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Irregularities in Private Funds and Discretionary
Accounts identified by SFC

The Securities and Futures Commission (SFC) issued a
circular on July 31, 2017 expressing its concerns about the
management of some private funds and discretionary
accounts.

The SFC expects the board and other senior management
(including the Managers-In-Charge of Core Functions) of
all asset managers to maintain adequate oversight of their
firm’s business activities and bear primary responsibility
for ensuring the maintenance of appropriate standards of
conduct.

Below are some of the irregularities pinpointed in the
circular.

ACTING IN THE BEST INTERESTS OF THE
INTEGRITY OF THE MARKET

e discretionary account holders having sizeable
concentrated stock positions in their accounts and
asset managers acting solely at the direction of
their clients without exercising investment
discretion;

e related-party acquisition or disposal of listed
company shares by bought and sold notes, such
as, a substantial shareholder of a listed company
selling the company’s shares to a fund managed
by an asset manager by bought and sold notes,
and the substantial shareholder in turn investing
in the fund through a discretionary account;

o fund investors or discretionary account holders
being related to the listed companies invested by
the funds or the discretionary accounts; and

e adirector of an asset manager was also a director
or chief executive officer of listed companies in

which funds under the management of the asset
manager were invested.

RISK MANAGEMENT

The holdings of some asset managers’ funds and
discretionary accounts accounted for nearly 5% or more
of the issued shares of certain listed companies. In such
concentrated portfolios, losses would be amplified should
there be a price drop in the underlying investments.
Moreover, these asset managers did not have appropriate
and effective risk management policies to address such
concentration and liquidity risks. The negative impact of a
drop in the price of the illiquid stocks would be
exacerbated by the use of leverage.

ACTING FAIRLY AND AVOIDING CONFLICTS OF
INTEREST

When a fund was unable to meet margin calls on
leveraged stock trading, loans were arranged to be made
from the asset manager’'s other funds. Investors in the
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lending funds could be disadvantaged, especially if the
lending funds also needed cash to meet outstanding
redemption requests and the ability of the borrowing fund
to repay uncollateralised loans was questionable.

A fund investor related to an asset manager was given
preferential treatment and allowed to redeem his
holdings before negative adjustment was applied to the
fund, thereby minimising his own investment losses.
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Hong Kong Court Ordered Insider Dealer to Pay
$15,629,341 for Restoration to Investors

In March 2013, the Market Misconduct Tribunal (“MMT”)
found that Ms Sun Min had engaged in insider dealing
within the meaning of section 270(1)(e) of the SFO
through her purchase of 3,131,500 China Huiyuan Juice
Group Limited (Huiyuan) shares in August 2008.

A friend of Sun is a director of Huiyuan (“A”). In July 2008,
A invited Goldman Sachs to run an auction for the shares
held by major shareholders of Huiyuan. On July 24, 2008,
non-binding indicative bids were submitted to Goldman
Sachs. The information regarding these bids were not
public until September 2008.

Sun bought Huiyuan shares in July and August 2008, and
sold all of them in September 2008, making a net profit of
over HK$55.1 million.

A diary kept by Sun’s secretary reveals that Sun had been
tipped off with the information of a potential takeover of
Huiyuan. The MMT decided that her buying of shares in
August was with a view to profit from the knowledge, and
was in contravention of s270(1)(e) of SFO.

In September 2015, the SFC commenced proceedings
against Sun under section 213 of the SFO, seeking an
order requiring Sun to restore all counterparties to her
insider dealing by making financial payments.

The Court of First Instance of Hong Kong on July 17, 2017
ordered Sun to pay the restoration amount of $15,629,341
to 51 investors affected by her insider dealing in Huiyuan
shares.

BEREEMTABRZEARREINEBREH
$15,629,341
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Commencement of the new Resolution Regime for
Financial Institutions

The resolution regime established under the Financial
Institutions (Resolution) Ordinance (Cap. 628) (“FIRO”)
has come into operation on July 7, 2017.

To safeguard the stability of Hong Kong's financial
systems upon possible failure of a non-viable systemically

important financial institution, the Monetary Authority, the
Insurance Authority and the Securities and Futures
Commission, being the Resolution Authorities (“RAs”) are,
under the new Financial Institutions (Resolution)
Ordinance (“FIRO") regime, vested with a range of
necessary powers to undertake resolution planning to
prepare for any possible future application of stabilization
options to relevant Fls to apply those options as
appropriate in the event of non-viability.

The stabilization options are: (i) transfer to a purchaser; (ii)
transfer to a bridge institution; (iii) transfer to an asset
management vehicle; (iv) bail-in; and (v) transfer to a
temporary public ownership company.

The Financial Institutions (Resolution) (Protected
Arrangements) Regulation (“PAR”). sets out how an RA
should treat each type of “protected arrangement” in
resolution. It also identifies some limited and clearly
specified exclusions of rights and liabilities from the scope
of certain “protected arrangements”.

The regime outlines the consequences should an RA
inadvertently act in a manner inconsistent with the
objectives of the PAR.

There are key implications to financial institutions (and
their shareholders and creditors) during a resolution. It is
important to note that even where rights and liabilities are
carved out from the PAR, affected pre-resolution
shareholders/creditors would still be safeguarded by the
“no creditor worse off than in liquidation” (“NCWOL")
compensation mechanism under the new FIRO regime.
The NCWOL compensation mechanism provides that pre-
resolution shareholders / creditors of an entity in resolution
should receive no less favorable a treatment in the
resolution of an entity than would have been the case in a
winding. Affected shareholders and creditors can seek
remedies accordingly.

There are also consequential changes to Hong Kong's
securities regulatory regime, such as the Codes on
Takeovers and Mergers and Share Buy-backs. Section
153(7) under Part 9 of the FIRO exempts all persons from
any obligation arising in relation to a listed entity under the
Codes after the resolution authority has applied the bail-in
resolution option to that listed entity or its group company
and the bail-in is ongoing. This includes the obligations to
make an offer for shares, to enter into a takeover or
merger transaction, to make an announcement of an offer
or to disclose information of any kind. When the bail-in is
completed, the provisions of the Codes will once again
apply to the relevant person(s).



W (SRPBLENH) ELER

RIE (ERPBEEENTNFRE) (F628F) ((LE
FB1) ) RIAMLENFIET 2017 F7 5 7 HELE.

EFR (ERVIELENS) T, AEFEBSHMIIEE
ENNARGERNSRVMTE LA RN NRENE, &
BAEHMEETR. RRVEEMIFERARESLEEZR
SEXNRBENFERE, RBET-RIATBHONA, N#HT
LENK, AFAEBRERIEETRERREL &,
MR ARSI ANTHELENTEITH XHEk.

BXRfEREEAN 0 (VERILTFER ;) (DFEILTILENAA ; (i)
FULTHRSEETIR  (WARBYESEE, UERV)EILT

HHAH AT,

(ZREZHAG) ITHELERFT, LEVNHLBE
WA EEM ZABLH, WEHIR R LRI T
"ZRELHE R SEE ISMORF] K 65

(ZRRELZAAG]) FTHELENG S FEFRENE
AT, BHEER (REREZAAG) NERTENER.

ZUHNAELEREFTOAXSHIN (REKRRSHEN
A) BRE®WE., ERERNE, BEN (ZREZH
Bl PR RIEHRBERENF R 0f, XEWHLER
BERELERFERANER (LEFF) THEEIRERA
SR B T EERERF REH T RE, ZBEVEITH,
WRAELEMNL BRI R L BRI FIRAELERF T AT
BH, ARBTEBEEFTHEN,

ZUH AN EBNILSEES TR W, BFEASKMN
B RBROEMFU, RIE (RERG) % 9 83 153(7)
%, AXLELTRGHHEEA LS EHLEENF L FHEMA
MY ERLERER, MABYSEEERFLEHITHIE,
WA AN EB T 3k S BRARYE 43 <F W et B 5] 3% L SR
FENERXS, SHhefRERNEN. #OTRBHE
5. FHBEANEFTIRBEEFMRBEBMNNS . HAED
WMEEBTRN, AHTUNECEERERTEXAL.

Information in this document is for reference only and
should not be relied on as legal advice. A % iH A 2 X =
TP ZAE B -



