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Draft Securities and Futures (Financial Resources) Rules
Summary of comments received and SFC’s response

Item | Clause no. Respondent Respondent’s comments SFC’s response

no.

General Comments

1. - Linklaters & Whilst the draft Rules do substantially follow the The FRR are risk-based in that they levy capital charges against

Alliance requirements of the existing Financial Resources Rules and | different risks underlying risk assets or exposures and require a

the LFET (Financial Resources) Rules, the commentator capital buffer to be maintained for the different types of
expressed an interest in seeing changes towards a more regulated activities conducted.
risk-based capital framework, which corresponds closely to
the risk associated with the activities undertaken by the As explained in the Consultation Paper, we have formed a
intermediaries. working group to critically review the overall regulatory

framework for intermediaries and will in due course release a
White Paper setting out our proposals.

2. - Law Society of The Securities Law Committee of the Law Society supports | We appreciate the support.

Hong Kong the initiative to:

(i) harmonise the financial resources rules applying to
persons carrying on more than one regulated activity;

(i1) streamline and reduce the administrative burden
associated with compliance with the financial
resources rules;

(iii) better reflect the level of risk associated with
various asset liabilities.

3. - Hong Kong Some responses to a survey conducted by the Hong Kong We have proposed to replace the net tangible asset requirement
Securities Institute | Securities Institute commented that: by the liquid capital requirement because the net tangible asset
requirement has been found to be deficient for not being able to
(a) The consistency of applying the concept of liquid ensure basic quality of assets.
capital requirements to all licensed corporations is
lacking the consideration of the nature of different The liquid capital requirement for investment advisers who do
corporations. not hold client assets is the lowest amongst all classes of

licensed corporations. It is important for investor protection and
(b) Investment advisers who do not hold clients’ monies or | market integrity purposes that all licensed corporations should
assets should not be subject to the Rules have sufficient liquidity and capital to operate their business.
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Item | Clause no. Respondent Respondent’s comments SFC’s response
no.
Specific Comments
4. 5 Anonymous Please advise whether paid-up share capital covers paid-up | “Paid up share capital” does not include the items mentioned.
redeemable shares and share premium.
5. 5&6 JF Asset Asset managers that are not subject to the specified Under section 55 of Part V of Schedule 10 of the Ordinance,
Management licensing condition are required to maintain a minimum any licensing condition that has been attached or imposed to the
liquid capital at HK$3 million and paid up share capital of | registration of an adviser immediately before the
not less than HK$5 million. The commentator wishes that | commencement of the Ordinance will be deemed to be imposed
the Commission would clarify the circumstances under in respect of the licence it is deemed to be licensed under the
which the licensing condition would be granted for the Ordinance when the Ordinance comes into effect. Advisers who
deemed licence when the Securities and Futures Ordinance | are not subject to a licensing condition of not holding client
becomes effective. assets immediately before the commencement of the Ordinance
would not automatically have that condition attached under the
Ordinance and therefore will be required to comply with the
relevant requirements under the Rules upon expiry of the 6
month transitional period. Asset managers and advisers who do
not need to hold client assets and wish to enjoy the lower
capital requirement may contact us for such licensing condition.
6. 11(a) Linklaters & The Draft Rules indicated an average quote should be Although the discounted cash flow method is suitable for
Alliance obtained from parties such as market makers, third party determining the theoretical value of debt securities, the Rules

banks, licensed corporations or dealers outside Hong Kong.
Otherwise, the securities will be valued at nil and face value
for long and short positions respectively.

In respect of debt securities with no market value,
valuations per a discounted cash flow model can be used for
the purpose of calculating amount to be included as liquid
assets and ranking liabilities.

do not accept such method for calculating the value of debt
securities because in the absence of independent market quotes,
the debt securities may not be readily marketable and thus it
may be difficult to realize.

Nevertheless, the SFC will keep an open mind on alternative
valuation methods and grant modification where appropriate.

In view of general market interest to purchase certificates of
deposit issued by banks, which currently are subject to the same
qualifying requirements as other debt securities, we have
amended the Draft Rules to specifically include them in
qualifying debt securities at the price quoted by the issuing
bank where no published price is available.
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Item | Clause no. Respondent Respondent’s comments SFC’s response
no.
7. | Division 2 Linklaters & In determining the relevant treatment for balances held with | The Draft Rules have been revised to include deposits with
Liquid Assets | Alliance overseas bodies (e.g. an authorized financial institution, an | KSFC in liquid assets. The SFC will also keep an open mind

approved bank incorporated outside Hong Kong or a on specific circumstances of individual firms and grant
recognized clearing house), reference should be made to the | modification where appropriate.
local market regulation and requirements. For example,
deposits held at Korea Securities Finance Corporation
(“KSFC”) should be considered a liquid asset since the
Korean Securities and Exchange Law requires securities
companies to deposit with KSFC all cash deposits received
from customers in excess of 15% margin.

8. 23(2) Linklaters & The commentator wished to clarify whether a formal legal | The Draft Rules have been revised to require written client

Alliance agreement is required in order to set off amounts receivable | authorization for set-off and disposal of securities held for the

from and amounts payable to a client, or whether an client. The netting treatment under section 21(2) of the revised
implied agreement is sufficient, and whether any agreement | Draft Rules can be applied to all amounts receivable and
must be in writing. If netting off is allowed, they also payable to the client in respect of purchases and sales of
wanted to clarify whether this can be done on a security-by- | securities on a cash-against-delivery basis, irrespective of their
security basis and whether the securities need to be the trade date and can be applied on transactions in different
same value date. securities.

9. 24 HK Stockbrokers Although the SFC has gone some ways to reduce the We have already excluded from “illiquid collateral” all HSI

Association Ltd

concerns regarding the definition of what is an “illiquid
stock”, the commentator believes that the approach taken
still does not address the issue of an stock that is
fundamentally sound but thinly traded. For example, a
stock can be trading at a deep discount to NAV, with a low
p/e ratio and paying a good dividend rate. To classify this
as “illiquid” for the purpose of the FRR and to apply a deep
discount of 80% is overkill. As good investment advisers,
the commentator would recommend exactly this kind of
“bargain” stocks to clients to accumulate. Fundamentally
sound stocks should not be penalized merely because the
general investing public has not discovered it. A “by the
numbers” approach to defining “illiquid” stocks may not
necessarily be appropriate as many speculative stocks
without fundamentals are often heavily traded. Turnover
can be easily “manufactured” and can just as easily dry up.

index, HSI HK LargeCap and HSI HK MidCap stocks. The
objective of applying a heavier haircut to “illiquid collateral” is
to ensure that firms have adequate capital buffer in case they
cannot liquidate their clients’ securities collateral within a
reasonable timeframe. Market liquidity and the fundamental
quality of the stock are important matters for consideration in
exercising good credit management and achieving the above
objective.

Regarding the worry about “manufactured turnover”, we
reiterate that entering into wash sales (which involve the sale
and purchase of stocks without any change in their beneficial
ownership) is a criminal offence, as is the creation of a false
market. The SFC will be vigilant in its monitoring of share
movements. In relation to such malpractices the SFC will take
action, including the prosecution of offences and disciplining
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Item | Clause no. Respondent Respondent’s comments SFC’s response
no.
persons guilty of misconduct.

10. 29 Anonymous Equity linked instruments should be regarded as liquid asset | The Draft Rules have been revised to prescribe the treatment of
as it is a listed product which can be traded freely on a equity linked instruments listed on the Stock Exchange of Hong
recognized exchange. In addition, there is liquidity Kong.
providing facility to provide liquidity of the product. The
SFC may consider adding a provision to the effect that all Given the diversity of products that may be launched in the
products listed or traded on the market operated by the market and the variation in their risks, the SFC will regularly
HKEX be considered as liquid assets for the purpose of review the need of amending the Rules for new products.
calculating liquid capital, which are subject to specified
haircut of the Rules.

11. 37(a)(ii) Anonymous For asset management service billed on a quarterly basis, We have revised the Draft Rules to accept fees receivable
client may take a longer time to check and settle a bill. A which have not been outstanding for more than one month as
bill overdue for 2 weeks ceasing to be a liquid asset is liquid assets.
relatively short for asset manager. It is suggested to extend
the time from 2 weeks to 2 months.

12. Division 3 Anonymous Division 3 does not have any provision for client assets Client securities held by licensed corporations are not assets of

Ranking (equities, bonds, unit trusts and others) held by an asset the licensed corporation and under general accounting
liabilities manager in segregated accounts with local or overseas principles no corresponding liabilities in respect of the holding

custodians on clients’ behalf. Based on this, it is interpreted
that such client assets do not fall within Division 2 — Liquid
Assets and Division 3 — Ranking Liabilities of the Rules.
The same interpretation applies to client assets held by an
asset manager on client’s behalf in a capacity outside the
regulated activities (e.g. being a trustee of a particular
trust).

Further, it is also interpreted that money due to/from
clients/trustees in respect of redemption/subscription of unit
trusts do not fall within Division 2 — Liquid Assets and
Division 3 — Ranking Liabilities of the Rules in computing
liquid capital of a dealer dealing in unit trusts.

Please advise whether the above interpretations are correct.

of client securities will be booked on the balance sheet of the
licensed corporations.

The treatment of amounts receivable and payable to clients/
trustees in respect of subscription/redemption of funds will
depend on the role of the licensed corporation in the settlement
process. In case payment is made directly between the clients
and the trustees and the licensed corporation is not liable to
default risk of both parties, there should be no liquid assets and
ranking liabilities effect on the book of the licensed corporation.
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Item | Clause no. Respondent Respondent’s comments SFC’s response
no.
13. 39 Law Society of In addition to excluding liabilities corresponding to client The exclusion in respect of client money kept in separate bank
Hong Kong money held overseas in separate accounts with authorized account is in recognition of the lower risk faced by licensed
institutions and other approved banks outside Hong Kong, corporations in satisfying their obligation to pay the money
client money held with a suitable trustee or in a segregated | back to clients, as the banks holding the client money are
client account of any financial intermediary (e.g. offshore subject to regulatory supervision in Hong Kong or other
brokerage firm) should also be excluded and for the same jurisdictions.
reason (subject to compliance with the Securities and
Futures (Client Money) Rules). Where client money is held | With respect to the terms and conditions in client agreement,
by a third party, the customer’s account terms and the SFC is unable to comment on the exact nature and
conditions will typically provide that risk of loss lies with enforceability of legal agreements entered into by the licensed
the clients and not with the licensed entity. In effect, such | corporation and its clients as such agreements vary on a case by
arrangements usually do not place the licensed entity at case basis. Given the varying set of facts and circumstances that
risk. The legal position is similar to the investment of a can be present in each case, we see no reason to amend the
client’s cash balance into a money market fund — the Draft Rules to extend the exclusion to client money held with
liability ceases to be that of the licensed entity once the non-bank intermediaries. Nevertheless, the SFC will keep an
investment is made. open mind on special situations of individual firms and grant
modification where appropriate.
For the avoidance of doubt, client money invested in money
market funds would have become client securities held for the
client and should fall outside the balance sheet of the licensed
corporation.
14. 43 & 52 Linklaters & There is potential inconsistency in how ranking liabilities There is no inconsistency or overlap between sections 43 and
Alliance are to be calculated under section 43 (LFET) and section 52 | 52 (now sections 41 and 50 of the revised Draft Rules). Section

(foreign exchange agreement). The commentator wishes to
clarify the correct treatment of foreign exchange
transactions under this circumstance, i.e. would section 43
only apply to corporations licensed to undertake leveraged
foreign exchange trading, whilst section 52 would apply to
corporations exempt from being licensed. If not, would one
section prevail over the other, or would the highest-ranking
liability amount calculated under the respective section

apply.

43 applies to licensed corporations which are licensed to carry
out leveraged foreign exchange trading, whereas section 52
applies to all licensed corporations, including licensed
corporations which are licensed to carry out leveraged foreign
exchange trading. Licensed leveraged foreign exchange traders
are currently subject to similar requirements under sections
6(1)(b), (¢) & (e) of the Leveraged Foreign Exchange Trading
(Financial Resources) Rules, the sections from which sections
43 and 52 of the Draft Rules are derived, whereas dealers and
securities margin financiers are currently subject to section
29(3) of the existing Financial Resources Rules, the section
from which section 52 of the Draft Rules is derived.
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Item | Clause no. Respondent Respondent’s comments SFC’s response
no.
15. 44(2) HK Stockbrokers | The proposed gearing adjustment is too high and would It is inappropriate to compare brokers with banks in selected
Association Ltd have the effect of making brokers not competitive with areas. One needs to bear in mind that banks, besides being
banks in terms of financing their clients. Also, the subject to the capital adequacy ratio (CAR) requirement, are
proposed gearing adjustment will have the effect of limiting | also governed by other regulatory requirements such as the
the overall liquidity of the market as it effectively caps the | liquidity ratio and limits on individual exposures. The degrees
amount of lending that can be made to clients to roughly 3 of diversification of clientele, loan types and collateral in banks
times capital. Based on the analysis of 10 listed banks in are very different from the margin lending business carried out
HK, they are lending 5.55 times capital which translates to | by brokers. The resources available to banks for instituting a
an 18% ratio. This is half of the ratio proposed for brokers. | tight control structure are also not comparable with that of
The commentator also submits that the security used for brokers as most brokers are in general not as well-capitalized as
bank lending on the whole is not as liquid as those used for | banks (the smallest of the 10 listed banks quoted has an equity
brokers lending. of $3.7 Billion).
The commentator (commenting generally on both the Both the gearing adjustment and the illiquid collateral haircut
gearing adjustment and the illiquid collateral haircut) agrees | under the existing Financial Resources Rules were enacted in
with the SFC that measures need to be taken but pointed out | May 2002 and will only come into operation in October 2002.
that drastic measures will only destabilize the market. The Brokers should have sufficient time to evaluate the implication
assumption that brokers will be able to immediately fund of the new requirement and make appropriate arrangements.
any shortfalls in capital requirements is overly optimistic. We understand that firms are already taking steps to prepare for
In practice, a combination of margin calls on clients and the two amendments in an orderly manner. Hence, we do not
additional capitalization will be required. Finally, the propose to lower the gearing adjustment or modify the illiquid
commentator points out that the current situation is the collateral haircut at this time but undertake to review the need
result of the financial crisis of 1997 and sudden moves for their retention or modification with the working group on
should not be made as this would destabilize the market by | the review of financial regulatory framework for intermediaries.
forcing brokers to liquidate client assets. At the same time, we are actively stress testing the two
amendments on our brokers and will engage any brokers with
potential compliance problems in early discussions to ensure
that the transition can be as smooth as possible. In the case
where a broker has genuine problem complying with these two
amendments, we may consider granting modification or relief
as appropriate.
16. 49 Law Society of The definition of “underwriting commitment” in section The Draft Rules have been revised to reflect the market
Hong Kong 49(4) should be amended as follows so as to better reflect practice.
current market practice:
“(4) In this section “net underwriting commitment” means
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Item | Clause no. Respondent Respondent’s comments SFC’s response

no.
the total costs of subscribing for or purchasing securities
underwritten or sub-underwritten by a licensed corporation
other than securities which
(1) are sub-underwritten,

(i1) are subscribed for in writing or
(i1) which have been the subject of a legally binding
contract either entered into in writing or recorded in
writing,
in each case for the subscription or purchase through or
from the licensed corporation by another person.”
17. 50 Linklaters & Section 50 refers to “non specified exchange traded The intended scope of application is the same and we have
Alliance derivative contracts” whereas the existing financial revised the description in the Revised Draft Rules.
resources rules Rule 29(1) refers to “off-exchange
derivative products”. It is not clear these two terms refer to
the same types of products.

18. 52 Anonymous Being an asset manager, it does enter into foreign exchange | Generally, asset managers would arrange execution of foreign
agreements with counterparties to hedge portfolio of assets | exchange agreements for their clients to hedge the clients’
held on behalf of clients. If such client assets fall outside foreign exchange exposures and such foreign exchange
the liquid assets and ranking liabilities under the Rules, the | agreements are held directly by the clients. Where asset
foreign exchange agreements to hedge such assets should managers enter into foreign exchange agreements in their own
also fall outside this section. Please advise whether the capacity, whether as counterparty of the client, they should
above interpretation is correct. account for the foreign exchange agreements in accordance

with the requirements of the Rules.

19. 53 Linklaters & The Rules specify three scenarios where the capital charge | Section 53 (now section 51 of the revised Draft Rules) of the

Alliance on introductory transactions will not apply: Draft Rules refers to introduction by licensed corporations of

(a) the other person is a member of the same group of
companies as the licensed corporation;

(b) the clients have a direct broker client contractual
relationship with the other person ; and

(c) the licensed corporation is not legally liable to the
client for clearing or settlement of such transactions or
default by the other person.

Based on the understanding of the commentator, in the

majority of instances, Section 53 will not apply due to

client transactions to a third party for dealing or clearing of the
transactions. The relationship between the third party and the
client would be one of the dealing or clearing of the transactions
described in that section, i.e. transactions in securities, futures
contracts or options contracts, or leveraged foreign exchange
contracts. The Draft Rules have been revised to clarify the need
of existence of either a broking relationship or a clearing
relationship.
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Item | Clause no. Respondent Respondent’s comments SFC’s response

no.
market practice, i.e. the licensed corporation will not be
subject to the recourse of clients. However, since in some
cases direct client-broker relationships do not exist (under
Section 53(2)(ii)), we feel a more reasonable approach
would be if this sub-section is reworded to read “the clients
have a direct broker client or other relationship with the
other person”.

20. 55(1)(c) Anonymous Please advise whether share premium (redeemable) paid on | The intention of this section is to require the licensed
issuance of redeemable shares falls within the ranking corporation to include in its ranking liabilities the amount it
liabilities. would be required to pay upon redemption of its redeemable

shares. If the licensed corporation remains liable to the
shareholders to repay the share premium upon redemption of
the shares, the share premium should be included as ranking
liabilities of the licensed corporation. The Draft Rules have
been revised to make this clear.

21. 57(2)(a) Anonymous (a) Please advise whether a licensed corporation needs to The notification is required for the purpose of SFC’s

report the financial commitments even if there is no monitoring of the risk of licensed corporations and is required
sign that the beneficiary is going to draw down such regardless of the intention of the beneficiary of the
commitment. commitment.
(b) Please advise whether a back-to-back financial Notification is required in the scenario described.
commitment given to a third party at the client’s
request and secured by client’s asset in the portfolio
held by an asset manager subject to disclosure under
section 57(2)(a).
22. 57(4)(a) & | Anonymous If client assets are held by an asset manager in a capacity In the scenario described, the assets are those of the clients’ and
5)(b) falling outside the regulated activities (e.g. trustee of a not the licensed corporation’s and therefore would not be
particular trust), please clarify whether the assets due to subject to the notification requirement.
clients subject to disclosure under subsection 57(4)(a) and
(5)(a) as both assets and liabilities are off-balance sheet.
23. 58(2) Linklaters & The commentator would like to clarify whether section We do not intend to introduce any substantial change to the
Alliance 58(2) will require any change to the report on proprietary information required by the current Form 7 (Report on

derivative positions as is currently provided under Form 7

proprietary derivative positions).
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Item | Clause no. Respondent Respondent’s comments SFC’s response
no.
of the existing financial resources rules.
24, 58(2) Linklaters & The commentator welcomes the change in the reporting We appreciate the support.
Alliance cycle on proprietary derivatives positions from a monthly
basis to a quarterly basis.
25. 58(2)(b)(ii) JF Asset The commentator would request that further information on | The SFC has started to work with industry representatives in
Management the format of the required analysis be provided as the extent | designing the new returns. As the analysis of assets under
of the analysis and information required may affect system | management is only required to be submitted on a quarterly
requirements. basis (in the case of asset managers holding client assets) or
semi-annually (in the case of asset managers not holding client
assets) and advisers and asset managers will be given a 6 month
transitional period, we believe that the industry should have
sufficient time for making necessary system changes for
reporting purposes.
26. 58(3) Hong Kong Advisers and asset managers that are subject to the The reporting requirements on advisers and asset managers who
Securities Institute | licensing condition that they shall not hold client assets are not holding client assets are minimal and such reporting is
should submit financial return on semi-annually as regard important for the SFC’s monitoring of these firms’ financial
June and December only. Some of the members of the position and compliance with the Rules.
Institute commented that this would create unnecessary
compliance work.
217. 58(6)(d) Linklaters & Both the declaration document and the FRR return to “be Please see item 28.
Alliance submitted electronically by means of FinNet”. The
commentator would like to confirm that as an alternative it
would be possible to file the required information
electronically via FinNet, and subsequently provide the
SFC with a hard copy signed by the relevant person of the
licensed corporation.
There also should be a fallback position if there is a system | Same as above.
failure, which means it is not possible to submit the return
electronically.
28. Institute of Some of the members of the commentator have expressed In response to market comments, we shall not make electronic

Securities Dealers

concern on the issue of the immediate transition from

filing mandatory in the Revised Draft Rules but we will revisit
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Item | Clause no. Respondent Respondent’s comments SFC’s response
no.
Ltd manual to electronic filing of declaration and return on 1 the issue in two years’ time.
October 2002. A transitional or grace period should be
given to licensed corporations in complying with the
proposed provision to allow for more time to amend and
assess their systems.
29. Hong Kong Please consider the automation costs to be borne by small Please see item 28.
Securities Institute | and medium brokers. The SFC seems to put everything
automated and never considers small brokers’ resources,
which include both financial and manpower. Submissions
of FRR in paper and diskette seem to pose no problems.
30. 60(4) & (5) Linklaters & There is no indication in the Rules or Consultation Paper The fees for application for approval under the Draft Rules are
Alliance how much this fee will be, and whether it will be a once specified in the Securities and Futures (Fees) Rules, which has
only or annual fee. The commentator also would like some | been submitted to the Legislative Council Subcommittee on
guidance on how long the SFC will take to grant such Draft Subsidiary Legislation for consideration. As consistent
approval, and what procedures will need to be followed to with current practice, application fees will be on-off and a
obtain such approval. renewal fee may be levied upon application for renewal of any
approval which is granted for a limited period of time.
The commentator would like details of what fees are to be
paid, whether these are once only or annual fees, and details | The application can be made in writing to the Commission. The
of the procedures to be followed in order to obtain such time needed for processing an application will vary with the
approval. circumstances on a case by case basis but the Commission will
process all applications as soon as practicable.
31. 60(5)(e) Linklaters & Under s60(5)(e), the SFC may approve a “change in the The materiality of the effect of a change of accounting practices

Alliance

licensed corporation’s accounting practice that materially
affects the amount of liquid capital or paid-up capital it
maintains or is required to maintain under Part 2.” The
commentator would like the SFC to issue guidance on what
it regards as material.

to a licensed corporation’s liquid capital, required liquid capital
or paid-up capital will vary with the circumstances on a case by
case basis. In general, any change that will

(a) increase or decrease the licensed corporation’s liquid
capital, required liquid capital or paid-up capital by 10%
or more, or

(b) save the licensed corporation from having to make a
notification in respect of its liquid capital or paid-up
capital as required under the Rules, would be regarded as
material.
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Item | Clause no. Respondent Respondent’s comments SFC’s response

no.

Licensed corporations are urged to discuss with the SFC in
advance their plan to change their accounting practices and the
likely impact on their capital.

32. 60(5)(g) Linklaters & The commentator would like further guidance on who the As is the current procedure, application can be made in writing

Alliance SFC would consider as being suitable to be regarded as to the Commission for approval of a non-dealing director to
“another officer...approved by the Commission” under make declaration on the financial returns.
section 58(6)(c). They would also like further information
on the approval procedures and the fees to be paid for such | Please see item 30.
approval.
33. 62 Hong Kong The grace period of 3 months is proposed for the exempt We have amended the Draft Rules so that exempt persons will
Securities Institute | dealers and exempt investment advisers. Some members of | only need to comply with the Rules 6 months from the
the Institute commented that the grace period should be at commencement date of the Rules.
least 6 months.
34. JF Asset The transitional arrangement on the grace period should We recognize that some advisers may not have the systems in
Management also be extended to investment advisers who are not exempt | place to calculate and monitor their liquid capital and
dealers. They also need sufficient time to institute the accordingly have revised the Draft Rules to allow existing
capital and system changes. investment advisers a 6-month grace period during which they
will only need to comply with the net tangible asset
requirement.

35. Anonymous The commentator would like to clarify whether investment | The Rules will come into operation at the same time as the
advisers are required to comply with the Rules on the Ordinance. Pursuant to section 22 of Part 1 of Schedule 10 of
commencement date of the Rules or upon the date the the Ordinance, all existing investment advisers will be deemed
investment adviser being registered as a licensed to have been licensed under the Ordinance and will be subject
corporation. A grace period of 12 months is suggested for | to the Rules pursuant to section 53(4) of Part 1 of Schedule 10
investment adviser and fund manager. of the Ordinance.

A 6-month grace period will be granted to existing advisers.
Please see item 34.
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Item | Clause no. Respondent Respondent’s comments SFC’s response
no.
36. Schedule 2 Linklaters & SFC should consider the inclusion of other exchanges, such | The SFC will regularly review the need to update the list of
Alliance as Taiwan Stock Exchange, Bombay Stock Exchange and specified exchanges. For the avoidance of doubts, shares listed
Jakarta Stock Exchange in the list in Schedule 2. on exchanges other than specified exchanges can be included in
liquid assets subject to the applicable haircut specified in Table
3 of Schedule 1 of the Draft Rules.
Others
37. Consultation | Law Society of If the SFC proposes to stipulate mandatory requirements for | We appreciate the support.
Paper Hong Kong ATS involving the novation of settlement obligations and
para.13(f) the provision of settlement guarantees on a case-by-case Whilst the details of the capital requirements imposed on an
basis, it would be helpful if the SFC would publish some ATS in question may vary with the circumstances on a case by
guidelines on what it regards as “international best case basis, the SFC would in the process be guided by the
practices”. The commentator supports use of licensing general principles of investors and market protection, taking
conditions to achieve this objective. into consideration applicable contemporary practices in leading
financial markets and the risks of the operations of the ATS in
question. Please also refer to the Guidelines for the Regulation
of Automated Trading Services published by the SFC for the
principles and standards for the regulation of ATS.
38. Consultation | Hong Kong Some members of the Institute asked why the SFC needs to | The disclosure requirements on listed companies are subject to
Paper para. 24 | Securities Institute | know so much information of a limited company and not other requirements such as the Companies Ordinance and the
the listing company. The SFC should put more effort in Listing Rules. The disclosures required under the Draft Rules
monitoring those listed companies instead of licensed are important for enhancing the SFC’s monitoring of licensed
companies. corporations’ financial positions and the risk implications to
investors and the market.
39. Consultation | Hong Kong The FRR return requires segmental reporting for client The reporting requirements are important for the SFC’s
Paper para. Securities Institute | assets, number of active clients, turnover, income and monitoring of licensed corporations’ financial position and
24 (c) expenses arising from different regulated activities. Some | compliance with these Rules.
members of the Institute commented that this would create
unnecessary compliance work. Please see item 25.
40. Consultation | Linklaters & The Consultation Paper states that a number of additional Licensed corporations will be required to report additional
Paper para. Alliance disclosures are to be required under the Rules, including disclosures in various returns, such as details of their
24(%) management fees receivable from or payable to group management fees income and expenses in the profit and loss

companies or related parties of the licensed corporation.
However, it is not clear from the Rules where those

account to be submitted under section 58.
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no.
disclosures are required. Please see item 25.
41. Law Society of The Securities Law Committee of the Society queries the The FRR returns will require reporting of management fee
Hong Kong new requirement to disclose management fees receivable income and expense in the profit and loss account. Management
and payable to group companies or related parties of the fee is a major component of income and expense of many

licensed entity. Given that the FRR is balance sheet based | licensed firms, especially for those sharing common resources
liquidity/solvency test, not a test of cash flow, it is difficult | (such as office and administration functions) with other

to see what bearing this will have on a licensed person’s companies within the same group of companies. Reporting of
suitability to remain licensed. such items would facilitate monitoring of licensed corporations’
financial position and compliance with these Rules.

Please see item 25.
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List of Respondents

Date Received Respondent
1 9 July 2002 Anonymous
2 12 July 2002 Institute of Securities Dealers Ltd
3 12 July 2002 JF Asset Management Ltd
4 12 July 2002 Anonymous
5 12 July 2002 Law Society of Hong Kong
6 12 July 2002 Linklaters & Alliance representing (Linklaters & Alliance)
- Goldman Sachs (Asia) L.L.C.
- J.P. Morgan
- Merrill Lynch (Asia Pacific) Ltd
- Morgan Stanley Dean Witter Asia Ltd
- Salmon Smith Barney Hong Kong Ltd
7 15 July 2002 Hong Kong Securities Institute
8 18 July 2002 Hong Kong Stockbrokers Association Ltd
Respondent with no specific comments on the Draft Rules
9 3 July 2002 Consumer Council
10 20 June 2002 Hong Kong Bar Association
11 24 July 2002 Hong Kong Institute of Directors, The
12 12 July 2002 Hong Kong Monetary Authority
13 16 July 2002 Hong Kong Society of Accountants
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Draft Securities and Futures
(Financial Resources) Rules (the “draft Rules”)

Derivation Table

This Table compares the version of the draft Rules that was exposed for public
consultation with the version of the draft Rules submitted to the Sub-committee
of the Legislative Council

Clause of Clause of

exposure | Heading in exposure draft Rules Remarks draft Rules
draft before Sub-
Rules committee/

Part 1 — Preliminary

1. Commencement 1.
2. Interpretation 2.
Deleted definitions -
"advising on corporate
finance"
"advising on futures
contracts'

"advising on securities"

"asset management"

"automated trading services"

"dealing in futures contracts"

"dealing in securities"

" FinNet "

"introducing agent"

"leveraged foreign exchange
trading"

Relocated definitions -

"digital signature"
relocated to section 56(7)

"group of related margin
clients" relocated to section
42(3)

"net positions" relocated to
section 52(3)

"recognized certificate"
relocated to section 56(7)

"recognized certification
authority" relocated to
section 56(7)

"required liquid capital”
relocated from section 6(2)

"variable required liquid
capital" relocated from




Clause of
exposure
draft
Rules

Heading in exposure draft Rules

Remarks

Clause of
draft Rules
before Sub-
committee/

section 6(2)

New definitions

"approved introducing agent"

"basic amount"

"clearing house"

"derivative contract"

"equity linked instruments"

"Hong Kong Exchange
Fund"

"off-exchange traded
derivative contracts"

"omnibus account"

"redeemable shares"

"reporting currency"

"rules"

"standby subordinated loan
facility"

"subordinated loan"

Renamed definitions -

"free delivery" renamed as
"free delivery basis"

"note issuance facility "
renamed as "note issuance
and revolving underwriting
facility" and relocated from
section 55(3)

"other investments" renamed
as "specified investments"

"other securities" renamed as
"specified securities"

Accounting practices

Renamed: “Accounting
Treatment” and moved to
Part 2

Part 2 - Financial Resources
Requirements

Renumbered as Part 3

Licensed corporations to maintain
financial resources

Paid-up share capital requirement
for licensed corporations

Table A relocated to Table 1
of Schedule 1

Required liquid capital for
licensed corporations

- Renamed: “Liquid capital
requirement for licensed
corporations”

- Table B relocated to Table




Clause of
exposure
draft
Rules

Heading in exposure draft Rules

Remarks

Clause of
draft Rules
before Sub-
committee/

2 of Schedule 1

7. Reliance upon approved stand by | Merged with section 6 6(2), (3) and
subordinated loan facility to 4)
relieve temporary liquid capital
deficit
Part 3 — Computation of Liquid Renumbered and renamed:

Capital “Part 4 -Liquid Capital”
Division 1 — General
8. Calculations of liquid capital Renamed: “Calculation of 7.
liquid capital and required
liquid capital”

0. Calculations to be on trade date - Renamed: “Accounting 8.
basis for transactions on trade

date basis”
- Sections 8 — 16 are new
Division 2.

10. Determining quantities of Deleted
securities and collateral on a trade
date basis

11. Valuations Renamed: “Valuation of 9.

proprietary positions, etc.”

12. Pairs of transactions 10.

13. No set-off 11.

14. Transactions in margined accounts 12.

15. Treatment of exercised options 13.
contracts

16. Assignments 14.

17. Treatment of securities borrowing | Subclauses (1) and (2) 15.
and lending agreements changed places.

18. Treatment of repurchase Subclauses (1) and (2) 16.
transactions changed places.

Division 2 — Liquid Assets Renumbered as Division 3

19. Liquid assets Renamed: “Computation 17.

basis”

20. Exclusions from liquid assets Subclause (1) relocated to 18.

next clause as 19(1).
21. Assets provided as security - Renamed: “Assets 19.
provided to others as
security”
- Subclause (1) was
relocated from previous
clause 20(1)
22. Cash in hand and at bank 20.
23. Amounts receivable from clients Renamed: “Amounts 21.

arising from purchases, etc. of

receivable from clients in




Clause of Clause of
exposure | Heading in exposure draft Rules Remarks draft Rules
draft before Sub-
Rules committee/
securities respect of purchases of and
subscription for securities”

24, Amounts receivable arising from - Renamed: “Amounts 22.
providing securities margin receivable in respect of
financing providing securities

margin financing”

- New subclause (5) = old
(4), save that definition of
"illiquid collateral"
remains in (4).

25. Amounts receivable from Renamed: “Amounts 23.
counterparties arising from receivable from
dealings in securities counterparties in respect of

dealings in securities”

26. Amounts receivable from dealings | Renamed: “Amounts 24.
in securities by common clients receivable in respect of

dealings in securities by

common clients”

27. Amounts receivable from Renamed: “Amounts 25.
securities margin financier receivable from licensed

corporations licensed for

Type 8 regulated activity”

28. Cash provided as security for short 26.
selling

29. House positions Renamed: “Proprietary 27.

positions of licensed

corporations”

30. Amounts receivable from clearing | Renamed: “Amounts 28.
houses receivable from clearing

houses, etc.”

31. Amounts receivable from other Renamed: “Amounts 29.
dealers arising from dealings in receivable from other dealers
futures contracts and options in respect of dealings in
contracts futures contracts and options

contracts”

32. Amounts receivable from clients Renamed: “Amounts 30.
arising from purchases of receivable from clients in
exchange-traded options contracts | respect of the purchase of

exchange-traded options

contracts”

33. Exchange-traded options contracts | Renamed: “Exchange-traded | 31.
trading on house account options contracts trading for

own account”

34. Amounts receivable under 32.
securities borrowing and lending
agreements

35. Amounts receivable under 33.




Clause of Clause of
exposure | Heading in exposure draft Rules Remarks draft Rules
draft before Sub-
Rules committee/
repurchase transactions
36. Amounts receivable arising from | Renamed: “Amounts 34.
leveraged foreign exchange receivable in respect of
trading leveraged foreign exchange
trading”
37. Miscellaneous Renamed: “Miscellaneous 35.
assets”
Division 3 — Ranking Liabilities Renumbered as Division 4
38. Application Renamed: “Computation 36.
basis”
39. Amounts payable to clients, etc 37.
40. Amounts payable arising from Renamed: “Amounts payable | 38.
dealings in securities in respect of dealings in
securities”
41. Amounts payable from dealings in | Renamed: “Amounts payable | 39.
securities by common clients in respect of dealings in
securities by common
clients”
42. Futures contracts and options Renamed: “Futures contracts | 40.
contracts trading and options contracts
dealing, etc.”
43. Leveraged foreign exchange Old subclause (2) deleted. 41.
trading Remaining subclauses
renumbered.
44. Provision of securities margin 42.
financing
45. Short positions in securities and Renamed: “Short positions in | 43.
other investments securities (other than options
contracts) and specified
investments”
46. Concentrated house positions Renamed: “Concentrated 44,
proprietary positions”
47. Securities borrowing and lending | Renamed: “Securities 45.
transactions borrowing and lending
agreements”
48. Repurchase transactions 46.
49. Underwriting and sub Renamed: “Net underwriting | 47.
underwriting commitments commitments”
50. Non specified exchange traded Renamed: “Off-exchange 48.
derivative contracts traded derivative contracts”
51. Interest rate swap agreements Table A relocated to Table 1 | 49.
of Schedule 4
52. Foreign exchange agreements Table B relocated to Table 2 | 50.
of Schedule 4
53. Introduction of transactions 51.
54. Other liabilities 53.




Clause of Clause of
exposure | Heading in exposure draft Rules Remarks draft Rules
draft before Sub-
Rules committee/
55. Miscellaneous financial - Renamed: “Miscellaneous™ | 52.
adjustments - Table C relocated to
Schedule 5
Part 4 - Miscellaneous Renumbered as Part 5
56. Notification of failure to comply Renamed: “Licensed 54.
with financial resources rules corporations to notify
Commission of failure to
comply with these Rules”
57. Licensed corporations to notify Renamed: “Licensed 55.
Commission of circumstances corporations to notify
relating to financial resources and | Commission of
trading activities circumstances relating to
financial resources and
trading activities and to
submit returns in certain
cases”
58. Licensed corporations to submit - Renamed: “Licensed 56.
declaration document and returns corporations to submit
to the Commission returns to Commission”
- New definition in
subclause (7): "within the
validity of that certificate"
59. Licensed corporations to provide 57.
information
60. Approvals 58.
o1. Withdrawal of elections made Renamed: “Withdrawal of 59.
under the rules elections made under these
Rules”
62. Transitional 60.
Schedule 1 — Haircut Percentages | Renumbered as Schedule 2
Table 1. Table 1.
Table 2. Table 2.
Table 3. Table 3.
Table 4. Table 4.
Table 5. Table 5.
Table 6. Table 6.
Table 7. Table 7.
Table 8. Table 8.
Schedule 2 — Specified Exchanges | Renumbered as Schedule 3
Part 1. Part 1.
Part 2. Part 2.
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(a) Iy
()  FMES
(c) A e RS
(d  FHIfESS&ES
iy % =7 7 v 5 5
() RLPTF BRI AAT ph- t (R R 5

(6 RLIpI- S TR (S R E Y —

() OB L R R
gg@@ﬁw;

(ii) [E [ r?ii:ﬂa%&‘Eﬁ (F7 P E KRS
MP) (2002 & 27 BELEHE 2 £ B D
(B el > T B BEARUN) E Ry A AR RS S B

#65072 v1 9



DRAFT

(111) (Z’Djrﬁ‘ £ <<%°ﬁ‘ K H#H E"(?‘ }Iﬂjj )J_—Fj EI”>>
(2002 2 5y VR B ) B
R B E RS —
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[’uj]ﬁ I‘IZ.LII [JF"’r‘E II?F.}E{E QV‘QL I—j‘F[&u[ﬂ‘f;Zj};(_d FII?F‘?E;CW{&:ITF

& 4Ol E;,Lrg

“WEFE & 17 (margin client) —

#65072 v1 12



DRAFT

@ WA LS R s B
'F; ] ?iipl?ﬂ|ﬁﬂjj WL BT T
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fro AR R

“HMIFO%E RS T (special debt securities)dfi f (7 1) N B p R BEFR S -
g RS S W T OT IR Y R SRR S

(a) IEI[ _

() plE N SNCAR R N N B s s A

S
(i1) i
(iii) fik gt g 2 o
S5 RS (R Y
(b) PR E L Rl
© RS R
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(@  EE R
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