Consultation Document
The Draft Securities and Futures (Client Securities) Rules (the “ dr aft

Rules’)
I ntroduction
1. Unlike the Securities Ordinance, the Securities and Futures Bill does not

contain detailed requirements in relation to client securities; it merely
gives the Commission the necessary rule-making power under clause
144 to prescribe requirements in the subsidiary legidation. The basis for
this approach is that, consistent with modern securities legidation such
as the UK Financial Services and Markets Act, effective regulation
depends upon the regulator having the flexibility to quickly address
changing market practices and global conditions, by amending the rules

rather than to the primary legidation.

When there are controls aready built into the legidative system
whereby any rules made by the Commission must be subject to negative
vetting by the Legidative Council, to alleviate any remaining concern
that rules made by the Commission may not be entirely appropriate for
the intermediaries or their associated entities, the Commission now

releases the draft Rules for public consultation.

The SFC has used the new FinNet communication network to send
copies of this consultation document to registered deders that have
lodged their Financial Resources Rules returns electronicaly with the
SFC via FinNet. In addition, mpies of the consultation document are
available free of charge a the SFC’s office and can aso be found on the

SFC's Internet website at http://www.hksfc.org.hk.

The public isinvited to submit comments before close of business on 24
May 2001 by sending them by fax to 2523-4598 or by mail or email to

the following address:

SFC Client Securities Rules
12/F, Edinburgh Tower
The Landmark

15 Queen’ s Road, Central
Hong Kong

or:
client_securities_rules@hksfc.org.hk
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It should be stressed that the draft Rules must be read in conjunction
with the Securities and Futures Bill itself. For example, it will be
imperative to understand the intended scope of the application insofar as
it relates to client securities and client collateral of an exempt person or
an associated entity that is an authorised financia institution.

To ensure that our regulatory thinking is generally in the right direction,
the SFC has formulated the draft Rules after consulting selected
brokerage firms and holding discussions with the Hong Kong Monetary
Authority and its working group. We wish to acknowledge and thank
them for their invaluable input.

Background

7.

10.

Copy of the draft Rules is attached for reference. In summary, the draft
Rules require client securities and securities collatera received or held
in Hong Kong to be treated by intermediaries and their associated
entities in a certain way.

The draft Rules are derived from sections 81, 81A and 121AB of the
Securities Ordinance.

At present, only the Securities Ordinance prescribes how client
securities should be dealt with by securities deders (including exempt
dealers) and securities margin financiers. In June 2000, when the
Securities (Margin Financing) (Amendment) Ordinance 2000 came into
effect, these provisions were tightened. Securities dealers and securities
margin financiers are only permitted to deal with client securities and
securities collateral in the ways prescribed and this cannot be exceeded
even with client’ s authority. There has been criticism from the market
that these limitations are too strict, and that they hamper legitimate
actions that the client may wish to take.

Both the Commodities Trading Ordinance and the Leveraged Foreign
Exchange Trading Ordinance are slent on this issue. When it is not
customary for futures dedlers or leveraged foreign exchange traders to
handle securities collateral in the course of their deadling or trading
business, they can accept client securities in settlement of margin calls.
Despite the absence of statutory protection, a recent survey conducted
by the SFC indicates that this has not resulted in any abuse. In fact, most
futures dedlers or leveraged foreign exchange traders do not pledge
securities collateral with banks for funding purposes.



New Policy Initiatives

11.

Severa mgor policy changes have been incorporated into the draft
Rules:

(@) confining the application of the rules to local securities and
collective investment schemes,

(b)  extending the rules to apply to client securities and securities
collateral received or held by al intermediaries and their
associated entities,

(c) providing for the right of disposa to be incorporated in the
client’ sagreement;

(d) providing for withdrawal of client securities and securities
collateral, e.g., in accordance with specific or standing
instructions from clients;

(e)  alowing client securities and securities collateral to be deposited
in safe custody with another intermediary licensed or exempt for
dedling in securities and alowing securities collatera to be
registered in the name of an intermediary; and

()  continuing to allow intermediaries that are licensed or exempt for
dedling in securities and securities margin financing to pledge
securities collateral with banks etc. to raise funding.

Application of Rules - Securities Types

12.

13.

14.

The draft Rules (see section 3) are drafted to only apply to securities
listed on the Stock Exchange of Hong Kong Limited and collective
investment schemes authorized by the SFC. The securities aso have to
be received or held by or on behalf of an intermediary or an associated
entity.

The SFC has not prescribed rules for overseas securities We believe
this is not practical and may even give clients a false sense of security
that protection of client assets would be just as effective abroad as it
would be in Hong Kong. This is clearly not the case as the types of
enforcement actions that can be taken may be limited where, eg., an
overseas custodian fails to fulfil its obligations for any reason.

However, the genera requirements under the Code of Conduct For
Persons Registered with Securities and Futures Commission will apply.



Intermediaries should therefore adequately safeguard client assets and
make adequate risk disclosures so that clients can make informed
decisions.

Application of Rules - Intermediary Types

15.

16.

The present requirements apply to securities dealers, exempt deders,
and securities margin financiers. The draft Rules shal apply to all
intermediaries. While the SFC does not expect intermediaries licensed
or exempt for futures dealing or leveraged foreign exchange trading to
generally handle client securities or securities collatera in their day-to-
day operation, it is desirable to ensure that client securities or securities
collateral where received or held by these intermediaries, or any other
types of intermediaries, are subject to the draft Rules.

In addition, the draft Rules also apply to associated entities of
intermediaries  “Associated Entity” is defined in Schedule 1 of the
Securities and Futures Bill. Essentidly, this is designed to regulate the
way nominee companies, operated by securities dealers or within the
same group, deal with client securities or securities collateral. At
present, these nominee companies are not subject to any regulation and
we have seen nominee companies pledging client securities to obtain
funding for their own use. Industry has indicated that thisis aregulatory
gap which needs to be filled.

Right of disposal

17.

Under section 6 of the draft Rules, an intermediary can secure a right of
disposal of client securities or securities collateral by obtaining the
client’s agreement. This right is more broadly drafted than existing
legidation. It may be exercised in settlement of any liability owed by or
on behalf of a client to the intermediary, the associated entity or a third
person. Also, in line with current banking practice, we have removed
the previous clause regarding the order in which different collateral can
be liquidated. An intermediary can decide which client securities or
securities collateral to dispose first.

Withdrawal of client securities or securities collateral

18.

The existing rules have been criticised for not being explicit as to when
client securities or securities collateral can be withdrawn. Section 5 of
the draft Rules now makes clear that an intermediary or an associated
entity of an intermediary can withdraw client securities or securities
collateral when a client

(@) placesasel order of specified securities;



19.

(b)  givesaningtruction to withdraw specified securities; or

(c) givesastanding instruction to dea with his securitiesin a certain
manner, provided that

() this will not result in a transfer of such securities to the
account of an officer or employee of the intermediary or
associated entity (unless that officer or employee is the
client); and

(i)  the instruction will not be unconscionable in the sense
used in the Unconscionable Contracts Ordinance.

The SFC sees a need to alow clients to give standing instructions to the
intermediaries (or associated entities) as to how they want their client
securities or securities collateral to be dealt with. However, thereis aso
a danger that some intermediaries may ask unsuspecting clients to sign
authority which effectively deprives the clients of their statutory
protection intended by the draft Rules. The current drafting is believed
to provide flexibility when putting in the necessary safeguards against
potential abuse.

Generd Rules vs. Particular Rules

20.

General Rules provide for how clients’ securities or securities collateral
are to be generally safeguarded. Particular Rules allow for additional
ways or means that clients’ securities or securities collateral can be dealt
with provided the client has given such authority.

General Rules (Division 1 of Part 11, sections 4 - 6)

21.

Under the General Rules, client securities or securities collateral must be

(@ deposited in safe custody in a designated client or trust account
with

() a bank;

(i) an inditution approved by the SFC for this purpose
(currently limited to the Hong Kong Securities Clearing
Company Limited); or

(iii) another intermediary licensed or exempt for dedling in
securities,



22.

OR
(b) registered in the name of

()  theclient;

(i)  the associated entity; or

(iii)  theintermediary (in the case of securities collateral only).
This is based on the existing provisions in the Securities Ordinance. It
also clarifies the policy intent that where a securities dealer is not an
exchange participant of the Stock Exchange of Hong Kong Limited, it
can discharge its responghbilities by depositing client securities or

securities collateral with another securities dealer (typically an exchange
participant with accessto CCASYS) in a designated account.

Particular Rules (Division 2 of Part 11, sections 7 - 9)

23.

24.

As with existing legidation, intermediaries licensed or exempt for
dealing in securities and securities margin financing may, with client’s
authority, pledge securities collateral with banks (or in the case of
securities margin financiers, also with intermediaries licensed or exempt
for dealing in securities) to raise funding for themselves.

However, the market has commented that in the future, under the single
license regime, intermediaries should have greater flexibility. Where an
intermediary is licensed or exempt for dealing in securities and other
regulated activities and provides financia accommodation to a client in
the course of these other activities, a view has been taken that securities
collateral provided by this client should not need to be designated for
different purposes. Therefore, provided that the intermediary has
obtained the necessary client’ s authority, it should be able to dea with
that client’ s securities collatera etc. in accordance with section 7(2).
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SECURI TI ES AND FUTURES (CLI ENT SECURI TI ES) RULES

(Made by the Securities and Futures Comm ssion under

section 144(1) of the Securities and Futures

Ordi nance ( of 2001))
PART |
PRELI M NARY
1. Commencement

These Rul es shall cone into operation on the day
appoi nted for the commencenent of Part VI of the

O di nance.

2. I nterpretation

In these Rules, unless the context otherw se requires —

“approved institution” ( ) neans an
institution approved by the Conm ssion by witten
notice as providing satisfactory facilities for the
safe custody of client securities and securities

coll ateral;

Page 1
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“client contract” ( ) includes any contract or

arrangenent between —

(a) an internmediary to which these Rul es apply
and its client, containing terns on which
the internmediary is to provide services
the provision of which constitutes a

regul ated activity;

(b) an associated entity to which these Rul es
apply and the client of an internediary
with which the associated entity is in a
controlling entity relationship, which
contains terns regarding the treatnent of
client securities or securities

col | at eral

“client’s agreenent” ( ) neans a witten client

contract in which a client is notified of the right
of an intermediary, or an associated entity of the
internmediary, to which these Rules apply, to dispose
of client securities or securities collateral in

accordance with section 6;

Page 2
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“client’s authority” ( ) means the authority
given in witing by a client to an internmediary, or
an associated entity of the internediary, to which
these Rul es apply, concerning the treatnent of client
securities or securities collateral and such

authority -

(a) is effective only if it specifies the

period for which it is current;

(b) remains in force for the period so

specified or 12 nonths, whichever is the

shorter; and

(c) may be renewed in witing or otherw se for

one or nore further periods not exceedi ng

12 nonths at any one tine;

“segregated account” ( ) means an account

designated as a trust account or a client account.

3. Appl i cation
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These Rules apply to client securities and

securities collateral that are —

(a) either -

(i)

(i)

listed on a recogni zed stock

mar ket ; or

coll ective i nvest nent schenes
aut hori zed by the Comm ssi on under

section 103 of the O di nance; and

(b) received or held in Hong Kong by or on

behal f of

(i)

(i)

an internediary; or

an associated entity of the

i nternmedi ary.
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PART 11

TREATMENT OF CLI ENT SECURI Tl ES

Division 1 — General rules

4. Requirenent for registration or deposit of client

securities and securities coll ateral

(1) Subject to sections 5 and 6, and Division 2 as
applicable, as soon as practicable after any client

securities are received, an internediary or an associ ated

entityof the internedi ary mnust ensure that they are -

(a) deposited in safe custody in a segregated

account with -

(i) an authorized financi al
institution;
(ii) an approved institution; or
(ii1) another internediary that is
licensed for dealing in securities;

or

(b) registered in the nane of -
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(i) the client fromwhom or on whose
behal f the client securities have
been received; or

(ii) the associated entity.

(2) Subject to sections 5 and 6, and Division 2 as
appl i cable, as soon as practicable after any securities
collateral is received, an internediary or an associ ated

entity of the internediary nust ensure that it is -

(a) deposited in safe custody in a segregated

account with -

(i) an authorized financi al
institution;
(ii) an approved institution; or
(ii1) another internediary that is
licensed for dealing in

securities;

(b) deposited in an account in its own nane

with -

(i) an authorized financial
institution;

(ii1) an approved institution; or
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(iii) another internediary that is
licensed for dealing in

securities; or

(c) registered in the nane of -

(i) the client fromwhom or on whose
behal f the securities collateral
has been received,

(ii) the internediary; or

(ii1) the associated entity.

5. Wthdrawal of client securities and securities

coll atera

Subj ect to section 6, and Division 2 as applicable,
an internediary or an associated entity of the
intermediary may withdraw client securities or securities

collateral in accordance with —

(a) an oral or witten direction fromthe
client fromwhom or on whose behal f the
client securities or securities collatera

have been received -

Page 7
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(c)

DRAFT

(i) to sell specified client
securities or securities
coll ateral; or

(ii) to settle such a sale order

an oral or witten direction fromthe
client fromwhomor on whose behalf the
client securities or securities collatera
have been received to w thdraw specified
client securities or securities collateral;

or

the client’s authority of the client from
whom or on whose behalf the client
securities or securities collateral have

been received, except where this would —

(i) result in a transfer of the
client securities or securities
collateral to the account of any
of ficer or enployee of the
i nternmedi ary or the associ at ed
entity, unless that officer or
enpl oyee is the client; or

(ii) be unconscionable in the sense

used in the Unconsci onabl e
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Contracts Ordi nance (Cap. 458),
as if the client’s authority
were a contract under that

O di nance.

6. Ri ght of disposal of client securities and securities

coll atera

Wth the client’s agreenent of the client from whom

or on whose behalf client securities or securities

col l ateral have been received, an internediary may -

(a) dispose; or

(b) initiate a disposal by an associated entity

of the internediary,

of any of the client securities or securities collateral
in settlenment of any liability owed by or on behalf of the

client to —

(c) the internediary;

(d) the associated entity; or
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(e) a third person.

Division 2 — Particular rules

7. Treatnment of client securities and securities
collateral by internediaries |icensed or exenpt for

dealing in securities and their associated entities

(1) This section applies to -

(a) an internmediary licensed or exenpt for

dealing in securities; and

(b) an associated entity of the internediary.

(2) Wth the client’s authorityof the client from
whom or on whose behal f client securities or securities
coll ateral have been received, an internediary or an

associated entity referred to in subsection (1) may -

(a) apply any of the client securities or

securities collateral pursuant to a

securities borrow ng and | endi ng agreenent;

Page 10



DRAFT

(b) deposit any of the securities collateral
with an authorized financial institution as
collateral for financial accommbdati on

provided to the internediary; or

(c) deposit any of the securities collateral

with —

(i) a recogni zed cl earing house; or
(ii) a different internediary
licensed for dealing in

securities,

as collateral for the discharge and
satisfaction of the internediary’s

settlenent obligations and liabilities.

(3) Were an internediary referred to in subsection
(1) provides financial accommodation to a client in the

course of -

(a) dealing in securities; and

(b) any other regulated activity for which the

internmediary is |licensed or exenpt,
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the internmediary or an associated entity of the
internmediary may apply or deposit any securities
collateral in accordance with subsection (2) wth the
client’s authority of the client fromwhom or on whose

behal f the securities collateral has been received.

8. Treatnent of securities collateral by internediaries
licensed for securities margin financing and their

associ ated entities

(1) This section applies to -

(a) an internmediary licensed for securities

margi n financi ng; and
(b) an associated entity of the internediary.

(2) Wth the client’s authority of the client from
whom or on whose behal f securities collateral has been
received, an internmediary or an associated entity referred
to in subsection (1) nmay deposit any of the securities

collateral with -

(a) an authorized financial institution; or
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(b) an internediary |licensed for dealing in

securities,

as collateral for financial acconmodation provided to the

i nternedi ary.

9. Treatnent of securities collateral by internediaries
licensed or exenpt for dealing in futures contracts

and their associated entities

(1) This section applies to -

(a) an internediary licensed or exenpt for

dealing in futures contracts; and

(b) an associated entity of the internediary.

(2) Subject to section 7(3), with the client’s

authority of the client fromwhom or on whose behal f

securities collateral has been received, an internediary

or an associated entity referred to in subsection (1) may

deposit any of the securities collateral with -

(a) a recognized cl earing house; or
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(b) another internediary |licensed for dealing

in futures contracts,

as collateral for the discharge and satisfaction of the

internediary’s settlenent obligations and liabilities.

PART |11

M SCELLANEQUS

10. Limtations on the treatnent of client securities

and securities coll ateral

(1) An internediary or an associated entity to
whi ch these Rul es apply nust take reasonable steps to
ensure that client securities and securities collateral

are not -

(a) deposited,
(b) transferred;
(c) lent;

(d) pledged;

(e) repledged; or

(f) otherwi se dealt with
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except as provided in Part 11

(2) For the avoi dance of doubt, subsection (1) does
not require the internediary or associated entity to
ensure that the client securities or securities collateral

are not -

(a) redeposited;
(b) transferred;
(c) relent;

(d) pl edged;

(e) repl edged; or

(f) otherwise dealt with

by a person to whomthe internediary or associated entity
has | ent or deposited any of the client securities or

securities collateral in accordance with Part |1

11. Reporting of non-conpliance with Rules

An intermediary or an associated entity which
becones aware that it is not in conpliance with any of
the provisions in Part Il or section 10(1) nust notify

t he Conm ssion within one business day.

Page 15



DRAFT

Page 16



DRAFT

12. Penalties

(1) An internmediary or an associated entity that

contravenes section 4 or 11 -

(a) without reasonabl e excuse commts an
of fence and is liable on conviction to a

fine at |evel 3;

(b) with intent to defraud conmts an offence
and is liable on conviction to a fine at

| evel 6.

(2) An internediary or an associated entity that

contravenes section 10(1) -

(a) without reasonable excuse commts an

offence and is liable -

(i) on conviction on indictnment to a
fine of $200,000 and to
i mprisonnment for 2 years; or

(ii) on sunmmary conviction to a fine
at level 6 and to inprisonnment for

6 nont hs;
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(b) with intent to defraud conmts an offence

and is liable —

(i) on conviction on indictnment to a
fine of $1,000,000 and to
i nprisonnment for 7 years; or
(ii) on summary conviction to a fine
of $500, 000 and to i nprisonnment

for 1 year.

Chai r nan,
Securities and Futures
Conmmi ssi on

2001
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Expl anatory Note

These Rul es are nmade by the Securities and Futures
Comm ssi on under section 144(1) of the Securities and
Futures O di nance ( of 2001). They prescribe the
manner in which internediaries and their associ ated
entities nmust treat client securities and securities
collateral received or held in Hong Kong. Different
requirenents are prescribed for different internediaries,
and their respective associated entities, dependi ng upon
the type of regulated activity for which an internediary

is |icensed.
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