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Mr Martin WHEATLEY, Chief Executive Officer of the Securities and
Futures Commission:

Chairman, we have, at various times looked at the disclosure and
commission arrangements at point of sale. We have consulted many other
markets around the world who have been going through similar exercises,
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notably, ASIC in Australia, the FSA in the UK, and in every case, the issues
are very complex and the disclosure of commissions at point of sale, if not
implemented correctly, can create the wrong sort of outcome, the wrong
behaviour. So, it's something that we did consult the industry. We took the
view at the time that it wasn't right to implement that change then; it's
something we'll be consulting the industry again on as part of our consultation
later thisyear.

T/ -

EREMER BELEmAE  KBAFEZHMITEER - TR
RKERE - HEEL - rEdEE  E£—EF T ANEE - H
B EMAHE  BEMHATIIE - HHHEZ AR - AR
HEMES — HHIPREFEREEEAHN R - &L 2 MY
A - B H WHEEGHAHAEKRSR  B2GEZEEEENE
HIEEEEIE 2 Mr WHEATLEY ©

Mr Martin WHEATLEY:

To come back to your question, | think you said no decision has been
made. The decision was made not to implement that change at the time but
to keep it under review. Under our Code of Conduct, even without that
change, there are still obligations of the intermediary to treat the customers
fairly, to disclose properly features of the product. The
treating-customers-fairly approach is something that's very much embedded in
the general principles, rather than requiring a specific change to disclosure on
commissions.

EE

ehHE#R  BEmeE B HERDELEI T RY
B R RE - D2 LR A G ZOR AT A B/ AAE 5 & B D #2
Fa A M AT IR 2~ B F 0 SR i o R AR o M AE BT 5
ERRDE - 27

Mr Martin WHEATLEY:

We will include the question in our consultation on Code of Conduct
revisions that we're planning to consult later on thisyear.

E- 2
ERATEENEBRELYE ? &Lkt -
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Mr Martin WHEATLEY:

The commission fees, in particular, in structured products are often
embedded in quite complex products and, to require explicit commission at
the point of sale, the fear would be that the product issuers would simply
create new structures of products which provided no greater degree of
transparency. So it would drive a behavioural change which may not be the
desired behavioural change.

T/ -

Rl A BB HEMO TS EETESEEEESHEK —EH
3 5% 5 Lo B e B E H s s g 2 Mr WHEATLEY ©

Mr Martin WHEATLEY:

The most radical proposal is currently, | think, being considered by the
UK FSA which is banning — looking to ban commissions in totality, so that
clients would pay for their advice to the intermediary selling them the product
and it removes a degree of conflict as to whether the intermediary is
promoting a product because of the commission he's being paid rather than it
being in the best interests of the client.  So that's something under discussion
currently within the UK under the Retail Distribution Review.

/K-
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A ?
Mr Martin WHEATLEY:

We include them al on our website so that there's a repository of
information there, so that even some time after the event, people still have
access to the information. But, when we publish the articles, we would
always press release them as well and we would seek to get coverage in the
media. We publish various articles which are covered very strongly by the
media and we've also used advertising campaigns to raise awareness of our
campaigns and of our website through both the radio and television. So, the
website is a useful repository of all of our information but it's not our only
route to the market.
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Mr Martin WHEATLEY:

Iy

Yes, we have. And we have conducted workshops and talks. We
have ensured that our articles are carried in the widely circulated local
newspapers, so, typically, our prominent articles, Dr Wise columns, would be
carried by Sing Tao Daily, by the Hong Kong Economic Times. We have
used the radio programmes, weve used TV programmes, weve used
advertising, we've commissioned drama programmes which feature on TV.
So, we've tried to use awide variety of mechanisms that should reach out to a
much broader public. As | say, the website is useful because it's a single
point that brings it all together. But we don't rely on the website; we try to
use all available media.

E/E
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Mr Martin WHEATLEY:

We will strengthenit. We've put proposals forward to the Government
to create a broad-based Investor Education Council with significant resources
and funding which will have a very broad mandate, a much broader mandate
than the SFC currently has, because it's an important issue.  So, yes, we will,
as far as possible, look at more resources in this area and greater channels,
greater penetration to the market.

T/ -

2 R — R B ZCng Su g - 2003 4H 1H £ 20084 9H 14
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Mr Martin WHEATLEY:

We have received or we've dealt with nearly 500 complaints during that
period. We have, in addition, had around 430 entities disciplined by us for
breaches of the Code of Conduct. Breaches of the Code of Conduct can be a
broad range of things; it's not just mis-selling, so it applies to misappropriation,
financial resources breaches, corporate finance related issues. So there's a
very broad range. The actua number out of the 430 that are specifically
mis-selling isaround 5%. S0, 23 of the cases were specifically mis-selling.

In some cases, they were very large, so one of those cases was the Towry
Law settlement (The buzzer sounded) which involved over 2 000 individual
customers and, in that case, we managed to achieve a settlement where many
hundreds of millions of dollars were returned to investors. So, the actual
proportion that is mis-selling is around 5% of that total, 23 cases.

E/E

HRIESWHEMRIHE - ERELE - R EERETE
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Mr Martin WHEATLEY:

Yes.

/K-
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Mr Martin WHEATLEY:

Yes, the 23 cases | talk about, all of them resulted in regulatory
outcomes. Sometimes that would be a removal of a licence or a suspension
of alicence. Our preferred outcome is generally to reach settlement.  So, in
some of the cases, we reached a settlement which saw funds returned to
individuals. But every one of those 23, there was a regulatory outcome.

ES &
I K -
HELHA -

Z X WEREMRS—EMEE - E2EEF T ABCH
commissiong G EHHEFF - WHHE & AH HE - common
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Mr Martin WHEATLEY:

| think, in many, many sales practices, not simply financia services, the
agent is earning his income, earning a commission, on the basis of the sale.
Now, the requirement is that he doesn't allow that to become a conflict and
make an unreasonable recommendation and so our requirement is that,
notwithstanding the fact that that's how the agent or the organization is paid,
they still have to take account of the characteristics of the individual and
ensure that the recommendations are appropriate and suitable. But that
potential conflict, I'm afraid, exists very widely and whenever you're buying a
product, not just financial products.

EY&
A
HEUFA -

B ERE o B — ik NHFHIE Ml E R & A commission - 4]
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

| think it's a good question and | think it's one that we need to look at,
going forward. There is quite a complex debate about whether disclosure of
commission actually acts in the better interest of the individual or whether it
creates different practice in structuring a product. But, notwithstanding the
commission that's paid, our Code of Conduct requires that the intermediary
must always act honestly, fairly and in the best interest of the client, so that
general principle overrides any other potential conflict they might have in
terms of earning a commission from selling a product.

A
Bl ERE -
EHM#R -
HES=EMFRMFED KRR — it g @R T 7 AL

-2 R 2R At HE (8 OR W1 47 A A r fairly 50 {8 /5 o /R 75 comment
e 2

Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

Well, we know, from the complaints that have been lodged, that is one of
the areas that individuals have said has not worked. It's difficult to comment
on whether that is true or not without commenting on our outstanding
investigations and, so, the point I've made to this committee before, we're
clearly investigating those issues as part of our investigations but we can't
form a premature conclusion on those issues.

E/E
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

The circular referred to was following on from our own survey of
investors needs and the concern that we had that their understanding of
products wasn't sufficient; and we asked the issuers to inform the selling
agents and distributors of the findings of the survey and, to facilitate
prospective investors understanding of such structured products, we asked the
staff of selling agents to ensure al purchasers of their products have a good
understanding of the underlying risks. So that was essentially the message
that we sent out.

We haven't followed up specifically with the issuers as to whether they
did this. We did pass this circular to the HKMA who, obviously, have the
direct contact with the distributors but we have clearly followed up insofar as
if we'd had complaints received that suggest this isn't being done, then we
would have followed up subsequently.

EY&
A
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

The UK Treating Customers Fairly initiative has been a very high profile
campaign from the FSA, which is aimed at exactly the sort of issue that this
committee's looking at, the extent to which customers are treated fairly at the
point of sale by distributors. We have looked at the FSA's model and, in
many ways, there's a high degree of overlap between that model and the
genera principles that we have currently under our Code of Conduct. So the
general principles use slightly different language but, essentialy, it's the same
message, that a licensed or registered person should act honestly, fairly and in
the best interests of clients, that they have to show due skill, care and
diligence and act in the best interests of clients, they have to have and employ
effectively resources and procedures. So, it's avery similar language and so
we haven't brought it particularly to the attention of HKMA or the
Government because we've felt that our existing code adequately covers the
sort of principlesthat are embodied in the Treating Customers Fairly approach
of the FSA.

EEUHA -
1% A Bl 5 Jay Fe U k5 28 55 15 1 58 - IR d 51 0 12 A5 B
i 58 i R 2 2
Chairman:
Mr WHEATLEY?
EHL#ER -
BURF K8 /e
Mr Martin WHEATLEY:

WEéll, obviously, our own principles, which are the ones in our Code of
Conduct, were closely debated and discussed. So, yes, | expect them to
know about that. We haven't specifically brought to their attention the UK
approach because we didn't feel that it added significantly to the approach we
aready have. Whether they have independently looked at it, | don't know
and you'd have to address that question to them.
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

The products were not directly rated by the international rating agencies.
What was rated was the underlying collateral that was used to support the
product and, in that case, the international rating of atriple-A rating was used
but that's of the underlying collateral rather than the Minibond itself.

We are not aware of any misrepresentations in the prospectus or in the
documents. Clearly, if there are misrepresentations, that would represent a
potential case that we would need to bring against the issuer. But, at this
stage, we're not aware that there are any things that were dishonest or wrong
or misrepresented the product in the documentation.

A
HlZEE -
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Chairman:

Mr WHEATLEY?
Mr Martin WHEATLEY:

I'm sorry, | haven't got the direct reference in the report but if | cantry to
answer the question. The notes are complex instruments and | think we all
understand that and everybody recognizes that. We've been asked many
times whether this complex instrument should have been caled a bond or a
note and our position is that the law does not specifically define the terms
"bonds' or "notes’ and that under the Companies Ordinance, documents
which are structured as debentures could use the term a "bond" or a "note".
Even though they're not the same as corporate bonds or sovereign bonds, they
are instruments of indebtedness and that's essentially what a bond or a note
represents. So, | don't think that in itself represents something that is
misleading.

Clearly, when you buy a bond, any bond, you buy something where you
take on therisk of the issuer, whoever that issuer may be, so that if the bond is
issued by a Hong Kong bank or a government, you're always exposed to the
issuer risk and, if the issuer fails, then you suffer significant impairment of the
value of the product. Now, in this case, it's a bond-type risk that has actually
occurred: the issuer has failed and, therefore, people are exposed to receiving
whatever they can receive back. Now, generally, that means you're an
unsecured creditor against the company. In this case, what you are secured
by isthe collateral rather than Lehman's credit directly.

T/ -
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

The SFC's position has always been that a document itself can never
satisfy the risk disclosure requirements fully. So a document is a document
which contains those risks but the process of risk disclosure is satisfied by the
intermediary selling the product and we've made it very clear that it's not —
and we've made this very clear in our various publications — it's not adequate
for an intermediary simply to read out the risks or to turn the pages or to ask
the client to read out therisks. The proper requirement of the intermediary is
to do an assessment and to make a value judgment as to whether the product is
suitable, taking account of the particular characteristics of the individual.
We are satisfied that al of the risks are disclosed in the documentation but
that itself does not satisfy the suitability requirement at the point of sale; that
requires something more, which is a value judgment to be made.

EJ-&
KA -
HRES :
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

The regulatory structure is that we have a responsibility for authorizing
the issue of the document and that responsibility is discharged by ensuring
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that the document complies with the Third Schedule of the Companies
Ordinance. We don't have any responsibility for judging merits or whether a
document is complex or simple. That process has to be completed by the
intermediary selling the product who is supposed to carry out proper due
diligence on the product and assess whether that product is suitable for the
particular clients, or a subset of the clients, of the selling institution.

FE -
LE -
ThlZES :
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

WEell, the structure that we operate is that the law, which obviously
governs the way that we do our job, doesn't require us, doesn't allow us to
make a judgement based on complexity; that's not embedded in the
Companies Ordinance. What we are required to do is to ensure that
disclosure is adequate. Now, the fact that these products could result in the
loss of capital is disclosed and the factors that would lead to that loss of
capital isaso disclosed. And | would expect, in any sale process, that those
factors be fully explained to an individual so that they understand what those
risks are.

Now, | would also expect, in the sale process, that, in terms of knowing
your client, the bank or the broker would have assessed whether a client was
putting a 100% or a large proportion of their available wealth into a single
product if that single product had the possible result of all loss of capital. |
would expect that to be part of the process, part of the discussion and that was
conducted between the bank staff and the individual. So, the law that we
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operate does not dictate, does not allow us to take a view on complexity or
merits of a product. That judgement can only be made by the intermediary
in consultation with the client.
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Chairman:

Mr WHEATLEY?
Mr Martin WHEATLEY:

The agreement with the two brokers was something that is structured
under section 201 of the SFO which allows us to take into account the actions
that a broker takes in reaching the conclusions that we would reach. Now,
clearly, we had (The buzzer sounded) the potential to revoke a licence and
impose a fine and we could have done those things on the basis of the findings
or the concerns that we had. We felt it was a preferable outcome that the
brokers would compensate their clients but that was a voluntary action from
the brokers. We have no power to compel it. But what we have said to the
brokers and we've said to the banks is, "Here are the concerns we have, here
are the actions we could take based on our regulatory concerns, it is your
choice as to whether you wish to do something that would allow us to mitigate
those concerns.”  So, in every casg, it has to be the bank or the broker which
makes a voluntary decision to enter into a settlement but it's not something
that we can force or impose.
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Chairman:

Mr WHEATLEY?

Mr Martin WHEATLEY:

No, I think that the division of rolesis clear and that both we and the MA
and the Government understand quite clearly how the responsibilities are split,
that the SFC has the frontline supervisory responsibility for licensed persons,
for brokers, and that the MA has the frontline supervisory responsibility for
banks and bank staff but that, in the event of a potential serious breach, the
Monetary Authority would refer that to the SFC for investigation and potential
discipline. | think the structureis quite clear.

T
ZiRE -
B ES

i T BN EMFEFRAFRE  EEBRLIEANEKNR
%’lﬁA& L E AEEMRERFERM - EEES SR
RAME - REREEZE SN SE DA R EREE D
BOR AT 25 72

Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

| come back to my point about the division of labour. The Banking
Ordinance and the Securities and Futures Ordinance set out quite clearly what
the respective areas are and we use the MOU as an administrative meansto try
to protect — or try to ensure proper co-operation between the two regulatory
bodies. Clearly, the question of whether enough has been done to protect
investors is the subject of the investigation that we have currently underway.
But it's a question as to whether the structure is unclear or whether the
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implementation of standards was inadequate and that's really the question that
we're trying to probe.
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

WEell, we don't have the direct selling contact with the investors; that's
something that is conducted through banks or brokers. So, in terms of
pointing out the specific features of a specific product, that is a responsibility
of the broker or the bank under our Code of Conduct. That's a very explicit
responsibility and that's where it sits.

But, more generally, we have published information that explains how
structured products work and what the questions are that investors should be
asking of their intermediaries when they're being sold a structured product and
we explain in those articles and in those circulars the sorts of features, the
derivative features that are embedded, how they work and the questions that
investors should ask. But the question can only actually be answered in the
conversation between the bank staff and the client. That's where the
requirement to explain properly what the product is should happen.
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

The structure is that we have the responsibility for ensuring that the risks
are adequately disclosed and we believe that the risks were adequately
disclosed; they were disclosed in the documentation, they were there and
available for the sales representative of the bank or broker to point them out to
the client and explain to the client what those risks were and to understand
whether the product was suitable for the client. So that's our first line of
responsibility.

The second line of responsibility is clearly that we have published and
we maintain the Code of Conduct, so we explain and we frequently publish
what we call FAQs to illustrate how the Code of Conduct should be
implemented — and that's something we do on a regular basis where we think
there are misunderstandings of the Code of Conduct; and then we supervise
the frontline activities of brokers and the Monetary Authority supervises the
frontline activities of banks.

So we have separate but related responsibilities but | don't think it's
correct to say that we have failed because we don't have the direct frontline
supervisory role over the bank staff selling the product.
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

WEéll, clearly the frontline staff are not responsible for the Government's
policy but they are absolutely accountable to the regulator for their actions and
their actions are judged against our Code of Conduct, and our Code of
Conduct has very explicit requirements that they should avoid conflicts of
interest, that they should ensure that clients are fairly treated and that they
should ensure that the product is suitable for the client who's standing in front
of them. They are very, very clear. So, while the frontline staff don't have
responsibility for Government policy, they do have a responsibility to apply
our Code of Conduct in their practices.
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Chairman:
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Mr WHEATLEY?
Mr Martin WHEATLEY:

Y ou said why isit that the SFC and the HKMA aren't investigating them.
It wouldn't be appropriate for the HKMA because the issuers are not subject to
their investigation powers. It's appropriate for the SFC and, as I've said in
the previous session, we are investigating the issuers.
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

| think education, certainly investor education, is one of those things that
you can never do enough of. So, no matter how much we try to provide
materials and try to provide education, there's no guarantee that individuals
will read our materials or bother to look at our website or the newspaper
adverts. So, | think education, we can always do more and we have said we
will continue to do more.
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Chairman:

ﬂllﬁ

Mr WHEATLEY?
Mr Martin WHEATLEY:

The question of complexity of product, which | understand is quite
central to this, is an important one but, under today's regulatory model, there's

07.07.2009 p.20



EEMREESE B HERMESZ R EEEEMESTSENEENLEESY
Legidative Council Subcommittee to Study Issues Arising from Lehman Brothers-related
Minibonds and Structured Financial Products

no role for a central regulator to make an assessment of whether the merits of
the product or the complexity of the product make it suitable for any particular
type of investor. That role falls to the intermediary who operates according
to the Code of Conduct. The Companies Ordinance does not allow us to
make a complexity judgement or a suitability judgement. What it requires us
to do is to ensure that adequate risks and features are included and disclosed
properly in the documentation.
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

The approach that we have taken is to open investigations into each of
the organizations that have been selling the products. So we opened
19 investigations into banks last year to look at the way that controls and
procedures operated within the banks, to look at the product due diligence and
the documentation, the know-your-client documentation, and that's a process
that we started some time ago and |'ve mentioned to the committee before that
we've reached our preliminary conclusionsin a number of cases.
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

The approach to looking at cases is dlightly different because of the
different powers and roles that we have. The HKMA have the power to
remove relevant individuals or require that banks remove relevant individuals
from the list and, therefore, they are looking at conduct at an individual level.
Our concern, and given how widespread the complaints are, are more at an
organizational level asto whether the organization had adequate proceduresin
place. Wethink it will allow usto more quickly conclude an investigation as
to whether there is fault and more quickly, therefore, reach settlement
discussions with the banks and, hopefully, some recompense. So, | don't
think there's a conflict between the two; | think it just reflects the different
responsibilities that each regulator has.
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

| don't think so. We've had to conduct both reviews of the files and the
procedures within the bank organizations. We've obtained documents about
the sales processes and we've obtained management control processes and due
diligence records; we've asked for the training and supervision of sales staff.
And, of course, we've had to interview the frontline sales staff as well to form
an assessment as to whether they have recelved adequate information such
that they could properly sell the product.
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S0, no, | don't think it's unfair. We're trying to take a holistic view to
the organization as a whole and form a judgement as to whether there had
been failings against the standards expected in our Code of Conduct.
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

The question as to whether we're waiting for investigations to complete,
that would normally be the case in a normal situation. So, in a norma
situation, if there was a potential fault amongst bank staff, the HKMA would
conduct its own investigation into that and they would deem it appropriate —
whether it's appropriate to sanction the individual or the management of the
company or whether to pass that for us for disciplinary action. And, so, in
the normal course of events, we would wait for a referral from the Monetary
Authority.

We're not dealing with a normal situation. So, in this situation, we're
dealing with a very large number of complainants; we're dealing with afailure
of a product following the collapse of the world's fourth largest investment
bank. So, we're dealing with quite unprecedented circumstances and we're
dealing with a very, very large number of potential complaints. So, we are
not following what would be the normal process, were not waiting for
investigations or files to be passed across; we've opened investigations into all
of the institutions that were selling these products.

So, it's dightly different from normal but | think it's appropriate for the
circumstances.
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

No, no, | think it's smply a practical one. We have a particular set of
legal powers which allow us to investigate in ways that aren't open to the
Monetary Authority, so we're using our resources and legal powers in a way
that's different to the way that the Monetary Authority operates. | think it's
entirely appropriate that the Monetary Authority continues to look at the
individual complaints and that we continue to look at the organizations and |
think that's a sensible division of responsibilities and a sensible reflection of
the regulatory structure.
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

We're looking at how the products were sold, how assessment was made
of the product, what the conduct was of the individuals, what materials they
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had. So, it'sawide range that would encompass all of the allegations that are
currently being made.
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Chairman:

?
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Mr WHEATLEY?
Mr Martin WHEATLEY:

| updated the committee that we had reached preliminary conclusions
and | think it's very important to bear in mind they are preliminary
conclusions in a number of cases and that we have opened discussions with a
number of banks on the result of our preliminary conclusions. It's not
appropriate for me to disclose any more about what those preliminary
conclusions might be as that may jeopardise the discussions that we're having.
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Mr WHEATLEY?
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Mr Martin WHEATLEY:

Again, | think it's not appropriate for me to comment further on how we
might conclude the investigations.
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Chairman:

Mr WHEATLEY?
Mr Martin WHEATLEY:

The point I've made at the previous meeting is that our responsibility is
primarily to try to get an equitable outcome for Minibond holders who have
suffered hugely from this whole process. And we're very concerned at the
length of time it's taken and the distress that it's caused. So, our primary
responsibility and duty is to try to reach an outcome that satisfies the broad
needs of the largest number. Disclosing prematurely the basis on which we
do that would jeopardise that.

So, no, | don't believe we're ducking our responsibility; we're taking the
responsibility very serioudly.
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Chairman:

Mr WHEATLEY?
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Mr Martin WHEATLEY:

Our investigation is not intended, in any way, to create a cover-up or
give the impression of a cover-up or try to pass judgements inappropriately
onto frontline staff. Our investigations are looking at the organizations and
looking at the extent to which there were adequate systems, controls and
management oversight of the whole process.
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

The considerations on our part are obviously the severity of the breach,
the extent to which the organization has taken actions and agreed to take
actions which will remedy the breach and ensure that it does not occur again,
and the extent of direct losses that may have been achieved by clients as a
result of that breach. They're predominantly the issues that we take into
account.

And we look to achieve an outcome that has three components. Oneis
one that mitigates the losses, so, if, as far as possible, an outcome mitigates
any losses that have been the result of a breach, then we would see that as a
high priority. Secondly, something that remediates the breach, i.e. that puts
in place controls, procedures or commitments to ensure that it does not occur
again. And thirdly, something that creates a deterrent effect to other
institutions such that we would publicise our findings, the reason for our
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findings and the actions we have taken with the intention of sending a very
strong message to other institutions. So there are usually three components
of any outcome that we seek to achieve.
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

We have, as part of our regulatory responsibilities, we have powers to
fine, to discipline, to revoke licenses, a number of powers. One power we do
not have is the power to enforce a settlement, so we cannot require that a
settlement happens. We can open a discussion that, hopefully, will result in
a settlement but any settlement action has to be a voluntary act on the part of
the bank or the broker against whom we have adisciplinary action. So, if we
can achieve a settlement, that is our preferred outcome but it's not something
that is a power that is 100% in our hands; it has to be a voluntary act by the
bank or the broker.

We have been urging, from last October, al of the organizations
involved to reach out to their clients and offer settlement terms where they
think it's appropriate and we have made it clear that we would take those into
account in any conclusions that we reach.

No bank requires our permission to settle.  What it does do is allows us
to take into account how far we use those other powers in mitigating or
sanctioning a bank or a broker for misconduct.
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Mr Martin WHEATLEY:
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Mr Martin WHEATLEY:

Okay. The mediareports are not something that we would comment on.
We're not prepared to negotiate through the media. Any discussions we
have — and it's a fact, and it's a known fact, that there are discussions because
one of the banks announced the fact that they were in discussions, we have
told this committee that there are a number of discussions — that is the only
fact about the discussions that we will confirm either here or in any other
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forum. All of the discussions are subject to section 378 restrictions, which
means that it's an offence, and potentially a criminal offence, to disclose the
details of those discussionsin the media

There have been speculation in the media. We can only speculate as to
where the source of that speculation is and what the intention is but we won't
comment on any particular points or facts that have been made in the media.

| repeat that our primary focus is to achieve a regulatory outcome which
isfair to al concerned and that's what we're working on and welll continue to
work on.
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

Our experience with dealing with other cases is that, when there's a
recognition from both the institution and the regulator that there has been a
potential regulatory breach and there's a desire to reach a preferred outcome,
then that preferred outcome can be reached. | wouldn't like to put a quota on
whether I'm confident or not that we'll reach that outcome; I'm very hopeful
that that would be the outcome that we reach.
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

| don't have that information. | can try to find it for the cases where
there was a settlement but | haven't got that information with me.
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Chairman:

Mr WHEATLEY?
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

The concerns that were raised in our surveys were not specifically that
the documents were deficient but that the features — well, either people didn't
see documents or that the features weren't properly disclosed. So, the sorts
of findings that we found were that there were very strong focus on the
potential benefits but limited focus on the potentia risks of a product, that
very few discussions disclosed the fact that there might not be an exit
mechanism if people made a choice to exit the product.  So, the concerns that
came through our surveys were less about the disclosure of risks in the
documentation than about the sales process and the explanation of the product
and the suitability assessment.

So what we did in response to that was we published that survey; we sent
that survey to all of our brokers. We sent them the information. And we
conducted themed inspections to find out from our own inspections the extent
to which the concerns that were being expressed were validated. And we
found, in anumber of cases, that there were not adequate internal systems and
controls or adeguate internal due diligence and we took actions on the basis of
that.

E/E

Mr WHEATLEY - [l A e BB S 0 LG m - IR & kg E&E#
w2

FEFEHES -

F82EZ e #1685 fif = ...
e

1687 {if =& -

07.07.2009 p.32



EEMREESE B HERMESZ R EEEEMESTSENEENLEESY
Legidative Council Subcommittee to Study Issues Arising from Lehman Brothers-related
Minibonds and Structured Financial Products

...... AR Y H o3 B e
Mr Martin WHEATLEY:

I will try.  1......
Chairman:

Can you provide the information after the meeting?
Mr Martin WHEATLEY:

Yes, I'll try asfar as possible, if we have the information, if we have the
data.
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Chairman:

Hi

Mr WHEATLEY?
Mr Martin WHEATLEY:

The team of people vetting the documents would all be either corporate
finance lawyers or people who've got experience in structured products, either
structuring them or vetting them. So there's an experienced team. In every
case, the assessment would be made, initially, by a manager and an assistant
manager and then a series of requests for information would be sent back to
the issuer. So, if we had felt that the products were either inadequately
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explaining the risks or were misrepresented to them, we would ask further
guestions, further requisitions of the issuer, and that process would take many,
many iterations where we would ask for further information.

All of our team are experienced; they have been on training, they have
experience in the industry, and all of the work is overseen by a director or a
senior director.
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

Keeping abreast with product development is a challenge and it's a
challenge because the industry is constantly innovating and constantly
creating products which provide particular types of return to investors but, in
doing that, they often become more complex. So, this was a particular
product that was offering investors a higher return than was available on
deposits and it offered that return by giving people exposure not to equities, as
many products are structured, but to the credit of institutions. So that was
the particular structure of this product and clearly it was a relatively new
product in 2002, 2003. So we would spend alot of time looking at the extent
to which there are similar experiences elsewhere; we would spend time and
second our teams to the bank departments who are creating the products so
that we got a very good understanding; and, in terms of the process of
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authorizing the products, we would go through a large number of iterations
where our team would work through, line by line, the product documentation,
would ask questions of the bank, would seek further clarification or changes
to the document.

So wed go through a process, a very detailed process, before we'd
actually approve the product. But it does require constant training and
constant devel opment because products are always changing.
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

We did......It's certainly correct that any products that have been issued
recently we require a much greater upfront disclosure of risk in bold type and
you'll see that the recent products have that very, very clearly explained.
Previoudly, all of the products would have strongly featured that the products
were not principal-protected, that there was credit risk of the reference entities
but some of the risks in the marketing materials were not so prominently
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disclosed. They were usualy in the marketing materials but not prominently
disclosed.

But our expectation has aways been that the marketing material is
intended to raise awareness but, if you look at the marketing notes, | think
every one says "Talk to our customer representative” and our expectation has
aways been and remains that that is the point at which the risks and the
suitability of the product are discussed and properly explained. So, even
though we have bolder disclosure of risks now in the documents, that does not
in any way take away the requirement for the point-of-sale to assess and judge
suitability of the product.
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

WEell, | think one of the things that we published in 2007 was an FAQ to
explain how banks should operate — or, sorry, how banks and brokers, and if |
can just — bear with me for a moment. We said, very explicitly, there's a
guestion: how can IAs help clients make informed decisions? |As should
provide each client with recommended investment products, prospectuses or
offering circulars and other documents relevant to the investments. It is not
enough for |As to hand over these documents, ask the client to read them or
merely read the documents to the clients. So, we've said that very clearly
and it's always been part of our Code: it's not enough just to give the
document to the client or read out the risk. The responsibility is to make an
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informed decision, a judgement taking account of the particular investor's
characteristics; and that judgement is that the product is suitable.

Now, that has always been the requirement; it still is the requirement
today and it will be the requirement going forward. And | think the question
is whether that requirement has been properly met in all cases. But it's
certainly not enough to say, "Here is the document", it's not enough to say,
"This document was approved by the SFC". What they're required to do is
their own due diligence of the product and make sure it's suitable for the
client.
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

Well, partly, we try to ensure that through our regular discussions and
inspections of brokers — and | know the HKMA goes through the same
process with banks — to ensure that there are good governance and control
systems in place within the organization. So the first line of ensuring it
happens properly is the responsibility of the management of the organization.
And the second line of ensuring it works adequately is through inspections
and going and looking and checking and looking at files and asking "Have
these guidelines been followed properly?' and that's what we do when we
carry out our inspections. The third line is to send a very strong message
when we find there are failures. So, if we find there are failures — and
occasionally there are — we will take strong action and send a message to the
market that standards have fallen below the accepted standard. And that's
what we do.
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Mr Martin WHEATLEY:

Yes.
FEAHA -
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

Well, | think, as | said earlier, that we look for three features, typicaly,
of any outcome. We look for an outcome that, as far as possible, will
mitigate any loss that has occurred through shortcomings against our Code of
Conduct; we would look for a solution which provides remediation such that
any problems will not re-occur; and we will look for solutions that send — may
be punitive but may send a strong message to the industry as to what is
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acceptable and not acceptable. And they're typically what we look for in
terms of aregulatory outcome.

Our principles are very much set out in the SFO that we have a
responsibility to protect investors; we have a responsibility for the health and
competitiveness of the system as a whole and a number of other areas that set
out the broad principles as to what the SFC is accountable for.
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

The responsibility isthat HSBC, as trustees, have appointed areceiver to
recover the value of the collateral. That's the process that they have
announced last week. | don't really understand what the question was
beyond that.
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

| think that that's a question that should properly be addressed to the
trustees, to HSBC. It is not something that we're a party to.
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

At this stage, at the last stage, when | think the Government talked about
the buyback proposal, the valuation was essentially an estimate of what value
may be there. Thisis quite a different process. Thisis actually recovering
the value. So, once the value is recovered, there's no uncertainty but the
uncertainty is in the process of recovering the value. o, I'm not sure — |
don't think — and, again, | think these are properly questions addressed to
HSBC but | don't think PwC have been appointed as a valuation agent; they've
been appointed as areceiver to receive the value that remains.
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Chairman:
Mr WHEATLEY?

Mr Martin WHEATLEY:

Well, the link, clearly, is the extent to which the banks are prepared to
mitigate the loss and be buying back at a reasonable value from clients. The
link is that we would have less need to impose any punitive fine because that
wouldn't be appropriate on top of an additional — a payment that's already
been made. S0, that's essentially thelink. It's alink between the regulatory
outcome that we would need to impose absent a settlement and the regulatory
outcome that we can impose with a settlement.
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

We're not going to negotiate in public or in this forum.
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Chairman:
Mr WHEATLEY, you respond on principles.
Mr Martin WHEATLEY:

Again, Chairman, if | may, the discussions are very important and very
delicate discussions. Even a hypothetical discussion about how certain types
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of pay-off may affect our actionsis, | think, damaging to that process. Soit's
not something I think | should entertain here.

E/E
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Chairman:

o

/ﬂﬂﬂ

Mr WHEATLEY?
Mr Martin WHEATLEY:

Perhaps, | can state why the document is stated in the way it is. They
are stated as concerns because the process that we would normally go through
Is to present our concerns to the broker or the bank, the institution, and give
them aright to reply and then we would reach a final conclusion based on our
original assessment of evidence and then the representations that a bank or a
broker would want to make to us. These are drafted as concerns because we
didn't complete that process because we reached a settlement before the
completion of that process.

FREHHER -
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------ EEGHEAE A REEERN - 205 7 B
Chairman:

Mr WHEATLEY?
Mr Martin WHEATLEY:

WEell, they were clearly the basis on which we presented the concerns to
Sun Hung Kai but we don't state them as conclusions because we didn’t give
that administrative fairness right of reply.
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

Yes. Yes, that wasthe basisfor our stating the concerns.

REBMEER -
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

They were responsible for promoting, designing much of the marketing
materials and acting as an agent on behalf of the arranger.
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

| believe that they provided some of the training but that itself doesn't
obviate the need for the banks to do their own due diligence and training
materials.
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Mr Martin WHEATLEY:

FEHER -

------ BRI EZFH -
Chairman:

Mr WHEATLEY?
Mr Martin WHEATLEY:

| believe that they provided some of the training and some of the
marketing or training materials.
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

Weéll, clearly, the extent to which frontline staff understood the product
Is an area of concern for us and, therefore, it's part of our investigation. We
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are looking at the extent to which banks relied solely on Sun Hung Kai
materials or the extent to which they augmented that with their own
internally-devel oped materials.
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:
Y eh, they're al part of the investigation process.
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

Weéll, I'm afraid that's now moving us into the territory of providing
conclusions on the investigations and, as I've pointed ouit......

REHFA -
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

I'm not sure what the difference you draw between a conclusion and a
prima facie evidence. If we believe there's prima facie evidence, then that
would be, effectively, our preliminary conclusion and | don't think we can talk
about our preliminary conclusions here.
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

Because we are in delicate discussions, anything we say here could
prejudice those discussions.
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Chairman:
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Mr WHEATLEY?
Mr Martin WHEATLEY:

Well, | think the qudlifications that you refer to are the entry
qualifications for somebody to operate within the industry and that's the
minimum standard to operate. We expect every organization selling to
provide additional training and select the sort of people who can explain
complex products over and abovethat. So......
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

WEell, the entry requirements are general requirements for entering into
theindustry. They're not specific to products.
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

| would expect every organization to arrange sufficient additional
training in order to enable the staff to sell products.

FEBMHEER -

& IRHEEE#. ...
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

Additional detailed training would be necessary.
REHBA

REHER -

...... RHAE > TR HEEZFEZ AN ATECEL
58 L2840 b 8 e B 2 A e

Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

| don't think | can take a view as to how long it would take; largely
would depend on the previous experience of the individual and the sort of
products that are being sold.

FEBMHEER -
o e

E- 2
Rk E -

REBMEER -
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

We would certainly interview the staff within brokers and we'd interview
staff at many different levels. And what we'd be looking to understand is the
extent to which the procedures and controls that are established within the
broker are actually applied in practice and, to do that, we'd do a combination
of interviews and a combination of looking at specific case documentation.

FEM#EA

REHER -

...... B LA AT IREE R — (BT AR B L2 — (E A1 R
MR EMN  BELGEER s FEZDERE?

Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

Again, that would largely depend on the complexity of a particular
product and the previous experience of a customer.

FrEHHER -
T WMTEFE......
e
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

We don't set (the buzzer sounded) very prescriptive rules as to how long
to spend in an explanation. The requirement is sufficient time to make sure
that the product is properly explained and that the selling agent can gain a
sufficient understanding to ensure the product is suitable. There's no time
limit on that; it is an absolute requirement.

FrEHHER -
HIGEMRER T ...
e
kA -
REHER -

------ Z A > HERMEmEERA LR  BIRMEZEERRE
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b R 2 BRI 2

Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

| think you're asking for our conclusions again, in terms of investigations,
which I've already explained.
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REHER -
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

We don't — I'm afraid we don't take a view on the minimum or maximum
or optimum time required to explain the product to a customer. What we
require is that the selling agent spends enough time to ensure the suitability of
the recommendation and that they spend enough time to ensure that the
individual client understands the nature and the risks of the product and has
sufficient net worth to be able to assume the risk and potential losses. That's
therequirement. We don't specify how long that should take.

A
ToUEZEEIRERE  NEMREN - W HIJE

B E#R -
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e

Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

We have regularly met the Administration to discuss the implementation
of the recommendations that we made in the FS report. Our investigations,
our operations are not something that's subject to ongoing discussion with the
Administration.
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

WEell, | think, given the broad socia importance of this issue in Hong
Kong and the number of people are suffering, the Government, quite rightly,
will have an interest in whether we can proceed and complete these
investigations quickly but that's a general interest. We've had no specific
inquiries or specific pressure to try to conclude the investigations prematurely.
We will take the time to do them properly.

E- 2
H#E -
BoE#R -

HEHEREEE  AWAE AHEIRIE ? REHEA - T X
RGBT - Rl S — TUWHEE & 8RR IRE 2

Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

WEell, | think there's a concern, clearly, and a very real concern, that this
is taking too long and we are very concerned that it's taking too long; | think
the Government are very concerned that it's taking too long. | have
numerous meetings with Government on various issues. It's an issue that
may have come up not formally through any minuted meetings but as a

07.07.2009 p.55



EEMREESE B HERMESZ R EEEEMESTSENEENLEESY
Legidative Council Subcommittee to Study Issues Arising from Lehman Brothers-related
Minibonds and Structured Financial Products

genera discussion, but there's no specific pressure that's — or questions that
have been brought to bear on us.

ES &
2 E
HPREA -
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ik HEHEAFEREZRETE YA —ME & EERMFK
FUEMEHERE ? REFEIEREEW —LE & -

Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

There have been no meetings to discuss specifically the investigations.
We have not been told specifically that the investigations are too slow. We
have been urged to reach a resolution, expediently and quickly, that is fair for
all concerned.

B E#R -
L -

e
Hi#&A -

HI##AR -

SR UN EHE R R AW EE 8 AR AR
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Chairman:
Mr WHEATLEY?

07.07.2009 p.56



EEMREESE B HERMESZ R EEEEMESTSENEENLEESY
Legidative Council Subcommittee to Study Issues Arising from Lehman Brothers-related
Minibonds and Structured Financial Products

Mr Martin WHEATLEY:

Okay. It can be quite specific. We havent, as far as I'm aware, been
told the pace is too slow. We have been urged by FS to reach an outcome
that meets the needs — our needs as a regulator and the needs of Hong Kong
generally. So that's a reasonable request that we act and put all resources
available to achieve that outcome.

ET &
Ha#a -
HEEEA -

il 4 2 21 FS » B2 FSE & A (r & 338 A B (R 2
g <2

Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

No, the FS has asked that we do everything we can to reach a speedy and
fair solution.

E- 4
Hi#EA -
BoE#R -
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

WEell, can | deal with the question about "slow"? We achieved very,
very quick outcomes in the case of the two brokers where it took four and six
months respectively from the start of investigation to a settlement agreement,
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so we've moved very, very quickly. The process that we're in with most of
the banks is not an investigation stage; it is settlement discussion stage. o |
wouldn't say that that is something that's slow; it's a settlement discussion.
And, as I've explained to members previously, we don't have the power to
force settlement; any settlement has to be a voluntary act by the banks and that
isthe process that is slow.

HAE#A -
ERE -

ES &
H#A -

HAR#EA -
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

Any information we've gathered as part of our investigation has been
gathered using our formal powers to compel evidence. It's not appropriate
for us to subsequently disclose that evidence to this body. You may directly
ask the banks, when you interview them, what their commission structures are.
But | don't think we can allow the information we've collected as part of our
formal process to be put into the commission's considerations.

BoE#R -
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A

-
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

WEell, | think, if you've had the answer from Mr Y K CHOI, then |
wouldn't disagree with that answer. If he said two to three percent, | think
that's probably about right in general terms.

BE#R -
fRZF .
e
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

| don't know the general situation. | thought we were talking about
Minibonds and | think the situation for Minibonds is, as Mr CHOI has said,
around two to three percent. | don't know what the figure is for ELNs, and |
don't know if it's different to that figure.
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

We can certainly go back to our previous studies and surveys and
disclose any figures to you from those. From our current investigations, it's
not appropriate for us to disclose information that we have gathered in the
course of those investigations.
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Mr WHEATLEY, did you say that you are going to find out later on
whether or not you had this information and you......

Mr Martin WHEATLEY:

Yes.
Chairman:

...... would provide that to us, later on?
Mr Martin WHEATLEY:

Anything that's in those previously completed and published surveys,
we're very happy to provide that, but | draw the distinction between that and
information that we've gathered as part of the current investigation process.
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

| think, as | explained to you earlier in regard to the FAQ, our Code of
Conduct does not require or it's not sufficient for our Code of Conduct to
simply read a document or ask the customer to read the document or to simply
hand over the document. The Code of Conduct requirement is that the bank
explains the product fully and that it assures the customer that it's suitable,
taking account of the customer's considerations.

The products that you refer to — and | don't know specificaly but if
you're referring to ELNs where the documentation wasn't approved by us —
are private placement products which can be placed with subsections of the
public through the private placement rules in the Companies Ordinance and,
therefore, there isn't the disclosure protection that exists under the Companies
Ordinance but the Code of Conduct appliesin every case still, so it's still the
case that the staff selling the product are required to make a proper assessment
of the individual and make sure that the product is suitable and understood by
theindividual.

HAEAA -
HE.....
ES &
PR A -
HEEA -
EF - RBBRE -
ET &

il TR F—F 0 HHEK -
Hon LEUNG Kwok-hung:

Okay, | am going to ask you the question about the duty to protect
investors shall not be transferred. So | want to ask you, one of your statutory
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duties is to protect the investors. Do you recognize that the SFC has to bear
the ultimate responsibility for the failure to deliver the outcome of protecting
investors?

Chairman:
Mr WHEATLEY?
Hon LEUNG Kwok-hung:
Do you know it?
Mr Martin WHEATLEY:

Okay. It's absolutely our responsibility. One of our organizational
objectives is to protect investors, so we absolutely accept that and that falls
squarely on our organization but, nonetheless, there are, from time to time,
regulatory lapses and those lapses have occurred in the past, I'm sure they'll
occur in the future. Obviously, what we try to do is to minimize those lapses
and, where those | apses occur, make sure there's an appropriate action taken in
response to that. But it's absolutely our duty and responsibility to try to
protect investors.

Hon LEUNG Kwok-hung:
Thank you.

TE

Hon LEUNG Kwok-hung:

So have you ever suggested to the Administration, before the collapse of
Lehmans, that the present power you have is fettered to such an extent that the
effectiveness of delivering the outcome of protecting investors will be
hampered? If not, why not?

Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

The regulatory structure that we operate within was one that was very
much debated within this house in the period leading up to the passage of the
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bill in 2003 and the passing of the ordinance in 2004 and the debate was a
very lively one, | know, a that stage, as to whether adequate investor
protection would still happen with the responsibilities split between two
organizations. And it was argued at the time that it would, so we have not
taken the view that we are subsequently fettered. That was the policy
decision taken at the time and discussed at length in LegCo.

Hon LEUNG Kwok-hung:
Okay.
FHE

D = =
%ﬁﬁiﬁi\ °

Hon LEUNG Kwok-hung:

So, the SFC has issued a number of warnings to HKMA before the
collapse of Lehman. It indicates that the SFC was aware of the risks of the
investors; however, the SFC has not exercised directly the supervisory power
conferred by the law to scrutinise the misconduct of the RIs to prevent harm to
investors as it did against the LCs in the same period. It is a prima facie
reckless omission of duty of the SFC. What is your comment to this
conclusion?

Mr Martin WHEATLEY:

Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

The warnings that we gave broadly to the market were not specific to
Lehmans but were concerning the extent to which complex products were
being properly sold, so that was the concern we had and we published,
through various forums, that warning. We carried out inspections on our
investment advisers to try to verify the extent to which those concerns were
true and we found failings and we acted on those failings. But we don't have
the direct oversight of frontline staff of banks and that is a structure that was
put in place after much debate and we are able to rely on the Monetary
Authority's oversight of banks frontline staff.
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Hon LEUNG Kwok-hung:

So, do you agree that the present agreement is a typical buck-passing
practice among the Administration, HKMA and SFC which is purposely
designed to avoid legal and administrative accountability for the three parties?

Mr Martin WHEATLEY:

Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

| don't accept the statement. | think the structure that we had was a
compromise that was taken to minimize the burden that would fall on banks if
they were subject to two separate regulators. So, | think that was a
compromise that was understood and agreed at the time because the banks felt
that, operationally, it would be very difficult to be accountable separately to
two regulators. So, the compromise was that the same standards would
apply but the two — one regulator would regulate the frontline staff of banks
and one regulator would regulate the frontline staff of brokers.

Hon LEUNG Kwok-hung:

Hon LEUNG Kwok-hung:

Do you agree that this is a serious loophole in your regulatory system
that leads to harm to investors of this unprecedented size and yet no one will
be accountable for harm which may be avoided or reduced considerably if due
care, diligence, skill and better co-operation are to be exercised by the SFC
and the HKMA?

Chairman:

Mr WHEATLEY?
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Mr Martin WHEATLEY:

| think it's wrong to describe it as a "loophole”. A loophole would
imply that there was an inadvertent or accidental gap. This division of
labour was a very conscious decision, so | don't think that means it was a
loophole. The question of accountability is clearly an important one but |
think we have to complete our investigations in order to have redly the full
understanding of what has gone wrong and | do think we have to learn from
this and, in our presentation to FS, we've made it clear that we think that the
regulatory structure needs to be reviewed to look at what we can learn out of
this particular process. So | do think we've got to learn from this and look at
whatever changes to the structure are necessary to try to ensure that the same
thing doesn't happen again.

ZE -
Hon LEUNG Kwok-hung:

So it's the question about the MOU. Although paragraph 4(c) of the
MOU claims that no power, duty and obligation have been transferred, this
claim cannot conceal the arrangements and practices which are, in substance,
amounting to a delegation power. It turns "may rely" into "must rely"
compared to section 5(3)(b) of SFO and paragraph 5 of the MOU. It fetters
the supervisory function of SFC under section 5(1)(b)(ii). It imposes rigidly
fixed roles and responsibilities to two regulators without citing any lega
authority or provisions or ordinances that authorize this division of roles and
responsibilities. The MOU and the present practices as testified by SFC and
HKMA are primafacie ultravires. Do you agree? If not, why not?

Mr Martin WHEATLEY:
Wewill......
Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

...... provide you a detailed written response to this question. It is not
ultravires. The MOU does not change the legal structures that are enshrined
in the Banking Ordinance and the SFO. They both explain the respective
powers and specifically explain that the SFC may rely on the HKMA and, to
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use your words, that doesn't imply "must rely" on the HKMA. We may rely
onthe HKMA. But the policy intent, very clearly, at the time of the passage
of the bill was that we should rely on the HKMA. Soiitisnot ultravires and
the MOU does not change the legal obligations set out in the respective
ordinances.

Hon LEUNG Kwok-hung:
Okay.

e

Hon LEUNG Kwok-hung:

S0, according to your statement released in 22 January 2009, the SC
Reference No. SC(1)-S21, you claim that "Given the high public interest in
resolving these issues quickly, to avoid unnecessary costs and expenses and to
affirm its commitment to the highest standards of conduct, Sun Hung Kai has
agreed with the SFC to the following......" and then you turn to the Note 4. It
says so, according to section 201 of the SFO, you can do something to save
those investors without investigation. | ask you, would you like to use this
authority again or you would like to talk to Mr Joseph YAM to make a
guicker pace for the investigations, not to wait until next March to fulfil 70%
of the investigation. Do you agree that you should talk to him or even to
scold him for not doing his job because it's vital. He's got the authority to
open a file, to dismiss a file. You, (The buzzer sounded) you are the one
who's got the last say. Would you agree?

Mr Martin WHEATLEY:
We havethe......
Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

...... disciplinary powers and we also have the ability to enter into a
section 201 agreement which is the one you mentioned that we entered into
with Sun Hung Kai. It is our hope that we can enter into such agreements
with other banks that would achieve a much speedier outcome than the
outcomes that you've talked about. S0, it's very much our hope that we do
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enter into further section 201 agreements and that, | think, would be the
speediest outcome to that.

Hon LEUNG Kwok-hung:
So don't you think......
e
(SEEIE GRS
Hon LEUNG Kwok-hung:

...... you will be satisfied with the pace? 70% of the complaints will be
investigated in next year, March. Do you know one of the clients of the ELN
has committed suicide? So how many victims do you want to see? If you
don't do your job, you can victimize......

Chairman:

Okay.
Hon LEUNG Kwok-hung:

...... those people'slife. Do you feel the responsibility? Do you?
Chairman:

Mr WHEATLEY, you respond to this one and I'll come to the next
member.

Mr Martin WHEATLEY:

Chairman, were very, very conscious of our responsibilities. We really
are conscious of the responsibilities, were conscious of the suffering that is
being suffered. We want an outcome as quickly as possible and that's what
we're trying to achieve.

ZE -
GxrEEEE o WHEE T -
Hon LEUNG Kwok-hung:

The point isthat......
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FHE
ZES FA-
Hon LEUNG Kwok-hung:
...... you need to give order to Mr Joseph YAM.
e
PEE.....
Hon LEUNG Kwok-hung:

He is the one who needs to be accountable to you. You know what |
mean? He's got every authority to open afile, to investigate, ......

EY &
Hon LEUNG Kwok-hung:
...... to dismissthefile.
TE
B E ST E — R R R A BT .
Hon LEUNG Kwok-hung:
WEéll, it's common sense.
Chairman:
Any further response from Mr WHEATLEY ......
Mr Martin WHEATLEY:
| don't —1'd repedt......
Chairman:

...... before we go to the next member?
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Mr Martin WHEATLEY:

I'd repeat very much what | said. We want to resolve this, we really do.
It's dragged on aready too long. We don't want this to string out.
Everybody wants this resolved. But the best way to have this resolved is
through a voluntary agreement from the banks. That would be the quickest
way to have this resolved and that's what we're trying to get to.
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Chairman:

Mr WHEATLEY?
Mr Martin WHEATLEY:

The marketing leaflet is a subset of the terms in the prospectus and it
focuses on some of the magor terms and involves a number of statements.
But it aso involves a statement that you should talk to a customer
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representative and, in every one of the Minibond leaflets, that was the
requirement. And it's at that point when the disclosure and explanation of
risks and features should occur. That's where the disclosure is supposed to
occur, at the point of sale, and that's where the suitability assessment is
supposed to occur.
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

The leaflets are there to attract interest. They can't possibly consolidate
a hundred-page document into one page. So | don't see that the sales leaflet
isthe primary disclosure document......

ZxHEHEA -
ERE -
Mr Martin WHEATLEY:
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

But that doesn't satisfy our Code of Conduct. No matter how bold the
statement is that said "Read the Document”, that doesn't satisfy the
requirements under the Code. Our Code of Conduct requires — and, in fact,
can | quote you from our FAQ? "It is not enough for |As to hand over these
documents, ask the client to read them, or merely read the documents to the
client. 1Asshould help each client to make informed decisions by giving the
client proper explanations of why recommended investment products are
suitable for the client and the nature and extent of the risks the products bear."
So, that is what disclosure means. It means taking the document, analysing
it, presenting a story to the client and making a judgement as to whether it's
suitable for the client. That's how disclosure is supposed to work, not
through simply handing over a document or paging through a number of pages.
It's an active judgement that's required.

BEEFA -
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

| think you're misunderstanding how the system works. The documents
would explain the main features of the product, so, clearly, they would explain
the potential coupon, the tenure of the product and how the product worked.
But, also, the marketing flyer would always say, in bold, that the notes are not
principal-protected. It would always say, in bold, "Tak to one of our
customer service representatives.” It would probably say, "Don't rely on this.
Rely on the underlying documents."”.

But the truth is, what the individual should be able to rely on is the sales
practices of the intermediary which is where the responsibility is to properly
explain the product and its features, and where the responsibility is to ensure
that the client understands the risks and has sufficient capital to withstand any
potential losses, and where the responsibility sits to make a judgement that the
product is suitable for that particular client. That's where the core
responsibility lies.
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Chairman:
Mr WHEATLEY?
HEXEFS -
Fy {n] & H 95%HY A TE Hi5E ik B &% 5 7
Chairman:
Mr WHEATLEY?
EXEES
el = S0k I
Mr Martin WHEATLEY:

Well, | think, if | can refer you to the table that you're deriving the 95%
from. Every single paragraph starts (The buzzer sounded) "frontline staff
proactively induced”, "frontline staff failed to consider", "frontline staff did
not include product information”, "frontline staff only highlighted".

BEHHA -
B B SR e
Mr Martin WHEATLEY:
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Chairman:

Mr WHEATLEY?
Mr Martin WHEATLEY:

WEell, what we're looking at is the analysis of the complaints that have
been received. What we're doing separately......

EEEHA

EAERYEE B A Y BE R P AIMEE AN Y EZ
IR & B A IR 7

Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

Can | repeat? What we've got here is an analysis of the complaints; it's
not the conclusions. The conclusions can only come out of the completion
of an investigation.

EXEER

BT {5 1] A5 57 95911 11 37 45 /2 7% 1T DAY B 19 - i 79 2 30 20
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Mr Martin WHEATLEY:

Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

No, al I'm suggesting is that the table you're referring to is simply an
analysis of what the reasons for complaint was.
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Mr WHEATLEY?
Mr Martin WHEATLEY:

Well, | think, as I've explained to the Subcommittee before, the only way
to get to a proper understanding of that is to complete the investigation and
reach conclusions and we're in the middle of that process.

E/E
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Hon Emily LAU Wai-hing:

Thank you, Chairman. Well, Mr WHEATLEY isaso hereto assist this
Subcommittee to reach conclusions. So the more forthcoming you are the
better it would be to al of us.

Chairman, at the hearing on the 26th of last month, Mr WHEATLEY
said he was surprised that, before the collapse of Lehmans, there were very,
very few complaints about mis-selling and we referred to this point again
earlier this morning, like paragraph 82 of Mr WHEATLEY 's written statement,
saying that, between April of 03 and 15 September last year, the fateful day,
SFC only completed 500-odd inquiries and then disciplined 430 persons or
companies. And, out of that, only 5% were about mis-selling. Is that
correct, Mr......

Mr Martin WHEATLEY:
Yes.
Chairman:
Mr WHEATLEY?
Hon Emily LAU Wai-hing:
And then, of course, if......
TE
BFEE -
Hon Emily LAU Wai-hing:

...... Chairman, if we look at the document that Mr Ronny TONG just
referred to, S34, suddenly, if you look at paragraph 1.1, you said, following
the collapse of Lehman Brothers, you've received atotal of 8 421 complaints.
And then the mis-selling ones constituted the bulk of it, on page 2. You said
thisis an analysis of the complaints. Fair enough. What is your analysis of
why there is such, you know, a stark change? Y ou were surprised that, prior
to September 15, there were so few; after September 15, the collapse of
L ehman, boom, it shot up like that!

And, actualy, you were trying to tell us about your surveys, your
investigations. Many of these mis-selling, on page 2, probably took place
prior to September 15 last year, so would you admit to this Subcommittee that
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the work of the SFC prior to that was woefully inadequate? Y ou were not
able to fish out all these problems. Isthat correct?

Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

Firstly, why the change? | mean, obviously, the substantial change over
night was the unexpected event of Lehman Brothers failure; nobody
particularly expected that despite the amount of financial turmoil. 1 think,
generaly, the expectation was that there would be some sort of rescue
package put together. So that is what triggered the range of complaints.

And then, secondly, the people who then found themselves exposed to a
product that had lost significant value were saying that they never understood
the product in the first place and they didn't understand. So, that's the trigger
for the 8 000-odd complaints that we received.

95% of the product was sold via banks. So | can only really comment
on the part of it that was sold via brokers where we do have the frontline
oversight and, clearly, in the case of the brokers who were selling the product,
we had not detected that there was mis-selling amongst those brokers prior to
this. Now, we had a genera concern and we raised that general concern
severa times but we hadn't specifically detected, in relation to Sun Hung Kai
and the other couple of brokers, that there was a problem prior to this.

Hon Emily LAU Wai-hing:
Chairman, ......
e
BEE -
Hon Emily LAU Wai-hing:

...... first of all, talking about the loss of value because of the collapse of
Lehman, so is Mr WHEATLEY trying to tell this Subcommittee that the
mis-selling probably had taken place but, if they had not lost the money, then
they would not have complained, then the mis-selling would not have been
uncovered? Isthat what you are saying?
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Mr Martin WHEATLEY:
Well, | think, ......
Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

...... prior to Lehman's collapse, | think we had one complaint. Had the
products continued to maturity, they would have operated as people expected,
paying a regular coupon of 5% or 6% or 7%, and would have been redeemed
at par at maturity.

EE -
BlFEa -
Hon Emily LAU Wai-hing:

And then those points on page 2, those things would not be true then,
isn't it? "Frontline staff proactively induced complainants to turn their matured
fixed deposits into investments." Because, although they induce them, they
make money, so that would not be a valid complaint. |s that what you are
trying to tell this Subcommittee? Or like they "failed to consider their risk
profile"? Because they make money, then none of these complaints would
be valid?

Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

WEell, | don't think it says none of the complaints would be valid. |
think it means that we would have seen fewer complaints because people
would not have focused on the way they were sold the product in the first
place if the product operated as they had expected it would operate.

Hon Emily LAU Wai-hing:
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EE -
FEE -
Hon Emily LAU Wai-hing:

Chairman, | want to ask Mr WHEATLEY: Do you aso accept that the
fact that there are 8 000 complaints, does that reflect some failure in the SFC's
investigations and surveys? Should your investigation have uncovered some
of these failures?

Mr Martin WHEATLEY:

Weéll, the investigations......
Chairman:

Mr WHEATLEY?
Mr Martin WHEATLEY:

...... did uncover failures. We did. When we looked at investment
advisers, we found, each time, that there were control lapses, there was
inadequate documentation, there wasn't proper suitability rankings, and we
took action in each case. In 2005, we studied 15 investment advisers, we
published a report that said we had found unsatisfactory practice and we
required them to put in place additiona systems and controls, and to put in
place or conduct better due diligence.

When we did our second thematic inspection on 2006, again we found
problems. We looked at 10 investment advisers. Out of the 10 we looked at,
we took disciplinary action against five of them.

Hon Emily LAU Wai-hing:
Chairman, are these......
FHE
BFEE -
Hon Emily LAU Wai-hing:

...... investment advisers the same as the frontline staff that you refer toin
your table on page 2?
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

WEell, these are investment advisers within SFC-regulated entities. The
frontline staff in the table would be a combination of licensed persons and
banks representatives but predominantly they would be banks
representatives.

ZE
BlFEEa -
Hon Emily LAU Wai-hing:

Chairman, just then, Mr WHEATLEY said that he cannot comment on
the banks but he could comment on the brokers. But now, it seems you are
trying to get the banks to settle with some of the complainants. So, if you
have not looked at, you know, what they are up to, how can you offer those
proposals?

Mr Martin WHEATLEY:
Weéll, we have......
Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

We have looked at what they're up to because we've commenced
investigationsinto all of the banks. Sowe......

Hon Emily LAU Wai-hing:

But why did you say you cannot comment? What were you trying to
say, just afew minutes ago about the 19 banks?

Chairman:

Mr WHEATLEY?
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Mr Martin WHEATLEY:

I'm sorry, I'm not quite sure what the question is. We only look at
banks when we've commenced an investigation. We wouldn't be looking at
banks as a normal course of business, so we would have no normal oversight
of banks' activities.

EE
S
Hon Emily LAU Wai-hing:

But, Chairman, if we look at the 8 000-odd complaints, how many of
them involve — most of them involve banks, isn't it?

Mr Martin WHEATLEY:
That's right.
Hon Emily LAU Wai-hing:
And you did not look at the banks? Isthat what you are telling us?

Mr Martin WHEATLEY:

Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

...... receive a complaint, we pass it to the appropriate regulator to
investigate. So, if the complaint is about an insurance company, we pass it
to the Insurance Commissioner; if it's about a bank, we pass it to the bank,
because they have the frontline relationship with the organization.

ZE -
BlFEE -
Hon Emily LAU Wai-hing:

But now you are offering settlement proposals......
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Mr Martin WHEATLEY:

That'sright.
Hon Emily LAU Wai-hing:

...... relating to the banks, to the complainants.
Mr Martin WHEATLEY:

That'sright. Because we've moved beyond......
Chairman:

Mr WHEATLEY?
Mr Martin WHEATLEY:

...... the referral stage and we've now got investigations opened into all of
the banks. In some of those, we are close to or have reached our preliminary
conclusions.

ZE -
BlFEEa -
Hon Emily LAU Wai-hing:

That's what | can't understand, Chairman, because these investigations,
the results, should be useful but you said you've moved beyond that. So
what are you going to do with the results when they do come about?

Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

WEell, we have two options. One of them is that we'll use the results to
discuss with the bank why it would be in their best interests to reach a section
201 agreement which would see them offer to repurchase the Minibonds.
That is one option. If we can't achieve that, we'll use the investigation to
take disciplinary action which is the second but not preferred option.
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EE -
FEE -
Hon Emily LAU Wai-hing:

But, Chairman, the timing is very odd. Y ou are now offering — you are
asking the banks to make the settlements but the detailed investigations of all
these 8 000 or whatever — you know, Joseph YAM's dealing with 20 000
complaints, we don't know how long that that would take. He said, in March
next year, he would only complete 70%. So, you will have to wait quite a
long time to wait for the ultimate result of those investigations to help you to
bring about the settlement, isn't it?

Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

WEell, the way that we are conducting our investigation, we don't require
the completion of al of those investigations. We are working at the
institutional level and looking at whether adequate systems and controls were
in place to ensure that they could comply with the Code of Conduct. We
don't need a conclusion on all thousand cases to reach a conclusion.

Hon Emily LAU Wai-hing:
But, Chairman, areyou......
ZE -
BFEE -
Hon Emily LAU Wai-hing:

IsMr WHEATLEY saying that, if —of course, if they reach a settlement,
that's fine; but, if there's no settlement, (The buzzer sounded) then the result of
the investigation would help?

Mr Martin WHEATLEY:

Yes, theresult of......
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

...... the investigation that the HKMA is conducting clearly helps both the
individual and the MA in reaching a solution on a case-by-case basis. What
our investigation is trying to do is to reach a conclusion for all of the banks
clientsin one go.

Hon Emily LAU Wai-hing:

| know, but for those......
e

BEE -
Hon Emily LAU Wai-hing:

...... you can't reach settlement, then if the HKMA would come up with
the investigation result, that would help but they are taking such a long time,
so | don't know how long it's going to drag on because you've put certain
proposals there and some may say "Yes', some may say "No", and for those
who say "No", then the result, the individual investigation, the result would
help, isn't it?

Mr Martin WHEATLEY:
For those who......
Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

...... we can't reach an agreement with, ultimately, those individual
investigations will help the individuals who may have to take their own lega
action against the bank.

T/ -
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

| hope | was careful in explaining to the committee it's not a view that we
have reached independently; it was based on an analysis that was done late
last year by Ernst & Young where they were the figures that, | think, were
given to the Government and to the banks.

E- 2
M E -
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

WEell, in terms of the current collateral value, we rely on the experts
who've donetheir analysis. We don't have a separate analysis of that.

HBHEFE -
MBIEARER ...
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

| haven't come up with the figure of 60% as an answer. When the
analysis was initially done, | think slightly more than half the series had a
value that was in excess of 60%, some of the series had very low value, but
each of the series has adifferent value attached to it.

HBHFZS -
L -
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LA HE BEERM - "In many cases, the collateral is
worth more than 60%, so we would look very poorly on any
proposal that was offering to give back to individuals less than is
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

The 60% figure was not my figure; it was a figure that was reported in
the media as being the figure that was available and on offer. So | was
responding to that.

ES &
PREEE -
HEHEA :
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Chairman:

Mr WHEATLEY?

Mr Martin WHEATLEY:

The statement — as | say, in response to the press claim that that was a
reasonable settlement, the statement was related to the fact that, where the
valuations had been done, more than half the series had been valued at excess
of 60% and that, on average, the valuation was somewhere between 50% and
60%.
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

Based on the figures that Ernst & Y oung concluded in their analysis in
October and November last year.

ET &
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

Thefigures | was referring to were figures that were aready in the public
domain. The actua vauation will be the result of PwC's work. They've
been appointed recently as receivers on behalf of HSBC Trustees. So that
will be the process where the final valuation is established. The previous
figures were estimates of value.

HBHEFE -
EE -
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:
Weéll, I'm explaining the available information.
HEHZFS -
EE -
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

WEell, the figures were the most authoritative evaluation that has been
conducted to date. We don't have the resources to do that at the sametime as
carrying out our investigations. It was a statement in response to what was
reported to be avery definitive figure in the press.
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Chairman:

Mr WHEATLEY?
Mr Martin WHEATLEY:

We are, as I've mentioned to this Subcommittee, involved in a number of
investigations and we're involved in settlement discussions which are
supposed to be private and confidential settlement discussions with a number
of banks. Specific details of those settlement discussions have been |eaked.
| can only speculate on the objective of leaking but specific details have been
leaked and, given that specific details and specific wording from letters
between us and the lawyers representing the banks have been deliberately
leaked to the press, | felt it was important to put a marker down as to what was
and was not acceptable.

The pressis being used as amedium to try and put additional pressure on
us; we don't accept that we can have additional pressure put on us. It's a
message that we won't accept the media being used as a negotiating tool.
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Chairman:

Mr WHEATLEY, you respond in accordance with what's on the
SUMMOoNS.

Mr Martin WHEATLEY:

Chairman, if | may respond to that because | think it's an important point
and it comes back to the point | made earlier about the way the mediais being
used.

We are being characterized as only allowing one model to be the solution
and that's how it's been presented in the media and, therefore, inflexible. But
I've explained, | think at least twice, to this committee that we are prepared —
we are open and prepared to look at a range of different outcomes. But it's
not for us to say what the ultimate outcome will be. That has to be
something that any particular bank will volunteer and when they volunteer a
model for how they will deal with this, then we can evaluate that and see the
extent to which it meets our three tests. And if | remind you, our tests are:
how far does it go towards mitigating the loss that investors incurred; how far
is it remedial in dealing with any lapses and therefore ensuring that any
further lapses don't reoccur; and how far is it punitive in sending a strong
message to the market about what we will and what we won't accept as
adequate behaviour. But we have not said 100% is the only solution.
We've offered a number of different models to banks. We're expecting them
to try to respond with their own analysis of how they can deal with thisissue.
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

| think that is people trying to negotiate and put pressure on us through
themedia. It isnot our position.
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Mr Martin WHEATLEY:

Chairman, obvioudly, we'd need to understand the specific facts of the
case. |If it was a private placement ELN, which | think it may be from the
discussion we've had, there are particular threshold levels as to how and where
it is sold. But one of the private placement carve-outs in the Companies
Ordinance is for sale to professional investors and "professional investors', in
our term, has a quite specific and narrow meaning but that's not the only client
base that can buy into ELNs. So it may have been through one of the other
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exemptions in the Companies Ordinance. But we'd have to understand the
specific facts of the case in order to form a judgement.
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

The definition of professional investor relies on three tests. Thereis a
knowledge test and that the broker or the bank concerned has to establish
themselves that the person has sufficient understanding of knowledge of the
particular types of product. There's an experience test and that's generaly
taken as meaning that the person would have dealt 40 times in the previous
year in similar structures. And there's a wealth test which is that the person
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has to have a portfolio of a million US. And they're the three tests for
professional investors.
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Chairman:

Mr WHEATLEY?
Mr Martin WHEATLEY:

Obvioudly, | can't make a judgement on al of the factors but, given the
three tests I've given you, if what you've told me is the person has only dealt
once in HSBC before, that would not normally qualify somebody to be treated
as aprofessional investor.
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Mr WHEATLEY?
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Mr Martin WHEATLEY:

WEell, obviously, we're very concerned about all the individual cases and
any complaints that we receive we look at diligently. If it's a customer of a
bank then that should appropriately be addressed to the HKMA who will do
the frontline investigation of that particular......

REZ#ZR -
i
Mr Martin WHEATLEY:

...... individual case. But, obviousy, what we are doing is the
broad-based investigation and, if it's helpful, we'd be welcome to take the
information to feed into our broad-based approach.
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Chairman:
Mr WHEATLEY?
Mr Martin WHEATLEY:

Where we have received complaints regarding ELNs, again, we will
open investigations specifically to look at the institutions and the product line,
so it's the same mechanism as for Minibonds. We would take a top-down
investigation of the particular institution and look at the way the products
have been sold.
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