
 

 

 

 

 

 

 

 

 

 

 

SFC Consultation Conclusions on Proposed Amendments to 

Code on Unit Trusts and Mutual Funds  

Introduction 

On 6 December 2018 the Securities and Futures Commission (SFC) published the long-awaited consultation 

conclusions entitled Consultation Conclusions on Proposed Amendments to the Code on Unit Trusts and Mutual 

Funds (Consultation Conclusions).  The Consultation Conclusions reflect the SFC’s intentions following on from its 

proposals to amend provisions of the Code on Unit Trusts and Mutual Funds (UT Code) to update the regulatory 

regime for SFC-authorised collective investment schemes (SFC-authorised funds).  The proposals were first set out 

in a consultation paper entitled Consultation Paper on Proposed Amendments to the Code on Unit Trusts and Mutual 

Funds (Consultation Paper) issued in December 2017.  The Consultation Paper was the subject of our Oversight 

issued in January 2018. During the one-year period after the publication of the Consultation Paper, the SFC has 

engaged with relevant industry stakeholders and formed a technical focus group comprising industry experts.  The 

technical focus group provided feedback on the SFC’s proposals regarding derivatives investments. 

The SFC has decided to implement the majority of the proposals set out in the Consultation Paper with appropriate 

modifications or clarifications.  This Oversight covers the key points in the Consultation Conclusions, in particular the 

major changes made by the SFC to the revised UT Code (Revised UT Code) since the Consultation Paper in 

response to some of the comments from the industry stakeholders.   

The Consultation Conclusions and Revised UT Code can be accessed on 

https://www.sfc.hk/edistributionWeb/gateway/EN/consultation/conclusion?refNo=17CP8.   

Consultation Conclusions and the Revised UT Code 

Key operators 

In the Consultation Conclusions, the SFC maintains its position as regards the roles played by the key operators of 

SFC-authorised funds (i.e. management companies, trustees and custodians) and has therefore decided to adopt, to 

a large extent, its proposals in the Consultation Paper regarding amendments to the eligibility and obligations of key 

operators in the Revised UT Code.   

Management Companies  

Minimum capital requirement 

Adopting the proposal in the Consultation Paper, the Revised UT Code increases the minimum paid-up share capital 

and non-distributable capital reserves of a management company from HK$1 million (or its equivalent) to HK$10 

million (or its equivalent).  The minimum capital requirements are not applicable to investment delegates.  The SFC 

emphasises in the Consultation Conclusions the general importance of having strong financial standing and 
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commitment on the part of the management companies. It did not, however, address respondents’ comments as to 

the relevance between capital requirement and investor protection nor the disconnect with the capital requirements 

under the Securities and Futures Ordinance (Chapter 571 of the Laws of Hong Kong) (SFO).  For existing 

management companies with paid-up share capital and non-distributable capital reserves below HK$10 million (or 

equivalent), they will be required to meet the minimum capital requirement before the end of the 12-month 

transitional period (please see below section Timing). 

Investment expertise and experience 

To allow flexibility to management companies as to how they demonstrate their investment experience, the Revised 

UT Code allows well-established fund management groups to leverage group investment expertise and experience 

(guidance on assessing whether or not fund management groups are well-established has set out in Note (1) to 

Chapter 5.5(a) of the Revised UT Code).  An individual can act as key personnel for both the management company 

and the investment delegates within the same fund management group, provided that the individual is able to 

dedicate sufficient time and attention to manage the relevant funds for these entities.  The SFC clarifies that 

investment delegates belonging to a well-established fund management group can also make use of the flexibility to 

use or rely on group investment expertise and experience.  It is unclear how in practice the SFC will implement their 

revision. 

General obligations 
 

The SFC expects management companies to be responsible for the overall operations of their funds.  Despite the 

fact that the management companies may not formally appoint the trustee or custodian of a fund, the SFC expects 

them to ensure trustee and custodian are properly qualified to perform their duties and proper selection and 

monitoring of the fund’s service providers should be put in place.  Such requirements, as the SFC suggests in the 

Consultation Conclusions, are consistent with the standards of the International Organisation of Securities 

Commissions (IOSCO).  The SFC’s view is that the selection and ongoing monitoring requirement of management 

companies does not affect UCITS depositaries’ oversight of the management companies.  This change aligns the 

Revised UT Code to the updated Fund Manager Code of Conduct (FMCC) which came into force in November 2018, 

applicable to Hong Kong fund managers licensed under the SFO.  

Trustees and Custodians  

Appointment and eligibility 
 

In addition to the eligibility of banking institutions incorporated outside Hong Kong as discussed in the Consultation 

Paper, the Revised UT Code also provides that non-banking institutions incorporated outside Hong Kong would also 

be eligible if they are subject to prudential regulation and supervision on an ongoing basis and acceptable to the 

SFC.  

General obligations 
 

The SFC has decided to impose the enhanced obligations as suggested in the Consultation Paper on trustees and 

custodians, including segregating the fund’s property and exercising reasonable care, skill and diligence in the 

selection, appointment and ongoing monitoring of all nominees, agents and delegates who are involved in the 

custody of the fund’s property (irrespective of whether the formal appointment of these entities is made by 

management companies or by parties other than the trustee or custodian).  The SFC also views cash flow monitoring 

as an important function and has clarified in the Revised UT Code that trustees and custodians must take 

reasonable care to ensure that cash flows are properly monitored. 

The SFC further clarifies in the Consultation Conclusions that, for omnibus accounts, frequent and appropriate 

reconciliations should be performed by trustees or custodians to ensure that all of an SFC-authorised fund’s property 

is properly recorded.  The enhanced obligations, which are partly codification of the existing expectations of the SFC, 

would hopefully help deter trustees and custodians from seeking to contract out their obligations or limit their 

liabilities by obtaining back-to-back confirmations from management companies.  Moreover, the SFC is considering, 

albeit in early stage and subject to public consultation, a new regulated activity for trustees and custodians of SFC-
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authorised funds and open-ended fund companies under the SFO.  If implemented, there would be an additional 

layer of regulation for trustees and custodians.  

Periodic review of the internal controls and systems 
 

In the Consultation Paper, the SFC proposed to considerably expand and extend the scope and review of internal 

controls and systems of trustees and custodians. In the Consultation Conclusions, the SFC identifies six control 

objectives and their corresponding key control attributes in Appendix G of the Revised UT Code, against which the 

trustees and custodians are expected to ensure compliance. The SFC also provides clarifications and guidance on 

its expectations for different control attributes, including materiality for breach reporting and verification of instructions 

given by the management companies with appropriate reconciliation procedures.  

Investments 

Diversification and liquid assets 

Diversification requirements regarding limit of cash deposits   

In the Consultation Paper, the SFC proposes to permit cash deposits to exceed the 20% limit in certain specific 

circumstances, namely, before the launch or prior to merger and termination of an SFC-authorised fund.  It is further 

clarified in the Consultation Conclusions that the 20% limit may be exceeded for a reasonable period of time after the 

launch of a fund before the initial subscription proceeds are fully invested or upon receipt of subscription proceeds 

pending investment, and when cash is held for settlement of redemption and other payment obligations, whereby the 

placing of cash deposits with various financial institutions be unduly burdensome and the cash deposits arrangement 

would not compromise investors’ interests. 

Illiquid assets 

In setting the limits for illiquid assets, the SFC reiterates the general principle that an SFC-authorised fund is not 

expected to invest in assets that would compromise its ability to meet redemption requests or payment obligations 

and that a management company should take into account the specific circumstances of each SFC-authorised fund, 

including its investment objectives and strategy, investor base, underlying obligations and redemption policy.  This 

general principle requiring investments held by an SFC-authorised fund to be liquid is now included in the preamble 

to Chapter 7 of the Revised UT Code.  The SFC also modified its suggested amendment in the Consultation Paper 

such that in the Revised UT Code, an SFC-authorised fund’s investments in securities and other financial products 

or instruments that are neither listed, quoted nor dealt in on an organised market may not exceed 15% of a fund’s 

net asset value (NAV). 

Derivatives investments 

Calculation of leverage arising from derivatives investments  

One of the more controversial issues in the Consultation Paper was the classification of SFC-authorised funds with 

derivatives investments exceeding the 50% limit as derivative products, which would be subject to enhanced 

suitability requirements when being distributed under the SFC’s Code of Conduct for Persons Licensed by or 

Registered with the Securities and Futures Commission (Code of Conduct).  

In the Consultation Conclusions, the SFC acknowledges that the use of derivatives in certain circumstances should 

not be included in calculating the 50% limit.  As a result, the SFC has decided to adopt the net derivative exposure 

calculation instead of the global exposure calculated under the commitment approach as suggested in the 

Consultation Paper.  A net exposure calculation reflects a net exposure arising from derivatives investments which 

would generate incremental leverage at the fund portfolio level, when positions are converted into the equivalent 

prevailing market values of their underlying assets.  This calculation methodology will apply to all SFC-authorised 

funds (i.e. Hong Kong and overseas domiciled funds including Collective Investment in Transferable Securities 

(UCITS) funds. It thus provides a level playing field for all SFC-authorised funds.   
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The use of derivatives under the following circumstances may be excluded from the calculation of the funds’ net 

derivative exposures: 

• netting, hedging and risk mitigation; 

• cash flow management; 

• market access or exposure replication (without incremental leverage at the fund portfolio level) (this however 

is not applicable to passively managed index funds including exchange traded funds (ETFs) or structured 

funds); and 

•  investment in conventional convertible bonds. 

Under the Revised UT Code, an SFC-authorised fund with a net derivative exposure exceeding 50% of its NAV will 

be regarded as a derivative fund.  The SFC also stipulates additional requirements for SFC-authorised funds which 

use derivatives for hedging or risk mitigation purposes and such derivatives are not referenced to the same 

corresponding underlying assets being hedged, as set out below: 

• such arrangements may only be adopted in the best interests of investors, with due consideration of the 
costs involved, where derivatives referenced to the same corresponding underlying assets are not available 
or the use of such derivatives is not cost effective; 
 

• such arrangements should be used in a prudent and consistent manner with provable empirical evidence, 
demonstrating that such arrangements are efficient in limiting, offsetting or eliminating any risk to the fund’s 
portfolio; 
 

• on an ongoing basis, the management company should regularly monitor and review factors such as 
correlation, the effectiveness of such arrangements as well as the economic linkage between the derivatives 
involved in such arrangements and the hedged positions; 
 

• where such arrangements are deemed to be less effective, the management company should consider other 
alternatives for the purposes of hedging or risk mitigation, and to take appropriate action to limit the risks or 
exposure; and 
 

• the residual risks must be properly managed in all market circumstances. 
 

A guide on the use of derivatives investments for SFC-authorised funds will be published by the SFC to provide 

further guidance on the calculation methodology for net derivative exposures, criteria for exclusions and examples.  

The SFC will in future collect data and other information to conduct surveillance and monitoring on the use of 

derivatives by the SFC-authorised funds. 

Disclosure to investors 

The SFC proposed in the Consultation Paper revision to the disclosure requirements for product key facts 

statements (KFS), in particular, the disclosure of expected maximum leverage.  In the Consultation Conclusions, the 

SFC clarifies that it is the obligation of the management companies to exercise professional judgement in 

determining and monitoring the maximum threshold on an ongoing basis to ensure the disclosure is fair, balanced 

and not misleading.  In the event that the threshold is exceeded due to market movements, the management 

company should take all reasonable steps to reduce the SFC-authorised fund’s leverage. 

Collateral 

The enhanced collateral requirements in the Consultation Paper are substantially adopted in the Consultation 

Conclusions.  The SFC maintains that non-cash collateral should not be reinvested and cash collateral may only be 

reinvested in short-term and high quality instruments as specified in the Revised UT Code. 

Securities Financing Transactions 

Counterparties to these transactions will not be required to be subject to a minimum NAV as long as they are 

financial institutions subject to prudential regulation and supervision. Indemnification by securities lending agents will 

not be imposed and an overall limit on these transactions will not be introduced. 
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Investments in other funds  

The Revised UT Code abolishes the chapter in respect of fund of funds and revises the provisions concerning 

investment by SFC-authorised funds in other funds, including UCITS.  In response to the question whether prior 

approval from the SFC would be required when an existing unit portfolio management fund (UMPF) changes its 

investment restrictions so as to be reclassified as a Chapter 7 fund (plain vanilla fund), the SFC confirms that if a 

UMPF changes its investment restrictions to reflect requirements under Chapter 7 of the Revised UT Code, in the 

absence of other material changes to the fund’s investment objectives or strategy, no prior approval from the SFC or 

advance notice to investors will be required. 

Money market funds 

To better align with the limits on liquid assets in other comparable jurisdictions, in the Consultation Conclusions, the 

SFC has decided to lower the minimum holding of daily and weekly liquid assets required for a money market fund to 

7.5% and 15% of its NAV, respectively.  The SFC also clarified that high-quality government securities receiving a 

favourable credit quality assessment by the management company may also be accepted as collateral for reverse 

repo transactions. 

The SFC maintains its position that a money market fund offering a stable or constant NAV may only be considered 

by the SFC on a case-by-case basis. 

Unlisted index funds and index tracking exchange traded funds 

The SFC has adopted the majority of the proposed amendments regarding ETFs as sets out in the Consultation 

Paper, including with regard to listed and unlisted units or share classes for index funds and passive ETFs (now 

permitted), the requirement for the publication of real time or near real time indicative NAV (i.e. update at least every 

15 seconds during the trading hours the intraday value of the NAV per share/unit of a passive ETF) and the market 

maker requirements whereby the management company of a passive ETF is expected to put in place arrangements 

so that there is at least one market maker for the units/shares traded in each counter of a passive ETF and at least 

one market maker for each counter of a passive ETF will give not less than three months’ notice before terminating 

the market making arrangement.  The disclosure requirements for index constituents has also been refined in the 

Revised UT Code.  These will apply to all new ETFs launched with new operators (management companies and 

trustees / custodians) from the Effective Date; existing ETFs and new ETFs with existing operator(s) (management 

company or trustee / custodian or both) will need to implement these requirements by the end of the 12-month 

transitional period upon the Effective Date. 

Disclosure requirements for index constituents  

In the Consultation Paper, the SFC proposed to dispense with the requirement of updating the weightings of the top 

10 largest constituent securities of the underlying index to a date within a month of the date of the offering document, 

provided that a publicly accessible website where such information is published is disclosed in the offering 

document.  However, it remained unclear if there would be a minimum frequency that such website must be updated. 

In view of this, the SFC clarifies in the Consultation Conclusions and the Revised UT Code that the index information 

should be updated after each index rebalancing on a retrospective basis and in advance of the next rebalancing and 

the managers are only required to disclose in the offering document of passive ETFs and index funds a publicly 

accessible website where the constituents of the index together with their respective weightings are published.  

Given that the KFS forms part of the offering document, where the KFS has already included the disclosure of a 

publicly accessible website, the main body of the offering document is not required to provide the same disclosure. 

“Broadly based” requirements for an index 

In response to a respondent’s question as to whether there will be arrangements for grandfathering or waivers for 

existing SFC-authorised index funds in respect of the proposed enhanced “broadly based” (i.e. diversification) 

requirements in the Revised UT Code, the SFC notes that there will be a 12-month transitional period for existing 

SFC-authorised index funds to comply.  The SFC points out that the examples of exceptions for the diversification 

requirements in the Revised UT Code are not meant to be exhaustive, and management companies are welcomed 

to consult with the SFC about innovative product ideas so as to broaden investment choice for the public.   Managers 

of existing SFC-authorised funds tracking indices that do not comply with the “broadly based” requirements should 

consult with the SFC well before the end of the 12-month transitional period, and consider if changes to the relevant 

index features by the index provider, or a change of index by the fund, are required. 
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Listed open-ended funds (“active ETFs”) 

The SFC proposes to require management companies to publish an active ETF’s full portfolio to the public on a 

monthly basis with a one-month time lag.  Although the SFC is aware that there are different regulatory approaches 

to the portfolio transparency requirement, the SFC maintains its position that it would be in the public interest to not 

require full portfolio disclosure to the public on a daily basis.  

Having said that, since making daily portfolio information available to participating dealers and market makers is 

necessary to facilitate the provision of liquidity and the performance of effective arbitrage for ETFs, managers of 

active ETFs are expected to provide an ETF’s full portfolio information or proxy basket to participating dealers and 

market makers on a daily basis before trading commences. 

For the sake of easy identification, ETFs will be required to clearly disclose in the upfront disclosure box in the KFS 

whether the fund is an active ETF or a passive ETF.  The SFC website will also be enhanced to facilitate investors to 

locate information on active and passive ETFs listed on The Stock Exchange of Hong Kong Limited (HKEx). 

Close-ended listed funds 

The units/shares in close-ended listed funds must be listed and traded on the HKEx.  In the Consultation 

Conclusions, the SFC maintains the requirement that SFC-authorised funds that are closed-ended must be widely 

held.  The UT Code has been revised to reflect this requirement.  In considering whether this requirement is met, the 

SFC would have regard to the shareholder spread requirement for investment companies under the Rules Governing 

the Listing of Securities on The Stock Exchange of Hong Kong Limited (i.e. having at least 300 shareholders and no 

person shall control 30% or more of the votes exercisable at any general meeting of the relevant investment 

company).  It is generally expected that there should be an initial public offering of these units or shares and an open 

market should be maintained for all funds seeking authorisation under Chapter 8.11 of the Revised UT Code. 

To provide greater flexibility for the timing of payment of redemption proceeds to cater for exceptional circumstances 

beyond the fund’s control, Chapter 8.11(d) of the Revised UT Code now allows certain flexibility for the timing of 

redemption proceeds payments where such payment is not practicable due to legal or regulatory requirements, such 

as foreign currency control. 

The SFC has also refined the NAV disclosure requirement for closed-ended funds by providing more flexibility to 

better cater for the different nature of the investments of each scheme. 

Operational matters and on-going disclosure and reporting requirements 

Valuation and pricing 

Regarding the requirement to report to the SFC a pricing error (individually or in aggregate resulting from incidences 

which occur in a simultaneous or successive manner) amounting to 0.5% or more of an SFC-authorised fund’s NAV, 

it was not clear what would be considered to be “in a simultaneous or successive manner”.  The UT Code has been 

revised to clarify that recurring pricing errors due to the same incident or mistake which in aggregate amount to 0.5% 

or more of the relevant SFC-authorised fund’s NAV should be reported to the SFC. 

The SFC also clarifies the requirements of the independent review of valuation policies in the Consultation 

Conclusions.  The Revised UT Code provides that the independent review should include testing the valuation 

procedures by which the SFC-authorised fund’s assets are valued.  The management company, instead of preparing 

an annual report as suggested in the Consultation paper, should exercise due skill, care and diligence in the 

selection of a competent and functionally-independent party. These provisions reflect the requirement of the FMCC 

already applicable to SFC licensed management companies.  

Streamlining of specialised schemes  

Certain other proposed amendments to Chapter 8 of the UT Code in respect of specialised schemes have been 

adopted as a result of the changes in the core investment requirements in Chapter 7 of the Revised UT Code, 

including the removal of Chapter 8.3 (warrant funds) and Chapter 8.4A (futures and options funds).  For the existing 

futures and options funds, depending on their investment strategies and risk profiles, they should comply with the 

requirements either under Chapter 8.7 (retail hedge funds), Chapter 8.8 (structured funds) or Chapter 8.9 (funds with 
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extensive derivatives investments).  In view of reclassification as such, the SFC clarifies in the Consultation 

Conclusions that no prior approval from the SFC or advance notice to investors would be required where (i) there is 

no material change to the fund’s investment objectives or strategy, and (ii) the proposed changes to the fund reflect 

the changes necessary to comply with the chapter under which the fund would be classified. 

Application of proposed amendments to UCITS  

General 

The application of the Revised UT Code to UCITS funds is set out in Appendix B of the Consultation Conclusions 

and will be published on the SFC website (subject to updates from time to time) as guidance to the industry. 

Minimum initial subscription by investor 

Considering that UCITS funds are subject to a set of requirements to safeguard investors’ interests and will also be 

subject to the enhanced disclosure requirements of leverage arising from derivatives investments in the KFS to 

increase transparency, the SFC takes the view that the minimum initial subscription requirement will not be imposed 

on UCITS funds (including those with derivative investments of over 100% of NAV). 

Disclosure of use of derivatives or investment in derivatives  

The introduction of the enhanced disclosure requirements for the expected maximum leverage arising from 

derivatives investments in the KFS as discussed above will replace the existing KFS disclosure requirements for 

UCITS funds to disclose whether the funds use derivatives extensively for investment purposes.  The calculation 

methodology for leverage arising from derivatives investments will also be changed to net derivative exposure as 

mentioned above.  

Timing  

The Revised UT Code will become effective tentatively on 1 January 2019 (Effective Date) after the changes are 
gazetted in the Government Gazette.  The Revised UT Code will apply to new funds with new operators with 
immediate effect from the Effective Date.   

To allow for necessary operational and system changes to comply with the Revised UT Code, a 12-month 
transitional period from the Effective Date will be provided for existing SFC-authorised funds and their operators.  
During the 12-month transitional period, existing funds and existing operators may continue to operate in accordance 
with the relevant circulars and guidance currently in place, save for certain changes in connection with scheme 
changes, notifications and reporting requirements which will apply from the Effective Date. 

For existing SFC-authorised funds which will continue to be offered to the public in Hong Kong, a KFS with enhanced 
disclosure in accordance with the Revised UT Code in respect of derivatives investments will need to be issued 
before the 12-month transitional period expires.  

New funds with existing operators will enjoy the 12-month transitional period for most parts of the Revised UT Code, 
but for certain specialised schemes such as money market funds, active ETFs and closed-ended funds, the 
provisions on relevant notifications and reporting will apply from the Effective Date. 

The SFC will provide further guidance by way of frequently asked questions (FAQs) in respect of the approval and 
notification requirements for the implementation of the Revised UT Code. 

Conclusion 

As discussed in the Oversight “SFC Consultation on Major Changes to Code on Unit Trusts and Mutual Funds” 

issued in January 2018, a majority of the proposals, which the SFC has decided to implement, are either codification 

of the SFC’s existing, often unwritten, policies or clarification of certain SFC requirements.  The SFC indicates in the 

Consultation Conclusions that its proposals have generally been accepted by industry stakeholders.   

The SFC has also addressed the major concern being the classification of funds with derivatives investments 

exceeding the 50% limit as derivative products (and therefore subject to the suitability requirements under the Code 
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of Conduct) by refining the calculation methodology to exclude certain situations where the use of derivatives would 

not lead to an increase in the level of leverage.  This refinement would be a more sensible approach and more 

consistent with the SFC’s intention to expand the use of derivatives against the background where financial 

innovation and changing investment needs have made use of derivatives by funds more common.  Management 

companies will likely look to the SFC to provide further guidance in their understanding of the new requirements.  

As previously noted, these revisions and the coming into force of the Revised UT Code is a major change for the 

retail fund industry in Hong Kong, affecting both domestic and foreign issuers, including UCITS.  For existing SFC-

authorised funds and operators, the 12-month transitional period is helpful and shows that the SFC recognises that, 

like the update to the FMCC, much SFC-authorised fund documentation will require modification.  Management 

companies have been expecting this and will now have some certainty as to the changes required to be made.  
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