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Follow-up to the hearing on 19 October 2010

Information (including relevant documents and records, if any)
on the following issues

It is noted in paragraphs 44.2 and 58.3(c) of W40(C) that post-transaction
monthly sampling was conducted to monitor whether risk-mismatch
transactions were in compliance with the bank's internal procedures. As
recalled by Mr HE, there might be a few cases of non-compliance or
deficiencies in respect of the transactions of Lehman Brothers (LB)-related
structured financial products during the period from April 2003 to
September 2008, Please provide further information on these cases.

The post-transaction monthly sampling mentioned in paragraphs 44.2 and
58.3(c) of W40(C) covered risk-mismatch transactions involving funds,
bonds and notes. LB-related structured financial products were only one
of the products covered. The few cases of deficiencies were generally
related to lapses in filling out the documentation or records required for
completing the sale transaction in accordance with the bank’s internal
procedures, such as omissions in the subscription form or use of a
previous version of the internal checklist. All of the deficiencies were
followed up and rectified after the deficiencies were identified.

Regarding paragraph 1.2 of F(BOC)2, please provide the name(s) and post
title(s) of the staff in the Product Team who informed the Chief Executive
that "having considered the uncertain market conditions in the aftermath of
Bear Stearns' takeover by JP Morgan Chase at the time, the product team
decided not to propose Series 36 to the Steering Committee for approval”.
Please also advise on the approximate date when the Product Team
discussed this subject.

The name and position of the staff was Mr. Chow Chak Chee, Deputy
General Manager of Personal Banking & Product Management. The
product team discussed this subject in around March 2008.

It is noted in paragraph 57.1 of W40(C) that BOCHK did not allow its
relevant RIs to provide investment advice to customers. Please provide a
copy of the guidelines available to sales staff to assist them not to give
investment advice to customers.

As mentioned in paragraph 57.3 of W40(C), the guidelines ({{#FHEHRY
HEEEHR « fESR T VEAIRI) stated clearly — in Chapter 3, clause 8 — that
BOCHK should not give any investment or product subscription advice to
its customers or undertake to be an advisor to the customers ( “5% el
EREESEFNIE - T gAEFRREEARE RUEE S
YR R e e ERYREERT © ). An extract of the guidelines was attached
as Item 57a of W40(C).




4. Tt is noted from items 7d and 7e of W40(C) that BOCHK had a specified
value of sales ($§E&%H) for Minibond Series 8 and Pyxis ELN Series 12
at HK$200 million and US$15 million respectively. However, according
to Mr HE, BOCHK did not have a specific sales target for individual
branches or staff (paragraph 49.2 of W40(C)). Please explain the
specific arrangements as embodied in the statement "THIARE: & E

FOFEIE - MR E .

4.1 As mentioned in paragraph 49.2 of W40(C), BOCHK did not impose any
sales quota or sales targets for each branch of BOCHK or for each staff
member at different levels involved in the sales of Minibonds. The
references in items 7d and 7e¢ of W40(C) to sales amount and branch
targets were contained in the product team’s pro forma product approval
document, as there were sales targets for some of the bank’s other
products, such as funds. For LB-related structured financial products, the
value stated as the sales amount ($5EE4%H) was the sales projection
estimated by the product team. It was the branch management team under
Channel Management (formerly Retail Banking Department before
March 2007), not the product team, which was responsible for setting
sales targets, if any, for applicable products. No sales targets for
LB-related structured financial products were set by the branch
management team.

5. The attached written questions raised by Mr LEUNG Kwok-hung at the
hearing on 19 October 2010.
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5.1a When Mr Leung asked the relevant question at the hearing of October 8,
his mentioned “highly leveraged CDS” and call option, and Mr He asked
Mr Leung to clarify his question. However, as Mr Leung did not clarify
that question but moved on to another question, Mr He had no
opportunity to reply to his question about call option at the hearing.

5.1b The call option feature of Minibond Series 35, Pyxis Equity-Linked Notes
Series 20 and 21 essentially allows the issuer to call/redeem the issue at a
specified price prior to maturity. For Minibond Series 35, the Issuer had
a call option to repay the Notes early at 100% of principal amount plus
the interest then due. For Pyxis Equity-Linked Notes Series 20 and 21, if
the closing price of each underlying share was at or above its respective
fixing/call price, the Issuer would redeem the Notes early in cash at 100%




of principal amount plus the fixed coupon payable on the coupon payment
date immediately following the relevant observation date.

5.1c The early redemption feature of the products was explained in the
products’ respective fraining materials (see eg p.20 of the training
materials for Minibond Series 35, which was attached as Attachment 2¢ to
our response dated 14 October 2010 to the Subcommittee’s follow-up
issues for Mr Lam Yim Nam regarding the hearing on 8 October 2010).
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5.2 Standard & Poor’s assigns long-term credit ratings on a scale from AAA
to D, with ratings of investment grade between AAA and BBB. Lehman
Brothers Holdings Inc, being the swap guarantor and the guarantor of the
collateral for the Pyxis Notes, had a credit rating of A+, which was
regarded as an indication of its strong capacity to meet its financial
commitment.
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5.3a In order to equip its Relevant Individuals for explaining adequately
LB-related structured financial products to customers, BOCHK provided
product-specific training for each series to its Relevant Individuals. The
training covers the features and key risks of each product series (please
see paragraph 23.8 of W40(C)). For example, in the training materials for
Minibond Series 35, interest rate risk, credit event risk, collateral risk and
the structure that Lehman Brothers Holdings Inc. was the guarantor of the
swap arrangements were explained.

5.3b BOCHK required, among other things, its Relevant Individuals to
understand customers' needs and provide adequate product information to
enable customers to make an informed investment decision. In particular,
Relevant Individuals were required to explain to customers the product
nature, features, tenor, risks and the related fees to customers in




5.4a

accordance with the authorized marketing materials and prospectus

(please see paragraph 49.4 of W40(C)). A variety

of supervision and

management measures were adopted to ensure that Relevant Individuals
would follow the proper procedures stipulated in the Code of Conduct,

other regulatory requirements and BOCHK's internal

policies during the

selling process (see paragraph 58.3 of W40(C)). Special measures were
implemented to protect the interests of vulnerable customers (see
paragraphs 39.1 to 39.6 of W40(C)) and customers who bought

risk-mismatched products (see paragraphs 44.1 and 44

2 of W40(C)).
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As disclosed to the investors in the issue prospectus and marketing

materials, the collateral of Minibonds would be AAA
debt obligation securities, which would be purchased

-rated collateralized
by the issuer on or

shortly after the issue date with the funds raised from the proceeds of
issue of the Minibonds. Therefore, apart from the criteria for selecting the

collateral, no details of the collateral could be made
issue of the Minibonds.

available before the






