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Nicholas Turner, Steptoe & Johnson

Security law, US sanctions complicate operations for
HK fund firms
By Echo Huang July 21, 2020

Asset managers in Hong Kong may face mounting compliance pressures as they try to navigate
risks linked to both the national security law and the ensuing U.S sanctions set to be imposed on
certain individuals and entities in the territory.

China’s law-making body imposed a sweeping national security law in Hong Kong at the end of
June targeting the activities and people involved in subversion, secession, terrorism and foreign
collusion.

The U.S. then reacted last week as Donald Trump signed the Hong Kong Autonomy Act into law,
officially ending special trade privileges with the territory and paving the way for sanctions that
would punish individuals and entities linked to the security law in Hong Kong, or those that
endanger freedoms in the territory.

Asset management firms may now need to address some operational approaches for client
screening and account handling, which could be at risk on two flanks from the security law and
the U.S. sanctions, lawyers say. However, the vagueness of the law and uncertainty around
which sanctions may be enforced makes this challenging.

Nicholas Turner, Hong Kong-based lawyer specialising in
sanctions and anti-money laundering at Steptoe & Johnson,
says fund managers may find themselves caught in the middle of
a highly politicised situation.

“There’s potential risks on both sides. You may have risks from
the Hong Kong-China perspective and the U.S. perspective,”
says Turner.

While banks and other distributors are often in charge of client or
investor screening for due diligence and compliance purposes, in
many cases asset managers will also bear counter-party risks,

and will need to scrutinise partnerships with institutional clients.

But even though technically any firm with sound existing processes should will be able to cross-
check sanctions lists and due diligence for clients and partners they work with, some decisions
could become more subjective.
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Turner says it will becomes more political from a decision-making point of view that asset
managers may be required to make careful decisions about how they want to handle such
relationships, taking into account the relevant perspectives and stakeholders.

“There’s no one-size-fits-all approach and not everyone will come to the same decision,” he adds.

It may come down to U.S. asset managers needing to freeze a person’s assets if this client is on
the sanction list by the U.S. Treasury, including those under the executive order, Turner says.

Asset managers will also need to pay attention to affiliate companies if they are owned 50% or
more by a person on the sanction list. “That creates complexity to the extent you are dealing with
companies, you have to understand the ownership in order to identify sanctions risk,” Turner
says.

Han Zheng, China’s vice premier and member of China’s most powerful seven-member Politburo
Standing Committee, for instance, is on the sanction list. Hong Kong chief executive Carrie Lam
and Hong Kong police commissioner Chris Tang are also on the list, Bloomberg reported.

Already, banks in the U.S, Europe and Hong Kong have begun existing client review and
emergency audits to identify Chinese and Hong Kong officials that could be subject to the U.S.
sanctions.

Wider client screening

Over the weekend, Hong Kong’s Securities and Futures Commission revealed that it had met
with finance executives who had expressed concerns over how the law might change information
flow and research conduct, and alter certain operations for finance firms.

While the national security law does not target any financial professional directly, asset managers
may need to strengthen their compliance and screening processes in Hong Kong.

Stefan Schmierer, Hong Kong-based managing partner at
Ravenscroft & Schmierer, says that even though the
government has “repeatedly stressed” that only a small number
of people will be subject to the law, the seriousness of the
punishment of maximum life imprisonment means asset
managers will need to “bear the law in mind” when assessing
risk around their fund operations.

Asset managers will already screen for “terrorist” risk in their
existing anti-money laundering and counter-financing of
terrorism guidelines, but the terms of the security law are much
wider than the existing guidelines and could grow.

“It is likely that the scope of national security will continue to be extended considering the
increasing international tension between the U.S. and China,” Schmierer says.

He adds that asset managers will need to adopt “higher standards” both in accepting business
from clients and reviewing clients’ business activities on a regular basis.
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HK SFC acknowledges national
security law concerns from industry

China's security law instils fears over
travel to HK, losing clients

Security law in HK stirs fears of
coercion, censorship across industry

Benjiamin Qiu, Loeb & Loeb

The lack of clarity in implementations both for the
security law and sanctions is likely to be significant
enough to “scare away” foreign managers for now,
Schmierer says.

“Similar to how the lack of clarity over various aspects of
the new national security law sparks concern, the
absence of criteria on how a sanction would be applied
over banking institutions could scare away foreign asset
managers from Hong Kong,” he says.

Some global wealth managers have already started
screening clients that may fall foul of the national
security law due to their links to Hong Kong’s pro-
democracy movement.

Reuters reported on Monday that Credit Suisse, HSBC,
UBS and Julius Baer have begun to expand their due diligence programmes to examine clients
for any political and government affiliations.

However, some legal experts say the security law is just incompatible with Hong Kong’s common
law system, so asset managers cannot really incorporate the security law into their current
compliance practices.

Benjamin Qiu, Hong Kong-based partner focusing on fund
management and corporate finance at Loeb & Loeb, says it is
practically impossible to incorporate the law into asset managers's
compliance process.

“The national security law is completely incompatible with
common law principles in Hong Kong,” says Qiu, adding that the
law is too difficult even for legal experts to analyse, explain or
comply with. “It’s clearly not about national security and it’s not a
real law,” he says.

“Some legal principles that weren’t applicable in Hong Kong would
need to be considered now,” Qiu says, indicating that some legal principles for data protection
and transmission could now change due to the law.

China’s cybersecurity law, which requires firms to disclose data on the government’s request,
does not govern Hong Kong directly, but the vaguely defined “state security” clause under the law
could potentially make that Chinese law applicable to Hong Kong firms, he adds.

The fact that Hong Kong’s chief executive could appoint judges to hear certain cases could also
pose a new risk for foreign fund firms operating in the territory.
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Fred Rocafort, Seattle-based attorney for Harris Bricken, says this is an example of where a
compromised legal system will make U.S. fund firms think twice
before signing a contract with Chinese firms that choose Hong
Kong for arbitration or litigation, because the judges could be
subjected to “pressure or potential blackmail”.

Asset managers will also need to worry about whether either their
business partners or clients have connections or are exposed to
politically sensitive matters, whereas before that was not much of
an issue in Hong Kong, he adds.

US managers on the frontline

U.S. managers, most prominently, could be on the frontline for
potential conflicts and may be subjected to additional scrutiny due

to the rising political tensions between China and the U.S. over Hong Kong.

“With the U.S ones, there’s going to be, for the foreseeable future, a particular danger,” Harris
Bricken’s Rocafort tells Ignites Asia.

While U.S. firms could be in the spotlight and in a more difficult position initially, given that the
U.K and Australia have extended visa policies to open routes for Hong Kong citizens to emigrate
due to the security law, firms from these markets may also face increasing pressure, he adds.

A number of managers such as BlackRock, Vanguard, J.P. Morgan Asset Management, Invesco
and Franklin Templeton Investments all have offices or regional hubs in Hong Kong.

An overwhelming majority of U.S.-based companies that operate in Hong Kong have voiced
concerns with China’s recent introduction of the national security law in the financial hub,
according to a survey conducted by the American Chamber of Commerce published last week.

Of the 183 AmCham members who responded to a “temperature testing survey” last week, over
77% said they were extremely or somewhat concerned about the national security law.

Ignites Asia is a copyrighted publication. Ignites Asia has agreed to make available its content for
the sole use of the employees of the subscriber company. Accordingly, it is a violation of the
copyright law for anyone to duplicate the content of Ignites Asia for the use of any person, other
than the employees of the subscriber company.

An Information Service of Money-Media, a Financial Times Company

https://www.ignitesasia.com/search/search/advanced?referrer_module=companyTag&q=%22Harris+Bricken%22
https://www.ignitesasia.com/search/search/advanced?referrer_module=companyTag&q=%22BlackRock%22
https://www.ignitesasia.com/search/search/advanced?referrer_module=companyTag&q=%22Vanguard%22
https://www.ignitesasia.com/search/search/advanced?referrer_module=companyTag&q=%22J.P.+Morgan+Asset+Management%22
https://www.ignitesasia.com/search/search/advanced?referrer_module=companyTag&q=%22Invesco%22
https://www.ignitesasia.com/search/search/advanced?referrer_module=companyTag&q=%22Franklin+Templeton+Investments%22
https://www.ignitesasia.com/c/2817313/348193?referrer_module=article&highlight=HK%20SFC%20acknowledges

