have, or ceased to have, a short posi-
tion at the relevant time; or

(C) the nature of his interest changes at the relevant
time; and

(ii) the amount of debentures of the listed corporation or any
associated corporation of the listed corporation in which—
(A) he has acquired an interest, or ceased to have an inter-

est, at the relevant time; or
(B) the nature of his interest changes at the relevant time;
(g) where he acquires or disposes of the interest referred to in para-

graph (D(D)(A)—

(i) through an on-exchange transaction, the highest price and
the average price paid or received per share for the interest
he acquires or disposes of (or, in the case that no price is paid
or received, that fact); or

(i) through an off-exchange transaction, the nature of the con-
sideration given or received, and the highest amount and the
average amount of the consideration given or received per
share, for the interest he acquires or disposes of (or, in the
case that no consideration is given or received, that fact);

(h) where he acquires or disposes of the interest referred to in para-
graph ()(ii)(A)—

(i) through an on-exchange transaction, the highest price and
the average price paid or received per unit for the interest he
acquires or disposes of (o, in the case that no price is paid
or received, that fact); or

(i) through an off-exchange transaction, the nature of the con-
sideration given or received, and the highest amount and the
average amount of the consideration given or received per
unit, for the interest he acquires or disposes of (or, in the
case that no consideration is given or received, that fact);

(i) subject to subsection (3), the capacity in which the interest in
shares in or debentures of, or the short position in shares in, the
listed corporation or any associated corporation of the listed cor-
poration is held immediately after the relevant time and, if the
interest in the shares or debentures, or the short position in the
shares, is held in more than one capacity, the number of shares or
amount of debentures held in each capacity;

(j) subject to subsection (3), where the duty of disclosure arises on
the occurrence of an event in consequence of which the nature of
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his interest in shares in or debentures of the listed COPOratian
any associated corporation of the listed corporation chappge

nature of his interest immediately before and immediag
the relevant time; 1

(k) subject to subsection (3), where he is taken to be intereg
shares in or debentures of, or have a short position in 5
the listed corporation or any associated corporation Df.the 3
corporation under section 344(1), 344(2), 344(3) or 345(14) i

(1) the number and class of the shares or amount
debentures; and
(ii) the name and address of, and his relationship with, each
the other persons having an interest in the shares or deby
tures or having a short position in the shares,
in which he is so taken to be interested or have a short posi
under each of those sections taken separately;

(1} where he no longer has an interest in shares in or debentureg
or a short position in shares in, the listed corporation or an
ciated corporation of the listed corporation, the fact that he ng
longer has such an interest or short position; and

(m) such other information as may be required in the form specified
for the purpose. Y
(2) Where any shares the particulars of which have to be specified in g
notification by a person under subsection (1)(b), (d), (f), (j) or k)
the underlying shares of equity derivatives, the person shall also spa@.,
ify, subject to subsection (3), separately in the notification— (
(a) the total number of shares which are the underlying shares of =«
of the following categories of equity derivatives that are liste&'-a;?
traded on a recognized stock market or traded on a racugnized
futures market, in which he was interested, or had a sho:* position,
immediately before the relevant time— :
(i) cash settled equity derivatives (specifying separately if they
are futures or options); or
(ii) physically settled equity derivatives (suecifying separately if
they are futures or options);
(b) the total number of shares which are the underlying shares of any
of the following categories of equity derivatives that are neither
listed or traded on a recognized stock market nor traded on a rec-
ognized futures market, in which he was interested, or had a short
position, immediately before the relevant time—
(i) cash settled equity derivatives (specifying separately if they

are futures or options); or
(if) physically settled equity derivatives (specifying separately if
they are futures or options);
(c) the total number of shares which are the underlying shares of any
of the equity derivatives referred to in paragraph (a) in which
he is interested, or has a short position, immediately after the
relevant time;
(d) the total number of shares which are the underlying shares of any
of the equity derivatives referred to in paragraph (b) in which

ely 4
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he is interested, or has a short position, immediately after the
relevant time;

(e) the period within which rights under each of the equity derivatives
may be exercised (exercise period); and

(f) the expiry date of the exercise period.

(3) Where a duty of disclosure arises under section 341(1)—

(a) subsection (1)(b), (c) and (d) shall apply in relation to a person as
if a reference to the listed corporation and any associated corpora-
tion of the listed corporation in that subsection was a reference to
the corporation—

(i) in the shares in or debentures of which he has acquired an
interest, or ceased to have an interest, at the relevant time;

(ii) in the shares in or debentures of which he has come to
have, or ceased to have, a short position at the relevant
time; or

(iii) the nature of his interest in the shares in or debentures of
which changes at the relevant time;

(b) the particulars required to be specified under subsection (1)(1),
(§) or (k) or (2) shall relate only to—

(i) the shares in which—

(A) he has (or is taken to have) acquired an interest, or
ceased to have an interest, at the relevant time;

(B) he has (or is taken to have) come to have, or ceased to
have, a short position at the relevant time; or

(C) the nature of his interest changes (or is taken to
change) at the relevant time; and

(ii) the debentures in which—

(A) he has (or is taken to have) acquired an interest, or
ceased to have an interest, at the relevant time; or

(B) the nature of his interest changes (or is taken to
change) at the relevant time.

(4) Where a duty of disclosure arises under section 341(2)(a)(1), (b)(i), (c)
(i) or (d)(i), a person shall, in performing the duty of disclosure, also
specify in the notification—

(a) inrespect of his interest in the shares which are the subject of the
disclosure acquired—

(i) through an on-exchange transaction, the highest price and
the average price paid per share for the interest acquired
within 4 months immediately before the day on which the
relevant event occurred; or

(ii) through an off-exchange transaction, the nature of the con-
sideration given, and the highest amount and the average
amount of the consideration given per share, for the inter-
est acquired within 4 months immediately before the day on
which the relevant event occurred; and

(b) in respect of his interest in the debentures which are the subject of
the disclosure acquired—

(i) through an on-exchange transaction, the highest price and
the average price paid per unit for the interest acquired
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()

(6)

(7

(8)

©)

within 4 months immediately before the day on w
relevant event occurred; or
through an off-exchange transaction, the nature of the
sideration given, and the highest amount and the
amount of the consideration given per unit, for the iy
acquired within 4 months immediately before the
which the relevant event occurred.
For the purposes of subsection (1)(b), percentage figure (5
), subject to subsections (6) and (7), means the percentage |
found by expressing the number of all the shares in the listed cor
tion concerned or the associated corporation of the listed corp
in which the person is interested immediately before or immed
after (as the case may be) the relevant time as a percentage of the nupy.
ber of the issued shares in the listed corporation or associated corpay,
tion (as the case may be). )
For the purposes of subsection (5), where the listed corporation cop
cerned or the associated corporation of the listed corporation.
the person rights to subscribe for, or offers to the person, its shares, as
of a rights issue, the number of the issued shares in the listed corpo
or associated corporation (as the case may be) at all times from thy
or offer (as the case may be) up to the completion or termination
rights issue (whichever is the eatlier) is taken to be the aggregate of—
(a) the number of the issued shares in the listed corporation o1
ciated corporation (as the case may be) immediately before
grant or offer (as the case may be); and
(b) the number of the new shares to be issued upon the compiafoy
the rights issue.
For the purposes of subsection (5)— .
(a) in determining the number of shares in which & person is I
ested, there shall be disregarded any short positzon which that
son has in the shares which, if included in the calculation ¢
number of shares in which the personis interested, would redu
the number of shares in which the {tei=on is interested; and
the particulars of the shares in wi.icn that person has a short
tion, or has ceased to have a short position, shall be specifie
arately in the notification.
For the purposes of subsection (1)(d), percentage figure (7
means the percentage figure found by expressing the number .
shares in the listed corporation concerned or the associated c?rp
of the listed corporation in which the person has a short position
diately before or immediately after (as the case may be) .the 18
time as a percentage of the number of the issued shares in the
corporation or associated corporation (as the case may be). :
Where the share capital of the listed corporation or the associated
poration of the listed corporation is divided into different classes of
shares— ‘ ‘
(a) areference in this section to the number of shares in the llfﬁﬁi
poration or associated corporation (as the case may be) .
the person is interested or has a short position shall be corn

(ii)

(b)
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as a reference to the number of the shares in each of the classes
taken separately; and
a reference in this section to a percentage of the number of the issued
shares in the listed corporation or associated corporation (as the case
may be) shall be construed as a reference to a percentage of the num-
ber of the issued shares in each of the classes taken separately.
In subsection (6), completion (5¢Ji), in relation to a rights issue,
means the issue of shares in the listed corporation or the associated
corporation of the listed corporation pursuant to the rights issue.
Where an event on the occurrence of which a director or chief exec-
utive comes under a duty of disclosure under section 341 arises from
the grant by the listed corporation, or any associated corporation of the
listed corporation, of debentures or rights to subscribe for debentures,
or the exercise or assignment of those rights so granted, the notification
shall also specify—
(a) the—
(i) price paid or received—
(A) for the grant of those debentures or those rights; or
(B) on the exercise or assignment of those rights,
(or, in the case that no price is paid or received, that fact); or
consideration given or received—
(A) for the grant of those debentures or those rights; or
(B) on the exercise or assignment of those rights,
(or, in the case that no consideration is given or received,
that fact),
(as the case may be);
(b) the period within which those rights may be exercised (exercise
period); and
(c) the expiry date of the exercise period.
Where an event on the occurrence of which a director or chief exec-
utive comes under a duty of disclosure under section 341 arises from
the grant by the listed corporation, or any associated corporation of
the listed corporation, of equity derivatives or rights under any equity
derivatives, or the exercise or assignment of those rights so granted, the
notification shall also specify the—
(a) price paid or received—
(i) for the grant of those equity derivatives or those rights; or
(ii) on the exercise or assignment of those rights,
(or, in the case that no price is paid or received, that fact); or
(b) consideration given or received—
(i) for the grant of those equity derivatives or those rights; or
(ii) on the exercise or assignment of those rights,
(or, in the case that no consideration is given or received, that fact),
(as the case may be).
Subject to subsection (12), nothing in this section shall require details
of the price that has been paid or may be payable, or the consideration
that has been given or may be given, for or under equity derivatives
(where the underlying shares of the equity derivatives are shares which
are the subject of the disclosure) to be specified in the notification.

(b)

(i)
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