Circular - Implementation of recommendations in the HKMA's Report on Iss...

Our Ref.: B1/15C
25 March 2009

The Chief Executive
All Authorized Institutions

Dear Sir/Madam,

Implementation of recommendations in the HKMA's Report on Issues
Concerning the Distribution of Structured Products Connected to
Lehman Brothers ("the HKMA's Report")

Further to my circular of 9 January 2009 requesting all Registered Institutions
(RIs) to implement a number of recommendations in the HKMA's Report, the
HKMA and the Hong Kong Association of Banks (HKAB) have, through the Retail
Banking Taskforce on Sale of Investment Products established by the HKAB,
further discussed and worked out the implementation details for these
recommendations. All RIs are expected to implement these recommendations
letter. The HKMA will in due course conduct onsite examination to review RIs'
implementation of these recommendations.

If you have any questions on the above, please get in touch with your usual
supervisory contact at the HKMA.

Yours faithfully,

Nelson Man
Executive Director
(Banking Supervision)

c.c. Chairman, Hong Kong Association of Banks
Chairman, The Deposit-taking Companies Association

Encl. Annex 1 (PDF file, 1.1MB)
Annex 2 (PDF file, 396KB)

Page 1 of 1
SC(1)-W6(C)
SC Ref. No. SC(1)-W6(C
b 25
Annex 25
&5 op
25/03/2009

http://www.info.gov.hk/hkma/eng/guide/circu_date/20090325e1.htm




Annex 1

Registered Institutions (“RIs”) are required to implement the following recommendations in accordance with the timetable
specified

?''Recomm’endati()‘risI

Requlrement and Implementation

Detailed Guidance on Implementation

| structured  products  with

| embedded derivatives or to.
| retail denvatwe productsf'

- fgenerally

(Timeline of implementation follows the original timetable unless
Timetable .

, i o otherwise stated)
,“He‘alth Wammgs should Rls should inchide a “health | After consultation with the Securities and Futures Commission (SFC), a
be  attached - to retail | warning” statement printed  in | health warning statement with the following wording will be included in

reasonable font size, to all existing
derivative products and structured:
,‘products Wlth embedded denvatlvesy

that are bemg sold to _investors.

Ris should draw investors’ attention
‘,to the “health Warmng” ‘statement
When selhng such products to them.

8 'Imme'diat'ely

the marketing materials and offering documents of all structured
investment products:

“This is a structured product involving derivatives. The investment
decision is yours but you should not invest in the [product name/type]
unless the intermediary who sells it to you has explained to you that the
| product is suitable for you having regard to your financial situation,
investment experience and investment objectives.”

UL R e T AT A - IREREEHE FETTTE
IR o {EE T ER BT R S T By BRI AR B
Voyellsd [:’f7/§7 [NEFERSE A I g - RERSER HIEE -
FEAEE S THT 7

For existing marketing materials and offering documents of structured
products already authorized by the SFC, the health warning statement
may be included on a separate sheet attaching to the materials. When
the remaining printed stocks of these materials have been used up and
need to be replenished, the health warning statement should be
incorporated into the newly printed materials and a copy of the revised
materials should be submitted to the SFC for record. The above is
subject to due compliance with the relevant requirements under the SFO

I




Annex 1

Registered Institutions (“RIs”) are required to implement the following recommendations in accordance with the timetable
specified

Recommendations’

| Requirement and Implementation

Timetable

Detailed Guidance on Implementation
(Timeline of implementation follows the original timetable unless
otherwise stated)

| The requirement applies equally to phone banking transactions where

| Notes:

or the Companies Ordinance and applicable SFC codes and guidelines.

the health warning statement should be provided verbally over the
phone during the sales process and audio recorded for audit trail
purposes.

1. The definition of structured investment product (for the purposes of
the health warning requirement) is an investment product with
embedded derivatives that fall within the coverage of the Securities
and Futures Ordinance. By this definition, stock trading is deemed
to be excluded.

2. The wording of the health waming statement for structured
investment products stated above was finalised in consultation with
the SFC. The health warning statement is meant to be a warning to
investors. Where an investor insists on buying a product despite a
risk mismatch to his investment appetite or investment objectives,
banks must demonstrate and prove that it has during the selling
process complied with all applicable laws and regulations including
the SFC’s Code of Conduct e.g. they have properly conducted
suitability assessment and clearly explained the risk to the investors,
with adequate documentation and evidence to demonstrate that this
has been done.




Annex 1

Registered Institutions (“RIs”) are required to implement the following recommendations in accordance with the timetable
specified

) Requirement and Implementation

Detailed Guidance on Implementation

‘ Récomméndétibnsl‘ Ti . (Timeline of implementation follows the original timetable unless
o ‘ ‘ imetable - : _
' ; i otherwise stated)

3. The HKMA and SFC are working on Key Facts Statements which
should be provided by the product issuer and RIs respectively.
These will be released in due course for market consultation.
When the Key Facts Statements are finalised and introduced, the
HKMA will consider whether there is still a need for a separate
health warning statement.

1 4. Some Rls may wish to apply the above health warning statement to
investment products which are not structured products. In such
circumstances, RIs may suitably replace the words “structured
product involving derivatives” in the first sentence of the health
warning statement with words like “investment product” which
would provide more accurate description of the relevant investment
product while keeping the rest of the health warning statement
intact,

12 | To provide further | Rls should put in place appropriate | The HKMA expects that the assessment of a customer’s risk profile
protection for investors, the | structure and procedures for the | should be carried out by non-sales staff. However, in situations where
assessment of a customer’s | separation of risk assessment and | this is not practicable, an independent review must be performed on the
risk profile be separated | sales = process. Also adequate | risk assessments conducted by sales staff. The independent review
from the sales process and | records (including audio records) | should satisfy the following criteria:

| be carried out by non-sales | must be maintained as evidence of
staff and that the customer | the risk assessment - process -and s 100% check on risk assessments with customers graded above
be provided with a copy of | confirmation of agreement to the the medium risk category
the risk profile and asked | risk assessment by the investor. e 100% check on risk assessments involving wvulnerable




Annex 1

Registered Institutions (“RIs”) are required to implement the following recommendations in accordance with the timetable
specified

‘Recommendations®

: Requirement and Implementation

Timetable -

Detailed Guidance on Implementation
(Timeline of implementation follows the original timetable unless
otherwise stated)

to conﬁnnhls -agreement
that the risk profile is

accurate. . Mandatory
requirements  to. - audio
- | record - the ~ assessment |
- | process

‘introduced. -

‘As soon as possible but no later
than end of March 2009.

| As part of its ongoing supervision, the HKMA will collect from Rls

| In consultation with the SFC, it is considered that the independent

any activities that will fall within the definition of the various types of

customers graded above the lowest risk category

*  Sample check (at least 20%) on risk assessments of all other
customers graded above the lowest risk category

*  The independent review should cover all sales staff who have
performed assessment of customers’ risk profile

* In case exceptions are noted with the risk assessments
performed by a sales staff, the RI should perform a more
comprehensive review on the risk assessments performed by
that staff.

details of exceptions identified in independent reviews and will assess
the effectiveness of independent reviews performed by RIs.

non-sales staff performing the customer risk profiling does not have to
be a relevant individual provided that the staff will not be involved in

regulated activities and on the basis that:

(i) the staff will only perform the customer risk profiling process,
i.e. ask the customer to provide information for completion of
a standardised questionnaire, record the answers (e.g.
inputting into system) and inform the customer of the resultant
risk rating assigned by the system as well as the
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Registered Institutions (“RIs”) are required to implement the following recommendations in accordance with the timetable
specified

T Requu'ement and Implementatlon

S Tlmetable

Detailed Guidance on Implementation
(Timeline of implementation follows the original timetable unless
otherwise stated)

corresponding allocation among different asset classes (but
not specific products); and

the staff will not induce client to deal in securities and will not
talk about specific investment products with client.

(i)

On the same basis, it is considered that the staff responsible for

| conducting the independent review for cases where the risk profiling is

done by sales staff would not be required to be registered as relevant
individual.

Customers should be provided with a copy of the risk profile and asked
to confirm his’her agreement that the risk profile is accurate. The

- | assessment process should be audio recorded and the audio records
| should be retained for seven years.

| Timeline for implementation of the audio recording requirement will

follow that of Recommendation 13.

13

Thé , regulatory

: requlrements at _point of

sale should be rev1ewed

RIs should ensure adequate records
and audit trail (mcludmg audio
rccords) are in place to show that

The audio records should be retained for seven years.

Given the system changes required in implementing this

‘ mandatory'

with a Vlew to 1ntroducmg
f requlrements‘

for the audio-recording of

‘due

seng process - iysw being
followed for all mvestors S

recommendation, the HKMA is prepared to allow Rls more time to set
up the audio-recording system but full implementation of this
recommendation should be achieved by end of June 2009. Individual

5




Annex 1

Registered Institutions (“RIs”) are required to implement the following recommendations in accordance with the timetable
specified

| Requirement andilmﬁlé'xhentation

Detailed Guidance on Implementation

e ,Recommendation'sl (Timeline of implementation follows the original timetable unless
R Tunetable .
RN N otherwise stated)
{ the sales process and | As soon as p0551ble but no later RIs requiring more lead time for implementation due to technical
anc1llary arrangements | than end March 2009 difficulties should liaise with their usual HKMA contact directly with
e justifications for requiring a longer lead time.
14+ Where -the  continuous | This is a requlrement m the HKMA RIs should notify customers directly of the higher risk rating through
o 'frev1ew by -a reg1stered cucular of 28 October monthly statement or a separate letter. The HKMA notes that this may
= flnstltutlon of “the  risk necessitate system changes by Rls and some RIs might need more time

’ ~ratmgs of the 1nvestment
‘ 'f‘, fproducts it sells results ina
- higher nsk ratmg bemg

| attributed to a product, the

11nst1tut1on should disclose

1 'this to customers 1o whom
, 1‘t ,recommended and sold
the product.

to comply with this recommendation. In any case, Rls are expected to
achieve full implementation of this recommendation as soon as
practicable but no later than 30 June 2009. Individual Rls requiring
more lead time for implementation due to technical difficulties should
liaise with their usual HKMA contact directly with justifications for
requiring a longer lead time. Before this is done, Rls should, as an
immediate and interim measure, take appropriate actions to alert
customers of the higher risk rating and provide a channel (e.g. website
or dedicated telephone line) through which the customer could access
the relevant information.

Rls have no further obligation to make the disclosure to a customer who
has closed his/her account or has the relevant investment product
transferred to another bank’s account.

15

In' - cases of sales of
‘investment products where

there is a risk mismatch

Adequate - documentation of the
investor’s reasons,
and agreement to the risk mismatch,

understanding

Bank staff has a heightened responsibility in ensuring that the suitability
requirements are met and that risks are clearly explained to investors in
the selling process. Whenever a product with a risk rating higher than

6
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Registered Institutions (“RIs”) are required to implement the following recommendations in accordance with the timetable
specified

Recommendations!

Requirement and Implementation
Timetable

Detailed Guidance on Implementation
(Timeline of implementation follows the original timetable unless
otherwise stated)

[full- and
| documentation should be
o 'retamed of the reasons why
- I'the customers made the
| investment decision, the
| sales’ process - should be
| audio-recorded, and

‘applied to the product and
‘the customer s risk profile,
~ complete

endorsement “should ~ be

| sought from  supervisory

staff within the institation.

between the risk rating

and seekmg - of superv1sor s
endorsement, are’ existing
requirements. “To. enhance audit

' jvtrall RIs should take steps to have
relevant

dlscussmns - w1th ‘the
mvestors audm recorded '

Adequate ‘Docmnentationf and
supervisor’s endorsement to be

1mp1emented 1mmed1atelv

Audlo reoordmg it as ~soon as

possible but no later than end

March 2009.

the customer’s risk tolerance level is sold to the customer, the bank staff
should ensure the following: (i) remind the customer of the risk
mismatch and that the product may not be suitable for him/her; (ii)
document the reasons of any product recommendations as well as the
reasons of the customer’s choice of products; (iii) the customer should
sign his/her acknowledgement of the risk mismatch; and (iv) the full
conversation should be appropriately audio-recorded. In the event of
inconsistent answers given by a customer, the bank staff should seek
clarification from the customer and document the reasons given by the
customer. Endorsement should be sought from supervisory staff within
the institution.

Timeline for implementation of the audio recording requirement will
follow that of Recommendation 13.

17

| customer

A mystery
programme be instituted

| periodically by the HKMA

(as well- as by registered
institutions themselves) to
test sales processes, and a
pilot programme of
~ surveys-  be
commissioned by the
HKMA to gauge ~whether

~ shopper

RIs should put in place appropriate

“mystery shopper”
test sales procedures.

programme to

As soon as possible but no later
than end March 2009.

RIs are expected to put in place appropriate “mystery shopper”

programme as soon as possible.

The HKMA and SFC will jointly develop an external “mystery shopper”
programme and will further work out the timeframe of the pilot
programme of customer surveys.




Annex 1

Registered Institutions (“Rls”) are required to implement the following recommendations in accordance with the timetable
specified

* Recommendations'

S Requlrement and Implementatlon

Detailed Guidance on Implementation
(Timeline of implementation follows the original timetable unless

| securities business.

e B . . Tlmetable otherwise stated)
| such surveys can provide |
“information useful for the |
| examination - of - spemﬁc;; i
‘| issues in the context of the | -
'1onger-ten‘n - customer |
"relatlonshlp g o
18 VRemuneratlon structures‘f ,R’Isf should have - adequate | Rls are expected to implement this improvement measure immediately
" | for staff engaged in Als"| procedures and - controls. to ensure | in case they have not already done so.
| securities busmess - be | that , fronthne' sales staff ‘are not -
,:'sub}ect to oreater foeus mi ,remunerated iw_it’h', ; bonuses
- ;;thejf HKMAs ‘on-site : ?calculated solely; on the basis of
5 yfexammatlons and off-srcef, financial performance but that other
| surveillance  of  Als’ | factors (including adherence to best

| practices ' guidelines ‘and code of
| conduct) are ‘in fact  taken into
‘| account.

Immediate

' The recommendation numbers are those referred to in paragraphs 8.1 to 8.50 of the HKMA’s Report.




Annex 2

Registered Institutions are required to formulate a plan on how to implement the following recommendations for discussion
with the HKMA by the end of March 2009

Recommendations

Implementation plan agreed by the HKMA and the banking industry

Recommendation 1‘0

Als, which are revlstered 1nst1tut10ns continue to be
jpermltted to undert‘ ities business (including
selling investment products to retail customers), but
steps should be taken to ensure - clearer differentiation
between traditional dep031t-tal<1ng activities-and retail
securities’ busmess mcludmg

- physwal segregauon of Als® ‘retail securities
" business from their ordinary banking business

- a requirement that staff involved in selling
investment products to retail customers should

not be mvolved in ordmary banking business

- a requirement that Als make clear, through'

physical signs and warnings, the distinction
between ~ deposits ~ and  investments and
particularly the risksattached to the latter

-—arequirement that there be complete information
separation between a retail customer’s deposit
accounts and his investment accounts and a

Following discussions with the Retail Banking Taskforce on Sale of Investment
| Products (“the Retail Banking Taskforce™) of the Hong Kong Association of Banks
(HKAB), the HKMA sets out below the implementation arrangement for this
recommendation:

RIs will set up designated “investment corner” with proper “signage” in the
banking hall away from the general banking area. All sales of investment
products must be conducted in the investment corner by qualified staff. Staff in
the investment corner may provide full banking services to customers provided that
the customer has provided consent for the RI to access and utilise his/her deposit
information for investment and wealth management purposes.

For existing active investment customers, banks are not required to seek positive
consent from these customers for accessing and utilising their deposit information
in the investment cormmer. However, banks should notify these customers of the
new segregation arrangement and provide them with an option to refuse the bank’s
utilisation of their deposit information for sales/solicitation by the bank staff in the
investment corner.

For (i) existing inactive investment customers, (il) existing customers who have
previously lodged complaints alleging mis-selling of investment products by the RI
and (iii) new customers, the RI will need to seek specific consent from these

customers prior to offering full banking services at the investment corner.

Rls should ensure that a robust system is in place to ensure that both customers and




Recommendations

Implementation plan agreed by the HKMA and the banking industry

prohibition on  an . Al's making use of
deposit-related information to target and channel

retail customers into investment activities.

bank staff are aware of the differentiation between the designated “investment
corner” and the general banking area, and there will be procedures in place to
ensure that customers will not be lured into the “investment corner” but use it only
at their own initiatives.

1 5. Rls may continue to display marketing materials at bank halls as they are doing

currently. However, as this may be considered as part of the solicitation process,
care must be taken to handle follow-up enquiries and/or sales to persons who are
not yet a customer of the bank to avoid breaching the cold-calling rules. If
customers, after reading the marketing materials, want to know more about the
investment products or show interests to buy them, then normal suitability
procedures must be conducted (as set out in SFC Code of Conduct 5.1 and 5.2 and
FAQs on suitability obligations), and under the new segregation arrangement,
should be done at the investment comer.

6. The “physical segregation” requirement would not be applicable to general phone
banking on the basis that (1) it will be audio recorded and (ii) complicated and high
risk investment products will not be marketed or solicited to customers through this
channel. For the avoidance of doubt, phone banking between relationship managers
and their customers will follow all procedures applicable to the investment corner.

7. Taking into account the time needed for operation and system changes, Rls are
expected to achieve implementation by 30 September 2009. Individual Rls
requiring more lead time for implementation due to technical difficulties should
liaise with their usual HKMA contact directly with justifications for requiring a
longer lead time. For the purpose of consent seeking, customers who open
investment accounts on or after RI’s implementation of this segregation
arrangement will be considered “new customers”.

Recommendation 11

- the above forms of kse'gregati‘on should apply to
Als’ insurance activities and other investment

The HKMA and the HKAB’s Retail Banking Taskforce agree that the above
arrangement will apply to RIs’ insurance activities and other investment activities,
except for the following list of general insurance and traditional life insurance products
on the basis that customers could generally distinguish them from deposit products and

2




Recommendations

Implementation plan agreed by the HKMA and the banking industry

activities.

that cooling-off period applies for traditional life insurance products. For life

| insurance products, RIs should include the following risk disclosure statement:

Specimen Warning Statement

"[Plan name] is an insurance plan with a savings element. Part of the premium pays for
the insurance and related costs. If you are not happy with your policy, you have a right
to cancel it within the cooling off period and obtain a vefund of any premiums paid. A

| written notice should be received by us within the cooling off period (that is, 21 days
from the date of the application, 14 days from the date of issue of the policy, or 5 days
| from the date of delivery of the policy/a notice (informing yowyour representative about

the availability of the policy and expiry date of the cooling-off period), whichever is
later). After the expiration of the cooling off period, if you cancel the policy before the

| end of the term, the projected total cash value may be less than the total premium you

have paid."

List of general insurance and traditional life insurance products that may be sold
outside the investment corner

(2) General Insurance
= Accident
= Sickness
= Land vehicles
v Fire and natural forces
= Damage to property
= Motor vehicle liability
®  (General lability
= Credit
= Miscellaneous financial loss
= Legal expenses

(b) ~Traditional Life Insurance Products
= Life and annuity (including endowment)
= Permanent health

3




Recommendations

Implementation plan agreed by the HKMA and the banking industry

* Retirement scheme management (except MPF products)
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