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Hong Kong Fund Manager Code of Conduct – Consultation Conclusions

Introduction

At the end of November 2016 the Securities and Futures Commission (SFC) launched its Consultation Paper on Proposals to Enhance
Asset Management Regulation and Point-of-sale Transparency (Consultation). Almost a year later the SFC has finally issued its
Consultation Conclusions on Proposals to Enhance Asset Management regulation and Point-of-Sale Transparency and Further
Consultation as Proposed Disclosure Requirements Applicable to Discretionary Accounts (Consultation Conclusions). These largely
implement the SFC’s proposals in the Consultation as these affect the Fund Manager Code of Conduct (FMCC). The point-of-sale
transparency initiative are amendments the Code of Conduct for Persons Licensed on Registered with the Securities and Futures
Commission (Code), the set of rules governing all intermediaries, to address similar issues around independent advice addressed by the
Retail Distribution Review in 2013 in the United Kingdom and the Markets in Financial Instruments Directive II (MiFID II) in the
European Union (EU). The further consultation in respect of changes to the Code with regard to discretionary accounts relates to
disclosure concerning monetary and non-benefits to clients. These changes (with regard to point of sale and the further consultation
on discretionary accounts) are not covered by this Oversight. The new FMCC was gazetted on 14 November 2017 and will become
effective on 17 November 2018.

Since 2003 with the introduction of the single license under the Securities and Futures Ordinance (SFO) there have been few direct
changes to the oversight and supervision of fund managers in Hong Kong, in particular those whose focus is on the non-retail market
i.e. whose funds were sold to or invested by professional investors or offered on a non-retail basis (private funds). Indeed there was a
degree of satisfaction in Hong Kong that in the aftermath of 2008, Hong Kong’s regime received no significant revision. The FMCC
itself dates to 1997. This contrasted well with Singapore’s overhaul of its ‘exempt fund manager’ regime and the new licensing regime
under “Dodd-Frank” in the United States as well as the Alternative Investment Fund Managers Directive (AIFMD) in the EU.

Once a fund manager is licensed in Hong Kong under the SFO, it is subject to various SFC guidelines and circulars, compliance with
which goes to the fund manager’s fitness and properness. However, the key rules governing a fund manager’s conduct are set out in
the FMCC. The FMCC, like the Code, is regulation not statute and to date has confined itself to the fund manager’s obligations to
clients and general guidance as to the SFC’s expectations with regard to a fund manager licensed and operating in Hong Kong. Product
specific requirements for retail funds are set out in the SFC’s Code on Unit Trusts and Mutual Funds (UT Code). There are presently no
structural or prescribed disclosure requirements on offshore funds arising from the fact that the fund manager is licensed under the
SFO. In addition, unlike AIFMD in the EU and the registration regime in Singapore, Hong Kong has no filing, notification or registration
requirement to offer interests in an offshore fund on a non-public basis.
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The Consultation Conclusions, as these affect the FMCC, herald material change to the existing regime. These will significantly effect
fund managers in particular fund managers of private funds. The driving force behind the changes to the FMCC – which will effect all
Type 9 (asset management) licensed fund managers in Hong Kong, are not Hong Kong specific needs or identified risks. Rather it is the
perceived need for Hong Kong to comply with broader international initiatives such as those of the International Organisation of
Securities Commissions (IOSCO). The FMCC revisions relate specifically to (i) securities lending and repurchase agreements (repos); (ii)
custody, (iii) liquidity risk management and (iv) disclosure of leverage. In addition the scope of the FMCC is to be widened to apply to
discretionary accounts.

A key aspect of the impending changes is that fund managers will have explicit responsibility under the FMCC for the funds they
manage. In effect the new FMCC will stipulate minimum requirements for offshore and onshore private funds where the fund manager
has (in the SFC’s view) responsibility for the overall operation of the relevant fund. In this, at least, the SFC has backed away from its
original proposal in the Consultation to apply a much broader test for these additional requirements as to whether a fund manager has
de facto control. No references to de facto control have been retained in the new FMCC.

Responsibility for funds

The FMCC has always governed Type 9 (asset management) licensed fund managers in respect of their management of funds.
Paragraph 1.4 of the Code, by contrast, presently states that to the extent a licensed person is managing a fund then the FMCC, not the
Code, applies to that activity. The revisions to the FMCC will now make it clear that the Code applies as well as the FMCC and in the
event of uncertainty the higher requirement will be applicable. Paragraph 1.4 of the Code will be deleted.

The present drafting in the FMCC is not concise and simply refers to “client”, where appropriate. The revised FMCC clarifies that the
fund is a fund manager’s client, not the fund investors – although in places the fund manager will have duties to fund investors under
the new FMCC.

However the Consultation Conclusions broaden the scope of the FMCC so that it imposes duties on Hong Kong fund managers for
funds where they have responsibility for the overall operation. The SFC considers this to be in line with relevant IOSCO principles.
Certain duties will therefore be attached to the fund manager where it has, in substance, responsibility for the fund’s operation
notwithstanding that, legally, the fund manager may not have formal responsibility. Whilst this is in effect the approach long adopted
by the SFC with regard to managers of SFC authorised funds under the UT Code, this is a departure for private funds which historically
have had no such oversight. Regardless of, say, a corporate fund’s board of directors, trustee or other legal structure, the revised FMCC
provides that the fund manager will in effect be responsible for setting liquidity management policy and the selection of the custodian
of any fund it operates. Similarly, for example, the new FMCC will require a fund manager to ensure fair treatment of fund investors
when managing conflicts of interest despite fund investors not being the fund manager’s client. A fund manager’s decision to
terminate a fund will be required to take into account the best interests of investors in the fund. The fund manager must also provide
fund investors with information about itself. However, under the Consultation Conclusions the SFC has revised its previous suggestion
that where a fund manager’s and/or its affiliates’ appointed representatives constitute a majority of the board of a fund, then the fund
would be controlled by the fund manager for this purpose.

Where a fund manager is appointed as a sub-investment manager, by contrast, the client of the fund manager would be the delegating
primary manager. In that case, these additional requirements will not generally be imposed.

Specifically with regard to private funds (being funds, open-ended or closed-end, which are not authorised by the SFC pursuant to the
SFO) the SFC acknowledged in the Consultation that its “proposed enhancements” may be perceived as more relevant to fund level
regulation (and therefore not be subject to SFC regulation at all) but noted that IOSCO and other international regulations applicable to
funds do not distinguish in their application as between private and public funds. In the Consultation Conclusions the SFC emphasises
that the FMCC changes are intended to be more principles-based. The SFC proposes to issue FAQs from time to time to illustrate when
it considers fund managers to be “responsible for the overall operation of a fund”.

Managed accounts

In addition to extending fund level regulation on private funds via the FMCC, the scope of the FMCC will be expanded to managers of
discretionary accounts. Although many Type 9 (asset management) licensed persons have historically regarded the FMCC as being
applicable to their dealings with managed account clients, the FMCC only refers at present to persons whose business involves the
management of funds. The FMCC is therefore being revised and a new Appendix 1 to the FMCC inserted setting out express
requirement applicable to managed accounts. Appendix 1 in the new FMCC states that the provisions in respect of (i) liquidity
management, (ii) termination, (iii) side pockets, (iv) auditors, (v) valuation frequency, (vi) net asset value calculation and pricing, and
(vii) offers of investments, that will apply to funds, will not apply to managed accounts and managed account clients as appropriate.
With regard to liquidity management, however, the SFC states in the Consultation Conclusions that the principles of liquidity
management should apply to the capital withdrawal policy applicable to the relevant managed account.
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However the new Appendix to the FMCC prescribes certain minimum contents requirements (in addition to those already set out for
client agreements under paragraph 6.2 of the Code) where the manager’s client is not an “Institutional Professional Investor”, being a
financial institution or a “Corporate Professional Investor”, being a non financial institution having passed the requisite suitability
assessment per the Code (see the Oversight on this topic of February 2015).

Securities lending and repos

The Consultation took its cue from the Financial Stability Board (FSB) in that it proposed the adoption of certain FSB recommendations
to address what it refers to as shadow banking risks in respect of securities lending and repos transactions by funds. The Consultation
Conclusions will implement these proposals in all material respects. As stated in the introductory paragraph of the “Securities Lending”
section of the new FMCC, the requirements are applicable to fund managers that engage in this activity for funds that they manage.
Where a fund manager is involved in agreeing of securities lending mandate or in lending activities for a fund, the fund manager is
considered to be engaging in such transactions and must comply with the requirements. It is important to note that these provisions
are not limited to fund managers in respect of funds for which the fund managers are responsible for the overall operation.

 Collateral valuation and management policy: Fund managers will be required to put such a policy in place to include certain
minimum valuation and margin requirements. The key focus of the new requirements is to govern how fund managers manage
collateral received.

 Eligible collateral and haircut policy: Fund managers will be required to also adopt a policy re the types of acceptable collateral
and the methodology used to calculate ‘haircuts’ with due consideration to the specific nature of the fund it manages. The SFC
will issue frequently asked questions (FAQs) on the standards it will expect for designing the methodologies in this regard. From
the SFC’s perspective FAQs are a useful way of promulgating rules without requiring any public consultation process. It is hoped
that the FAQs will not be as prescriptive as those for SFC authorized funds under Chapter 8.8(e) of the UT Code.

 Reinvestment of cash collateral: Fund managers will be required to also have in place a cash collateral reinvestment policy to
ensure sufficient liquidity with transparent pricing and low risk to meet potential recalls. In addition, the SFC restates that for SFC
authorised funds, non-cash collateral should not generally be re-hypothecated.

 Reporting to fund investors: With regard to each of the foregoing, the fund manager must ensure that a summary of those
policies are disclosed to fund investors of those funds for which it has responsibility for the overall operation at least annually and
upon request. The SFC has clarified that such a summary need not be in the private placement memoranda of the fund (PPM).
Where a third party agent conducts securities lending and repo activities on behalf of a fund, the SFC expects a fund manager to
obtain access to such information (via a fund’s board or a unit trust’s trustee by agreement). The SFC appears to expect all fund
documentation to be revisited for such contractual permissions as may be necessary to be given.

Custody

In the Consultation, the relevant provisions (as before) only referred to “custodians”. Given the fact that the FMCC applies to fund
managers of both private funds and SFC authorised funds, the proposed FMCC changes outlined in the Consultation were clearly
intended to cover trustees of unit trusts (who under the UT Code have responsibility for all custody of the relevant SFC authorised
fund). The Consultation Conclusions have recognised this issue and the FMCC drafting has been clarified with express references to
funds structured as unit trusts.

Regardless of the legal structure of the relevant fund, the SFC will implement its original proposal in the Consultation to expressly
require that, in cases where a fund manager is responsible for the operation of a fund, it must select and arrange for the appointment
of a functionally independent custodian. Regardless of necessity, a private fund managed from Hong Kong must appoint a custodian
unless the fund or fund manager adopts a “self-custody” arrangement. In a self-custody arrangement (the meaning of which remains
unclear), the SFC will require the fund manager to have policies and internal controls to ensure that the persons managing custody are
functionally independent from those managing the fund investments. Although the requirement for an independent custodian or
trustee to perform safe keeping of fund assets is embodied in the UT Code, such functional independence is a new requirement for
private funds which may prove difficult in practice and expensive for many smaller private equity funds in Hong Kong. However in the
Consultation Conclusions the SFC makes clear that a custodian can be within the same group as the fund manager yet also be
functionally independent.

The Consultation Conclusions provide that the FMCC will be amended to explicitly require a fund manager to exercise due skill, care
and diligence in the selection and ongoing monitoring of the relevant fund’s custodian. The fund manager will also have to ensure a
formal written custody agreement (which as regards unit trusts is the trust deed) is entered and ensure its contents are sufficient, this
new FMCC duty, despite industry protests, cuts across the usual responsibilities of directors and trustees in most fund structures, and
arguably goes beyond the requirements in this regard of the UT Code.
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The SFC also wishes to require that fund managers ensure proper disclosure of custody arrangements and material risks associated with
those (including any changes) to fund investors.

The custody changes to the FMCC are also intended to also apply to managed accounts. Where a manager is allowed to hold client
assets, as indicated above, it should be able to self-custody subject to a separation of function within it. However in many cases,
custody of managed accounts rests with a bank that appoints the manager. In the Consultation Conclusions the SFC has addressed
concerns raised with regard to such arrangements. The SFC states in the Consultation Conclusions that where a discretionary account
client has selected and appointed its own custodian and the fund manager is not involved in the process, the fund manager is not
required to follow the new FMCC custody principles and requirements.

Liquidity risk

On 4 July 2016 the SFC issued the Circular to Management Companies of SFC-authorised Funds on Liquidity Risk Management
(Liquidity Circular). As the name suggests the Circular was directed at SFC authorised funds and seeks to implement IOSCO
recommendations. Managers of SFC authorised funds in Hong Kong were required to “enhance” internal liquidity risk management
processes in view of the Liquidity Circular by 1 January 2017 (please see the Oversight on this topic of October 2016). Pursuant to the
Consultation Conclusion, the new FMCC will extend these requirements to fund managers of private funds and incorporate these into
the FMCC. The key proposals are as follows:

 Liquidity management policy: All fund managers will be required to maintain such policies and monitor the liquidity risk of the
relevant fund or funds with reference to its obligations and redemption policy (if any). Regardless of whether or not a fund is
closed-ended or open-ended the new FMCC will require a fund manager in Hong Kong to have a compliant policy regarding
liquidity.

 Stress testing: This will be required to be undertaken by the fund manager to assess and monitor liquidity risk. Although the extent
and frequency of such testing may vary depending on the nature of the relevant fund, the new FMCC requires that such testing
will be ongoing. The SFC says in the Consultation Conclusions that, in adopting a proportionate approach, the extent and
frequency of the testing may vary, depending on the nature and liquidity profile of each fund.

 Tools: Where fund documentation provides “tools”, such as redemption deferral or suspension, to assist with liquidity
management, the new FMCC imposes on the fund manager a positive duty to consider the appropriateness of using such tools at
all times.

 Side letters: In a footnote, the revised FMCC states that where side letters have been entered into, a fund manager should
disclose this fact and the material terms in relation to redemption in the side letters to all potential and existing fund investors.

Leverage

In line with greater scrutiny of the use of leverage in the United States and in the EU under AIFMD, the Consultation Conclusions
provides that when a fund manager is responsible for the operation of a fund, the fund manager should disclose the expected
maximum level of leverage it may employ for the relevant fund to the fund’s investors. Disclosure must be fair and not materially
misleading. At this stage, the SFC states in the Consultation Conclusion that it acknowledges that there is no general consensus on how
leverage is calculated. Accordingly it is not proposing to prescribe any method although it expects the basis of calculation to be
disclosed and to take into account synthetic leverage from the use of derivatives. However the SFC says it will keep this issue under
review and it is possible FAQs will be issued in future.

Other changes

In addition to the key changes outlined above, the SFC is also proposing other updates to the FMCC which are intended to codify what
it expects already and to clarify the drafting. These include:

 Fund valuation: The SFC proposes to require independent valuation of a fund’s portfolio, separate from a fund’s investment
function. Valuation methodologies must be consistently applied to the valuation of similar types of fund assets. “Independence”
for this purpose does not mean that a third party value need be outside a fund manager’s group.

 Auditors: Where a fund manager is responsible for the overall operation of a fund, it must appoint an independent auditor (even if
this is not required by the fund’s jurisdiction of domicile).

 Side pockets: The new FMCC requires that a fund manager responsible for the overall operation of a fund discloses to fund
investors the structure and operation of side pockets (including fees) before side pockets are created. In addition to generic
disclosure, say in a PPM, additional notifications are required to fund investors when illiquid assets are side pocketed.
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 Reporting to the SFC: A more express requirement is included in the new FMCC under which all fund managers must provide
appropriate information to the SFC on an ongoing basis upon request, for example with regard to leverage or securities lending
and repo or OTC transactions on behalf of funds. Fund managers, the new FMCC states, must respond promptly and in an open
and co-operative manner. Any mistake in data provided must also be notified to the SFC promptly. All information provided by a
fund manager (and on its behalf) to the SFC must in all material respects be “complete and not misleading”.

 House accounts: In the Consultation, the SFC proposed that the FMCC be revised to state that aggregation of house orders with
client orders should only be made if it is in the best interests of clients. The SFC has shifted its position on this and will not include
this requirement in the new FMCC. In addition the SFC states that “Institutional Professional Investors” (as defined in the Code)
may request a different allocation priority than taking priority over house orders re partially filled orders.

Conclusion

Whilst it would be difficult to argue that certain inconsistencies and out-dated drafting in the FMCC do not require improvement, the
existing (yet soon to be updated) FMCC has been admirable for its light touch regulation of Hong Kong based fund managers - who are
not seriously considered by most observers to pose any “systemic risk”. The existing legal framework under the SFO and the SFC’s
various codes as applicable to the fund management industry has worked well by comparison with other jurisdictions. In the case of
‘retail’ funds authorised by the SFC, the UT Code has continued to evolve and a rigorous vetting approach ensures high levels of
investor protection. In the case of private funds, the tightening of the professional investor regime under the Code means that
interests in such funds are often restricted to only “Institutional Professional Investors” which should not need SFC protection in their
choice of investments.

The changes to the FMCC as now confirmed by the Consultation Conclusions therefore appear to be motivated by the desire to
achieve equivalence with overseas regimes rather than by need. The changes, which touch all funds primarily managed from Hong
Kong, will potentially deter private fund launches from Hong Kong whilst increasing entry and compliance costs for new fund managers.

In the Consultation Conclusions, the SFC states that it has received general support for the proposed changes. However, the changes in
the FMCC will require a review and redrafting of private fund’s PPMs, adoption of additional policies and revision of compliance
manuals by all fund managers as well as a revision of all managed account agreements entered by fund managers from Hong Kong. The
Consultation originally asked if a six month period following the gazetting of the revised FMCC will be sufficient time for
implementation – this suggested that the SFC was well aware of the degree of regulatory change proposed. The fact that the new
FMCC will not take effect for twelve months following publication in the Hong Kong Gazette confirms the significance of the FMCC
changes for the fund management industry. All Hong Kong fund managers have until 17 November 2018 to digest and implement the
requirements of the new FMCC.
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