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Background

Securities investment advisory services are regulated in China as an important part of capital market
intermediary services, with the key rules being the Interim Measures for Administration of Securities and
Futures Investment Advisory Services, promulgated by the Securities Commission of the State Council
(the regulatory predecessor to the China Securities Regulatory Commission/CSRC) in 1997 ( {iEZ#. 1
T % G A BB AT 10D, the “1997 Measures”).  Under the 1997 Measures, securities/futures
investment consulting is broadly defined as the provision of analysis, predictions or recommendations for
investments in securities or futures and such service is subject to a prior license from CSRC. As of today,
CSRC has granted 84 investment advisory licenses in total but has suspended issuing such license since
20144, due to relevant issues in the investment advisory industry, such as unsustainable business models
and lack of sufficient internal control, among other reasons.

To proactively address the issues and to resume grants for market entry driven by the continuous
development and demands of the market, on 17 April 2020, CSRC issued the long-awaited consultation
draft of the Measures for Administration of Securities and Funds Investment Advisory Services [ ilFZ53%
SRS E R ME ERZEWAD) |, the “Consultation Draft”] .

We have summarized below notable key aspects of the Consultation Draft.

Key Aspects
I Opening Up of Securities/Funds Investment Advisory Industry

Due to the lack of clear legal basis, in practice, CSRC has never granted an investment advisory

1 The full list of 84 investment advisory licensees:
http://www.csrc.gov.cn/pub/zjhpublic/G00306205/201510/t20151028_285725.htm.

www.hankunlaw.com


http://www.csrc.gov.cn/pub/zjhpublic/G00306205/201510/t20151028_285725.htm

HAN KUN

license to a wholly foreign-owned enterprise (WFOE). As an encouraging development, the
Consultation Draft specifically provides eligibility requirements for foreign shareholders of
securities/funds investment advisors, which suggests that WFOEs may be allowed to apply for
securities/funds investment advisory licenses from CSRC after the Consultation Draft takes effect.
This is consistent with the current regulatory trend toward further opening up financial service
industries to foreign investors, particularly the recent development that, as of 1 April 2020, both fund
management companies and securities firms can be WFOEs.

Il Definition and applicable scope of “securities/funds investment advisory services”

In the Consultation Draft, “securities/funds investment advisory services” is defined to include
securities investment advisory, funds investment advisory, publishing securities research reports, and
other securities and funds investment advisory services as provided by laws, regulations and CSRC.
“Securities” is defined to include stocks and bonds issued and traded either on domestic or overseas
exchanges.

Accordingly, the Consultation Draft applies to the following categories of services:

1. securities investment advisory services refer to the business activities of accepting client appointments,
providing clients with investment advice on securities, derivatives and other CSRC-approved
investment types, and assisting clients in making investment decisions in accordance with agreements;

2. funds investment advisory services refer to the business activities of accepting client appointments,
providing clients with investment advice on securities investment funds and other CSRC-approved
investment products, and assisting clients in making investment decisions or processing transactions
on behalf of clients in accordance with agreements;

3. publishing securities research reports refers to the business activities of analyzing and predicting the
overall or partial trends in securities markets, or analyzing the investment value and price fluctuations
of stocks, bonds, and other CSRC-approved investment types, and publishing research reports or
analyses to clients to directly or indirectly obtain economic benefits; and

4. other securities or funds investment advisory services recognized by CSRC.

It is worth noting that, under the Consultation Draft, funds (but not securities) investment advisors are
allowed to make investment decisions on behalf of their clients, which is referred to as discretionary
investment advisory ( “/&EFE AT ) and subject to additional requirements which will be separately
issued by CSRC. This is the first time for formal CSRC rules to expressly distinguish between
discretionary and non-discretionary investment advisory services. We expect the market to welcome
this distinction as a response to the more sophisticated and diversified practices.

It is worth noting that CSRC issued the Circular on the Pilot Work of Publicly-offered Securities
Investment Funds Investment Advisory Services ( { 5& Tl /A & S SRS 150 58 2 £ F50 08 it ) ol 453K 55
TAERIESIY )? and launched a pilot program in October 2019 for discretionary investment advisory

2 http://www.xinhuanet.com/finance/2019-11/05/c_1210341159.htm.
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services that allows funds investment advisors to have full investment discretion over their clients’
accounts. The pilot program aims to test a new business model for discretionary funds investment
advisors (buy-side funds investment advisory model), i.e. discretionary funds investment advisors may
charge their clients based on fund assets under management and performance-based fees, in addition
to the traditional consulting fees. To date, CSRC has approved 18 participants for the pilot program,
including 5 fund management companies (or their subsidiaries), 7 securities companies, 3 commercial
banks, and 3 third-party fund distribution firms. In particular, an affiliate of Ant Financial, Ant
(Hangzhou) Fund Distribution Co., Ltd., (*Ant Hangzhou”), is one of the three approved fund
distribution firms and, according to public information, the joint venture set up by Ant Hangzhou and
Vanguard Investment Management (Shanghai) Limited in June 2019 has started to provide
discretionary funds investment advisory services since March 2020.

Il Licensing Requirements and Applicable Exemptions

As a general principle under the Consultation Draft, CSRC requires prior approval to engage in
securities investment advisory services or publishing securities research reports, and requires prior
registration to engage in public funds investment advisory services.

For now, considering the sensitivity around securities research reports, only CSRC-regulated securities
firms and their subsidiaries are qualified to apply for a securities/funds investment advisory license to
publish securities research reports.

The above license or registration will be valid for three years and may be extended, subject to separate
applications with CSRC within six months prior to the expiry of the license or registration.

The Consultation Draft also provides limited scenarios which may be exempted from the above
licensing requirements, which include:

1. securities companies providing securities investment advisory services to their brokerage clients as
part of the brokerage service, provided that securities companies do not sign a separate investment
advisory agreement with such clients or charge fees separately for the investment advisory services
so provided, nor do such securities companies provide discretionary investment advisory services;

2. publicly-offered securities investment fund distribution companies which provide fund investment
advisory services to their clients as part of distribution services, provided that fund distribution
companies do not sign a separate investment advisory agreement with such clients, or charge fees
separately for the investment advisory services so provided, nor do such fund distribution companies
provide discretionary investment advisory service; and

3. securities companies, fund management companies and futures companies, or their asset
management subsidiaries providing securities and funds investment advisory services to asset
management products?, provided that they shall report with the local CSRC bureau within five business

3 The Consultation Draft does not provide a definition of “asset management products”, but by reference to the Guiding
Opinions on Regulating the Asset Management Business of Financial Institutions ( ¢ T #i 78 4RI 7 78 BV 55 135
S MY ) jointly issued by CSRC and other financial regulators, the scope should generally cover both publicly-offered
products and privately-placed asset management products offered by securities companies, fund management companies,

www.hankunlaw.com




HAN KUN

days of their commencing securities/funds investment advisory services.
IV Eligibility Requirements

The Consultation Draft provides eligibility requirements for securities/funds investment advisory
institutions in terms of, amongst others, net assets, shareholding structure, staffing requirements,
business premises, IT systems, business facilities, effectiveness and efficiency of internal controls,
compliance management and risk control systems, and track records. CSRC will separately provide
for additional requirements for discretionary fund investment advisors.

1. Staffing

For example, staff members of a securities/funds investment advisory institution that engage in certain
activities must satisfy relevant qualification requirements and register as practitioners, and senior
management personnel must additionally have at least three years of experience in the securities or
funds industry or five years of experience in another financial industry, and two years of experience in
the management of the business for which he or she is responsible.

For a securities/funds investment advisory institution that engages in only one of the three investment
advisory services stated above in Section II.1-3, it may have not less than 10 staff members with the
required qualifications and more than three years of relevant business experience; for an securities
investment advisory institution that engages in more than one of the three investment advisory
business stated above in Section 11.1-3, it shall have not less than 20 staff members with the required
gualifications and more than three years of relevant business experience.

2. Requirements for Shareholders

The shareholder(s) of a securities/funds investment advisory institution also need to satisfy relevant
eligibility requirements in terms of, amongst others, net assets, financial condition, capital
replenishment capability, and track records. Specifically, for an offshore shareholder, the offshore
shareholder must be a financial institution and the securities regulatory authority in its home jurisdiction
must have signed a regulatory memorandum of understanding and maintain an effective regulatory
cooperative relationship with CSRC.

3. Rule of “Control One and Participate in One”

As with other financial institutions, the Consultation Draft provides that any shareholder (together with
its controllers) in a securities/funds investment advisory institution may take equity stakes in up to two
investment advisory institutions and may control only one of those institutions, unless otherwise
provided by CSRC. This is consistent with CSRC’s position applicable to shareholders of fund
management companies and securities companies.

Generally speaking, the Consultation Draft has greatly increased the threshold requirements for setting
up a securities/funds investment advisor, which demonstrates CSRC'’s intention to only allow market

futures companies and their respective subsidiaries, insurance asset management companies and financial asset
investment companies.
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players with stronger overall capabilities (in terms of capital, staffing, shareholder backgrounds,
infrastructure, internal controls, etc.) to enter into this form of regulated business activity.

Investor Suitability

The Consultation Draft introduces investor suitability management obligations and requires
securities/funds investment advisory institutions to classify their clients, fully disclose relevant risks,
provide products and services corresponding to clients’ ability to identify and tolerate risk based on a
risk-matching principle.

As a general principle, investors are classified as common investors and professional investors, and
securities/funds investment advisory services for high-risk assets, such as stocks, structured products
and derivatives, cannot be made available to common investors, unless the common investors are
proactively willing to receive such services and certain CSRC-prescribed prudential requirements are
satisfied.

Outsourcing Permissible

The Consultation Draft allows securities/funds investment advisors to outsource parts of their services,
e.g. provision of research reports, investment advice, and design, operation and maintenance of
algorithms and models, to another licensed securities/funds investment advisor. Such outsourcing
arrangements, however, do not exempt outsourcing advisors from the obligations and liabilities they
owe to their clients.

Risk Reserve Requirement

The Consultation Draft requires securities/funds investment advisory institutions that provide
discretionary investment advisory services or high-risk asset investment advisory services to provide
for risk reserves to indemnify their clients for any losses caused by their violations of law, breaches of
contractual agreements, operational errors or technical failures.

VIIl Special Carve-outs

www.hankunlaw.com

While the Consultation Draft is intended to unify the relevant rules applicable to securities and funds
investment advisory services and standardize market practices, it specifically provides for the
application of carve-outs as below to harmonize with the existing regulatory framework:

For Financial Institutions

Certain requirements in the Consultation Draft will not be applicable to financial institutions providing
securities/funds investment advisory services, because they are already under competent regulatory
supervision in respect of eligibility criteria, such as securities companies, fund management companies,
futures companies, commercial banks, insurance companies and other CSRC-recognized financial
institutions. Such requirements include but are not limit to eligibility requirements for shareholders
and requirements for corporate governance, internal controls and compliance and licensing extensions.

Where any of the above financial institutions uses its wholly-owned subsidiary to apply for a
securities/funds investment advisory license, CSRC will consider the application on a consolidated




HAN KUN

basis for the purpose of eligibility requirements (considering the subsidiary and its parent financial
institution as a single entity).

2. For Private Fund Managers (PFMs)

Where PFMs provide investment advisory services for asset management products, or affiliated
qualified overseas institutional investors (R/QFIIs), the provisions as otherwise provided by CSRC will
prevail.

Notably, under currently valid PRC laws and rules, a PFM (including a WFOE PFM) may apply for an
investment advisory license from the Asset Management Association of China (AMAC), provided that
the PFM satisfies the so-called “1+3+3” eligibility requirements of AMAC membership, staffing
requirements and track record. The AMAC-issued investment advisory license allows a PFM to
provide investment advisory services for private asset management products issued by securities
companies, futures companies and fund management companies and their subsidiaries, and
commercial bank wealth management subsidiaries in China®. Once the Consultation Draft is formally
promulgated, subject to CSRC'’s discretion, it is possible that PFMs may still be subject to the current
AMAC licensing requirements, rather than the licensing requirements under the Consultation Draft, to
the extent that PFMs only provide investment advisory services for private asset management products
issued by the aforementioned financial institutions.

It should also be noted that currently R/QFIlls may not appoint PFMs to provide investment advisory
services, until the consultation drafts for the amended R/QFII rules, which were issued by CSRC on
31 January 2019, are formally promulgated and become effective.

IX Programmatic Advisory Service

The Consultation Draft specifically provides for reporting obligations over the provision of
programmatic advisory services, i.e. a securities/funds investment advisory institution using algorithms,
models and other information technology means to provide clients with automated securities and funds
investment advisory services. These obligations include reporting to the local CSRC bureau relevant
technical solutions, model parameters, investment logic and other information and materials.

X Transitional Period

The Consultation Draft provides transitional periods for institutions to conform to the requirements as
follows:

1. for institutions which have previously obtained a securities investment advisory license under the 1997
Measures but do not meet the requirements of relevant internal management and business norms
under the Consultation Draft, rectifications are to be completed within one year from the effective date
of the Consultation Draft;

2. shareholders which do not meet the eligibility requirements provided in the Consultation Draft are to

4 As from 1 May 2020, a PFM with an AMAC-issued investment advisory license may also be allowed to provide investment
advisory services for private asset management products issued by insurance asset management companies.
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complete rectifications within five years from the effective date of the Consultation Draft;

3. institutions which have not obtained a securities/funds investment advisory license before
effectiveness of the Consultation Draft but have engaged in securities/funds investment advisory
services in accordance with relevant rules (e.g. discretionary funds investment advisors under the pilot
program) should apply for approval or registration with CSRC within one year from the effective date
of the Consultation Draft in accordance therewith; and

4. institutions (a) which are not securities companies or their subsidiaries but have engaged in publishing
securities research reports or (b) which have provided common investors with high-risk asset
investment advisory services but do not meet relevant requirements for the protections afforded to
common investors before effectiveness of the Consultation Draft must cease developing new business
by the effective date of the Consultation Draft and allow the existing business to terminate upon its
expiration.

Outlook

The Consultation Draft provides clear access standards for engaging in securities/funds investment
advisory services, clarifies the applicable scope and strengthens on-going compliance requirements.
However, there are still some outstanding issues or points which will require further clarification, such as
how to address commodity futures investment advisory services, whether the securities covered by the
Consultation Draft will also include relevant securities issued by overseas companies and traded on
overseas exchanges, how to apply the “control one and participate in one” rule where financial institutions
and their subsidiaries all engage in securities investment advisory services, and the relationship between
AMAC'’s investment advisory licenses available to PFMs.

The consultation period will end on 17 May 2020. According to CSRC’s 2020 legislation plan issued on
17 April 2020, the Consultation Draft is one of the key rules to be promulgated within this year. We will
submit our comments to CSRC and will continue to work with market participants in exploring business
opportunities as the market and regulatory framework develop.

We have prepared an English translation of the Consultation Draft. Please let us know should you wish
to receive a copy.
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Important Announcement

This Legal Commentary has been prepared for clients and professional associates of Han Kun Law
Offices. Whilst every effort has been made to ensure accuracy, no responsibility can be accepted for
errors and omissions, however caused. The information contained in this publication should not be
relied on as legal advice and should not be regarded as a substitute for detailed advice in individual
cases.

If you have any questions regarding this publication, please contact:

TieCheng YANG

Tel: +86 10 8516 4286
Email: tiecheng.yang@hankunlaw.com

Yin Ge

Tel: +86 21 6080 0966
Email: yin.ge@hankunlaw.com
Lin Zhou

Tel: +86 10 8516 4188
Email: lin.zhou@hankunlaw.com
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