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THE LICENSING REGIME UNDER THE SECURITIES AND FUTUR ES ORDINANCE

1. INTRODUCTION

The licensing and registration of persons operaitinglong Kong's securities and futures markets and
non-bank retail leveraged foreign exchange makeleralt with in Part V of the Securities and Fusure

Ordinance (the ‘SFO’) which came into effect on prih2003. The SFO is administered by the

Securities and Futures Commission (the ‘SFC’).

2. ‘SINGLE LICENCE’ REGIME

Part V of the SFO establishes a ‘single licencgime whereby a person requires only one licence or
registration to conduct different types of regethictivities. The only exception to the singtefice
arrangement is that securities margin financierd #ueir representatives must conduct their business
through a separate corporation (Section 118(1d)therefore require a separate licence.

3. REGULATED ACTIVITIES
There are nine types of ‘regulated activities’ whare as follows:

Type 1: Dealing in Securities

Type 2: Dealing in Futures Contracts

Type 3: Leveraged Foreign Exchange Trading
Type 4: Advising on Securities

Type 5: Advising on Futures Contracts

Type 6: Advising on Corporate Finance

Type 7: Providing Automated Trading Services
Type 8: Securities Margin Financing

Type 9: Asset Management

In order to retain flexibility to accommodate nevegucts and services, Section 142 of the SFO esititl
the Financial Secretary to amend the list of regdlaactivities and their definitions contained in
Schedule 5 of the SFO.

In summary, the SFO prohibits any person from d¢agyn a business (or holding himself out as
carrying on a business) in a regulated activityesslan appropriate authorisation has been granted o
exemption or exclusion applies (Section 114(1) é2y. Certain persons are excluded from the
licensing/registration requirements of Part V SiRQhie definitions of the regulated activities irrtPaof
Schedule 5.

4. DEFINITIONS OF REGULATED ACTIVITIES AND GENERAL EXE MPTIONS
There are a number of general exemptions from dfimitlons of regulated activities which are deddil
below. In sections 4 and 5 of this note, the teftimsnce’ and ‘licensed’ include the terms ‘regadton’
and ‘registered’ respectively, unless otherwiseHiesl.
INCIDENTAL EXEMPTION
A corporation may not be required to be licensedcfertain regulated activities if such activitie® a
performed wholly incidental to its carrying out ofher regulated activities for which it is already
licensed. This is the case in the following circtamces:-
Licensed for Type 1 Regulated Activity (Dealing irSecurities)
A corporation licensed for Type 1 regulated acgfivdbes not need to be licensed for regulated dietvi

Type 4 (advising on securities), Type 6 (advisimgoorporate finance) or Type 9 (asset management)
provided that such activities are carried out whaticidental to its securities dealing busines3his
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exemption is normally available to stock brokersvpinovide investment advice or manage discretionary
accounts for their securities clients.

Licensed for Type 2 Regulated Activity (Dealing irfFutures Contracts)

A corporation licensed for Type 2 regulated acyivibes not need to be licensed for regulated diesvi
Type 5 (advising on futures contracts) or Type €€k management) provided that such activities are
carried out wholly incidental to its futures deaglibusiness. This exemption is normally available
futures brokers who provide investment advice onawg@ discretionary accounts for their futures téien

Licensed for Type 9 Regulated Activity (Asset Managment)

A corporation licensed for Type 9 regulated acgfivdlbes not need to be licensed for regulated dietvi
Type 1 (dealing in securities) or Type 2 (dealingfutures contracts) provided that such activies
carried out solely for the purposes of its assehagament business. This exemption is normally
available to fund managers who place trade ordemdetlers in the course of managing their clients’
securities or futures contracts portfolios.

In addition, a Type 9 licensed corporation whichyides a service of managing a portfolio of se@sit

or futures contracts under a collective investnsefieme and gives advice or issues analyses ortsepor
in relation to securities or futures contracts lyoler the purposes of providing the collective @stment
schemes that it manages, is exempted from theresgent to be licensed for regulated activity Type 4
(advising on securities) or Type 5 (advising orufas contracts), as the case may be. The exemption
allows fund managers to introduce their productgh® market without having to obtain a separate
licence for advising on their products. For ins@na Type 9 licensed fund manager who intends to
market the funds under his management may firstigeocertain investment advice or related research
results to prospective investors to demonstratexpertise in the area without being licensed fgpel4

or Type 5.

ADVISING GROUP COMPANY EXEMPTION

A corporation is not required to be licensed fop&y4 (advising on securities), Type 5 (advising on
futures contracts), Type 6 (advising on corporatarfce) or Type 9 (asset management) regulated
activity if it provides the related investment agkvior services solely to its wholly owned subsié®rits
holding company holding all of its issued sharestooother wholly owned subsidiaries of that hotgin
company.

This exemption is however only available if the pmmation provides the relevant services to its grou
companies in respect of their own assets. The ptiemdoes not apply if the services are given in
respect of assets belonging to clients of a grauppany.

PROFESSIONAL ADVISERS' EXEMPTION

Solicitors, counsel and professional accountargsnat required to be licensed for Type 4 (advising
securities), Type 5 (advising on futures contracigjpe 6 (advising on corporate finance) or Type 9

(asset management) regulated activity where theyige such advice or services wholly incidental to
their professional practice.

TRUST COMPANY EXEMPTION

In Relation to Dealing in Securities

A trust company registered under Part VIl of theiStee Ordinance is not required to be licensed for
Type 1 regulated activity (dealing in securiti€d) acts as an agent for a collective investmehesne in
distributing application forms, redemption noticesnversion notices and contract notes, receiving
money and issuing receipts on behalf of its priakip

In Relation to Investment Advisory Services

A trust company registered under Part VIII of theiskee Ordinance is not required to be licensed for
Type 4 regulated activity (advising on securitiesype 5 (advising on futures contracts), Type 6
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(advising on corporate finance) or Type 9 (assehagament) regulated activity if it provides such
investment advice or services wholly incidentathte discharge of its duties as a trustee.

BROADCASTER/JOURNALIST EXEMPTION

A person who gives advice on securities, futuregreats or corporate finance or issues relatedyaeasl
or reports through:

i. a newspaper, magazine, book or other publicationhwis made generally available to the public;
or

ii. television or radio broadcast for reception bygheélic, whether on subscription or otherwise,
is not required to be licensed for regulated atigiType 4 (advising on securities), Type 5 (adgi®n
futures contracts) or Type 6 (advising on corpofia@nce).

DEFINITIONS OF REGULATED ACTIVITIES AND SPECIFIC EX EMPTIONS

TYPE 1: DEALING IN SECURITIES

‘Dealing in securities’ means making or offeringniake an agreement with another person, or inducing
or attempting to induce another person to enterantoffer to enter into an agreement to:

i. acquire, dispose of, subscribe for or underwritigges; or

ii. secure a profit to any of the parties from thedyietl securities or by reference to fluctuations in
the value of securities.

There are many exclusions to the definition in $icitee 5 which, in addition to the exemptions refdrre
to under Section 4 above, include:

i. performing the act through a corporation licensedroauthorised institution registered for Type
1 regulated activity (subject to restrictions orteimediaries acting between investors and
securities dealers for profit);

ii. asprincipal, performing the act by way of dealing withpgdfessional investoi (whether acting

as principal or agent). For the purposes of tResmgption, professional investors include only
those persons within paragraphs (a) to (h) of #fention of ‘professional investor’ in Part 1 of
Schedule 1 to the SFO (‘Schedule 1 professionalsizh is summarised at Annex A to this note.
Professional investors do not include the categasfeinvestors referred to in the Securities and
Futures (Professional Investors) Rules (which idelhigh net worth individuals and corporations
with a portfolio of HK$8 million or more or totalsaets of HK$40 million or more) for the
purposes of this exemption;

iii. asprincipal , acquiring, disposing of, subscribing for or undeting securities; and

iv. iv the related dealing activities carried on byagproved money broker within the meaning of
section 2(1) of the Banking Ordinance where eadh®fparties to the transaction is an authorised
financial institution for whom the broker acts.

TYPE 2: DEALING IN FUTURES CONTRACTS

‘Dealing in futures contracts’ means:

i. making or offering to make an agreement with anofterson to enter into, or to acquire or
dispose of a futures contract;

ii. inducing or attempting to induce another persorenter into, or offer to enter into, a futures
contract; or

iii. inducing or attempting to induce another persoaciuire or dispose of a futures contract.
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In addition to the exclusions referred to in Sat#y there are a number of specific exclusions fthen
definition including:

performing the act through a corporation licensedrauthorised institution registered for Type
2 regulated activity (subject to restrictions oteimediaries acting between investors and futures
dealers for profit);

asprincipal, performing the act in relation to a futures cantmot traded on a recognised futures
market by way of dealing with grofessional investot (whether acting as principal or agent).

For the purposes of this exemption, the definitbprofessional investors is limited to Schedule
1 professionals and does not include investorsrnedeto in the Securities and Futures
(Professional Investors) Rules.

TYPE 3: LEVERAGED FOREIGN EXCHANGE TRADING

‘Leveraged foreign exchange trading’ means:

entering into or offering to enter into, or indugiar attempting to induce a person to enter into or
to offer to enter into, a leveraged foreign excleaogntract;

providing any financial accommodation to facilitédeeign exchange trading or to facilitate an act
referred to in (i) above; or

ii. entering into or offering to enter into, ordacing or attempting to induce a person to enter
into, an arrangement with another person, on aretisnary basis or otherwise, to enter into a
contract to facilitate an act referred to in (i)(dy above.

A ‘leveraged foreign exchange contract’ is defirseda contract or arrangement the effect of which is
that one party agrees to:

make an adjustment between himself and anotherrdiogoto the value of one currency is
relation to another;

pay an amount or deliver a quantity of any commpottitanother determined by reference to the
change in value of one currency in relation to hegtor

deliver to another at an agreed future time an emgramount of currency at an agreed
consideration.

The definition of ‘leveraged foreign exchange trafdiaccordingly covers any foreign exchange trading
(which need not be leveraged) and the provisiofinaincial accommodation to facilitate it. Currency
caps, swaps, collars, floors and options and speidn exchange contracts (if the payments are rimade
the future) are generally within the definition.

The exemptions include:

a contract or arrangement entered into by a cotipora
a. the principal business of which does not includalidg in currency in any form;

b. for the purpose of hedging its exposure to curresayhange risks in connection with its
business; and

C. with another corporation (paragraph (ii) of theidibn);
a contract executed on a specified futures exchbgg® through a person licensed or registered
for regulated activity Type 2 or is wholly incidehto one or more such contracts (paragraph (vi)

of the definition);

a contract or arrangement that is wholly incidetabne or more transactions in ‘specified debt
securities’ (being specified types of debt seasiincluding those issued by the Government and
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by issuers with a qualifying credit rating for aaf/their debt securities)(paragraph (xi) of the
definition);

iv. a contract or arrangement entered into by an agdubrinstitution (paragraph (xii) of the
definition); and

V. a contract or arrangement entered into by a cotipora

a. that has a qualifying credit rating* or has suatating for any of its debt instruments or is
the wholly owned subsidiary of such a corporatiopartnership; and

b. whose principal business is not in leveraged foredgchange spot transactions or the
average principal amount of each such transactioiered into by the corporation,
calculated for each financial year of the corporatiis not less than HK$7.8 million
(Section 3 Securities and Futures (Leveraged ForBigchange Trading — Exemption)
Rules)

* Note: A ‘qualifying credit rating’ is defined a Moody’s Investors Service rating of A3 or above
for long term debt or Prime-3 or above for shortrt@lebt or a Standard & Poor’s rating of A or
above for4 long term debt or A-3 or above for shentn debt (Schedule 1 Parts 1 and 5).

TYPE 4: ADVISING ON SECURITIES

‘Advising on securities’ means giving advice orusg analyses or reports on the timing or terms on
which particular securities should be acquiredispalsed of.

The exemptions from the definition (which are dethiunder Section 4 above) include (i) the incidént
exemption for licensed securities dealers; (ii) theévising group company exemption; (iii) the
professional advisers’ exemption; (iv) the trusmpany exemption; and (v) the broadcaster/journalist
exemption. Also excluded from the definition ig thiving of advice by a licensed asset manageelysol
for the purposes of carrying on fund managemerivities pertaining to collective investment schemes
under his management.

TYPE 5: ADVISING ON FUTURES CONTRACTS

‘Advising on futures contracts’ means giving advageissuing analyses or reports on the timing onge
on which particular futures contracts should beest into.

The exemptions are similar to those for advisingecurities and include (i) the incidental exempfior
licensed futures dealers; (ii) the advising groumpany exemption; (iii) the professional advisers’
exemption; (iv) the trust company exemption; andlfe broadcaster/journalist exemption.

TYPE 6: ADVISING ON CORPORATE FINANCE

‘Advising on corporate finance’ means giving advice

i. in relation to listing rules made by the Hong KoBtpck Exchange or the SFC or the Code on
Takeovers, Mergers and Share Repurchases;

ii. concerning any offer to dispose of securities ®ghblic, any offer to acquire securities from the
public, or the acceptance of any such offer (bly drthe advice is given generally to holders of
securities or a class of securities); or

iii. to a listed corporation or public company, its sdiasy or its officers or shareholders, concerning
corporate restructuring in respect of securitiesl@iding the issue, cancellation or variation of an
rights attaching to securities).

The exemptions detailed at Section 4 include (§ #uvising group company exemption; (ii) the

incidental exemption for licensed securities desléiii) the professional advisers’ exemption; (the

trust company exemption; and (v) the broadcastariglist exemption.

TYPE 7: PROVIDING AUTOMATED TRADING SERVICES
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‘Automated trading services’ are services provibgdneans of electronic facilities (not being faal
provided by a recognised exchange company or résedjclearing house), whereby:

i. offers to sell or purchase securities or futuregrexts are regularly made or accepted;

ii. persons are regularly introduced or identified thecs in order that they may negotiate or
conclude sales or purchases of securities or fsittwatracts; or

iii. such transactions may be novated, cleared, sefttlgdaranteed.

Providers of electronic trading platforms suchraslé matching or settlement systems will generfally
within the definition.

It should be noted that the SFO contains 2 sepaggienes for the licensing of providers of autordate
trading services. The Part V provisions cover gessavho additionally perform traditional broker/ta
functions. There is a separate regime under Ret$HO providing for the authorisation of ATS
providers by the SFC which is for those personwigdiog mainly automated trading services. Hence,
on-line brokers will generally be licensed undertRa whereas electronic exchanges and automated
trading systems are required to obtain authorisatizder Part Ill.

TYPE 8: SECURITIES MARGIN FINANCING

‘Securities margin financing’ means providing ficél accommodation to facilitate the acquisition, o
the continued holding, of securities listed on atgck market, whether or not those or other seearit
are pledged as security for the accommodation.omyaration licensed for regulated activity Types8 i
prohibited from carrying on any other business othan business which is necessarily incidentaisto

securities margin financing business (Section 138(d

The definition of securities margin financing howev excludes the provision of financial
accommodation by a person licensed or registene@yipe 1 regulated activity (dealing in securiti@s)
order to facilitate acquisitions or holdings of geties by the person for his clients (paragrajih ¢f the
Schedule 5 definition). A corporation licensed fiegulated activity Type 1 does not therefore rtedae
separately licensed for Type 8 regulated activityorder to carry on securities margin financinglt
must however satisfy a more stringent financialbveses requirement: the minimum paid-up share
capital requirement for a Type 1 licensed corporats HK$10 million if it conducts securities mangi
financing and HK$5 million if it does not. Thisemption is normally relied upon by stockbrokers who
also provide margin financing facilities to theiecsrrities clients. In addition, authorised finahci
institutions are not required to be registeredTfgpe 8 regulated activity to carry out securitiegrgin
financing.

There are further exemptions for the provisioniadificial accommodation:
i. that forms part of an arrangement to underwritsulr-underwrite securities;
ii. by collective investment schemes that are corpmmati

a. that are or hold themselves out as being primanigaged in the business of investing,
reinvesting or trading in any property (includirecarities and futures contracts); and

b. the shares in which are exclusively, or primanigdeemable;

iii. by an individual to a company in which he holds 18%more of its issued share capital to
facilitate acquisitions or holdings of securities;

iv. by an intermediary by way of effecting an introdontbetween a person and a related corporation
of the intermediary in order that the corporatiomymprovide the person with financial
accommodation.

TYPE 9: ASSET MANAGEMENT

‘Asset management’ means providing a service ofagang a portfolio of securities or futures contsact
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for another person. It also covers the managewfeBFC authorised real estate investment trustés T
category of regulated activity regulates fund managnd fund management houses.

LICENCE TYPES

Under Part V, persons engaging in one or more agggilactivities are required to apply to the SRCafo
licence, unless they have been exempted or canorelgne of the exclusions. There are 2 types of
licence: corporate licences and representativadies.

Corporate Licences

Any corporation carrying on one or more regulatetiviies must apply to the SFC for a licence. Ynl
companies incorporated in Hong Kong or an overseagpany registered with the Companies Registry
of Hong Kong can be licensed to carry on a regdlatsivity.

Representative Licences

Any individual who carries on one or more regulatadivities on behalf of a licensed corporation is
required to apply for approval as a ‘licensed reengative’ accredited to that corporation. A lisedh
representative may be accredited to more thaniosesked corporation.

If a licensed representative ceases to act for emlb of the licensed corporation to which he is
accredited, he has a period of 180 days to applyhi® transfer of his accreditation to a new liezhs
corporation (Section 123(1)). If he does not applytransfer of his accreditation within the 18ayd
period, his licence will be deemed to have beerokes on his ceasing to act for the licensed
corporation.

If a licensed representative ceases to act fopiigipal, the principal must notify the SFC withirdays
and the representative must return his licenc&ééoSFC within the same period. Failure to comply b
the principal, or failure to comply without reasblieexcuse by the representative, is an offenbéelian
conviction to a fine.

APPROVAL CRITERIA

Part V sets out various criteria to be met by aplieant for a corporate or representative licendée
most important of these is that the SFC must hsfieat that the applicant is a fit and proper parsmbe
licensed for the regulated activity (Sections 1)&(3d 120(3)). Section 129 sets out matters taken

into account by the SFC in determining an applisatfitness and properness’ which include the
applicant’s financial status, qualifications ancpenience, ability, reputation, character, reliapiland
financial integrity. The SFC's Fit and Proper Galides and Guidelines on Competence made under
Section 399 SFO provide further details as to ttatens considered by the SFC in determining the
fitness and properness of an applicant.

In addition to fitness and properness, the SFGsis r@quired to consider certain other matterdudiog,
in the case of corporations, their ability, if liceed, to comply with the financial resources raled the
adequacy of their insurance coverage in respgotesitribed risks (Section 116(3)).

APPROVAL CRITERIA FOR CORPORATIONS

Competence

The SFC must be satisfied that a licensed corpordias a proper business structure, good internal
control systems and qualified personnel to enweg@toper management of risks.

Financial Resources
Depending on the type(s) of regulated activityvidrich a corporation is licensed, it must maintaimala
times paid-up share capital and liquid capital moants at least equivalent to those specified & th

Securities and Futures (Financial Resources) Rufes.corporation applies to be licensed for mibwan
one regulated activity, the minimum paid-up shaapital and liquid capital that must be maintaingd i
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the highest amount required among those regulatidtaes. A table summarising the minimum paid-
up share capital and liquid capital requirementsefich type of regulated activity is set out at éxniB
to this note.

Insurance

The Securities and Futures (Insurance) Rules @RéR) set out the insurance requirements applicable

to corporations licensed for certain regulatedvit@s. A corporation licensed for regulated aityiv
Type 1 (dealing in securities), Type 2 (dealingfiriures contracts) or Type 8 (securities margin
financing) is required to take out and maintainunasice against specific risks for specified amounts
when the SFC approves a master policy of insurappéicable to it. Licensed corporations who are no
exchange participants or whose licences are sutgjectondition that they may not hold client asset
exempt from this requirement (section 3 of the §FIR

APPROVAL CRITERIA FOR LICENSED REPRESENTATIVES

A person applying to be approved as a licensedeseptative (other than a responsible officer the
approval requirements for which are detailed ati@ec8 below) must demonstrate that he has the
requisite basic understanding of the market in tvhie is to work as well as the laws and regulatory
requirements applicable to the industry. In assgss person’s eligibility to be licensed as a
representative, the SFC will have regard to theehrasic elements mentioned in the table set out at
Annex C to this note.

RESPONSIBLE OFFICERS

In addition to requiring persons carrying on retgdiaactivities to obtain a ‘representative licendgart

V also introduces a ‘responsible officer’ concegh relation to each regulated activity for which a
corporation is licensed, there must be at leastm@sponsible officer’ of the licensed corporatieho is
available at all times to supervise the businegh@fegulated activity (Section 118(1)).

Every licensed corporation is required by Secti@h fo have at least 2 persons who have been approve
by the SFC as ‘responsible officers’ in relationetich of its regulated activities. At least ondhufse
persons must be an executive director (defineddieator who actively participates in, or is respible

for directly supervising, the business of a regdaactivity for which a corporation is licensed ¢&en
113(1)) of the licensed corporation. In additiewery executive director of a licensed corporai®n
required to be approved by the SFC as a ‘respanesifiter’ in relation to the regulated activitywhich

he participates or supervises.

Approval Criteria for Responsible Officers

An individual applying for approval as a licensegesentative and a responsible officer is requived
demonstrate that he has sufficient authority toesuipe the business of the regulated activity wuitthie
licensed corporation. The individual must alsogess appropriate skills, knowledge and experiemce t
properly manage and supervise the relevant regubattvity and must meet the requirements setmut i
the table at Annex D.

Additional competence requirements apply if a persashes to be licensed to conduct regulated
activities in relation to matters falling withingrambit of a particular code issued by the SFC,tag
Codes on Takeovers and Mergers and Share Repusobiabee Code on Real Estate Investment Trusts.

REGISTERED INSTITUTIONS

9.1 Authorised financial institutions (ie. banks, regtrd licence banks and deposit taking companies
authorised under the Banking Ordinance) are reduwebe registered with the SFC if they wish
to carry on one or more regulated activities, vilte exception of Type 3 (leveraged foreign
exchange trading) and Type 8 (securities margianiing) activities (Section 119(1)). An
authorised financial institution may therefore gasut regulated activities Types 3 and 8 without
being registered under the SFO.
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10.

9.2

9.3

9.4

Applications for registration from authorised firdad institutions are referred by the SFC to the
Hong Kong Monetary Authority (the ‘HKMA")(Section1B). The HKMA will then advise the
SFC as to whether it considers the applicant ta fieand proper person for registration for the
relevant regulated activity. Any registration of @ithorised financial institution by the SFC may
be made subject to reasonable conditions.

Executive Officers of Registered I nstitutions

Section 125(2) of the SFO requires that a regidtarstitution must have complied with Section
71D of the Banking Ordinance in appointing at leastxecutive officers responsible for directly
supervising the conduct of each business condumtdte registered institution that constitutes a
regulated activity. Those executive officers auethfer required to be in compliance with the
provisions of Section 71C of that Ordinance.

The HKMA's prior written consent is required befagerson may become an executive officer
of a registered institution (Section 71C Bankingdi@ance). Such approval is subject to the
HKMA being satisfied that the person is a fit anmdper person to be an executive officer of the
institution and has sufficient authority withint@ be an executive officer. The HKMA’s consent
may be made subject to such conditions as it censigroper.

The SFO further requires that, in relation to eaebulated activity for which a registered
institution is registered, there must be at least executive officer of the registered institution
available at all times to supervise the businessioh regulated activity (Section 119(8)).

Relevant I ndividuals of Registered I nstitutions

Section 20 of the Banking Ordinance requires reggst institutions to register with the HKMA
the following information:

(@) the name and business address of every ‘relevdividual’;

(b) the capacity in which each ‘relevant individual’ éngaged in relation to a ‘regulated
function’ in a regulated activity;

(c) the date on which each relevant individual wag §csengaged; and
(d)  such other particulars as the HKMA thinks fit.

A ‘relevant individual’ of a registered institutids an individual who performs any ‘regulated
function’ in a regulated activity for or on behalf, or by an arrangement with, the institution,
other than work ordinarily performed by an accoutytalerk or cashier.

A ‘regulated function’ is any function performedr for on behalf of, or by an arrangement with,
the registered institution relating to the regudadetivity, other than work ordinarily performed by
an accountant, clerk or cashier.

Section 119(8) SFO further requires that any pevgloose name is registered under Section 20 of
the Banking Ordinance must be a fit and propergrets be engaged in the relevant regulated
activity.

Fitness and Properness
The fitness and properness of registered institgtiatheir executive officers and relevant

individuals is considered and determined by the HKNaving regard to the criteria set out in
Section 129 SFO and the SFC'’s Fit and Proper Gniehnd Guidelines on Competence.

TEMPORARY LICENCES

Part V of the SFO enables the SFC to grant tempoliaences to overseas corporations and
representatives to conduct one or more of regulatdivities Types 1, 2, 4, 5 and 6 in Hong Kong
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(Sections 117 and 121).

Temporary licences may be granted for a maximuniogesf 3 months. If the applicant has held a
temporary licence before, the total approved peoibtthe respective licences cannot exceed 6 manths
any period of 24 months.

Both corporate and individual applicants are priddtbfrom holding any client assets in conducting a
regulated activity.

10.1

10.2

Corporate Applicants

The conditions to be satisfied for the grant oémporary licence to a corporate applicant are as
follows:

(@) the applicant must carry on a business principalitside Hong Kong which, if carried on
in Hong Kong, would constitute the regulated atfivi

(b) it seeks to be licensed for the regulated actistthely in order to carry on such activity in
Hong Kong;

(c) the applicant establishes that it has a valid aightion to carry on its business in the
overseas jurisdiction from a regulator in thatgdiction which the SFC is satisfied:

(i) performs similar regulatory functions to the SF@g a

(i) may investigate and take disciplinary action agathe applicant in respect of its
conduct in Hong Kong;

(d) it satisfies the SFC that it is a fit and properspea to be licensed for the regulated activity;
(e) it has nominated for approval by the SFC at leastindividual to be available at all times
to supervise the business of the regulated actifdtywhich the corporation is to be

licensed; and

® an application has been lodged under Section 136(Bpproval of premises to be used by
the applicant for keeping records or documentsirequnder the SFO.

Individual Applicants

An individual may apply for a temporary licencedarry on one or more of regulated activities
types 1, 2, 4, 5 and 6 for:

(&) a corporation licensed under Section 116 to whiekstaccredited; or

(b) a corporation licensed under Section 117 (ie. arsmas corporation holding a temporary
licence) to which he is accredited.

The conditions to be satisfied for the grant oftsadicence are as follows:

(a) the applicant must carry on an activity outside gi&tong which, if carried on in Hong
Kong, would constitute the regulated activity;

(b) the applicant establishes that it has a valid aightion to carry on that activity in the
overseas jurisdiction from a regulator in thatgdiction which the SFC is satisfied:

0] performs similar regulatory functions to the Sk@d

(i)  may investigate and take disciplinary action agaihe applicant in respect of its
conduct in Hong Kong.
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11.

12.

13.

(c) in the case of an applicant for a licence to cohducegulated activity for a licensed
corporation, the licensed corporation must belantghe same group of companies as the
corporation for which the applicant is authorisedtt outside Hong Kong;

(d) an applicant for a licence to carry on a regulagetivity for an overseas corporation
holding a temporary licence can only apply to canduregulated activity specified in that
licence; and

(e) heis afit and proper person to be so licensethforegulated activity.

It is a condition of a temporary licence grantedatoindividual that he must at all times
keep the SFC informed of his contact details andtmotify the SFC of any change to
them within 14 days.

PROVISIONAL LICENCES

Part V also provides that an individual who hasliggpfor a representative licence may be granted a
provisional licence to conduct the regulated atiisithe subject of his application pending theconte
of his application for a full licence (Section 12§

The individual is still required to demonstratettha is a fit and proper person to be licensedtter
relevant regulated activity. The SFC is entitledevoke a provisional licence at any time haviegard
to the interests of the investing public. Othenyia provisional licence is deemed to be revokeshup
the grant or refusal of the licence applied forctieam 120(9).

CONDUCT OUTSIDE HONG KONG

The scope of the licensing regime extends to d@évicarried on outside Hong Kong. Section 115
provides that:

. if a person actively markets, whether by himselthwough another and whether in Hong Kamg
from outside Hong Kong, any services to the public of Hong Kong; and

. thoseservices would constitute a regulated activity ibyided in Hong Kong,

then the provision of those services is regardezhaying on a business in that regulated actizitg the
person marketing such services is regarded asngpliimself out as carrying on a business in the
regulated activity. The provision and marketingsath services will therefore require a licencearnd
Section 114. Likewise, if the provision of thoss\dces involves the performance by an individual o
any function which, if performed in Hong Kong inlaton to a regulated activity, would constitute a
regulated function, that individual is also reqdite be licensed.

The SFC maintains a register which is open to tidip of licensed persons and registered institigio

which indicates, among other things, the regulaigttities which they are permitted to carry on dimel
names of their executive officers.

RELAXATION OF REQUIREMENTS IN RELATION TO FUND MANA GERS

The SFC issued a circular on 11 June 2007 ‘@iveular) which is at Annex E to this Note setting out
initiatives for simplifying and streamlining itcknsing process for fund managers.

The initiatives in the Circular are directed priihaat overseas hedge fund managers. HoweveSHE
states in the Circular that it intends to applyikinprinciples to the licensing of fund manageesgrally
where they will only be serving professional inegstand it is warranted by the circumstances of the
particular case. The initiatives outlined in thecGlar came into effect on 11 June.

13.1 Streamlined licensing process for UK or US licensed/registered hedge fund managers
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13.2

An expedited licensing process will apply to firtiiat are already licensed or registered by the
US SEC or the UK FSA as investment managers oisadvif they have a good compliance track
record and serve only professional investors (eehmarent companies that satisfy the first two of
these requirements). Significantly, ‘professiomalestors’ for these purposes are professional
investors as defined in Schedule 1 to the Secsrdied Futures Ordinance and the additional
categories of professionals prescribed by the &&=1and Futures (Professional Investor) Rules.
High net worth individuals (i.e. individuals withgortfolio of at least HK$8 million) and large

corporate investors (i.e. companies with a poudfaf HK$8 million or total assets of HK$40

million) are therefore included in the definitioh‘professional investoror these purposes.

On submission to the SFC of a set of completechtieeapplication forms relevant to a firm’s

intended business activities in Hong Kong, the SECcommence a streamlined review process
focusing on key areas of operations such as riskagement, valuation, internal controls and
management of conflicts of interest.

Firms that are not licensed or registered in theod 8K as investment managers or advisers, but
which have proven track records (or have parentpeomnes with proven track records), may also
benefit from the streamlined review process.

All licensing applications are consideredby the SFC are considered on a case-by-case
basis.

Clarification of competence requirements for Responsible Officers

The SFO requires every licensed company to haveast two Responsible OfficersROS)

approved by the SFC for each of the regulated iiesvfor which it is licensed. In addition,
every executive director of a licensed corporatioust be approved by the SFC as a RO and
every licensed corporation must have at least ddevRo is an executive director. An ‘executive
director’ is a director who actively participates or who is responsible for directly supervising,
the business of a regulated activity for which goooation is licensed (Section 113 SFO).

The SFC's Guidelines on Competence further reqgthisg a RO must have at least 3 years’
relevant industry experience over the 6 years imately preceding the date of his/her
application to the SFC for approval as an RO.

To cater for an increasing number of overseas héayg managers applying for a licence for
Type 9 Regulated Activity (asset management) thé B&s clarified its requirements for ROs of
an overseas hedge fund manager applying for a Jyjpence which are:

(&) Physical presence of ROs in Hong Kong

At least one of the ROs must be based in Hong Kardyimmediately contactable at all
times by the SFC and the hedge fund manager’s\staKing from its Hong Kong office.
If only one RO is based in Hong Kong, he/she must be subject to thénon-solé

condition, which means that the individual must dandustry experience that the SFC
considers to be directly relevant to hedge fund agament (see further at paragraph (b)
below).

(b) ‘Relevant industry experierice

The SFC will recognise a broademge of industry experience as satisfying thevaaht
industry experience requirement for ROs of hedgel fmanagers. Experience acquired
from asset management, proprietary trading, rebegmivate equity, special situations,
and experience in dealing with other alternatiweegiments will be considered as industry
experience directly relevant to hedge fund manageme

Experience acquired by individuals in sales, manketr risk management of hedge funds

will however be considered as experience indiretlgvant to hedge fund management
business. The SFC will therefore only accept irdliels with indirectly relevant
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13.3

13.4

experience as ROs if a licensing condition knowthasnon-solé condition is imposed at

the time of their approval. The imposition of anrgble condition means that where a RO
(without directly relevant industry experience) ieely participates in or directly
supervises the business for which the firm is kseh he must do so under the advice of

another RO who is not subject to then-solé condition.

(c) Exemption from the local requlatory examination

An individual may be exempted from meeting the locagulatory examination
requirement for ROs if the following conditions anet:

- the person has over 8 years of industry experiéenceecognised markets (i.e.
Specified Futures and Stock Exchanges identifiearts 2 and 3 of Schedule 1 of
the SFO). Alternatively, the person must alreadydggstered or licensed in the UK
or US for investment management or advisory busines

- the firm serves only professional investors (sexvajy

- the firm is able to confirm that regulatory and qiaince support will be provided
to the person; and

- the person takes a post-licensing refresher caursecal regulations.
Exemption from licensing requirement for providing intra-group investment advice

The Circular reminds overseas hedge funds thaSH#@ exempts Hong Kong based firms from
being licensed where they merely provide researdhdir group companies outside Hong Kong.
It notes that some overseas hedge fund manageyswasih to set up an investment research
operation in Hong Kong, to provide research on sges in Asia to their group companies

outside Hong Kong.

A firm may be exempt (under the SFO) from the ddtiign to be licensed to carry on business in
Type 4 (advising on securities) and/or Type 5 Ratgul Activity (advising on futures contracts) if
it is only advising on securities and/or futurestcacts to any of its wholly owned subsidiaries,
its holding company that wholly owns the firm ohet wholly owned subsidiaries of that holding

company {group compani€s

The SFC will normally regard an overseas hedge fonrahager as being able to rely on this
exemption if its Hong Kong office only provides astment advice/research reports to its group
companies outside Hong Kong. However, the grouppamies must assess the advice or reports
before issuing any of the material to clients igittown name.

Where a hedge fund manager sends out researchsisnafyd/or provides investment advice to
external clients, it may be required to obtain @erice to carry on business in Type 4 or 5
Regulated Activity. Hedge fund managers that camythe business of portfolio management of
securities and/or futures contracts in Hong Kongstmabtain a licence to carry on business in
Type 9 Regulated Activity.

Office Space

The SFC does not specifically prescribe the typeffite space that hedge fund managers may
occupy and they make no distinction between businestres or serviced offices and other types
of business accommodation.

Licensed firms may choose their preferred busipesmises and should ensure that their business
premises are, at all times, suitable for the puepdser which they are being used. In particular,
firms must satisfy themselves that the businessniges occupied by them are appropriately
secure and that confidential/non-public informatieuch as price sensitive information) and
client privacy will be sufficiently safeguarded &gt unauthorised access or leakage.
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15.

16.

Further guidance as to the suitability of businassnises is available in the FAQs posted on the
SFC website.

PENALTIES FOR BREACH OF PART V

Any person who, without reasonable excuse, caomes business in a regulated activity or holds klfns
out as carrying on such a business without begenbed or registered to do so under the SFO ity gl

an offence under Section 114(8). That offencei@mmaximum penalties of a fine of $5,000,000 and 7
years’ imprisonment and a further fine of $100,000every day during which the offence continues.
Likewise, any individual who performs any regulafadction in relation to a regulated activity cedi

on as a business or holds himself out as perforsiiieh function without being appropriately licensed
registered commits an offence. The maximum peasaftr that offence are a fine of $1,000,000 and 2
years’ imprisonment and a further fine of $10,000dach day during which the offence continues.

RESTRICTION ON SUBSTANTIAL SHAREHOLDINGS IN LICENSE D CORPORATIONS

Section 131 provides that the SFC’s prior conseméduired for a person to become or continue ta be
‘substantial shareholder’ in a corporation licenseder Section 116 SFO. For these purposes arperso
will be a ‘substantial shareholder’ of a corporatinder Section 6 of Schedule 1 if he, either alone
with associates:

(@ holds an interest in shares of the corporation:-
(@ equal to 10% or more of the corporation’s issueateicapital; or

(b)  which entitles him, either alone or with his asate$ and whether directly or indirectly, to
control 10% or more of the voting power at generaktings; or

(b)  holds shares in any other corporation which emstilen, either alone or with his associates and
whether directly or indirectly, to control the egise of 35% or more of the voting power at
general meetings of that other corporation, or ofuether corporation, where that other
corporation is itself entitled, alone or with itssaciates and whether directly or indirectly, to
control 10% or more of the voting power at genemaktings of the first corporation.

DISCIPLINARY REGIME

Part IX SFO sets out the disciplinary powers of 8&C and the categories of persons subject to such
powers. The SFO has considerably widened the rafigeanctions available to the SFC and has
increased the potential liability of the officersdathose involved in management of licensed cotjm a

and registered institutions. A further major chang the full application of the disciplinary reginto
registered institutions.

16.1 Liability of Officers

Sections 194 and 196 set out a range of sanctibichwhe SFC may impose where a ‘regulated
person’ is:

(&)  guilty of misconduct; or

(b)  considered by the SFC not to be a fit and propesgeeto be or to remain the same type of
regulated person.

The definition of a ‘regulated person’ is broad.the case of licensed corporations, it includes th
licensed corporation, its responsible officers @hhinclude all executive directors) and any
person involved in the management of the licensedaration (Section 194(7)). In the case of a
registered institution, ‘regulated persons’ inclutle registered institution, its executive offigers
any person involved in the management of the basiméhich constitutes a regulated activity for
which the institution is registered and any perssgistered with the HKMA under Section 20 of
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the Banking Ordinance as a person who conductgwdated activity on behalf of the registered
institution.

‘Misconduct’ is defined as:
(8) a contravention of the provisions of the SFO oamf subsidiary legislation made under it;

(b) a contravention of any of the terms and conditiohany licence or registration under the
SFO;

(c) a contravention of any condition imposed underSR® or under certain provisions of the
Banking Ordinance; or

(d)  conduct of a regulated activity which in the opmiof the SFC is, or is likely to be,
prejudicial to the interest of the investing puldicto the public interest.

Significantly, the definition of ‘misconduct’ furélm provides that where a licensed corporation or
registered institution has committed misconducaagsult of conduct which occurred with the

consent or connivance of, or which was attributableany neglect on the part of, a responsible
officer or a person involved in the managementhef business of a licensed corporation, or an
executive officer or a person involved in the mamagnt of any regulated activity of a registered
institution, then the misconduct is also regardedttee misconduct of the relevant individual

(Section 193(2)).

16.2 Sanctions Available

The sanctions available to the SFC include a newepdo impose on any regulated person a
maximum fine of the greater of $10,000,000 or 38rthe amount of profit made or loss avoided
by the regulated person as a result of the misadnddther sanctions include:

(&) the revocation or suspension of a licensed corjporatlicence or the registration of a
registered institution in respect of all or parttbé regulated activities for which it is
licensed or registered;

(b)  the revocation or suspension of a person’s appmsal responsible officer;
(c)  apublic or private reprimand; and

(d) a prohibition order preventing a licensed corporatr registered institution from applying
to be licensed or registered or preventing an iddai from applying for approval as a
responsible officer of a licensed corporation or as executive officer or relevant
individual of a registered institution, in each edsr a period specified by the SFC.

The Banking Ordinance also contains provisionglargithe HKMA, after consulting the SFC, to
withdraw or suspend the consent granted to an ¢éixecofficer (Section 71C(4)) and to remove a
relevant individual from the register (Section 58( in both cases either indefinitely or for a
specified period. These powers arise where thevaet individual has been guilty of misconduct
or if the HKMA is no longer satisfied as to theitness and properness. The Banking Ordinance
definition of ‘misconduct’ for these purposes irdis the breach of any provisions of the SFO
which apply to the executive officer or relevandiindual, conduct which in the opinion of the
SFC is, or is likely to be, prejudicial to the irgst of the investing public or to the public st
and, in the case of executive officers, breachngf @ndition attached to the HKMA’s consent.
In the case of an executive officer, a miscondas @efined in the SFO) committed by a
registered institution as a result of conduct whadtturred with his consent or connivance or
which was attributable to neglect on his part,l$® aegarded as the misconduct of the executive
officer (Section 71C(13)).

The purpose of this note is to provide a summary only of the requirements of Part V of the Securities and
Futures Ordinance. Specific advice should be sought in relation to any particular situation.
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Annex A

THE DEFINITION OF ‘PROFESSIONAL INVESTOR' FOR THE P URPOSES
OF PART V OF THE SECURITIES AND FUTURES ORDINANCE

‘Professional investors’ are defined in Schedule tb the SFO as:

a.

any exchange company, clearing house, exchangeofientor investor compensation company

recognised under the SFO or any person authoriseéruthe SFO to provide automated trading
services;

any intermediary (ie. an SFO licensed corporationregistered institution), or any other person
carrying on the business of providing investmentises which is regulated under the law of any elac

outside Hong Kong;

any authorised financial institution (ie. a bankstricted licence bank or deposit taking company
authorised under the Banking Ordinance) or any haich is not an authorised financial institution

but is regulated under the law of any place outkidag Kong;

any insurer authorised under the Insurance CompaBiglinance or any other person carrying on
insurance business and regulated under the lawyoplace outside Hong Kong;

0] any collective investment scheme authorisedentide SFO; or

(i) any scheme which is similarly constituted endhe law of any place outside Hong Kong and,
if it is regulated under the law of that placep&mitted to be operated under that law,

or any person who operates such scheme;

any scheme registered under the Mandatory ProviBlentd Schemes Ordinance, or its constituent
fund, or any person who is an approved truste@ice provider of such registered scheme or who is
an investment manager of such registered schemenstituent fund;

@ a registered scheme under the Occupationatédetint Schemes Ordinance;

(i) or an offshore scheme as defined under thdir@nce which, if regulated under the law of the
place where it is domiciled, is permitted to beraped under the law of such place,

or an administrator of any such scheme as defiméiokit Ordinance; and

any government (other than a municipal governmatitaity), any institution which performs the
functions of a central bank, or any multilatera¢agy.
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Annex B
Minimum paid-up share capital and liquid capital requirements

The table below summarises the minimum paid-uptahjaind liquid capital that a licensed corporatien

required to maintain for each type of regulatedviagt

- Minimum paid-up Minimum
Regulated activity share capital liquid capital

Type 1 -

(a) in the case where the corporation is an apgrévEoducing| Not applicable $500,000
agent or a trader

(b) in the case where the corporation provides riges margin $10,000,000 $3,000,000
financing

(c) in any other case $5,000,000 $3,000,000

Type 2 —

(a) in the case where the corporation is an approvedduocing Not applicable $500,000
agent, a tradef or a futures non-clearing dealer

(b) in any other case $5,000,000 $3,000,000

Type 3 -

(8) in the case where the corporation is an apprénteoducing $5,000,000 $3,000,000
agent

(b) in any other case $30,000,000 $15,000,000

Type 4 —

(a) in the case where in relation toType 4 regdlaetivity, the| Not applicable $100,000
corporation is subject to the licensing conditibattit shall not
hold client assets

(b) in any other case $5,000,000 $3,000,000

Type 5 -

() in the case where in relation to Type 5 regdaictivity, the| Not applicable $100,000
corporation is subject to the licensing conditibattit shall not
hold client assets

(b) in any other case $5,000,000 $3,000,000

1 ‘Approved introducing agent’ means a licensed corparatfiproved as such under section 58(4) of the Secuait@§utures (Financial Resources) Rules.

2 ‘Trader’ means a licensed corporation licensed foreTypr Type 2 regulated activity which does not hold clisee or handle clients’ orders and, in carrying on

the regulated activity for which it is licensed, conducts ndniess other than effecting, or offering to effect, dealingseaurities, futures contracts or options

contracts for its own account.

3 ‘Futures non-clearing dealer’ means a licensed corparktiensed for Type 2 regulated activity which is an excharagicipant of a recognised futures market, but

is not a clearing participant of a recognised clearing house.
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o Minimum paid-up Minimum
Regulated activity share capital liquid capital
Type 6 —
(8) in the case where in relation to Type 6 regadadctivity, the| Not applicable $100,000
corporation is subject to the licensing conditibattit shall not
hold client assets
(b) in any other case $5,000,000 $3,000,000
Type 7 $5,000,000 $3,000,000
Type 8 $10,000,000 $3,000,000
Type 9 —
() in the case where in relation to Type 9 regdaictivity, the| Not applicable $100,000
corporation is subject to the licensing conditibattit shall not
hold client assets
(b) in any other case $5,000,000 $3,000,000
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Annex C

Test of competence for licensed representatives

Basic elements

Can be compensated by

(1) | Academic Passes in English or Chineses Degree in Accounting, Busines
qualification and Mathematics in HKCEE Administration, Economics, Finance or
or equivalent Law; or other degree (with passes in at le
two courses in the above disciplines); or
2 Internationally  recognised  profession
qualifications in Law, Accounting 0
Financé; or
(2) | Industry Passed one of the recognised
qualification industry qualifications <+  An additional 2 years of relevant indust
experience for lacking eithét) or (2); or
23 An additional 5 years of relevant indust
experience for lacking botti) and(2).
(3) | Regulatory Passed one of the recognisedpplicant may apply for exemption from takin
knowledge local regulatory framework the recognised local regulatory framework pape
papers he satisfies the exemption criteria as set ou
Appendix E of theGuidelines on Competence.

=

ast

al

=

y
ry

g
rif

Note: A representative licensed for Type 3 regulatedvigtileveraged foreign exchange trading) who
handles discretionary account activities has taiabain additional 3 years of direct foreign exchlang
trading experience in the inter-bank foreign exdeamarket or currency futures market, or its edeivia

over the past 6 years.

1

2

All high school public examinations (such as unsityrentry examinations) will be recognised as ealeint to

HKCEE.

Internationally recognised professional qualifioas in Finance include Chartered Financial Anal@srtified

International Investment Analyst and Certified Fio@l Planner.
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Annex D

Test of competence for responsible officers

Basic elements

Can be compensated by

(1) | Academic Passed one of the recognisee Degree in Accounting, Business
qualification industry qualifications Administration, Economics, Finance or
Law; or other degree (with passes in at lgast
two courses in the above disciplines); or
2 Internationally  recognised  professional
qualifications in Law, Accounting of
Financé; or
2 Passes in English or Chinese, 4gnd
Mathematics in Hong Kong Certificate of
Education Examination (HKCEE') or
equivalent plus an additional 2 years of
relevant industry experienter
23 An additional 5 years of relevant industry
experience for lacking botti) and(2).
2 Industry Possesses 3 years of relevant Not applicable
experience industry experience over the
6 years immediately prior tp
the date of application
(3) | Management Has a minimum of 2 years’ Not applicable
experience proven management skill and
experience
4 Regulatory Passed one of the recognisedpplicant may apply for exemption from taking
knowledge local regulatory framework the recognised local regulatory framework paper if
papers he satisfies the exemption criteria as set out in
Appendix E of the Guidelines on Competence.
1

All high school public examinations (such as unsigr entry examinations) will be recognised as
equivalent to HKCEE.
Internationally recognised professional qualifioat in Finance include Chartered Financial Analyst,
Certified International Investment Analyst and @edl Financial Planner.

In assessing the relevance of an applicant’s espeei the SFC will consider the role and functimns
be undertaken by the applicant and whether the il possesses the recognised industry
gualifications. Experience gained in Hong Kong Ilsewhere that is closely related to the functians t
be performed will be recognised.
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Annex E

SECURITIES AND FUTURES COMMISSION E & B i E R E B2 E 5 &
8th Floor, Chater House, 8 Connaught Road Central, Hong Kong

B | mon bR TOEER G ABE T AT AR

HEE

Our Ref : 250/L.C/24
SFC Adopts a Pragmatic Approach to Licensing Fund Managers

This circular provides practical guidance to overseas fund managers when applying for a
licence from the SFC and clarifies certain key aspects of our licensing requirements for fund
managers. Also explained in this circular is our initiative to streamline the process for
licensing overseas fund managers and the key factors that we may consider when exercising
our discretion to exempt individuals from the local regulatory examination requirement prior
to approving them as Responsible Officers (“RO™)'.

The reason why this circular is principally directed at overseas fund managers is that we have
observed some misunderstanding amongst this group as to the requirements that are imposed
on them in the event of their applying for a licence in Hong Kong. We do not see the same
need in relation to local institutions, which tend to be more aware of our licensing
requirements and the flexibility that we are able to exercise in relation to matters such as the
granting of exemptions from the local regulatory examination requirement.

The initiatives outlined in this circular are principally intended to make the licensing process
easier and more streamlined for overseas hedge fund managers. They are not intended to
lower our regulatory requirements because we recognize that these contribute to Hong
Kong’s reputation amongst investors as being a jurisdiction in which appropriate standards
are insisted upon amongst its market participants. This, in turn, is attractive to reputable
market participants who appreciate the benefits that arise from being able to brand
themselves as being Hong Kong licensed.

As part of our initiatives, we encourage fund managers and professionals to meet with our
licensing staff prior to the submission of a licence application, to discuss the manner in which
these initiatives might be applied in their particular circumstances, including those that might
not fall strictly within the ambit of these initiatives. The purpose of such meetings is to
enable us to offer guidance to licence applicants prior to the submission of their applications,
with the objective of simplifying and accelerating the subsequent licensing process.

Exemption from licensing requirement for providing intra-group investment advice

We note that some overseas hedge fund managers only wish to set up an investment research
operation in Hong Kong, to provide research on securities in Asia to their group companies
outside Hong Kong.

' Section 125 of the Securities and Futures Ordinance requires the appointment of at least two Responsible

Officers for each regulated activity carried on by a licensed corporation.

7
Securities and Futures Commission
E SFC Website: www.sfc.hk

sxtmond  InvestEd Website: www. InvestEd.hk
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Under the Securities and Futures Ordinance (“SFO”), a firm may be exempt from the
obligation to be licensed to carry on business in Type 4 and/or 5 Regulated Activity if it is
only advising on securities and/or futures contracts to any of its wholly owned subsidiaries,
its holding company that wholly owns the firm or other wholly owned subsidiaries of that
holding company (“group companies™).

In light of this exemption, we would normally regard an overseas hedge fund manager as
being able to rely on this exemption if its Hong Kong office is only providing investment
advice/research reports to its group companies outside Hong Kong, provided that the group
companies assess such advice or reports before issuing any of this material, in their own
name, to clients.

However, where a hedge fund manager sends out research analysis and/or provides
investment advice to external clients, it may still be required to obtain a licence to carry on
business in Type 4 or 5 Regulated Activity.

With respect to hedge fund managers that carry on the business of portfolio management of
securities and/or futures contracts in Hong Kong, we expect them to obtain a licence to carry
on business in Type 9 Regulated Activity.

Streamlined licensing process for UK or US licensed/registered hedpe fund managers

Firms that are already licensed or registered by the US SEC or the UK FSA as investment
managers or advisers, with a good compliance track record and which serve only professional
investors® (or which have parent companies that satisfy the first two of these requirements),
can expect to benefit from an expedited licensing process. Firms should submit to the SFC a
set of completed licence application forms relevant to their intended business activities in
Hong Kong. Upon receipt of these forms, we will commence a streamlined review process
focusing principally on key areas of operations such as risk management, valuation, internal
controls and management of conflicts of interest.

Firms that have not been licensed or registered with the US SEC or the UK FSA as
investment managers or advisers, but which have proven track records (or have parent
companies with proven track records), may also be able to benefit from the streamlined
review process.

All licence applications submitted to us by overseas investment managers or advisers will be
considered on a case-by-case basis.

2 The term “professional investor” is defined in Schedule 1 of the Securities and Futures Ordinance and the

Securities and Futures (Professional Investor) Rules prescribe certain additional individuals and institutions
as being professional investors.
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Clarification of the competence requirements for Responsible Officers

Under the SFO, each licensed corporation must have at least two ROs approved by the SFC
for each of the regulated activities for which it is licensed. Every executive director’ of a
licensed corporation must secure the SFC’s approval as a RO and every licensed corporation
must have at least one RO who is an executive director. It is also a requirement of our
Guidelines on Competence that a RO should have at jeast 3 years’ relevant industry
experience over the 6 years immediately prior to the date of his/her application to the SFC for
approval as a RO.

As we have seen an increasing number of overseas hedge fund managers applying to be
licensed to carry on business in Type 9 Regulated Activity, we would like to clarify our
requirements concerning ROs for the benefit of overseas hedge fund managers applying for a
Type 9 licence:

a) Physical presence of ROs in Hong Kong — We require at least one of the ROs to be based
in Hong Kong, with at feast one of the ROs being immediately contactable at all times by
the SFC and by the hedge fund manager’s staff who are working from its Hong Kong
office. Where only one RO is based in Hong Kong, he/she must not be subject to the
“non-sole” condition, as more particularly described in the following paragraph.

b) More flexible interpretation of “relevant industry experience” — Having regard to the
unique nature of hedge fund managers’ operations, we will recognise a broader range of
industry experience as being relevant when considering applications that are made to the
SFC for the approval of a person as a RO of a hedge fund manager. Experience acquired
by an individual from a broad range of activities and investment strategies, including
asset management, proprietary trading, research, private equity, special situations, as well
as experience in dealing with other alternative investments, will be considered as industry
experience directly relevant to hedge fund managemenit.

However, experience acquired by individuals in sales, marketing or risk management of
hedge funds will be considered as experience indirectly relevant to hedge fund
management business. Hence, we are only prepared to accept these individuals as ROs if
a licensing condition known as the “non-sole™ condition is imposed at the time when they
are approved as ROs funder which the individual must, when actively participating in or
when directly supervising the business for which the firm is licensed, do so under the
advice of another RO who is not subject to the “non-sole” condition). We would require
the firm to ensure that apart from this “non-sole” RO, there will be a RO who possesses
direct hedge fund management experience, as explained in the preceding paragraph.

¢) Exemption from regulatory examination for ROs of hedge fund managers - We are
prepared to exercise our discretion to exempt an individual from meeting the local
regulatory examination requirement for ROs if the following conditions are met:

The term “executive director” is defined in section 113 of the Securities and Futures Ordinance to mean a
director who actively participates in, or who is responsible for directly supervising, the business of a
regulated activity for which a corporation is licensed.
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o The person has over 8 years of industry experience in recognized markets (being
those identified in Parts 2 and 3 of Schedule 1 of the SFQ). Alternatively, the person
must already be registered or licensed in the UK or US for investment management or
advisory business;

o The firm will only serve professional investors (within the meaning of the SFO);

o The firm is able to confirm that regulatory and compliance support will be provided to
the persen; and

o The person should take a post-licensing refresher course on local reguiations.

Office space

The SFC does not specifically prescribe the type of office space that hedge fund managers
may occupy and we draw no distinction between business centres or serviced offices and
other types of business accommodation.

It is up to ticensed firms to choose their preferred business premises and to ensure that their
business premises are, at all times, suitable for the purposes for which they are being used.
Licensed firms should satisfy themselves that the business premises occupied by them are
appropriately secure and that confidential/non-public information (such as price sensitive
information) and client privacy will be sufficiently safeguarded against unauthorised access
or leakage. Firms should refer to the FAQs posted by the SFC on its website for further
guidance as to the suitability of business premises.

This circular is principally intended to provide general guidance to overseas hedge fund
managers intending to apply to the SFC for a licence. In addition, however, we anticipate
being able to apply some similar or analogous principles in connection with the licensing of
fund managers more generally, where they will only be serving professional investors and
where the particular circumstances of a case warrant this,

The contents of this circular should not be interpreted as being strictly binding upon the SFC.
‘Whilst we intend to observe the principles referred to in this circular, our licensing regime
requires us to exercise our discretion in each and every case. Accordingly, the manner in
which we will do so in any case will be governed by the particular circumstances of that case.

The SFC is not in a position to provide licence applicants with legal advice. Accordingly,
applicants are responsible for ensuring that they comply with the legal obligations arising out
of their own particular circumstances and are urged to seek appropriate legal advice if they
are in any doubt.

Intermediaries and Investment Products Division
Securities and Futures Commission
11 June 2007
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