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SFC Enforcement Action
Highlights Compliance Lessons for
Private Fund Managers
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Overview

A recent Securities and Futures Commission (“SFC”) enforcement action highlights important compliance lessons
for licensed fund managers in Hong Kong, particularly those managing private funds, single-investor mandates
or complex fund structures. While the case resulted in a public reprimand and HKS6.8 million fine against China
Industrial Securities International Asset Management Limited (“CISIAM”), the broader takeaway is clear: fund
managers must exercise genuine investment discretion, conduct appropriate due diligence, challenge red flags
and maintain proper oversight of fund arrangements.

What the SFC Focused On

Between August 2019 and September 2020, CISIAM managed a private fund established for a single investor,
Tahoe Life Insurance Company Limited, a Hong Kong authorised insurer. The SFC’s concerns centred on whether
CISIAM had exercised independent judgment as fund manager, or whether it had largely followed investor
instructions without sufficient due diligence, challenge or oversight.

1. The fund purchased structured notes linked to debt instruments issued by a company related to the
investor.

2. Investment instructions came directly from the investor’s Chief Investment Officer, rather than through
CISIAM’s own investment process.

3. The structured notes were later transferred to another fund managed by a different manager, adding further
complexity to the arrangement.

For the SFC, these facts raised red flags around investment discretion, connected party exposure, unclear
commercial rationale and the risk that complex structures could obscure asset movements. These are the
issues fund managers should focus on when assessing whether an arrangement requires further due diligence,
escalation or senior management review.
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Key SFC findings

Investment discretion CISIAM did not exercise independent judgment and largely followed the
investor’s instructions.

Legitimacy and propriety of the CISIAM failed to conduct adequate due diligence or identify red flags in the
investment arrangements arrangement.

Investment restrictions and CISIAMSIA failed to ensure the fund’s investment restrictions were followed
objectives or aligned with its investment objectives.

Risk management CISIAM did not implement effective measures to identify, manage or moni-

tor the fund’s risks.

What the SFC Expects from Fund Managers

The SFC’s 2019 circular on dubious private fund and discretionary account arrangements remains an important
reference point for licensed corporations and asset managers in Hong Kong. It sets out the steps fund managers
should take to assess complex or unusual fund arrangements, identify red flags and escalate concerns where
appropriate.

1. Understand the Fund Structure and Arrangement

Assess whether the proposed arrangement deviates from generally accepted market practice, and whether the
manager is being asked to merely execute orders rather than make genuine investment decisions.

If the proposed arrangement involves merely executing orders rather than exercising investment discretion, this
constitutes a Type 1 regulated activity instead of a Type 9 regulated activity. Consequently, this may potentially
amount to an unlicensed activity (if the licensed corporation does not have a Type 1 license), on top of other
compliance issues.

2. Understand the Investor’s Background and Rationale

Investigate the investor’s background, source of funding, connections to counterparties, and the rationale behind
the fund’s structure and transactions.

3. ldentify Red Flags

Licensed corporations should designate appropriate staff to identify red flags outlined in Appendix 2 of the
circular, including:

— Structured products or derivatives used to channel money in convoluted ways
— A single investor directing all fund decisions

— Investments in securities linked to the investor or its affiliates

— Complex structures without a clear commercial purpose

— Onward transfers that obscure the ultimate beneficial owner or purpose.

*The CISIAM case reflected several of these red flags at the same time.
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4. Clarify the Regulatory Position with the Investor

Explain the licensed corporation’s legal and regulatory position to the investor, including the extent to which it can
perform its duties under the proposed arrangement.

5. Senior Management Review

The relevant Responsible Officers (ROs) and Managers-in-Charges (MICs) must review dubious arrangements
with due skill and care and only approve them in writing where concerns have been sufficiently addressed.

6. Document Decisions and Rationale

Maintain full records of screening, due diligence, escalation and decisions, with reasons clearly stated.

Regulatory Consequences
The outcome also highlights the potential regulatory and commercial consequences for fund managers that fail to
meet SFC expectations:

— Public reprimand and HKS$6.8 million fine

— Reputational exposure through SFC enforcement publication

— Required remediation, including updates to risk management procedures, handling of dubious
arrangements and compliance training

— Potential for increased regulatory scrutiny.

These consequences reinforce the importance of identifying red flags early, escalating concerns appropriately
and maintaining clear records of the decisions made.

Key Takeaways

The CISIAM case reinforces that the SFC’s expectations for licensed fund managers remain highly relevant,
particularly for firms managing private funds, single-investor mandates or complex fund structures. Fund
managers should be able to demonstrate that they are exercising genuine investment discretion, conducting
appropriate due diligence, escalating red flags and documenting the rationale for key decisions.

In practice, this means managing actively, questioning unusual arrangements and keeping clear evidence of the
judgments made.

Fund managers should consider whether they can evidence that they have:

— Reviewed unusual or complex fund structures before accepting or acting on them
— Assessed the investor’s rationale, source of funds and links to counterparties

— Challenged investment instructions that appear inconsistent with the fund’s mandate or commercial
purpose

— Escalated red flags to Responsible Officers, Managers-in-Charge or senior management
— Documented the due diligence, decisions and rationale supporting key investment actions.

These steps can help fund managers demonstrate that they have applied appropriate challenge, oversight and
documentation when dealing with complex or unusual fund arrangements.
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How Can Waystone Help

Waystone offers a full suite of corporate compliance solutions tailored to the needs of businesses expanding
into or operating within Hong Kong. We are committed to enhancing your corporate compliance, so you can
concentrate on growing your business with confidence.

If you have any questions about the topics raised in this article or want to learn more about how Waystone can
help you meet your regulatory requirements, please reach out to your usual Waystone representative or contact
our APAC Compliance Solutions team below.

C Contactus > >
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