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ER o R EB R IR o 2 -

ERE o BEEE - RE - HA9FEMr Martin WHEATLEY -

RS RMEEBRESEEEGITHMREBEZLEESE ¢ Thank you very
much, Chairman and Honourable Members. | would like to make clear a few
comments before the slides and then go through our recommendations. As a
regulator charged with overseeing the institutions which sold Minibonds, we
understand and sympathize with the feelings of investors who have suffered
losses, and we are committed to establishing the underlying reasons for this.
However, as | am sure Honourable Members will recognize, we have been
impacted by unprecedented events in the global financial market, the so-called
financial tsunami, which has resulted in investors all over the world suffering
significant losses.

The challenge for us all, in the face of the personal suffering of so many
small investors, is to try and form a balanced view of all the inter-related factors
which have contributed to the situation that we now face. How much is
attributable to a global collapse of confidence in financial markets; how much
to the failure of the sub-prime mortgage market and the credit squeeze; and how
much to subsequent institutional failings. And how much is due to the
particular rules and regulations we have in place and the degree of compliance
with these regulations by market participants. It is these latter issues which we
as regulators must and will address.

The report we have prepared, at the request of the Financial Secretary,
attempts to identify weaknesses in our regulatory structure, which may have
contributed to the Minibonds crisis or that have otherwise been exposed to the
financial crisis. However, our report does not attempt to determine whether any
individual or institution should bear any direct responsibility for the losses of
Minibond holders. That job will be done through our ongoing investigations
into the institutions that sold Minibonds.

While we are very pleased to have completed and publicly announced the
outcome of our first investigation into a distributor of the Minibonds, Members
will be aware that we still have a large number of ongoing investigations. | can
fully understand the desire of Minibond investors, the public and Honourable
Members to have more details about these investigations but I must ask for your
patience. We are working as fast as we can to complete our work but we must
ensure that we follow due process, that we work in a way which cannot be
subsequently challenged and that we are fair to all parties concerned. This
requires that we maintain confidentiality until such time as an investigation is
completed. While it may be frustrating, | would ask for your understanding and
trust in allowing us time to complete these remaining investigations.



| would now like to highlight some of the key recommendations contained
in our report. | will do this briefly as | am aware that Members already have
copies of the full report and I will then be happy to respond to Members’
questions.]

The background, | think as everybody knows, is that we were asked by the
Financial Secretary to submit a report within three months of the lessons learned
from Lehman Minibonds, how to enhance the regulatory structure, and how to
enhance investors' education and protection.

We submitted this report on 31 December last year. We are now
exploring areas of enhancement and reforms to meet the objectives of our
recommendations.

The report was based on the information we had at that time, and we made
it quite clear that this is a preliminary view. As we continue with our
investigations, we expect to find better what had happened, what went wrong,
and potentially, we will have more recommendations coming forward in the
future.

In terms of the recommendations, the broad view of the regulatory structure
is something that we have suggested the Government needs to review, and to
review whether today's structure remains the best regulatory structure to support
Hong Kong's position as an international financial centre. Or whether that
structure can be changed or amended in some way. And this is the debate that
many major jurisdictions around the world are having at the same time. There
are different structures, the single regulator, the inter-regulatory approach, the
"twin peaks" regulator, and of course, what we currently have in Hong Kong,
separate regulators. And yet within that separate regulatory structure, there is
clearly a need for close communication and consultation, and again we are
looking at how we can enhance the process. But we also considered that the
disclosure based regulatory philosophy that we have is the right one in line with
other major jurisdictions, and we are not recommending a change to that
disclosure based regime.

In terms of investor education, we have already put significant new
resources behind our efforts. We have recommended the creation of a broad
based investor education council, that will require some degree of legislative
amendment, that is something that we will work on as part of our ongoing plan.
But in the meantime, we know that there are some very specific areas that we
have to make sure that people understand much more clearly.  People need to
understand the role of the intermediaries in providing them with advice and
selling products, they need to understand what the obligations of the regulators
are, what the intermediaries are and indeed their own obligations in buying the
products. And we need to ensure that people understand the philosophy of
disclosure based coupled with conduct regulation of intermediaries.



We have also said that we intend to harmonize our product and marketing
code and guidelines for all financial products. We will expect all financial
products to include plain and concise product summaries. And we have
recently published additional guidance for marketing materials, and again we
expect to enhance that further when we are bringing together the various regimes
that are in place. And we have started the process of establishing our website as
a central collation point for information about understanding investment products
where the documents have been authorized by the SFC.

One of the areas that has attracted most comments and one of the areas that
clearly is an area of concern is conduct, the conduct of the intermediaries. And
we have made a number of recommendations on areas where the code of conduct
can be reviewed. We will look at changes to our existing inspection regime, the
way that we inspect the sales process of intermediaries. We expect to come
forward with changes to intermediaries’ own procedures and controls, the way
that they conduct themselves, the record keeping, the way that they follow the
code in selling products.

We think there is a strong need to look again at both how the code defines
investors, and in particular, professional investors, and also how intermediaries
themselves classify investors. While the definition of professional investors is
provided in the code of conduct, most of the classification of investors is done at
the point of sale by the intermediaries through their set procedures. And we
need to look at consistency across different intermediaries, between brokers and
banks, as to how they carry out that process.

And we stated that we would also look at some of the requirements around,
say, of investment products, particularly what is required to be disclosed pre-sale.
And we will look at not just the information about the products, but commissions.
And also whether we can introduce a cooling-off period for complex products as
it happens today in certain insurance products.

There are a number of areas where we think legislative reform will be
needed and these therefore will take slightly longer for us to work with the
Government to bring forward the appropriate recommendations.  Issuers'
ongoing disclosure obligations, and intermediaries' obligations to ensure such
information is brought to investors' attention. The disclosure obligations are set
out in the Companies Ordinance and the intermediary obligations are set out in
the combination of our code and the SFO. We have stated that we should look
at whether Hong Kong should retain the two public offering regimes under the
Companies Ordinance and the SFO, or whether we should combine them into a
single regime. And regardless of whether we need a single regime, we should
ensure the standard between those different regimes are common and that the
same standards are applied to product structure under the Companies Ordinance
as products that are sold under the Securities and Futures Ordinance.

There are certain powers that we would like to have enhanced, in particular
the ability to seek injunction and issue restriction notices to be delegable, and at
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the moment that is a non-delegable function of the SFC Board, which requires
additional process and additional time. Seeking injunction and issuing restriction
notices in many cases need to be done urgently, and also to seek orders for a
breach of the code of conduct. We are also seeking an additional power which
is the ability to impose compensation orders, and as Members will know from
our report, we currently have no statutory ability to impose compensation order
on an intermediary. It is always a voluntary act from the intermediary.

These recommendations we have made reflect concerns we have about both our
regulatory structure and also the level of compliance with that structure. Some
of the recommendations represent significant changes and have widespread
implications for how intermediaries would conduct their business. In
considering these | would urge everybody to recognize that while our current
structure may not be perfect, it also has its strengths. Many so-called advanced
economies have experienced serious problems in their financial sector over the
past year including the collapse of financial institutions, and the need to
introduce emergency regulations at very short notice. By comparison with
these economies we could be said to have done reasonably well. In recognition
of this we are recommending a measured approach to the introduction of changes,
so that we retain what is good while appropriately addressing the issues that have
been identified. This will also, as far as possible, involve full consultation with
the market before the introduction of regulatory changes. We are confident in
the recommendations that we have made but we are also open to dialogue about
how we achieve our objectives. Thank you very much.]
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BEETHRAEELZIESNSSE | need to add that we have required
additional disclosure in products that were sold, we required this in a circular
issued in October and then again at the end of December, we required
advertisements to comply with an enhanced regime, so we have done a number
of things already. We have enhanced our investor education efforts.
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Ell[l

BEEE T EE ZE LS & : | think, again, if | can come back to the focus
of the report, it was to look at the structure and what changes needed to be made
to the structure. What went wrong in each individual case is subject to detailed
investigation of the cases. We made a number of statements as to what we felt
had been problems in Sun Hung Kai Securities, which is a firm that ran certain
kind of investment services, and is the first investigation that we have completed.
We raised concerns about product due diligence, poor training, poor assessment
to risk level and poor record keeping. So | think it's through this specific
investigation that we will find out what has gone wrong in each case.
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BESTHBEELEE S YE - We clearly have the ability to remove a

licence, if that's approprlate, to impose financial penalties and to suspend licence
at the level of individual or institution. But what we are dealing with here is
potential misconduct and huge losses of individuals, and what we have taken as
our approach all along is we want to have an appropriate outcome for investors.
We raised concerns about serious failures and finally agreed a settlement.

&l 3F & : We are not talking about losses due to the fall of the market. We are

talking about losses due to misbehaviour, misconduct on behalf of the institution
distributing these products. Take the case of the Sun Hung Kai, what happened?
Were there a serious infraction? If there were, were there any penalties...

SBEETHEASZ S YE - The penalties again... One of the points |

made earlier is that we do not have the power to impose a settlement on an
institution.

g1 F & : | am not talking about settlement. | am talking about what penalties,

what things you are going to do to the institution to make them realise that in
future they have to adhere to the regulations faithfully.

EBESTHAHZE LML SE - Well, we've done a number of things.
We've clearly publicly reprimanded them.

&l 3 J& : Well, public reprimand. Do you think that is enough if their
infraction is serious? Would you please answer this question first?

SEESTHEABELTESLSE - Well they've agreed to pay back
HK$85 million.

BJ & & : That's a serious infraction, right?

R ETHEBELIRSLSE © Yes

I E & : So, you're saying that with such a serious infraction, you would only
issue a reprimand? Is that all that you can do?
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SETTHNABEZLEEALSLE - No. As | said, we've done a number of
things. We've agreed with them that they will return money. We've agreed
that they engage an independent audit firm to conduct a review on any changes.
And we've agreed with them that there will be a subsequent licence suspension if
we find any of the problems not addressed.

I E & : You've released your suspended sentence, is that right?

BEETHMEABELIES LS : That's part of the settlement that we've
reached. Yes.

&l 3F & : Yes, but, you know, do you think that's enough? Do you think that is

probably the reason why we face such a colossal breach of regulation by a
number of institutions? If there is, you really ought to put it in your report.
And say, look, we have to increase the level of penalties and the ambit of the
penalties to all these institutions and not to allow them to go free or to be given a
suspended sentence after a serious infraction.

BESTHEIEEZES S - One of the things that we've made clear in
our report is that we don't currently have the power to impose a settlement, and
therefore we have to reach a voluntary agreement...

ElFEE : | am not simply talking about settlement. Settlement deals with

compensation to people who have suffered losses. | am talking about what
penalties there are to dish out to institutions who committed serious infraction of
the regulations.

BESTHEE Z LS & : Yes, and clearly there are penalties which are
suspension of sentence or fines, but that does not get money back into people's
hands.

BIFEFE : | know, but | am talking about in what way you can force the

institutions to realise it is a serious matter to comply faithfully regulations.
Why did you not issue a fine against Sun Hung Kai?

BESTHEE ZELE S S - Because we chose and decided that getting
compensation for clients was the most important issue.
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Bl F E : But is it also important that they should realise that it should not
happen again?

BECE 1T A E & L0 5t & - But | think the message we've given is a very
strong one. | think the combination of fines and the suspended sentence is a
very strong message.
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SEWHE LR RENCERARGTCREEN - BE - R
0L I R A

EE : Mr WHEATLEY -

SESTHMHEIBEETMESSE - Can | answer the question about the
timetable because that's a concern that has come up a couple of times? The Sun
Hung Kai case was the first investigation we started, so we commenced that case
before we had any cases passed to us by the Monetary Authority. So, in a sense
that's the first to start and the first we completed. We have investigations
running into all of the organisations that had sold Minibonds, about twenty odd
organizations. We are moving those investigations forward as fast as we can,
but we can't give any specific timetable for them. The complex processes, and
we have to give appropriate procedural fairness to the institutions that we are
investigating. So, | am afraid that we will move as quickly as we can. There
is no preference of dealing with brokers over banks. We're simply dealing with
all of them as quickly as we can taking the same approach which we've explained
before, which is looking at a top-down approach, which is the way the
organization has conducted itself, the way it exercises due diligence of both the
product and the individual, the way that its training materials have been used, the
way it assesses the level of the risk of the products and the individuals. So
we're taking that approach with each of these organizations, but we have to
follow procedural fairness.

R E S B - Double standards, what's your view on double standard that's
proposed by the HKMA?

BESTHEAIZTZEES S - We work closely with the MA to ensure that
there aren't double standards, so we have a code of conduct that applies equally
to banks...

S EMEEE  But Mr CHOI just told us that HKMA thinks there should be

double standards, because they think that clients that go to banks are different
from clients that go to brokers. What do you say to that?

SBEETHAE ZF LM S A - Well, | think all clients deserve a duty of care
from their intermediary. All clients deserve to be assessed properly for their
tolerance of risk. And the fact that brokers have a different type of clients from
banks doesn't change the core requirement, which is to understand the client and
to understand the product ...
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S EMEE B © Soyou don't think there should be double standards?

BEETHBAELZRESLSE - No, | don't think there should be double
standards.

SEHEE S - Alright, thank you.
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EINEEES T RESEEBISEIESERERE W
JTTHE AR - EEBRMEE - WMEREmLBENHES - BRI
BE > TR H AT - FE 2 3£ B #auction-rate securities(f1 & £l 5
FINEMTER > CAExmEREHN > BREERMNEE HEW
mis-selling » A 52 iy Attorney General Andrew CUOMOZYE6{# A A 58
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R BB KRG G EEE#EMEE

MESHREFFRIBER : 55Mr WHEATLEY[H]Z -

FE : MrWHEATLEY.

BESTHNMAEEZELESN S : The power to award compensation is
something we've made quite clear in our report that the absence of that power is,
I think, an important gap. We've got some information about other jurisdictions.
We can provide to Members the information we have and do some further
research but | don't feel like I can give a full answer on how compensation and
legal structure in the US works today.
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X & : MrWHEATLEY.

SETTHREELELSE | think, again, if | could...the Minibond
products were structured under the Companies Ordinance, which has a
requirement for sufficient information to be disclosed to allow a reasonable
person to draw a conclusion. But it is necessary for the reasonable person to be
given the opportunity to read the whole document. The code of conduct
requires that the intermediary explains the document. That is how our code of
conduct works currently. That they should be...they have their document
explained to them. One of the concerns that we had in the initial investigation
is that it was questionable whether that was done properly. It's something that
we are looking at in each of our investigations. But that's not to say that the
disclosure-based philosophy itself is flawed. It was the application of the
conduct, at least, that's what we raised in the individual case that we've
completed so far.
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I/ : 8y > MrWHEATLEY -

RBEESITHEEHELIE S &  Firstly, it comes back to the structural point,
we have no power to force compensation. It's not a legal redress that is open to
us. So, it has to be voluntary. It has to be a negotiated settlement. There is
no legal power to make a fine that can then be used and be distributed to
individuals. And again that's not a legal power that is open to us, and it's
negotiated, therefore, the terms of it are negotiated. We have taken the view all
along that getting compensation back to investors is the most important part of
this investigation process. Imposing a fine would not achieve that, so we've
taken the view that on balance the combination of a public reprimand and a
statement of our concerns, a suspended sentence and compensation to investors is
the best outcome we could achieve in that individual case.
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EEEE T A E & L S & ¢ Again the agreement with Sun Hung Kai, we
made a statement which was agreed......

M€ {- 5% 8§ : Why did you make such a stupid agreement?

BESTHEEEZEZEMS S ¢ It was in our view necessary to ensure the
HK$85 million would return to the investors.

{35 : Isitthe only way to achieve that end?

EEETHAEELRESE  |thinkso, yes.
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M {3 5 : Oh, come on, we can never agree.

SBESTHEEEEMEE Y - It might have been a different end, but it
would probably...

M {5 : Butwedon't know, we are all kept in the dark.

SBESTHEEZEZLEEI S - You are not kept in the dark because we
published the reservations that we had about their processes. We made it quite
clear what our concerns were and they had responded to that.

EE I FEBREE -

30



FEHBR  BEIRRWA RS BFERBENREETHER
HER - WERE T RERMECERDRER - HIRE#H
... B e L E MR EMEEE - N x5 E R
RERENFE A HE  REGNEE -ERAE - WERBRIE
HE%E - RMRSERE/NSE S G E - 55w EEE RS DL E &
MHERAE AT D » KM EZGE XA KHEBEES . &
e

2 BN EESFC o A IRMESE — KR ILEER - RS
i B AR E]  (RERIRESE AT A A E R 2 BRI ES
EEATFERRZNEEEHEHRE - HECEE LR K
A Eah o WAL IR B A 5 16 B Pl B9 P A REZ F - Bl A R AR
frESiG Kzl HEMBSCHE RHRE T - mAER L&
THHREEMLSGHEN - TERHAEELSERAENES - H
eHEMEERSTT/AREHEE - AR —-EHEHER - (KMFF
ZHEFLN  BREFRGHEELIEERE  FRE"RMES B
mEFEIL" . BIRRZEERVESKEERHENE - H A —EERY
B - fEE—HH - MMREENEERGH —EEH - RIE
B HEARA R LR

ERE i RERE-

HMREEBREFRBIRR  ZH FHEERER -

EETM SR MEREEMEREE 7302 HAER » EA
M BLATAL » P ERE SR EAEFIMT  FPARRBETHERS
WAL ERR - BNEEFEL MBS -FHEN > RRBNFNE
EAEWREE 7 Wi A B B A By SR W 28 2 S M 292 {1 — [ 52 %
NP RERES > FTEERBREZFNARZERTS - &
MAreEntmHER - IREFER TIREEERE - BT LR e
3T —E PR EE R AR A - A EEEEEARE . RMERE
EWEEERERNEEEMEBER - EREE® - Sk
M9 /@ 17 35 {8 5 (2 09 e (0 -

EREF_MHERRNEENRERE  FMEEEES T
AT Ry & 5 e % 2

MREEBREFRBEIBR - E£WNE T HEEHEEEMLIE
WA E AR YR - EFEENERE - HENHEERA R EEH

31



R i G - DA R A {n] B RS T ot R L B 12 B KK - RAE R IR HHE
(5 - FEBRATRIHE £ RMESEELZAHTT -

EE : Mr WHEATLEYE B G/ 7T 2

EESTHNEIEEZES S - Well, | think the sad fact is not many people
read the prospectus, although unfortunate, but that's the reality. And the
prospectus does indeed contain the information; they didn't make claims that
were false. The vast majority of the complaints we received were not
concerning the prospectus or concerning the name, they were concerning the
sales process and that the products were misrepresented as something else. And
this is mainly what we are looking at in the investigations, not the documents
themselves which were thick documents, complex documents, but did involve
the risk features.
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X & : Mr WHEATLEY.

SESTHEAEZEZLEMES S - Again if | could come back to disclosure
based approach, it's very important to understand, it's not purely disclosure. It is
disclosure in combination with conduct and suitability. We, as the approver of
the documents, don't ultimately have the relationships with the end clients. The
person who has relationships with the end clients is the person who judges
whether it is suitable for the clients or not. It's apparent, in some cases, in fact
in many cases, they were sold to unsuitable clients, but that's not a problem with
the disclosure regime, it's a problem with the conduct at the point of sale.
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X & : Mr WHEATLEY.

SETTHNBEZEEA L - Well, |l think as I've tried to explain earlier,
because we do not have power to enforce settlement, the only way to achieve
compensation was to agree to a completion of the investigation and to agree to
certain measures that the institution would take. And those measures were the
repayment of money, a reprimand and a suspended sentence. And it's not
possible had we gone down the route of publishing a full and final report, which
would have been many, many months away, and we may or may not have
achieved recompense for the individuals affected.
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X E : MrWHEATLEY.

BEGSTHEIEZES S - The nature of an agreed settlement is the
statement that is agreed as part of the settlement.
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XE : iF - Mr WHEATLEY -

BEEESTHEEZEZMES S - But again, the concerns that we had were
published as part of our public statement at that time. We didn't publish pages
and pages of details. We published the high level statements - what we thought
the problems were.
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X E : MrWHEATLEY.

SESTHEEZEZEE S A | think you have to realize that it would make
any negotiations we had with any of the banks concerned more difficult if we
couldn't achieve an agreement ...

BIER : WRIFEMFHEIFTORE - RREMM A2 EZFEHEE
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BEESTHEEEZEZEMSE - They can seek to ask for time to respond to
our notice. They can seek to have any decisions reviewed in the Appeals

BIER : MM eTll » &R LL HIMREFHRER. ...

BEETHEEEEBLEE: ... if we can't achieve a voluntary settlement,
then we'll have a very long legal process that we have to go through, it may be
what we have to go through. We thought this was the best outcome on this
case.
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BESTHEAEZLES S  Again, we have to judge the best way to
achieve recompense for individuals, and this is the approach we thought is the
best approach.
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HBESTHEEEZEZMSSE - I'll answer that. The approach that we've
taken in the Sun Hung Kai case which is a top-down approach, is trying to
achieve a settlement which is in the best interest of the clients, will be the
approach we'll take in other cases. As we have explained before, it relies on the
other party to be prepared to reach settlement. So, because we can't enforce it,
while we can follow that approach, we can't guarantee that other brokers or banks
would also follow that approach.
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