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Summary of comments received on Draft Securities and Futures (Accounts and Audit) Rules (the “Rules”)

Section
reference

Details of the Rules

Respondent’s Comments

SFC’s Response

General comments

[HKSbA, LSHK, Linklaters] The absence of the
various rules and documents creates difficulty in
commenting on the draft Rules in any event,
whether the draft Rules impose undue
compliance burdens on licensed corporations
and their associated entities, whether such
persons will be able to obtain confirmations
from their auditors in the form required by the
draft Rules, and the likely cost increases
involved.

The other commentator also commented that
they were not in the position to comment the
draft Rules as the following documents were not
available:-

3(1)(b) Section 35(1), Financial Resources

Rules

3(1)(b)(v) Format and source of data for the

analysis

3(1)(c)(1) Section 3 to 6, Client Money Rules
Section 4 to 9, Client Securities Rules

3(1)(d) Format and content of questionnaire

4(1)(H)(1) Keeping of Records Rules

4(1)(g) Financial Resources Rules

Our primary objective of the consultation is to
seek views and comments on the general
accounting and auditing requirements for
licensed corporations, associated entities and
their auditors. Therefore, we consider
commentators would still be able to usefully
comment on the general principles reflected in
the draft Rules without certain reference
documents.

All the relevant Rules have been released for
consultation so there should be a general
understanding of the sort of requirements we
have in mind. In addition, we also explained
in the consultation document that proforma
financial statements and questionnaires were
not included in the consultation document as
they tend to be detailed in nature. However,
we will consult with the industry group and
the HKSA before finalizing these documents.

Note: Please refer to the derivation table at the end of this document for cross references to the section numbers under the Securities and Futures Ordinance as gazetted on 28 March 2002.
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Section
reference

Details of the Rules

Respondent’s Comments

SFC’s Response

2

Interpretation

Meaning of associated entity

[HKSA] The New Policy Initiatives are set out
in paragraph 11 of the Introduction of the
Consultation Document. However, the
commentator asked for clarification in the
“Foreword” or “Introduction” of the proposed
Rules that they are not applicable to an
associated entity, which is an authorized
financial institution by virtue of the provision in
Section 156(7) of the Securities and Futures
Ordinance.

The draft Rules are to be read in conjunction
with the Securities and Futures Ordinance (the
“Ordinance”) generally. In particular, Section
156(7) of the Ordinance specifically excludes
authorized financial institutions from the
definition of associated entity for the purposes
of section 156. Since the Rules are
subordinate to the Ordinance it is not
necessary to state this again.

Section
156 of the
Ordinance

[LSHK] Although Section 156 of the Securities
and Futures Ordinance (the “Ordinance’) would
enable the SFC to prescribe relevant
requirements in relation to the annual audited
financial statements and other documents to be
submitted by associated entities of registered
institutions, the draft Rules do not extend to
such associated entities.

The draft Rules are also intended to cover an
associated entity of a registered institution. In
order to clearly address this requirement, we
have made relevant changes to the draft Rules
accordingly.

Pg2of 11




Section
reference

Details of the Rules

Respondent’s Comments

SFC’s Response

3(1(b),
(2)(b) and

4(1)(d)

Reporting requirements

Each licensed corporation is required
to prepare the returns as specified in
the Securities and Futures (Financial
Resources) Rules in respect of the
end of financial year or the financial
year in which it ceases carrying in all
of the regulated activities. In
addition, auditor of a licensed
corporation is also required to
express opinion on whether the
returns specified in Section 3(1)(b)
or Section 3(2)(b) are -correctly
compiled from the records of the
licensed corporation.

[HKSbA, HKSI] Additional cost would be
incurred as extra work will have to be
performed by an auditor to express an opinion
on the monthly financial returns. This creates a
heavy cost burden on the licensed corporations.
If auditors are required to review the financial
returns as part of the annual audit, it is obvious
that such review would not serve any purpose as
the SFC already has a checking mechanism in
place and that the use of auditors would add
unnecessary costs and a further layer of
complexity to the submission process.

We would like to clarify that the draft Rules
only require a licensed corporation to submit
specified returns at the end of the financial
year.

In addition, the existing Securities (Accounts
and Audit) Rules already require a dealer to
include specified returns in the audited
financial statements.

3(1)(e),
(2)(c)
[(2)(c)
deleted
now|,
(3)(c) and
(4)(c)
[(4)(c)
deleted
now]

Reporting on adequacy of internal
controls

The licensed  corporation  or
associated entity must prepare a
document in the applicable form
confirming that during the financial
year, it has adequate systems of
control in place to ensure compliance
with specified sections of the
Securities and Futures (Client
Money) Rules and the Securities and
Futures (Client Securities) Rules
(Section 3(I)(c), (2)(c), (3)(c) and
(4)(c)) and to require the auditor to
assess such adequacy (Section

4(1)(e)).

[Name of respondent withheld upon request]
One commentator generally supported the
proposed requirements for certifications that
adequate control systems have been put in
place. However, the commentator also asked
that either the Rules should clearly spell out or
SFC should issue separate guidelines to specify
the grounds, standards or criteria the SFC
expects adequacy of control systems to be
assessed by licensed corporations, associated
entities or auditors.

The SFC will issue further guidance on
internal control to ensure compliance with the
Securities and Futures (Client Money) Rules
(“Client Money Rules”) and the Securities and
Futures (Client Securities) Rules (“Client
Securities Rules”) largely based on the
Management, Supervision and Internal
Control Guidelines for Persons Registered
with or Licensed by the SFC. In fact, a
working group has been formed with the
HKSA to co-ordinate the development of such
guidance.

Pg3of 1l




Section
reference

Details of the Rules

Respondent’s Comments

SFC’s Response

[HKSA] In order to facilitate the licensed
corporation or the associated entity to prepare
the document on internal controls pursuant to
Section 3(1)(c), 3(2)(c) or 3(3)(c) of the
proposed Rules, and also to facilitate the
auditors’ reporting thereon pursuant to Section
4(1)(e) of the proposed Rules, the SFC should
establish an industry benchmark on the
minimum internal controls that are required to
be maintained by the licensed corporation or its
associated entity. =~ The proposed industry
benchmark should be established after
consulting the market well in advance of the
implementation the proposed Rules so that both
the licensed corporation and its associated entity
and the auditors are informed of the
requirements.

Please refer to our response to item 5.
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Section
reference

Details of the Rules

Respondent’s Comments

SFC’s Response

[LSHK, Linklaters] Sections 3(1)(c), (2)(c),
(3)(c) and (4)(c) of the draft Rules do not appear
to accommodate the situation where the licensed
corporation or associated entity concerned
cannot confirm that it had systems of control in
place that were adequate to ensure compliance.

We do not agree that the licensed corporation
or associated entity could not confirm
adequacy of internal control for client assets
as under paragraph 4.3 of the Code of
Conduct, registered persons are expected to
have internal control procedures which can be
reasonably expected to protect their operations
and their clients from financial loss arising
from theft, fraud, and other dishonest acts,
professional misconduct or omissions. In
Section 4(1)(e) of the Rules, the auditor is
required to opine as to whether or not systems
of control were in place. If the opinion is that
they were not then we would draw the
appropriate conclusions about the fitness and
properness of the licensed corporation
involved.

[HKSI] The draft Rules may not be suitable to
those small to medium size licensed
corporations due to small number of staff. The
segregation of duties is not apparent.

Please refer to our response to item 7.

[LSHK, Linklaters] There is a substantial
element of  duplication between  the
confirmations required from the licensed
corporation or associated entity, and the

opinions required from the auditor as prescribed
in Section 4(1)(e) and (f) of the draft Rules.

In order to streamline the regulatory reporting
requirements, the confirmation requirement by
the licensed corporation or the associated
entity has been removed from the revised draft
Rules. Instead, reliance will placed on the
auditor’s opinion alone.
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Section
reference

Details of the Rules

Respondent’s Comments

SFC’s Response

10.

[ISDL, HKSbA] The potential scope of the
additional requirement for auditors to report on
the adequacy of systems of control ensuring
compliance of Securities and Futures (Client
Money) Rules and Securities and Futures
(Client  Securities) Rules may result in
correspondingly large fee charge. In view of
the difficult time currently experienced by most
of the registrants, this increase in expenditure is
most unwelcome. The commentator urged the
SFC and the HKSA to set out appropriate
guidelines in limiting the scope of audit.

The Industry Auditing Guideline 3.404 “The
Audit of The Accounts of Dealers in
Securities” issued by the HKSA in 1986
recognised that it is of great importance for
the auditors to review the system of
accounting and internal controls of a securities
dealer in order to report on whether proper
books and records have been maintained by
the dealer. Therefore, we do not expect that
the proposed requirements will significantly
increase the scope of the audit.

In addition, we have also considered the
possible cost implication that may be incurred
by a licensed corporation or associated entity.
The draft Rules accordingly only require
auditors to give an opinion on internal
controls in respect of two specific rules
(namely the Client Money Rules and the
Client Securities Rules).

11.

[HKSI] It should be clarified that for purposes
of Section 11(c) of the Consultation Document,
the requirement does not apply to those
investment advisors whose advisory activities
do not involve handling “client money” and
“client securities”. Otherwise, the auditors may
carry out excessive or unrelated assessments on
the company’s internal control systems, which
may complicate the reporting to the SFC.

It is not our intention to require an auditor of a
licensed corporation to confirm the adequacy
of internal controls to ensure compliance with
the Client Money Rules and the Client
Securities Rules even when the licensed
corporation does not hold any client assets.
We have clarified this issue in the revised
draft Rules by adding “where applicable”.

Pg6of 11




Section Details of the Rules Respondent’s Comments SFC’s Response
reference

12. [HKSI] The SFC should clarify whether client | It has been clarified in the Client Money

assets held by a licensed corporation which | Rules and the Client Securities Rules that they

relates to its other business (say insurance | only apply to assets received or held in the

premium from clients) should be covered by the | course of the conduct of regulated activity.

draft Rules. Since the Accounts and Audit Rules cross-
refer to these Rules their scope of application
is similarly limited.

13. | 3(1)(d) Business and Risk Management | [LSHK, Linklaters] There seems to be |In order for the SFC to better understand the
[3(1)(d) Questionnaire considerable scope for overlap between the | overall business activity of the licensed
replaced information required to be provided under the | corporation and the associated entity, the
by 3(1)(c) | Sections 3(1)(d) business and risk management questionnaire | business and risk management questionnaire
now]and and the confirmations and opinions required to | will ask for more detailed information in
3(3)(d) For the purposes of Section | be provided by licensed corporations, associated | relation to their business activity, risk
[3(3)(d) 156(1)(a) of the Ordinance, a | entities and auditors under the Rules. management and internal control.
replaced | licensed corporation must prepare, in
by 3(3)(c) | respect of each financial year, a As set out in item 9 above, the confirmation
now| business and risk management made by the licensed corporation or the

questionnaire in the applicable form.
Section 3(3)(d)

For the purposes of Section 156(1)(a)
of the Ordinance, an associated
entity of a licensed corporation must
prepare, in respect of each financial
year, a business and risk
management questionnaire in the
applicable form.

associated entity regarding adequacy of
internal controls for client money and client
securities has been removed from the draft
Rules.
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Section
reference

Details of the Rules

Respondent’s Comments

SFC’s Response

14.

4(1)(e)

Auditors’ reporting requirements for
adequacy of internal controls

An auditor’s report under Section
156 (1)(b) or (2)(b) of the Ordinance
must contain a statement by the
auditor as to whether in the auditor’s
opinion during the financial year, the
licensed  corporation or  the
associated entity, as the case may be,
had systems of control in place that
were adequate to ensure compliance
with
(1) Sections 4 to 8 of the
Securities and Futures (Client
Money) Rules; and
(11) Sections 5 to 10 of the
Securities and Futures (Client
Securities) Rules.

[LSHK, Linklaters] Concern was expressed that
the opinions required under Section 4(1)(e) and
(f) also may result in potential overlap.

Section 4(1)(f) requires auditors specifically
to report on actual compliance while Section
4(1)(e) primarily focuses on the adequacy of
internal controls. Therefore, we do not
consider there is any duplication.

15.

(1)

Auditors’ reporting requirements for
statutory compliance

An auditor’s report under Section
156 (1)(b) or (2)(b) of the Ordinance
must contain a statement by the
auditor as to whether in the auditor’s
opinion during the financial year, the
licensed  corporation or  the
associated entity, as the case may be,
has complied with :

[LSHK, Linklaters] The draft Rules requirement
that the auditor opine on compliance with the
Securities and Futures (Keeping of Records)
Rules may be problematic because identifying
or discovering transactions which should have
been included in the records but have not been
may be extremely difficult. We expect that
auditors will wish to make various assumptions
in giving their opinion that may largely negate
the value of this opinion to the SFC.

We do not regard this is a new requirement for
an auditor to express opinion on keeping of
records and keeping of client’s securities and
client’s money by a licensed corporation.
Under Section 4 of the existing Securities
(Accounts and Audit) Rules, an auditor is
required to give an opinion as to whether the
dealer has properly kept the records under
sections 81 and 83 of the Securities Ordinance
(including keeping of client’s securities) and
all trust accounts in accordance with section
84 of the Securities Ordinance. Similar

Pg8of 11




Section Details of the Rules Respondent’s Comments SFC’s Response
reference
(1) Sections 3 to 8 of the requirements  also  apply under the
Securities and Futures Commodities Trading (Accounts and Audit)
(Keeping of Records) Rules; Rules and the Leveraged Foreign Exchange
(i1) Sections 4 to 8 of the Trading (Accounts and Audit) Rules.
Securities and Futures (Client
Money) Rules
(iii))  Sections 5 to 10 of the
Securities and Futures (Client
Securities) Rules
16. | 4(1)(g) Auditors’ reporting requirements for | [HKSA] Under Section 4(c) of the current | We have revised the draft Rules so that the

compliance with the Financial

Resources Rules

An auditor’s report under Section
156 (1)(b) or (2)(b) of the Ordinance
must contain a statement by the
auditor as to whether in the auditor’s
opinion:

“there has been any contravention of
the Securities and Futures (Financial
Resources) Rules (“FRR”) by the
licensed corporation during the
financial year.”

Securities (Accounts & Audit) Rules, the
auditors are only required to include a statement
in the auditors’ report “whether there appears to
the auditor to have been any contravention of
the FRR by the dealer during the financial year”
or “whether the auditors are aware of any
instances during the year where the dealer has
contravened the FRR”. If Section 4(1)(g) of the
draft Rules is intended to be a more onerous
audit reporting requirement than that in Section
4(c) of the current Securities (Accounts &
Audit) Rules, this will have the effect of
requiring the auditors to extend the scope of
their audit to actively search for any
contravention of the FRR.

auditor is only required to express whether in
his opinion there “appears to have been any
contravention” of the FRRs. This addresses
the concerns of the commentator.
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Section

Details of the Rules

Respondent’s Comments

SFC’s Response

reference
17. | 4(2) Format of auditor’s report [HKSI] It is a matter of cost, as the existing rule | After considering the comments from the
is fair enough to monitor securities dealers and | industry participants and professional bodies,

A licensed corporation or an | investment advisor. the draft Rules reflect a balance between
associated entity of a licensed relevant professional development and cost.
corporation, as the case may be, may We allow flexibility for two separate auditor’s
submit 2 separate auditor’s reports in reports (entirely at the discretion of the
respect of a financial year, one licensed corporation or associated entity) to
containing a statement by the auditor accommodate future professional
concerning the matters referred to in development and for licensed corporations,
Subsection (1)(a) to (c¢) and the other associated entities and auditors to determine
containing a statement by the auditor appropriate reporting arrangements.
concerning the matters referred to in
Subsection (1)(d) to (g).

18. [HKSA] Auditors are required to prepare two | Please refer to our response to item 17.

auditors’ reports to satisfy the reporting
requirements under the draft Rules. Under the
circumstance, it is considered that Section 4 of
the draft Rules should not be drafted in the
current form such that Subsection (1) prescribes
the contents of a “composite” auditors’ report
while Subsection (2) prescribes that two
separate auditors’ reports are allowed to be
submitted. Section 4 should have been drafted
in such a way that it reflects the current
professional development, i.e. the preparation of
two separate auditors’ report.
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List of Respondents

Date received

Respondent

23 January 2002

The Law Society of Hong Kong (LSHK)

25 January 2002

Hong Kong Bar Association (HKBA)

29 January 2002 Hong Kong Society of Accountants (HKSA)
30 January and 7 February 2002 |Hong Kong Stockbrokers Association (HKSbA)
30 January 2002 Institute of Securities Dealers Limited (ISDL)

31 January 2002

Linklaters and Alliance (Linklaters) representing Goldman Sachs (Asia)
L.L.C. and Morgan Stanley Dean Witter Asia Limited

31 January 2002

Hong Kong Securities Institute (HKSI)

31 January 2002

Hong Kong Association of Banks (HKAB)

1 February 2002

(commentator reserved anonymity)

Derivation Table

Clause/Schedule in the Securities and Futures Bill

Section/Schedule in the Securities and Futures Ordinance

152 156
152(7) 156(7)
384 397

Part 1 Schedule 1

Part 1 Schedule 1
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