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Duties of an Investment Adviser of a Fund -
Implications of the Decision of the Hong Kong
Securities and Futures Appeals Tribunal in the
Cardinalasia Consulting Limited Case

On January 30, 2023, the Hong Kong Securities and
Futures Appeals Tribunal (SFAT) affirms the disciplinary
action of the Securities and Futures Commission (SFC)
to reprimand and fine Cardinalasia Consulting Limited
(CCL) HK$1.5 million over its failures in acting as a
principal investment adviser to five private funds
between August 2014 and October 2017, and imposes
a heavier suspension on its responsible officer (RO),
Lee Shiu Lun (Lee).

During its investigation, the SFC found that seven loan
agreements totaling HK$203.9 million were entered into
amongst the five CCL-advised private funds for the sole
purpose of addressing the borrowing funds’ liquidity
needs (such as meeting margin calls), with little regard
to the lending funds’ interests. Specifically:

e the loans were not backed by any collateral or
guarantee, and offered limited protection to the
lending funds in the event of default or late
repayment;

e one of the loans was granted free of interest, and
the interest rates for the other loans were far below
the rates offered by other execution brokers for
margin loans; and

e it is apparent that one of the lending funds did not
have sufficient liquidity when granting the loans. In
one case, the lending fund had to borrow from
another fund due to liquidity issues just one day after
it had granted two loans to a third fund.

The SFC is of the view that CCL and its RO had failed
to ensure that five of the seven loans that they advised
and/or recommended the funds to enter into were fair
and in their best interests. As for the other two loans
which CCL and its RO allegedly had no knowledge of
until after they had been entered into, CCL and its RO
did not raise any concerns with the funds’ investment
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advisers after becoming aware of them even though
they were not in the best interest of the lending funds.

The SFC's investigation also found that the investment
advisers of the five CCL-advised funds effected a total
of 14 pairs of cross-trades amongst the funds by way of
bought and sold notes at a significant discount (ranging
from 14% to 31%) to the stocks’ previous close on three
trading days in November 2015. In this connection, CCL
and its RO had failed to properly assess the basis for
each of the trades and ensure that they were executed
on the best available terms for, and in the best interests
of, both the buying and selling funds before signing the
relevant settlement instruction forms for the trades.

The duties of investment advisers and ROs

CCL and Lee are licensed under the Securities and
Futures Ordinance (SFO) to carry on Type 4 (advising
on securities) and Type 9 (asset management)
regulated activities. The investment adviser and ROs,
being licensed persons, would be required to comply
with all applicable laws, regulations, guidelines, and
codes issued by the SFC such as the Fund Manager
Code of Conduct, the Code of Conduct for Persons
Licensed by or Registered with the SFC (Code of
Conduct) and Guideline on Anti-Money Laundering and
Counter-Financing of Terrorism.

Honesty and fairness (General Principle (GP) 1 of the
Code of Conduct) and Responsibility of Senior
Management (GP9 of the Code of Conduct)

Among other requirements which are of equal
importance, a senior management (including ROSs),
should bear primary responsibility for ensuring the
maintenance of appropriate standards of conduct and
adherence to proper procedures by the firm (GP9 of the
Code of conduct). Licensed persons must also act
honestly, fairly and in the best interests of their clients
and in accordance with the integrity of the market
pursuant to GP1 of the Code of Conduct.

As a licensed person under the SFO, the RO should
further note the heightened and broader responsibilities
that he is subject to. With the superior education and/or
experience required for a licensed person, the RO
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should ensure that he comprehended and understood
the true nature and extent of the transactional
agreements to be entered or entered into along with the
underlying obligations, such that the client’s positions in
the market or asset held are adequately safeguarded,
and that he would take reasonable and professional
steps to discharge his fiduciary duties owed to clients
and relevant investors.

Conflicts of interest (GP6 of the Code of Conduct)

Pursuant to the Code of Conduct, licensed persons must
also seek to avoid conflicts of interest of direct relevance
in the transaction, or ensure fair treatment to their clients
if such conflicts cannot be avoided. The Fund Manager
Code of Conduct also provides that a fund manager
should maintain and operate effective organizational
and administrative arrangements with a view to taking
all reasonable steps designed to identify, prevent,
manage and monitor any actual or potential conflicts of
interest, including conducting all transactions in good
faith at arm’s length and in the best interests of the fund
on normal commercial terms. Where an actual or
potential conflict arises, the conflict should be managed
and minimized by appropriate safeguards and measures
to ensure fair treatment of fund investors, and any
material interest or conflict should properly be disclosed
to fund investors.

By extracting fund from the financially more viable funds
to assist the financially weakest funds, the Cardinalasia
case has given an example of failure of an investment
adviser in avoiding the conflict or seeking fair and
adequate protection for all clients, and it is, again, a
blatant disregard for the duties to act in best interest of
the clients of the investment advisers.

Instead of benefitting the weakest funds at the expense
of the strongest, the SFAT has illustrated clearly that an
alternative way meeting the liquidity problems of the
relevant funds should be first considered, or otherwise
the licensed persons should ensure that the terms and
conditions of all loan agreements contained fair and
adequate protection for the relevant funds obliged to
make the loans. For instance, granting loans free of
interest or at unreasonably low interest than the
prevailing market rate should not be acceptable.

Proper record keeping

Under the Fund Manager Code of Conduct, investment
advisers also should be aware of requirement of proper
record keeping, which include maintaining an audit trail
of all transactions effected, keeping all transaction
records such as accounting/securities ledgers, contract
notes from third-party brokers, etc. They should also
ensure that their internal controls and written compliance
procedures are updated and satisfactory, addressing all
applicable legal and regulatory requirements.

Remarks

The SFAT and the SFC reiterated the point that
investment advisers and ROs should have high
standards of conduct and ensure the best interests of
investors in the CCL’s misconduct case. In addition, the
role of investment advisers is a role of real substance.
They are appointed to act in an independent way, even
if acting under delegated powers, they should employ
their knowledge and understanding of financial matters
in order to ensure the best interests of investors under
the context of compliance with the rules on conflicts of
interest.

This case as a timely reminder to remind fund managers
and advisers of the high standards of conduct the SFC
expects of them. Substandard practices of fund
managers would not only expose fund investors to
potentially significant financial losses but also threaten
the integrity of the market and Hong Kong'’s role as an
international asset management center. The SFC
appears determined to crack down on asset
management misconduct and would impose harsher
penalties going forward to deter such misconduct to
protect the interests of the investing public, maintain the
integrity of the financial market and further reinforce
Hong Kong's status as a leading wealth management
center.
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https://www.sfat.gov.hk/files/SFAT%202021-
2%20Determination%20(f).pdf

https://www.sfc.hk/-
/media/EN/assets/components/codes/files-
current/web/codes/fund-manager-code-of-conduct/Fund-
Manager-Code-of-
Conduct_Eng_20082022.pdf?rev=9aae7a8541054823b7f462
6749e56¢f8
https://www.sfc.hk/-media/EN/assets/components/codes/files-
current/web/codes/code-of-conduct-for-persons-licensed-by-
or-registered-with-the-securities-and-futures-
commission/Code_of_conduct_05082022_Eng.pdf?rev=0fd3
96c657bc46feb94f3367d7f97a05

Hong Kong Companies Ordinance Amended to
Allow Holding of General Meetings by Using Virtual
Meeting Technology

On January 27, 2023, the Companies Registry (CR) of
Hong Kong issued a Gazette Notice and an external
circular which announce that the Companies
(Amendment) Ordinance 2023 (the Amendment
Ordinance) will come into operation on April 28, 2023.

The Amendment Ordinance seeks to modernize the
Companies Ordinance (Cap. 622) (CO) and the
Companies (Model Articles) Notice (Cap. 622H) (Model
Articles) in respect of the manner in holding general
meetings. The amended CO will allow companies
incorporated in Hong Kong to hold general meetings in
a fully virtual mode or a hybrid virtual and physical mode.
In order to facilitate implementation Amendment
Ordinance, the CR has issued the “Guidance Note —
Good Practice on Holding Virtual or Hybrid General
Meetings” which provided general information and good
practices on the holding of fully virtual or hybrid general
meetings by locally incorporated companies.

Summary of the changes

Current section 584 of the CO provided that a company
may hold a general meeting at 2 or more places using
any technology that enables the members of the
company who are not together at the same place to
listen, speak and vote at the meeting, but no express
references were made regarding a fully virtual meeting
or a meeting in mixed virtual or physical mode.

The major changes introduced under the Amendment
Ordinance include:

(a) introducing a new definition of “virtual meeting
technology”, which means a technology that allows
a person to listen, speak and vote at a meeting
without being physically present at the meeting (new
section 547(1) of the CO);

(b) providing that notice of a general meeting to
members or on a website must specify, among other

matters, the physical venue of the meeting or the
virtual meeting technology to be used for holding the
meeting, or both (new sections 573(2) and 576(1) of
the CO);

(c) providing that the notice may specify the virtual
meeting technology to be used for holding the
meeting unless the company’s articles expressly
preclude the holding of a general meeting by using
virtual meeting technology or require a general
meeting to be held only at a physical venue (new
sections 576(1) and (2A) of the CO);

(d) setting out the mode of holding a general meeting,
i.e. either (i) at a physical venue; (ii) by using virtual
meeting technology; or (c) both at a physical venue
and by using virtual meeting technology (new
section 583A of the CO);

(e) clarifying that when a general meeting of a company
is held at 2 or more physical venues, the company
must use any technology that allows the members
of the company who are not together at the same
physical venue to listen, speak and vote at the
meeting regardless of whether virtual meeting
technology is also used for holding the meeting (new
section 584(1) of the CO); and

(f) providing that a person who attends a general
meeting by using the virtual meeting technology
specified in the notice of the meeting is to be
regarded as being present (new section 585(4A) of
the CO).

Whether an amendment to the constitutional documents
is required

The Amendment Ordinance aims to provide sufficient
flexibility for companies to conduct corporate affairs
smoothly and effectively having regard to their own
circumstances and needs.

If the existing articles of association (“articles”) of a
company refer to a place or places for conducting a
general meeting, the company will still benefit from the
flexibility and may be able to hold a fully virtual or hybrid
general meeting without conflicting with its articles.
However, a company’s articles may need to be
amended where the articles expressly preclude the
holding of a general meeting by using virtual meeting
technology, or require a general meeting to be held only
at a physical venue.

Companies should choose the most appropriate mode
of meeting and will need to consider, in addition to
convening a valid meeting in accordance with the law
and their articles, whether a physical general meeting
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continues to be the most appropriate mode or that
holding a fully virtual or hybrid general meeting may
promote better engagement with and maximize
participation by members.

There is no “one-size fits all” approach to the holding of
physical, virtual or hybrid general meetings. Ultimately,
in deciding the mode of holding general meetings,
companies should aim to promote engagement with
members and encourage their participation at meetings
and, having considered the best interest of their
members, opt for the most appropriate mode of meeting.
The mode of meeting should not be a means of
managing attendance or limiting the ability of members
to participate in meetings and raise questions.
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Hong Kong Securities and Futures Commission
Consults on Proposals to Regulate Virtual Asset
Trading Platforms

On February 20, 2023, the Securities and Futures
Commission (SFC) of Hong Kong launched a
consultation on the proposed requirements for operators
of virtual asset trading platforms (VATP).

In the new licensing regime to be introduced under the
Anti-Money Laundering and Counter-Terrorist Financing
Ordinance (Cap. 615 of the laws of Hong Kong) which
would take effect on June 1, 2023 (the AMLO VASP
regime), all centralized VATPs carrying on business in
Hong Kong or actively marketing to Hong Kong investors
will need to be licensed and regulated by the SFC,
irrespective of whether they provide trading services in
security tokens or not.

The SFC’s proposed regulatory requirements for VATPs
are based on the regulatory requirements of the existing
regime under the Securities and Futures Ordinance and
are comparable to those for licensed securities brokers
and automated trading venues. The requirements cover
key areas such as safe custody of assets, know-your-
client, conflicts of interest, cybersecurity, accounting and
auditing, risk management, anti-money
laundering/counter-financing of terrorism and prevention
of market misconduct. The SFC has also taken the
opportunity to propose modifications to some
requirements of the existing regime.

As part of the consultation, the SFC is seeking views
particularly on whether to allow licensed platform
operators to serve retail investors, and if so, the
measures to be implemented in addition to the proposed
range of robust investor protection measures, which
include ensuring suitability in onboarding clients and
token admission. In addition to ensuring suitability in
onboarding clients and token admission, the other key
proposals relate to token due diligence, governance and
disclosures.

Key proposed reqgulatory requirements for licensed
VATPs

Upon the commencement of the AMLO VASP regime,
licensed VA trading platforms are proposed to be subject
to the compliance with the Guidelines for Virtual Asset
Trading Platform Operators (VATP Guidelines).

The proposed VATP Guidelines are based on the
existing regulatory requirements applicable to SFO-
licensed platform operators, which cover areas
including: safe custody of assets, Know-Your-Client,
anti-money laundering and counter-financing of
terrorism (AML/CFT), conflicts of interests, admission of
virtual assets (VAs) for trading, prevention of market

manipulative and abusive activities, accounting and
auditing and risk management. The SFC now seeks the
public’s views on proposed additions or variations to the
current regulatory requirements.

Allow retail access to licensed VA trading platform

In light of the recent collapse of many unregulated VA
trading platforms which result in substantial loss of
investors, and having balanced the importance of
offering investor protection for retail investors, the SFC
proposes to allow all types of investors, including retail
investors, to access trading services provided by
licensed VA trading platform operators, provided that the
platforms comply with a range of robust investor
protection measures.

Such investor protection measures include (i)
onboarding requirements; (ii) governance; (iii) token
admission criteria; (iv) token due diligence; and (v)
disclosure obligations.

(i) Onboarding requirements

The SFC proposes that during the onboarding of
investors, a licensed platform operator should ensure
that the provision of its services is suitable for that client
(excluding institutional professional investors and
qualified corporate professional investors) by taking the
following steps:

(a) assess a client’s risk tolerance level and risk profile,
accordingly determine the client’s risk profile and
assess whether it is suitable for the client to
participate in the trading of VAs.

(b) set a limit for each client to ensure that the client’s
exposure to VAs is reasonable, as determined by
the platform operator, with reference to the client’s
financial situation and personal circumstances.
Such a limit should be reviewed regularly to ensure
that it remains appropriate.

(ii) Governance

It is proposed that a licensed platform operator should
set up a token admission and review committee, which
should be responsible for, among others, (a)
establishing, implementing and enforcing the criteria for
a VA to be admitted for trading, (b) making the final
decision as to whether to admit, halt, suspend and
withdraw a VA for trading and (c) reviewing regularly the
criteria and rules to ensure they remain appropriate, and
that the VAs admitted remain to satisfy the token
admission criteria.

The token admission and review committee should also

at least comprise senior management who are
principally responsible for managing the key business
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line, compliance, risk management and information
technology, and the committee should report to the
board of directors monthly at the minimum.

(i) Token admission criteria

While the SFC has not vetted nor reviewed VAs offering
and marketing materials, the SFC aims to adopt a more
prudent approach by introducing a set of objective
criteria for licensed platform operators to follow when
determining whether to make a specific VA available to
retail clients.

General token admission criteria

Platform operators should consider the general non-
exhaustive factors below when admitting VAs for
trading:

(a) the background of the management or development
team of a VA;

(b) the regulatory status of a VA in different jurisdiction
and whether its regulatory status would also affect
the regulatory obligations of the platform operator;

(c) the supply, demand, maturity and liquidity of a VA,
including its market capitalisation, average daily
trading volume, etc.;

(d) the technical aspects of a VA, including the security
infrastructure of its blockchain protocol, the size of
the blockchain and network, etc.;

(e) the marketing materials for a VA, which should be
accurate and not misleading;

(f) the development of a VA including the outcomes of
any projects associated with it as set out in its
Whitepaper (if any) and any previous major
incidents associated with its history and
development;

(g) the market risks of a VA, including concentrations of
VA holdings or control by a small number of
individuals or entities, price manipulation, and fraud,
and the impact of the VA's wider or narrower
adoption on market risks;

(h) the legal risks associated with the VA, including any
pending or potential civil, regulatory, criminal, or
enforcement action relating to its issuance,
distribution or use; and

() whether the utility offered, the novel use cases
facilitated, or technical, structural or cryptoeconomic
innovation exhibited by the VA appears to be
fraudulent or scandalous.

Apart from the general token admission criteria, a
licensed platform operator should also ensure the
selected VAs available to retail clients will satisfy the
specific token admission criteria as an eligible large-cap
VA. An “eligible large-cap VAs” refer to VAs which are
included in at least two “acceptable indices” issued by at
least two independent index providers.

(iv) Token due diligence

In addition to the general and specific admission criteria,
a licensed platform operator should also perform
reasonable due diligence in the following areas before
admitting any VA for trading. In particular, it should:

(a) ensure that its own internal controls, systems,
technology and infrastructure could support and
manage any risk specific to that VA.

(b) conduct a smart contract audit for VAs to review
whether the smart contract layer is subject to any
security flaws or vulnerabilities unless it
demonstrates that relying on a smart contract audit
conducted by an independent auditor is reasonable.

(c) except for VAs only made available to professional
investors, obtain and submit to the SFC written legal
advice in the form of a legal opinion or memorandum
confirming that the VA does not fall within the
definition of “securities” under the SFO.

(v) Disclosure obligations

A licensed platform operator is expected to disclose
sufficient product information to enable clients to
appraise the position of their investments, as in the
following non-exhaustive list:

(a) Price and trading volume of the VA on the platform,
for example, in the last 24 hours;

(b) Background information about the management
team or developer of the VA,

(c) Issuance date of the VA,
(d) Brief description of the terms and features of the VA;
(e) Link to the VA's official website (if any);

(f) Link to the smart contract audit report of the VA (if
any); and

(9) Where the VA has voting rights, how those voting
rights will be handled by the licensed platform
operator.

Proposed requirements for insurance / compensation
arrangement
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The SFC also proposes to modify the existing insurance
requirements that, among others, a licensed platform
operator should:

(@) maintain an  SFC-approved compensation
arrangement which provides an appropriate level of
coverage for risks associated with the custody of
client VAs (e.g. hacking incidents);

(b) monitor the daily total value of client VAs under its
custody, and notify the SFC and take remedial
measures promptly if it becomes aware that such
total value exceeds the covered amount under the
compensation arrangement and anticipates that
such a situation will persist; and

(c) ensure its own funds or funds of a its associated
entity within the same group of companies are
segregated and held on trust and designated for a
specific purpose to satisfy the requirements only.

The SFC invites comments on how in particular the
proposed arrangement of setting aside the funds by the
licensed platform operators should be conducted to
provide the same level of comfort as third-party
insurance, as well as suggestions for technical solutions
which could effectively mitigate risks associated with the
custody of client VAs, particularly in hot storage.

Trading in VA derivatives

Existing SFO regime does not allow licensed platform
operators to offer, trade or deal in VA futures contracts
or related derivatives. Nevertheless, the SFC notices the
increasing interest in the industry in offering VA
derivatives, particularly to institutional investor, and
therefore invites opinions on (i) the type of business
model to be adopted by licensed platform operators, (ii)
type of VA derivatives to offer for trading and (iii) type of
investors to be targeted for trading in VA derivatives.

Guideline _on_Anti-Money Laundering and Counter-
Financing of Terrorism (For Licensed Corporations and
SFC-licensed Virtual Asset Service Providers)

The VATP Guidelines generally cover requirements
governing the conduct of licensed platform operators.
The SFC proposes that licensed platform operators
should comply with separate guideline governing the
requirements for all AML/CFT matters arising from their
business activities.

The SFC has drafted a stand-alone chapter (Chapter 12)
in the existing Guideline on Anti-Money Laundering and
Counter-Financing of Terrorism (For Licensed
Corporations) (AML Guideline for LCs), which will be
renamed as the Guideline on Anti-Money Laundering

and Counter-Financing of Terrorism (For Licensed
Corporations and SFC-licensed Virtual Asset Service
Providers) (AML Guideline for LCs and SFC-licensed
VASPs).

The Guideline provides some key requirements, which
include regulations on transfers of VAs, which provides
that licensed platform operators must be abided by the
record-keeping requirements and conduct due diligence
on the transfer counterparty and apply risk-based
AML/CFT measures. They should also obtain and
record the required information of the originator or
recipient in a transfer. The AML Guideline for LCs and
SFC-licensed VASPs will also provide related
requirements for the identification of suspicious
transactions and sanctions screening of all relevant
parties involved in a VA transfer.

Transitional arrangements

Operators of VATPs which plan to apply for a licence,
including pre-existing platforms (i.e. those operating in
Hong Kong with a meaningful and substantial presence
prior to June 1, 2023), should begin to review and revise
their systems and controls to prepare for the new
regime. Those which do not plan to apply for a licence
should start preparing for an orderly closure of their
business in Hong Kong. The SFC proposes to provide a
12-month transitional period to pre-existing platforms for
compliance with the requirements in relation to existing
clients or VAs currently made available by SFO-licensed
platform operators.

In light of the recent turmoil and the collapse of some
leading crypto trading platforms around the world, there
is clear consensus among regulators globally for
regulation in the VA space to ensure investors are
adequately protected and key risks are effectively
managed. Adopting the “same business, same risks,
same rules” principle, the SFC’s regulatory regime
captures all facets of the public’s interface with VAs via
mainstream finance to provide investor protection and
address prudential risks for financial institutions. The
SFC intends to publish lists on its website to inform the
public of the different regulatory statuses of VA trading
platforms, and will continue working with the Investor
and Financial Education Council to enhance investor
education for the Hong Kong public.

Interested parties are invited to submit their comments
to the SFC on or before March 31, 2023.
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Hong Kong Monetary Authority Takes Disciplinary
Action Against Westpac Banking Corporation, Hong
Kong Branch for Contraventions of the Anti-Money
Laundering and Counter-Terrorist Financing
Ordinance

On January 31, 2023, the Hong Kong Monetary
Authority (HKMA) announced that it had completed an
investigation and disciplinary proceedings for Westpac
Banking Corporation, Hong Kong Branch (WBCHK)
under the Anti-Money Laundering and Counter-Terrorist
Financing Ordinance (Chapter 615 of the Laws of Hong
Kong) (AMLO). The Monetary Authority (MA) has
imposed a pecuniary penalty of HK$4,000,000 against
WBCHK for contraventions of the AMLO.

The disciplinary action is taken under section 21 of the
AMLO, follows an investigation by the HKMA on
WBCHK'’s systems and controls for compliance with the
AMLO. The control lapses identified in the investigation
relate to its delay in completing periodic reviews for
some of its customers during the period between June
1, 2016 and May 31, 2017. WBCHK also failed to
establish and maintain effective procedures for carrying
out its duties under the AMLO in relation to periodic
reviews for its customers during this period.

The AMLO imposes customer due diligence and record-
keeping requirements on specified financial institutions,
including Authorized Institutions, and designated non-
financial businesses and professions. As regards
Authorized Institutions, the MA is the relevant authority
under the AMLO.

In deciding the disciplinary action, the MA took into
account all relevant circumstances and factors,
including the following:

(a) the seriousness of the investigation findings;

(b) the need to send a clear deterrent message to
WBCHK and the industry about the importance of
effective controls and procedures to address money
laundering and terrorist financing risks;

(c) WBCHK has rectified the deficiencies identified; and

(d) WBCHK has no previous disciplinary record in
relation to the AMLO and cooperated with the HKMA
during the investigation and enforcement
proceedings.

Ms. Carmen Chu, Executive Director (Enforcement and
AML) of the HKMA, said, “Timely periodic reviews for
customers is a vital part of effective framework for banks
to help combat money laundering and financial crime.
Banks should maintain up-to-date understanding of risks
and deploy adequate resources to detect and deter
abuse of accounts, and thus contributing to the
ecosystem response to evolving threats and upholding
the integrity of banking system. Reference can be made
to the HKMA's relevant guidance to ensure systems of
controls remain effective and risk-based.”
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Hong Kong Monetary Authority Issues the
Consultation Conclusion to the Discussion Paper on
Crypto-Assets and Stablecoins

On January 31, 2023, the Hong Kong Monetary
Authority (HKMA) issued the consultation conclusion to

the discussion paper on crypto-assets and stablecoins
(the Consultation Conclusion) followed its consultation
on the relevant proposals in the its discussion paper
published on January 12, 2022. The Consultation
Conclusion summarized the feedback received and the
HKMA's response. In the Consultation Conclusion, the
HKMA proposes to bring certain activities relating to
stablecoins into the regulatory perimeter, and indicates
the expected regulatory scope and key regulatory
requirements.

Key activities to be requlated

Key activities relating to stablecoins will be subject to a
mandatory licensing regime. The HKMA will scope in the
stablecoin structures for regulation under a risk-based
approach. The HKMA will prioritize in regulating
stablecoins that purport to reference to one or more fiat
currencies, given the higher and more imminent
monetary and financial stability risks that they may pose.

In particular, activities relating to an in-scope stablecoin
include:

(a) Governance: establishment and maintenance of the
rules  governing an in-scope  stablecoin
arrangement;

(b) Issuance: issuing, creation or destroying of an in-
scope stablecoin;

(c) Stabilization: stabilization and reserve management
arrangements of an in-scope stablecoin (whether or
not such arrangements are provided by the issuer);
and

(d) Wallets: provision of services that allow the storage
of the users’ cryptographic keys which enable
access to the users’ holdings of an in-scope
stablecoin and the management of such stablecoins.

Entities that will require a license from the HKMA

The HKMA concludes that the following entities will
require a license:

Entities that:

(a) conduct a regulated activity in Hong Kong;

(b) actively market a regulated activity to the public of
Hong Kong;

(c) conduct a regulated activity which concerns a
stablecoin that purports to reference to the value of
the Hong Kong dollar; or
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(d) the authority is of the opinion that should be so
regulated, having regard to matters of significant
public interest.

Key regulatory principles

Comprehensive regulatory framework: Appropriate
regulatory requirements will be developed on areas such
as but not limited to ownership, governance and
management, financial resources requirements, risk
management, anti-money laundering and counter-
terrorist financing (AML/CFT), user protection, and
regular audits and disclosure requirements.

Full backing and redemption at par: The value of the
reserve assets of a stablecoin arrangement should meet
the value of the outstanding stablecoins at all times. The
reserve assets should be of high quality and high
liquidity. Stablecoins that derive their value based on
arbitrage or algorithm will not be accepted. Stablecoin
holders should be able to redeem the stablecoins into
the referenced fiat currency at par within a reasonable
period.

Principal business restriction: The regulated entities
should not conduct activities that deviate from its
principal business as permitted under their relevant
licenses. For example, wallet operators should not
engage in lending activities. Authorized Institutions (Als)
are exempted from the principal business restriction
under the proposed regulatory regime as Als are already
subject to similar or more stringent regulatory
requirements with respect to their deposit-taking
business.

Target implementation date

The proposed regulatory regime is expected to be
implemented by 2023/24 while the HKMA is weighing
the pros and cons between introducing a new legislation
and amending existing laws for implementation of the
regulatory regime.

The HKMA received a total of 58 submissions in
response to the discussion paper on crypto-assets and
stablecoins from the industry, public bodies, business
and professional organizations, and individuals, etc. On
the whole, the respondents were supportive of
regulating stablecoins with a risk-based and agile
approach. The respondents also broadly supported the
need to take into account the latest market
developments and draw reference from the discussion
of international regulatory bodies when developing the
relevant regulatory regime.

An appropriate regulatory environment will help address
financial stability risks possibly posed by stablecoins,
and promote the orderly and sustainable development
of the industry.
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Hong Kong Exchanges and Clearing Limited Issues
the Review of Issuers’ Annual Reports in 2022

On January 20, 2023, Hong Kong Exchanges and
Clearing Limited (HKEX) issued the Review of Issuers’
Annual Reports in 2022. The HKEX adopts a thematic
approach when conducting the review, selecting specific
areas for review based on the results of previous years
as well as emerging trends or matters considered to be
of higher risks.

Findings and Recommendations

The HKEX had the following material findings and
recommendation from their thematic review:

Financial reporting and related controls

Asset valuation remained a major issue in financial
reporting, as some issuers were overly optimistic and
failed to apply proper assumptions in valuing their
assets, or failed to substantiate the fairness of the
reported values of their assets with objective evidence
and documentation. As a result, there were material
adjustments represented changes to initial impairment
assessments and valuations of assets. These issues
led to delays in the publication of financial results and/or

modified opinions expressed by auditors and in more
extreme cases, suspension in the trading of securities of
the issuers.

Directors are primarily responsible for preparing
financial statements in accordance with relevant
accounting standards. They should establish and
maintain proper risk management and internal controls,
and deploy adequate resources to maintain them. The
audit committee, as the body in charge to monitor the
integrity of financial statements and compliance with
accounting standards, should critically assess
management’s accounting estimates and challenge the
reasonableness of the assumptions adopted by the
management.

Under the Corporate Governance Code (Appendix 14 to
the Rules Governing the Listing of Securities on the
Stock Exchange of Hong Kong Limited (Listing Rules)),
issuers should also establish whistleblowing polices for
employees and those who deal with them to raise
concerns with the audit committees about possible
improprieties in any matters related to the issuers.

Material asset impairments (other than loans)

As llustrated above, the HKEX had concerns over
issuers’ assessment of asset impairments. Some
issuers have discussed the circumstances that led to the
material impairments in the annual reports and yet
disclosed generic reasons for the impairments only. For
example, some issuers cited COVID-19 or changes in
government policies as reasons for impairment, without
elaboration on how those events impacted the values of
their assets, and the HKEX required those issuers to
make further explanation in supplemental
announcements.

Material lending transactions

This year, the HKEX continued to identify cases of
material impairments on loan receivables that raised
concerns about potential breaches of directors’ duties.
Further, a number of issuers reviewed did not fully follow
last year’s recommendation to disclose details of their
material loan receivables and for money lenders, their
business models, credit assessments and approval
policies, and details of their loan portfolios and loan
impairment assessments.

In conducting lending transactions, directors should
critically assess the commercial rationale for making the
loans, whether their terms are fair and reasonable, and
whether the use of funds is in the interests of the issuer
and its shareholders. For issuers that operate money
lending businesses, the directors should also maintain
effective risk management and internal control systems
to assess and manage credit risk exposure and to
monitor the recoverability of loans and adequacy of the
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collaterals. Issuers should follow the HKEX’s
recommendation on the disclosure, in addition to those
recommended disclosure for issuers operating money
lending businesses, generally, details of loan
receivables including major terms, reasons for granting
the loans and how they meet the issuers’ business
strategies and discussion of any material impairments or
write-offs of the loan receivables and the basis of
impairment assessments should be disclosed.

Newly listed issuers’ post-listing activities and
compliance with the Rules

The HKEX focused on five areas for issuers listed in
2020 and 2021 respectively, including post-listing
developments, changes in the use of IPO proceeds
and/or business plans, profit alerts and material changes
in financial results, non-compliances with the Rules after
listing and fulfilment of undertakings provided before
listing.

In particular, the HKEX have spotted cases involving
unannounced changes in the use of IPO proceeds that
were not disclosed in the prospectuses and were
inconsistent with the issuers’ business plans, such as
investing a material part of the IPO proceeds in private
entities associated with the IPO professional parties or
using for disproportionate payments for consultancy
arrangements. The  HKEX considered such
arrangements lack commercial rationale and appeared
unfavorably to the issuers with substantial losses
resulted. The HKEX reminded issuers that adequate and
timely disclosure of material changes to the use of IPO
proceeds and business plans is necessary to keep
investors informed. Directors should also be mindful of
the Rule requirements and the adequacy of the issuers’
internal controls to safeguard assets.

Financial statement disclosure under accounting
standards

The selected issuers’ disclosure generally complied with
the accounting requirements. The HKEX's review
highlighted several key areas where issuers can
continue to improve their financial disclosure in the
upcoming financial reporting period, including
judgments and estimates, material intangible assets and
fair value measurements.

In light of the current economic uncertainty and market
volatility, it is particularly important for issuers and their
audit committees to maintain a close dialogue with
auditors on the audit focus areas and other emerging
issues identified during the audit, and take prompt
actions to address auditors’ concerns. Timely
assessment and update to reflect issuers’ current
circumstances are also significant in financial statement
disclosure.

The HKEX is generally satisfied with issuers’ compliance
with annual report disclosure requirements under the
Listing Rules. Issuers continued to achieve a high rate
of compliance this year. 99% of issuers achieved a
compliance rate of 90% or above on all the disclosure
items under the Listing Rules, with disclosure on
continuing connected transactions having the highest
compliance rate of 90% and movement as to share
option schemes having the lowest compliance rate of
71%.

Issuers should take note of HKEX’s observations and
recommendation discussed in this report and follow the
guidance in their future annual reports to improve
transparency and accountability to investors.
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Source Eig:
https://www.hkex.com.hk/-/media/HKEX-
Market/Listing/Rules-and-Guidance/Other-
Resources/Exchanges-Review-of-Issuers-Annual-
Disclosure/rdiar_2022.pdf

Hong Kong Securities and Futures Commission
Reprimands and Fines Jinrui Futures (Hong Kong)
Limited HK$4.8 Million and Sanctions its
Responsible Officers for Regulatory Breaches

On February 7, 2023, the Securities and Futures
Commission (SFC) of Hong Kong announced that it has
reprimanded and fined Jinrui Futures (Hong Kong)
Limited (Jinrui Futures, licensed under the Securities
and Futures Ordinance (SFO) to carry on Type 2
(dealing in futures contracts) regulated activity) HK$4.8
million for failures in complying with anti-money
laundering and counter-terrorist financing (AML/CFT)
and other regulatory requirements between April 2015
and June 2018.

The SFC has also banned Mr. Shen Chun (Shen), a
former executive director and responsible officer of
Jinrui Futures, from re-entering the industry for six
months from February 6, 2023 to August 5, 2023.

Ms. Jiang Xiaoging (Jiang), another responsible officer
of Jinrui Futures, has been suspended for five months
from February 6, 2023 to July 5, 2023.

The SFC's investigation found that Jinrui Futures, which
permitted 258 clients to use customer supplied systems
(CSSs) for placing orders during the material time, had
failed to conduct adequate due diligence on the
CSSs. As a result, Jinrui Futures was not in a position
to properly assess and manage the money laundering
and terrorist financing and other risks associated with
the use of such CSSs by its clients. In addition, the SFC
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identified that some of the deposits made into four
clients’ accounts were unusual and/or suspicious and
inconsistent  with  the clients’ declared net
worth. Although Jinrui Futures performed certain
enquiries on these clients, they were inadequate and did
not satisfactorily explain the suspicious transactions.

The SFC further found that Jinrui Futures failed to
comply with its account opening procedures which
require its staff to conduct AML investigations on its
clients before account opening, including identifying
whether the clients were politically exposed persons or
under existing terrorist and sanction lists.

The SFC is of the view that Jinrui Futures’ conduct was
in breach of the Anti-Money Laundering and Counter-
Terrorist Financing Ordinance, the Guideline on Anti-
Money Laundering and Counter-Terrorist Financing and
the Code of Conduct for Persons Licensed by or
Registered with the Securities and Futures Commission.

The SFC considers that Jinrui Futures’ failures were
partly attributable to the failures of Shen and Jiang in
discharging their duties as the firm’s responsible officers
and senior management.

In deciding the disciplinary sanctions against Jinrui
Futures, Shen and Jiang, the SFC took into account that:

e Jinrui Futures’ failures to diligently monitor its
clients’ activities and put in place adequate and
effective AML/CFT systems and controls are serious
as they could undermine public confidence in, and
damage the integrity of, the market;

e astrong deterrent message needs to be sent to the
market that such failures are not acceptable;

e Jinrui Futures, Shen and Jiang cooperated with the
SFC in resolving the SFC’s concerns; and

e Jinrui Futures, Shen and Jiang have otherwise clean
disciplinary records with the SFC.
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Source EjE:
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announcements/news/doc?refNo=23PR3

Information in this update is for general reference only
and should not be relied on as legal advice.
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