LEGISLATIVE COUNCIL BRIEF

Securities and Futures Ordinance (Cap. 571)

SECURITIES AND FUTURES
(ASSOCIATED ENTITIES- NOTICE) RULES

INTRODUCTION

Pursuant to section 397 of the Securities and Futures Ordinance
(Cap. 571) (the SFO), the Securities and Futures Commission (the SFC) has
made the Securities and Futures (Associated Entities - Notice) Rules (the
Rules) at the Annex.

BACKGROUND
The SFO
2. The SFO was enacted in March 2002. It consolidates and

modernizes ten existing ordinances governing the securities and futures
markets into a composite piece of legislation to keep the regulatory regime on
a par with international standards and practices. For effective regulation, the
SFO provides flexibility in addressing changing market practices and global
conditions by empowering the Chief Executive in Council, the Financial
Secretary, the Chief Justice and the SFC to prescribe detailed and technical
requirements as necessary by way of subsidiary legislation, to supplement the
regulatory framework laid down under the primary legislation.

3. On 22 February 2002, the House Committee of the Legidslative
Council established the Subcommittee on Draft Subsidiary Legislation to be
made under the Securities and Futures Ordinance (the Subcommittee) to study
the subsidiary legislation necessary for commencing the SFO. From March
2002 to October 2002, the Subcommittee held 12 meetings and considered a
total of 37 setsof draft subsidiary legidlation, including the vires to make them.



THE PROPOSALS
Major policy considerations

4, There is an apparent regulatory gap under the existing legislation
in that a securities dealer can discharge his obligation to his client in respect of
that client’s securities held in Hong Kong by registering those securities in the
name of his nominee. To bring the nominee into the regulatory net for better
investor protection, section 164 of the SFO prescribes the types of personsthat
are allowed to receive or hold in Hong Kong client assets; i.e. the intermediary,
its associated entity (defined to mean a company that isin a controlling entity
relationship® with an intermediary and receives or holds in Hong Kong client
assets of the intermediary) and a person falling within the definition of
“excluded person” which includes an authorized financia institution. The
SFO then imposes direct regulation over an associated entity. By way of
illustration, the Client Securities Rules and the Client Money Rules made by
the SFC respectively under sections 148 and 149 of the SFO have direct
application to an associated entity. Section 165 of the SFO further requires a
person to notify the SFC when it becomes or ceases to be an associated entity.
The Rules supplement section 165 by prescribing the particulars that have to
be submitted to the SFC together with the notification of becoming or ceasing
to be an associated entity.

THE RULES

5. Clause 2 of the Rules contains interpretation provisions that
apply throughout the Rules.

6. Clause 3 prescribes the information to be submitted to the SFC
when a corporation becomes an associated entity, including information for
enabling the SFC to get hold of basic information of the corporation and its
key personnel; and for a corporation which is not an authorized financial
institution, also information about the accounts for holding client assets of the
intermediary and existence of matters that might render it insolvent or leading
to the appointment of aliquidator.

7. Clause 4 prescribes the information to be submitted to the SFC
when a corporation ceases to be an associated entity, including the facts that
gave rise to its ceasing to be an associated entity; and for a corporation which

! A person who controls 20% of the voting power of another company is a controlling entity.



IS itself neither an intermediary nor an authorized financia institution, also
whether all client assets of the relevant intermediary have been properly
accounted for and disposed of, and if not, details of those clients assets which
have not been so dealt with.

PUBLIC CONSULTATION

8. The SFC released a consultation document and an exposure draft
of the Rules on 22 March 2002 for comment by the public. A total of three
submissions were received. While the submissions generally supported the
exposure draft, the SFC amended the Rules to reflect the arrangements under
the Securities and Futures (Licensing and Registration — Information) Rules).
The SFC has also further particularized the types of information that must be
reported.

9. A draft of the Rules was considered by the Subcommittee at its
meeting held on 6 June 2002. Members of the Subcommittee expressed no
major concerns but some drafting comments which have been accordingly
reflected in the Rules.

FINANCIAL AND STAFFING IMPLICATIONS

10. There are no financia or staffing implications for the
Government.

COMMENCEMENT DATE

11. The Rules will come into operation on the day appointed for the
commencement of the SFO, together with other subsidiary legislation
necessary for the commencement. We expect this to take place shortly, after
completion of the negative vetting procedure through the Legidlative Council
and allowing the industry a reasonable period of time for making necessary
adjustments with reference to the subsidiary legislation. We aim to announce
the target commencement date by the end of 2002.

PUBLICITY

12. The Rules will be published in the Gazette on 6 December2002.



The SFC will issue a press rel ease on the same day.

ENQUIRIES

13. For any enquiries on this brief, please contact Mr. Chung Hing
Hing of the Licensing Department of the SFC at 2842 7679 or Mr. Anthony
Wood of the Legal Services Division of the SFC at 2840 9276.

The Securities and Futures Commission
6 December 2002



