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Hong Kong Monetary Authority Launches Faster
Payment System

On September 17, 2018, The Hong Kong Monetary
Authority (HKMA) announced the launch of the Faster
Payment System (FPS).

The FPS is one of the seven initiatives announced by
the HKMA in September 2017 for preparing Hong Kong
to move into a new era of Smart Banking. The FPS
operates on a round-the-clock basis and connects banks
and stored-value facility (SVF) operators on the same
platform. It enables the public to transfer funds anytime,
anywhere, across different banks or SVFs with funds
available almost immediately. Fund transfer will become
very user-friendly with the use of mobile number or email
address as account proxy for the payee. In addition to
the Hong Kong Dollar (HKD), the FPS also supports
Renminbi (RMB) payments.

Starting from September 17, the public can make use of
the mobile app of participating banks and SVFs to
register their mobile phone number or email address
with the FPS as an account proxy for receiving funds. In
addition, to promote the adoption of Quick Response
code (QR code) payments in Hong Kong, the HKMA
announced the Common QR Code Standard for Retail
Payments in Hong Kong together with the launch of an
associated mobile application tool. A free mobile

application tool, namely “Hong Kong Common QR Code”

(HKQR), is released, which can be used for converting
multiple QR codes from different payment service
providers into a single, combined QR code. This would
facilitate merchants, especially small and medium
enterprises, in using a single QR code to accept different
payment schemes, instead of displaying multiple QR
codes to their customers. The HKQR mobile application
is available for download from Google Play Store and
Apple App Store.

And from September 30, the public can make transfers
or receive funds using the FPS. Currently, a total of 21
banks (including most retail banks) and 10 SVFs in Hong
Kong have participated in the system to provide FPS
services for their customers at launch.
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The HKD FPS and RMB FPS are subject to the HKMA's
oversight under the Payment Systems and Stored Value
Facilities Ordinance (PSSVFO). The PSSVFO also
provides statutory backing to the finality of settlement for
transactions made through the HKD FPS and RMB FPS
by protecting the settlement finality from insolvency laws
or any other laws.

The launch of the FPS signifies the payment system,
which forms the core part of the Hong Kong's financial
infrastructure, will enter into a new era. While it will bring
new opportunities to the retail payment industry, it will
also promote innovation in financial technology,
providing greater convenience and new experience to
the public.

Source j&:
https://www.hkma.gov.hk/eng/key-information/press-
releases/2018/20180917-3.shtml
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China's Amendments to the Individual Income Tax
Law and Its Implication for Hong Kong

On August 31, 2018, the 5th Session on the Standing
Committee of the 13th National People's Congress
voted and adopted the Amendments to the PRC
Individual Income Tax Law (lIT law). The main contents
of IIT law are summarized as follows:

Resident and non-resident taxpayers

1. Aresident individual is an individual who is domiciled
in China or who is not domiciled in China but has stayed
in the aggregate for 183 days or more of a tax year in
China. Aresident individual shall, in accordance with the
provisions of IT law, pay individual income tax on his or
her income obtained inside and outside China.

A non-resident individual is an individual who neither is
domiciled in China nor stays in China or who is not
domiciled in China but has stayed in the aggregate for
less than 183 days of a tax year in China. A non-resident
individual shall, in accordance with the provisions of IIT
law, pay individual income tax on his or her income
obtained inside China.

Tax year means the Gregorian calendar year that runs
from January 1 to December 31.

Individual income
2. Individual income tax shall be paid on the following

individual income: (1) income from wages and salaries;
(2) income from remuneration for labor services; (3)

income from author's remuneration; (4) income from
royalties; (5) business income; (6)income from interest,
dividends and bonuses; (7) income from the lease of
property; (8) income from the conveyance of property;
and (9) contingent income.

Resident individuals shall calculate by tax year on a
consolidated basis the individual income tax, and
nonresident individuals shall calculate by itemization on
a monthly or transaction-by-transaction basis the
individual income tax, on the income obtained as set out
in items (1) to (4) (comprehensive income). The
individual income tax on the income set out in items (5)
to (9) obtained by a taxpayer shall be calculated
respectively in accordance with the provisions of the IIT
law.

Tax rates
3. Individual income tax rates:

(1) Progressive tax rates ranging from 3% to 45% shall
apply to comprehensive income.

(2) Progressive tax rates ranging from 5% to 35% shall
apply to business income.

(3) The proportional tax rate of 20% shall apply to
income from interest, dividends and bonuses, income
from the lease of property, income from the conveyance
of property, and contingent income.

Deductions
4. Calculation of taxable income:

(1) The balance comprehensive income of the resident
individual shall be the taxable income by subtracting the
fee of 60,000 yuan from the income of each tax year, the
specialized deduction items, specialized supplementary

deduction Items and other deduction items
according to the IIT law.

(2) Income from wages and salaries of non-resident
individuals shall be the amount of taxable income after
deducting the monthly income of 5,000 yuan; income
from each transaction derived from remuneration for
labor services, author's remuneration and royalties
shall be the amount taxable income.

(3) The balance business income in each tax year shall
be the amount of taxable income by deducting the cost,
expenses and the loss.

(4) The balance of income from lease of property shall
be the amount of taxable income after deducting the
expenses of 800 yuan if the amount received in each
payment is less than 4,000 yuan; the expenses of 20
percent if the amount received in each payments is

2


https://www.hkma.gov.hk/eng/key-information/press-releases/2018/20180917-3.shtml
https://www.hkma.gov.hk/eng/key-information/press-releases/2018/20180917-3.shtml

J M L

4,000 yuan or more.

(5) The balance income from the conveyance of property
shall be the amount of taxable income after deducting
the original value of the property and reasonable
expenses.

(6) Income from interest, dividends, bonuses Income
and contingent income shall be taxed on the amount
received in each payment.

The specified special deductions include basic old-age
insurance, basic medical insurance, unemployment
insurance and other social insurance premiums and
housing accumulation funds paid by individual residents
in accordance with the scope and standards set by the
state; special additional deductions, including
dependent education expenses, continued education
expenses, major medical care, housing loan interest or
rental expenses and elderly care expenses.

Tax offsets

5. For income gained outside of China, resident
individual may offset the amount of personal income tax
paid abroad from the taxable income, but the amount of
the credit shall not exceed the taxable income of the
taxpayer's income gained outside of China calculated in
accordance with the provisions of the IIT law.

Anti-tax avoidance

6. In any of the following circumstances, the tax
authorities have the right to make tax adjustments in a
reasonable manner:

(1) Business dealings between an individual and his/her
related parties which  are not carried out under the
arm's length principle and which would result in
reduction of the taxable income of the individual or
his/her related parties without any justifiable reason.

(2) An enterprise established in a country (region) where
the actual tax burden is significantly lower, which is
controlled by a resident individual or jointly controlled by
a resident individual and a resident enterprise, does not
distribute or reduce the profits that attributable to the
resident individual, without reasonable business needs.

(3) An individual who makes other arrangements that do
not have justifiable business purposes, may obtain
unjustified tax benefits.

The new IIT law will be effective on January 1, 2019.

Under the current IIT law implementation rules, a non-
resident individual will not be subject to personal tax on
his/her worldwide income unless he/she has resided in
PRC for five consecutive full years. IIT law is silent as to

whether the five-year rule will continue to apply.

On September 1, 2018, people from Hong Kong, Macau
and Taiwan who had been living, working or studying on
the mainland for at least six months would be able to
apply for the new smart PRC identity cards.

There are concerns raised about the possibility of double
taxation that Hong Kong residents who stay or earn
income on the Mainland for more than 183 days a year
may require to pay tax on any other earnings around the
world. In light of the imminent implementation of the IIT
law, the Government may seek clarification from the
Central Government as to whether specific exemption
be granted for Hong Kong residents who do not reside
permanently in Mainland.
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The Stock Exchange of Hong Kong Limited Issues
Consultation Paper on Proposal relating to Trading
Suspension of Listed Issuers with Disclaimer or
Adverse Audit Opinion on Financial Statements

The Stock Exchange of Hong Kong Limited (Exchange)
has issued on September 28, 2018 a consultation paper
on proposal relating to listed issuers with disclaimer or
adverse audit opinion on financial statements.

Under a proposed new Rule 13.50A, the Exchange
would normally require suspension of trading in an
issuer’s securities if the issuer publishes a preliminary
results announcement for a financial year and the
auditor has issued, or has indicated that it will issue, a
disclaimer or adverse opinion on the issuer’s financial
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statements; and the suspension will normally remain in
force until the issuer has addressed the issues giving
rise to the disclaimer or adverse opinion, provided
comfort that a disclaimer or adverse opinion in respect
of such issues would no longer be required, and
disclosed sufficient information to enable investors to
make an informed assessment of its financial positions.
Once suspended, the issuer must take action to resolve
the issues giving rise to the disclaimer or adverse
opinion to bring itself into Rule re-compliance and
resume trading. Under the current delisting Rules,
issuers may be delisted after their continuous
suspension for 18 months (or 12 months for a GEM
issuer).

A disclaimer (or adverse) opinion on the financial
statements indicates that the risk of misstatements could
be both material and pervasive, and investors may not
have sufficient information to make an informed
assessment of the issuer’'s financial position. The
proposal seeks to afford better investors’ protection by
safeguarding the quality and reliability of financial
information published by listed issuers. It would also
encourage issuers to strengthen their risk management
and internal control systems, and to resolve audit issues
promptly with their auditors.

The Exchange proposes that the proposed Rule 13.50A
will apply to issuers’ preliminary annual results
announcements for financial years commencing on or
after January 1, 2019. For the avoidance of doubt, in
respect of issuers currently with disclaimer or adverse
opinion on their financial statements, unless the issuers
continue to receive such opinion on their financial
statements for the financial years commencing on or
after January 1, 2019, they will not be required to
suspend trading under the proposed rule.

The proposed Rule 13.50A would not apply to financial
statements with a qualified opinion or a clean opinion
with an emphasis of matter. The issuers are expected to
promptly resolve the underlying issues with a view to
removing the audit modifications.
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U.S. Securities and Exchange Commission Charges
Biopharmaceutical Company, Executives with
Misleading Investors about Cancer Drug

On September 18, 2018, the US Securities and
Exchange Commission (SEC) announced that a
Colorado-based biopharmaceutical company, its Chief
Executive Officer (CEO), and its former Chief Financial
Officer (CFO) will pay more than US$20 million in
penalties to settle charges of misleading investors about
the company’s developmental lung cancer drug.

The SEC’s complaint filed in federal court in Denver
alleges that over a four-month period starting in July
2015, Clovis Oncology Inc. (Clovis) and CEO, Patrick
Mahaffy (Mahaffy), misled investors about how well
Clovis’ flagship lung cancer drug worked compared to
another drug. According to Clovis’ investor presentations,
press releases, and SEC filings, the drug was effective
60 percent of the time, far higher than suggested by
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actual results available internally.

Clovis raised approximately US$298 million in a public
stock offering in July 2015, and saw its stock price
collapse approximately 70 percent in November 2015
after disclosing that the effectiveness rate was actually
28 percent.

According to the SEC’s complaint, in evaluating Clovis’
stock, investors closely followed prospects for its lung
cancer drug rociletinib, or Roci, and an important driver
was its “efficacy,” or how well the drug worked. In May
2015, Clovis disclosed in an investor presentation that
Roci's efficacy was 60 percent, meaning that in 60
percent of patients Roci caused targeted tumors to
shrink.

The complaint alleges that soon after, certain data
provided to Mahaffy and Erle Mast (Mast), the
company’s CFO at that time, showed that Roci’s efficacy
rate was substantially lower and by early July 2015,
Mahaffy and Mast learned that the efficacy for Roci at
that time was 42 percent. Clovis continued referring to
the 60 percent efficacy figure, including in the solicitation
materials for the July 2015 offering and afterward. Clovis
raised approximately US$298 million in a public stock
offering in July 2015. In November 2015, after Clovis
disclosed the true efficacy using the methodology
required by the U.S. Food and Drug Administration, its
stock price dropped approximately 70 percent. Clovis
stopped development on the drug in May 2016.

The defendants agreed to the settlements without
admitting or denying the allegations and the settlements
are subject to court approval. Clovis agreed to a US$20

million penalty. Mahaffy agreed to a US$250,000 penalty.

Mast agreed to pay a US$100,000 penalty and to
provide disgorgement and prejudgment interest of
US$454,145, attributable to selling Clovis stock during
the relevant period at inflated prices.

The SEC plans to seek the creation of a Fair Fund for
distribution of the penalties to harmed investors.
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U.S. Securities and Exchange Commission Charges
Unregistered Sales of Securities Issued Under EB-5
Immigrant Investor Program

On September 21, 2018, the US Securities and
Exchange Commission (SEC) announced that an
lllinois-based regional center, its chief executive officer
(CEO), and 37 affiliated limited partnerships have
agreed to settle charges related to securities issued
under the EB-5 Immigrant Investor Program, which
provides foreigners who invest in the U.S. a potential
path to becoming a U.S. Resident.

According to the SEC'’s order, from 2011 to 2015, 37
entities affiliated with CMB Export LLC (CMB) offered
EB-5 securities in the form of limited partnership
interests without registering them with the SEC and
without a valid exemption from registration. The order
also found that CMB, at the direction of its CEO Patrick
Hogan (Hogan), paid transaction-based compensation
to U.S. individuals and entities for soliciting foreign
investors to purchase these securities. In 2015, CMB
and Hogan began developing and implementing a
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compliance program to ensure compliance with the
federal securities laws.

CMB and Hogan neither admitted nor denied the
findings in the SEC's order, which requires them to
cease and desist from further violations of the broker-
dealer registration requirements of the federal securities
laws. The CMB limited partnerships neither admitted nor
denied the findings in the SEC’s order, which requires
them to cease and desist from further violations of
registration provisions of the federal securities laws. The
order also requires CMB to pay a $5.15 million penalty,
Hogan to pay a penalty of $515,000, and each of the 37
CMB limited partnerships to pay a penalty of $160,000,
for total monetary relief of $11.585 million.
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Hong Kong Securities and Futures Commission
Reprimands and Fines Huatai Financial Holdings
(Hong Kong) Limited HK$800,000 Over Naked Short
Selling

On September 17, 2018, Hong Kong Securities and
Futures Commission (SFC) has reprimanded and fined

Huatai Financial Holdings (Hong Kong) Limited (Huatai
Financial) $800,000 for failures relating to the short
selling of Great Wall Motor Company Limited (Great Wall)
shares in 2015.

On August 28, 2015, Great Wall announced its proposed
bonus issue of shares, which was equivalent to 200 per
cent of its existing issued shares and was subject to the
fulfilment of certain conditions. The settlement date of
the bonus shares was expected to be on October 13,
2015.

The SFC investigation found that:

1. On September 30, 2015, when the bonus shares
started trading on an ex-rights basis, Huatai Financial's
proprietary desk manually booked an entry in its trading
system to reflect Huatai Financial's entitlement to
360,000 bonus shares as a result of its pre-existing
holding of 180,000 Great Wall shares. The entry caused
Huatai Financial's trading system to show a total of
540,000 Great Wall shares as a single position without
differentiating between its pre-existing holding of
180,000 shares and the 360,000 bonus shares which
had not yet been settled.

2. On October 6, 2015, without performing any checks
or verifications, a proprietary trader of Huatai Financial
assumed that the bonus shares had become
unconditional and placed an order to sell 500,000 shares
of Great Wall, causing Huatai Financial to become short
by 320,000 shares in Great Wall. Section 170(1) of the
Securities and Futures Ordinance prohibits "naked" or
"uncovered" short selling. Prior to the settlement date,
Great Wall did not make any public announcement
regarding the fulfillment of the conditions. The public did
not have reasonable grounds to believe that they had
presently exercisable and unconditional rights to vest
the bonus shares in the purchaser of them before the
settlement date.

SFC considers that Huatai Financial failed to act with
due skill, care and diligence in dealing in the bonus
shares and to diligently supervise its staff members and
implement adequate and effective systems and controls
to ensure compliance with the short selling requirements.

In deciding the sanctions against Huatai Financial, SFC
took into account that:

* the dealing in the bonus shares involved a single,
unintentional short sale;

« Huatai Financial self-reported the regulatory breach to
SFC;

« there is no evidence to suggest that Huatai Financial
had acted in bad faith in short selling the bonus shares;
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 Huatai Financial has taken remedial measures to
strengthen its internal controls and systems;

 Huatai Financial has cooperated with SFC in resolving
SFC'’s concerns; and

» Huatai Financial has an otherwise clean disciplinary
record.
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Hong Kong Securities and Futures Commission
Bans Ngo Wing Chun for Misappropriation of
Customer Data upon Change of Employment

On September 20, 2018, Hong Kong Securities and
Futures Commission (SFC) has banned Ngo Wing Chun
(Ngo), a former relationship manager of Hongkong and
Shanghai Banking Corporation Limited (HSBC), from re-
entering the industry for 12 months from September 20,
2018 to September 19, 2019 for unauthorized transfer of
customer data.

SFC found that Ngo sent an email containing personal
data of approximately 995 customers from his HSBC
email account to his two personal email accounts on
November 19, 2015, his last working day at HSBC.

The customer data leakage was immediately detected
by HSBC'’s email monitoring system before Ngo joined
another bank in a similar capacity the following day. Ngo
agreed to delete the email upon HSBC'’s request from
his personal email accounts. There is no evidence that
the customer data had been disclosed to any third
parties.

Ngo’s conduct was in breach of HSBC's internal policies,
the Personal Data (Privacy) Ordinance and SFC’s Code
of Conduct.

In deciding the sanction, SFC took into account all
relevant circumstances, including Ngo’s otherwise clean
disciplinary record.

This case was referred to SFC by the Hong Kong
Monetary Authority.
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Highlights of the Speech by Mr. Ashley Alder, Chief
Executive Officer of the Hong Kong Securities &
Futures Commission at Hong Kong Investment
Funds Association Luncheon with Updates on the
Commission's Asset Management Strategy for Hong
Kong

In a speech at Hong Kong Investment Funds Association
luncheon held on September 19, 2018 by Ashley Alder,
Chief Executive Officer of the Hong Kong Securities &
Futures Commission (SFC) outlined SFC's Asset
Management Strategy for Hong Kong. The key issues of
the speech are summarized of the following:

Mutual Recognition of Funds

When the Mutual Recognition of Funds (MRF)
agreement was signed with the Mainland in 2015, it was
the first time that funds from outside the Mainland had a
real opportunity to sell to Mainland investors.

SFC has been in close contact with the China Securities
Regulatory Commission (CSRC) not only to ensure the
program continues to operate smoothly, but also to
discuss the way forward.

One topic which is frequently discussed amongst the

fund industry relates to the approval process for
“northbound” Hong Kong funds. This has in fact speeded
up over the past year, with seven Hong Kong funds
being approved over the past 12 months. The volume
of northbound sales is still significantly larger than
southbound sales, although this gap has been closing
significantly in the last year. SFC will continue
discussions with the CSRC about this, but SFC is
confident that the accelerating trend of approvals will
continue.

The CSRC recently released rules relating to new
Mainland pension investment funds. The first of these
will adopt a fund-of-funds model and the CSRC has
specifically allowed them to invest in Hong Kong funds
through the MRF channel.

SFC introduced the Open-ended Fund Company
structure just over a month ago in Hong Kong. SFC is
now exploring making these funds eligible for inclusion
in MRF.

Although managers of Hong Kong MRF funds are not
allowed to delegate, they can still appoint overseas sub-
advisors. Nonetheless, SFC is well aware that the
delegation model could be more efficient, particularly for
large fund houses with a global presence. One major
consideration here is the recent growth of global strategy
funds domiciled in Hong Kong. In light of this, SFC is
now actively re-evaluating the delegation policy,
including whether it might be allowed for these global
and non-Asian funds.

Under the sales limit for MRF funds, Mainland investors
cannot hold more than 50% of the value of an MRF
fund'’s total assets. Even though the current regulatory
limit has not been exceeded, SFC noticed that there is a
request for relaxation. SFC will keep an eye on how
MRF develops and take the point up with the CSRC at
the right time.

Exchange-traded funds (ETFs)

SFC has been working very hard with the CSRC and the
Hong Kong and Mainland exchanges on “ETF Connect”.
As with many things involving the potential further
opening up of the Mainland market, it has been very
challenging to resolve the operational, legal, clearing
and settlement issues.

These issues are more complex than they may first
appear. Questions have also been raised about whether
the costs may outweigh the benefits, which in turn may
depend on the types of ETFs eligible to qualify. SFC will,
however, keep working hard to resolve the outstanding
issues to achieve this further expansion of Stock
Connect.

Retail fund distribution
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It has been widely reported that in Hong Kong about
80% of retail funds are sold through banks and 70% of
all sales are made by just three banks. This raises a
number of concerns: limited investor choice, lack of
market competition, high barriers to entry for fund
managers and products as well as high trailing
commissions and costs.

SFC has enhanced point-of-sale transparency about
conflicts of interest. SFC also introduced new rules
governing the use (or abuse) of the term “independent”
by intermediaries. New guidance has been issued on the
design and operation of online distribution and advisory
platforms. SFC has consulted the market about
equivalent rules for face-to-face distribution.

SFC has been exploring the feasibility of an exchange-
based, business-to-business online fund distribution
platform. It would provide much better access to “shelf
space” for product distribution. SFC would introduce a
measure of standardization and automation which could
improve operational efficiency and make it possible to
send information to investors more easily and
transparently. There is also the potential for fund
managers to use the platform to launch new financial
technologies.

At the same time, SFC understands that the industry has
some reservations. Not least, there are no successful
examples of this idea in any overseas markets. It is also
likely to take some time before brokers who are new to
the funds market can be ready to join. There are
concerns that the platform may disrupt existing
distribution arrangements, and that the consequences of
this are unknown. There are also legitimate worries
about the costs of setting up and running the platform as
well as the potential take-up and utilization rates by fund
managers and distributors.

SFC remains optimistic about the potential of this project.

SFC is pushing for the finalization of a concrete model
with a view to conducting a robust cost-benefit analysis
and validation assessment with the industry. This
evaluation would also need to take into account new
market developments, including the new virtual banking
channel.

Unit Trusts Code

Last December, SFC launched a Consultation on
Proposed Amendments to the Unit Trusts Code.

Major feedback from the fund industry focused on SFC's
proposals about funds which use derivatives,
specifically whether they will be subject to enhanced
distributor obligations as derivative or complex products.

SFC's original proposals were aimed at providing clear

guidance on the treatment of investments in derivatives
by retail funds, and this took account of retail investors’
expectations for plain vanilla funds.

SFC continues to believe that a clear, overall limit on
derivatives investments by plain vanilla retail funds is
necessary.

SFC will issue guidance to include examples as well as
criteria  for excluding some derivatives from the
investment limit of 50% of the fund’s net asset value and
also publish a list of SFC-authorized derivative funds so
that distributors can clearly identify which are subject to
additional suitability assessments.

Green finance

Investors  increasingly  recognize that strong
environment, social and governance (ESG) standards
are a proxy for overall management quality and long-
term sustainability.

Companies with high ESG standards are likely have less
exposure to environmental accidents or regulatory
breaches which could impose significant costs and harm
their brand reputation or other intangible assets.

SFC has been looking closely at global developments in
green finance and what they may imply for Hong Kong.
The main areas SFC is looking at:

First, environmental disclosure by listed companies.
Asset managers need quality ESG data from companies
that is comparable in order to make better investment
decisions. The Mainland is moving towards mandating
that listed companies make environmental disclosures
in 2020.

Second, SFC is examining asset managers’ integration
of ESG factors into their own investment processes.
Asset owners are becoming more vocal in asking ESG-
related questions as part of hiring or retaining asset
managers, and the “E” element of this is becoming
dominant.

Another advance is that countries are now developing
consistent disclosure or labeling guidelines for green
investment products. SFC has already authorized 21
funds which focus on climate, green, environmental or
sustainable development, and new applications keep
coming. SFC will therefore be evaluating ESG
disclosures more closely, and aim to engage with the
industry on this front a little down the track.
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Highlights of the Speech by Mr. Carlson Tong,
Chairman of the Hong Kong Securities & Futures
Commission at Hong Kong General Chamber of
Commerce Seminar with Updates on the
Commission's New Regulatory Approach to Tackle
Corporate Governance Problems and Listed
Company Misconduct

In a speech at Hong Kong General Chamber of

Commerce Seminar held on September 19, 2018 by Mr.

Carson Tong, Chairman of the Hong Kong Securities &
Futures Commission (SFC), outlined SFC's new
regulatory approach to tackle corporate governance
problems and listed company misconduct. The key
issues of the speech are summarized of the following:

Front-loaded approach

SFC began to take a more proactive approach, a real-

time, front-loaded approach, to tackling corporate
misconduct and safeguarding the interests of investors.
This means getting ahead of threats, delivering fast and
responsive regulation, and maximizing the impact of
SFC’s actions. Under this new approach, SFC’s existing
statutory powers under the Securities and Futures
(Stock Market Listing) Rules (SMLR), and more
generally under the Securities and Futures Ordinance
(SFO), to deal directly with listing applicants when we
have concerns about initial public offerings (IPOs) and
with listed companies on their corporate actions.

Last year, there were around 40 cases which involved
the potential or actual use of SFC’'s SMLR powers. The
followings are some real-life examples:

Listing applications
High shareholding concentration

In one case, SFC found that after listing, a company’s
top 25 shareholders would hold over 99% of its total
issued share capital. This is an extremely high
shareholding concentration and it is no surprise that it
raised a lot of questions. SFC exercised their power
under the SMLR to object to the listing application.

Connection with largest supplier

In another case, SFC were concerned that a listing
applicant provided false or misleading information about
its relationship with the largest supplier. The applicant
described the supplier as an independent third party, but
it was clear that there were connections between the
applicant and the supplier, including cross-
shareholdings. This prompted SFC to wonder about the
applicant’s trustworthiness and its relationship with the
supplier. The applicant eventually withdrew its listing
application.

Corporate actions

SFC pointed to a number of corporate transactions that
were terminated or restructured as a result of their
recent regulatory actions.

Placing of new shares at a substantial discount

SFC had one case where a listed company proposed to
place new shares to a small group of investors at a
substantial discount. This would transfer control from the
existing controlling shareholder to the new investors.
Even more suspiciously, some of the investors may have
been acting as nominees for persons unknown. After
several rounds of SFC enquiries, the company
terminated the proposed placing.

Unneeded and dilutive
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A listed company completed two highly dilutive
fundraisings within a year, and was proposing a third
round. SFC found this a bit suspicious because the
company did not seem to have an urgent need for
funding on any of these occasions. After investigating,
SFC discovered undisclosed connections between
some of the company’s directors and the shareholders
who voted to approve the fundraisings. More alarmingly,
the directors may be connected with parties who
subsequently acquired the company’s shares in the
fundraisings. Considering these facts and the impact of
another round of fundraising on shareholders, SFC
directed a suspension of trading in the company’s
shares.

Acquisition with convertible bonds

A more extreme case involved a listed company which
proposed an acquisition through the issuance of
convertible bonds at a more than 60% discount to the
market price. If fully exercised, the conversion shares
would represent more than half of the enlarged issued
share capital. SFC were worried that the acquisition was
a way to obtain a listing without going through the usual
application process. SFC made enquiries and issued a
letter of concern, but the company could not offer any
reasonable explanation. The planned placing was
subsequently scrapped.

Corporate governance and independent non-executive
directors

Ten years ago, Lehman Brothers and AIG provided hard
lessons in corporate governance. One major takeaway
from the crisis is that corporate governance goes a long
way to help both public and private companies operate
with greater transparency and accountability. It also
helps create a level playing field for businesses and
supports capital market development in the long run.

The key to good corporate governance is the tone at the
top and having in place a strong and effective board.
Independent non-executive directors (INEDs) play a
critical role in this.

SFC combined the use of statutory powers under the
SMLR with their investigation and other enforcement
tools. This is because SFC has a statutory duty to
administer the SFO which allows them to investigate and
pursue a range of criminal and civil actions against
wrongdoers. This includes directors and senior
executives who have the responsibility to protect
shareholders’ interests.

During the first half of 2018, 60 listed company directors
were subject to disciplinary sanctions. These included
36 executive directors, five non-executive directors
(NEDs) and 19 INEDs. This is a four year high. So that
is a pretty clear sign that there is an issue with the quality

of company directors.

According to SFC's Annual Report, from April 2013 to
March 2018, the number of corporate mis-governance
cases under SFC's investigation jumped from 41 to 72,
an increase of more than 70% in just five years’ time.

Regarding the case of Freeman FinTech Corporation
Limited (Freeman) two years ago, SFC commenced
legal proceedings under the SFO to disqualify 10 former
executives and NEDs for breach of directors’ duties.
SFC also sought a court order that the managing
director and one NED compensate Freeman $76.8
million, equivalent to the alleged loss they caused to the
company. The proceedings are still ongoing.

In this and other cases, such as Far East Holdings and
Hanergy Thin Film, SFC went after senior executives
and non-executive directors and held them accountable
for their wrongdoing. These enforcement actions are
necessary, but the very best way is stronger corporate
governance on the part of companies in Hong Kong. Too
often NEDs and INEDs are over-reliant on executive
directors or management without understanding the
importance of their role in establishing and maintaining
a sound corporate governance framework.

A step in the right direction to raise overall governance
standards was the Stock Exchange’s recent proposed
changes to its Corporate Governance Code. The new
measures cover the transparency and accountability of
the board, independence of INEDs, over-boarding and
board diversity, and will take effect in 2019.

Backdoor listings and shell activities

There is the huge demand for shell companies for
backdoor listings and the significant increase in the
value of shells. The problem with backdoor listings is
that they circumvent the normal listing requirements.
Assets are injected into a listed company without the
proper due diligence normally undertaken by IPO
sponsors, and with very limited disclosure of the new
business.

This raises doubts about whether there is a fair and
orderly market. One may argue that such activities are
limited to a small segment of the market. Nevertheless,
they could lead to market manipulation, insider trading
and excessive volatility, to name but a few, resulting in
substantial harm to SFC’s markets and investors.

To deal with these issues, SFC have been working
closely with the Stock Exchange over the past few years.
The resulting consultation on backdoor listing and
continuing listing criteria which ended August 2018 is the
fruit of these efforts.

In short, it is proposed that the reverse takeover rules
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and continuing listing criteria be tightened to prevent
backdoor listings, particularly those involving shell
companies. This involves tightening the existing
principle-based test by including change in control or de
facto control and also extending the bright line test for a
series of transactions from two years to three years.

In assessing whether there is a change in de facto
control, the following will be taken into account:

« any substantial change in its board of directors and key
management

* any change in its single largest substantial shareholder
« any issue of restricted convertible securities

SFC is highly supportive of these proposals. They are a
key part of broader efforts to address problematic
corporate and market conduct in the regulation of listed
companies. So SFC will certainly keep a close watch
where these issues are concerned. Where intervention
is justified, SFC will not hesitate to employ their front-
loaded approach to combat listed company misconduct
and other serious issues.

Weighted Voting Rights and biotech companies

Following SFC’s approval, the Stock Exchange issued
new rules which allows listings of pre-revenue biotech
firms and companies from emerging and innovative
sectors with Weighted Voting Rights (WVR) structures to
expand Hong Kong’s listing regime earlier this year.

As part of Hong Kong's strategy to diversify the mix of
companies listed here, the new regime will enhance the
competitiveness of SFC’s markets and help attract
Mainland and international capital.

In many ways, the new regime is ground-breaking—
Xiaomi, the first company with WVR structures to list in
Hong Kong, commenced trading on July 9, while Ascletis
Pharma, the first pre-revenue biotech company to list
here, began trading on August 1.

The new listing regime also provides a concessionary
secondary listing route for Greater China and
international innovative companies listed on qualifying
exchanges overseas. More significantly, Hong Kong is
the first major jurisdiction to have its own WVR
regulations. This is truly unprecedented.

Of course, investor protection is prioritized in allowing
such listings. A number of ringfencing measures are in
place to make sure that WVR does not become the norm
in the markets. For instance, listing applicants are
subject to a set of stringent criteria, including detailed
suitability and enhanced disclosure requirements as well
as a higher market capitalization threshold. For WVR

companies, there are limits to their WVR power and
rules to protect non-WVR holders’ right to vote. There
are also enhanced corporate governance requirements.

To address concerns that biotech firms without a track
record of profitability may become easy targets for
backdoor listings and shell activities, measures were
introduced to streamline the de-listing process and
prohibit fundamental changes in business.

The Stock Exchange’s recent decision to delay the
launch of a consultation on its proposal to allow
corporate entities as WVR beneficiaries. This issue will
remain on SFC’s radar.

Cross-border connectivity

Right from the start, Hong Kong has been uniquely
positioned to benefit from greater crossborder
connectivity as the Mainland opens up.

The first H-share listing of Tsingtao Brewery in 1993
marked the beginning of a new era for the development
of the capital market. Up to today there are 260 H-shares
listed in Hong Kong, with Mainland companies
comprising more than 60% of Hong Kong’'s market
capitalization and over 80% of market turnover.

The subsequent launch of Stock Connect and the
Mutual Recognition of Funds (MRF) arrangements are
just a few examples of Hong Kong's increasing market
integration and close collaboration with the Mainland.

This will be key as the scope of Hong Kong’s mutual
market access programs broadens over time. In fact,
SFC is in discussions with the China Securities
Regulatory Commission (CSRC) to expand the scope of
Stock Connect, Bond Connect, Exchange-traded funds
Connect and MRF.

More than ever, Hong Kong's ability to strengthen its
competitiveness as an international financial center
hinges on the success of these cross-border initiatives.

And with the increased presence of Mainland-backed,
SFC-licensed corporations and Hong Kong-listed
Mainland companies, the regulatory interests of the SFC
and the CSRC are increasingly aligned.

Late last year, SFC entered into a Memorandum of
Understanding (MoU) with the CSRC on regulatory and
enforcement cooperation in the futures markets. This
cooperation enabled them to manage common risks
better and laid the foundation to develop Hong Kong as
a center for managing exposure to the Mainland market.

And in June this year, SFC entered into a MoU with the
China Banking and Insurance Regulatory Commission
to enhance cooperation in the supervision and oversight
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of financial institutions that operate on a cross-boundary
basis.

SFC considers that bilateral and reciprocal regulatory
cooperation will be key to Hong Kong’'s future as a
leading international financial center and a major hub for
two-way capital flows.
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Hong Kong Securities and Futures Commission
Announces Green Finance Strategic Framework

On September 21, 2018, the Securities and Futures
Commission (SFC) announced its strategic framework
to contribute to the development of green finance in

Hong Kong.

Globally, Green finance has gathered momentum since
the 2015 Paris Agreement (Paris Agreement) on climate
change, which calls for “making finance flows consistent
with a pathway towards low greenhouse gas emissions
and climate-resilient development”.

SFC has been monitoring policy developments in green
finance since early 2016. This is particularly relevant
since the Paris Agreement on climate change applies to
Hong Kong, and mainland China has made green
finance a top priority as it transitions to a sustainable
economy.

As Hong Kong is well positioned to complement the
Mainland’s green development ambitions and to connect
green finance flows between the Mainland and the rest
of the world, SFC aims to discuss what they as a market
regulator can do to develop green finance in Hong Kong.

SFC's action agenda is fivefold:

« As a priority, to enhance listed companies’ reporting of
environmental information emphasizing climate-related
disclosure, taking into account the Mainland’'s policy
direction to target mandatory environmental disclosure
by 2020, and aiming to align with the Climate-related
Financial Disclosures recommendations.

e To conduct a survey of asset managers and asset
owners participating in the Hong Kong market on their
sustainable investment practices, to engage with the
industry to formulate appropriate policies, codes and
guidance, and to work towards obliging asset managers
to disclose how and to what extent they consider
Environmental and Social Governance, especially
environmental factors, in the investment and risk
analysis process.

« To facilitate the development of a wide range of green-

related investments, including listed green products, as
well as unlisted, exchange-traded and over-the-counter
green products. This would include providing disclosure
guidance and harmonized criteria and frameworks to
facilitate disclosure and reporting, and working with
Hong Kong Exchanges and Clearing Ltd on how it can
develop and promote the listing and trading of green
financial products such as bonds, indices and
derivatives.

» To support investor awareness of and capacity
building in green finance and investment related matters
by working with the Investor Education Center, other
financial regulators, industry associations and
stakeholders.

» To promote Hong Kong as an international green
finance center by participating in international initiatives,
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as well as exploring cooperation opportunities with
environmental authorities.

SFC said that Hong Kong has an opportunity to be at the
leading edge of global developments to connect green
finance flows between the Mainland and the rest of the
world.
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Singapore Exchange Proposes New “Trade At Close”
Session for Securities Market

On September 21, 2018, Singapore Exchange (SGX)
issued a consultation paper seeking public feedback on
the proposed introduction of a new trading session for
the securities market, the “trade at close” (TAC).

According to the proposal, during the five-minute-long
TAC trading session, participants will be able to execute
orders only at the closing auction price set during the
closing auction routine.

With the TAC session, SGX will shorten the trading
phase preceding the closing routine by five minutes to
4.55pm on a normal trading day, or 11.55am for half-day
trading. This will allow the market closing time to remain
at 5.06 pm and 12.06 pm respectively.

SGX is proposing three main features for the TAC
trading session:

1. The TAC session will not occur if there is no closing
auction price;

2. Orders will match at only the closing auction price and
according to time priority; and

3. Orders can be amended but must all be priced at the
closing auction price.

SGX said that the introduction of the TAC session will
allow investors to trade at a fixed price, namely the
closing price of the security, while preserving the
integrity of the price discovery process. This is part of
SGX’s ongoing commitment to bettering its market
structure and enhancing trading for both existing and
potential participants.

The public can submit feedback on the proposal to
introduce the TAC session till October 11, 2018. If

adopted, SGX will implement the proposed TAC session
in July 2019.
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Petrobras Reaches Settlement with U.S. Securities
and Exchange Commission for Misleading Investors

On September 27, 2018, the US Securities and
Exchange Commission (SEC) charged Brazilian oil-and-
gas company Petrdleo Brasileiro S.A. (Petrobras) with
misleading U.S. investors by filing false financial
statements that concealed a massive bribery and bid-
rigging scheme at the company. The U.S. Department of
Justice also announced a non-prosecution agreement
with Petrobras.

The SEC's order finds that senior Petrobras executives
worked with Petrobras’s largest contractors and
suppliers to inflate the cost of Petrobras’s infrastructure
projects by billions of dollars. The companies executing
those projects paid billions in kickbacks to the Petrobras
executives, who shared the illegal payments with
Brazilian politicians who helped them obtain their high-
level positions at Petrobras. Petrobras erroneously
recorded these payments as money spent to acquire
and improve assets, resulting in an estimated US$2.5

billion overstatement of assets.

The SEC’s order finds that Petrobras’s false and
misleading filings included materially false and
misleading statements to U.S. investors in a US$10
billion stock offering completed in 2010. The filings
misrepresented Petrobras’s assets, infrastructure
projects, the integrity of its management, and the nature
of its relationships with its majority shareholder, the
Brazilian government.

In connection with the settlement of the SEC’s charges
and the non-prosecution agreement with the
Department of Justice, Petrobras has agreed to pay a
total of US$933 million in disgorgement and
prejudgment interest and an US$853 million penalty.
These payments are subject to offsets for, respectively,
certain payments it makes to investors in a related class-
action settlement and penalties paid to law enforcement
authorities in Brazil. The SEC's order also establishes a
Fair Fund to distribute the penalty received by the SEC
to harmed investors.

The SEC said that if an international company sells
securities in the United States, it must provide truthful
information about its business operations.
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Information in this update is for general reference only
and should not be relied on as legal advice.
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