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Dear Sirfmadam

Attached please find a copy of the HKIF A submission on SFC's Consultation Paper on Proposals
to Enhance Protection for the Investing Public sent to the SFC for your information.

The hardcopy has been sent to you as well.

Thanks and regards,
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Manager
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1505 Tak Shing House, 20 Des Voeux Road Central, Hong Kong

TR REEL L8 Tel: (852) 2537 9912  TFax: (852) 2877 8827, 2877 2368
— Website: hitp://www.hkifa.org.hk  E-mail: hkifa@hkifa.org.hk

December 30, 2009

Securities and Futures Commission
8th Floor, Chater House

8 Connaught Road Central

Hong Kong

Attention: Consultation on proposals to enhance protection for the investing public

Dear Sir'Madam

Re: SFC’s Consultation on proposals to enhance protection for the investing
public

On behalf of the Hong Kong Investment Funds Association (“HKIFA™), I would like
to express our support to the SFC for this major exercise to further bolster the
regulatory framework, with the ultimate goal to enhance protection for the investing
public in Hong Kong. In general, we believe that most of the initiatives proposed not
only ensure that Hong Kong adopts international best practices, but also accord fund
managers sufficient flexibility to be able to utilize the state-of-art international
investment practices.

With this background, we have prepared two papers, which lay out our
views/comments as to what we think are the optimal ways to achieve the outcomes:
Appendix 1 provides consensual comments consolidated from the industry and states
the stance of the HKIFA on key issues; while Appendix 2 includes a list of questions
raised by our members on the various proposals for clarification purposes.

Our starting premise is to look at how we could ensure that investor interests are
being looked after and most importantly, to strike an appropriate balance between
investor protection and industry development, which ultimately will be in the interests
of investors.

We believe that a robust and pragmatic regulatory framework is vital to ensuring the
vibrancy and competitiveness of Hong Kong as an asset management centre. We are
committed to working closely with the SFC to achieve this outcome.

If you wish to discuss this further, please do not hesitate to contact me on 2537 9912.

Yours sincerely,
Desmond Ng {‘“
Chairman i 31 L 2009

RECEIVED
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Hong Kong Investment Funds Association
Appendix 1

SFC’s Consultation Paper on Proposals to Enhance Protection for the Investing Public
(“CP”) — Submission by HKIFA

(A) Ovwerarching Principles Section of the SFC Handbook for Unit Trusts and Mutual
Funds, Investment-Linked Assurance Schemes and Unlisted Structured Products
(“Handbook”)

Question (1):
Do you have any comments on the Overarching Principles Section of the Handbook generally or
any particular provisions in the Section? Please explain your views.

(1) Products Advisory Committee

We welcome the initiative to further streamline the authorization process by converting the
Products Advisory Committee into one that is purely advisory in nature and will cover all
functionally substitutable products. But we believe it is important that there is full
transparency about the committee representation, its selection criteria and tenure, its “terms of
reference”, its process, the outcome of its deliberations and how it will interact with the
respective department(s) of the SFC. Also, as this would replace the existing Unit Trust
Committee, this effectively means taking away a “product approval” vehicle and vest greater
power with the respective SFC department(s) — the question is whether there will be some check
and balance mechanisms?  Also, will there be a process to provide room for “innovation”, e.g.
to approve “new products” on an exceptional basis?

(2) Selection of distributors

We note the proposed new paragraph 5.3 of the Overarching Principles Section imposes an
obligation on Product Providers to exercise due care in the selection of distributors "having
regard to whether such distributor is suitably qualified and competent to discharge its
obligations properly". If this provision is intended to impose an obligation which goes beyond
checking that a distributor has the necessary licence and is provided with adequate
information regarding the relevant product, we do not believe it is appropriate for generic
products. A distributor has to demonstrate that it is fit and proper in order to obtain a
licence. This process includes an examination of the experience, qualifications and competence
of the licensee. The SFC has the power to conduct inspections to satisfy itself that
licensed persons remain fit and proper.

We believe that this should at best be appropriate for structured products, ILAS schemes, and
certain specialised schemes such as hedge funds, that training be provided to distributors with
regard to the specific features and risks of the product to enhance the distributor's understanding
of the product.

(3) Other important principles

While we recognize that additional disclosure will be required for all funds (whether UCITS or
non-UCITS), we exhort the SFC to continue to allow UCITS funds to be managed in
accordance with UCITS regulations to foster industry development.

Also, we believe that the SFC and other relevant authorities should continue to embrace the
concept that investors have an inherent responsibility to understand what they are investing in.
We believe it is important that the SFC continues to work with the relevant industry participants
to manage investors’® expectations, i.e. the events in the fourth quarter of 2008 are exceptional
cases rather than the norm and investors cannot expect compensation every time an investment
does not work out.
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Hong Kong Investment Funds Association

Last but not least, there are concerns that there are some potential discrepancies between the
ones prescribed by the SFC and the ones mandated by the Hong Kong Monetary Authority. It
would be useful if relevant authorities can form a working group inviting representatives from
the industry associations (including manufacturers as well as distributors) to work out the
specifics so as to ensure that the rules released are workable and implemented in a mutually
acceptable timeframe.

(B) Revised Code on Unit Trusts and Mutual Funds (“UT Code”)

(1) Approach of Chapter 8.8 - structured fands

Question (11}):

In relation to proposals regarding investment activities set out in Proposal 1 (structured funds),
Proposal 2 (funds that invest in financial derivative instruments — “FDI”) and Proposal 3
(investments in other schemes), other than the proposed general requirements, what other
requirements do you think should be included? Please explain your views.

While we applaud the initiative to add a new chapter to provide clarity on structured funds, we
believe that the draft as it stands needs a lot of fine-tuning so as to provide clarity to the industry
re the definition of “structured funds”, the application of Chapter 8.8 and how it
cross-references with other chapters.

In fact, based on the definition specified in the draft (see below paragraph), we have tried to
apply Chapter 8.8 to different scenarios. We wish to seek SFC’s confirmation as to whether
our understanding is correct or not. We believe that through these examples, the industry can
have a beiter understanding of how the SFC interprets this chapter.

“Funds which state at the outset that the funds will invest substantially all of their assels in a

portfolio of derivatives or even a single derivative instrument which will not be actively
managed (i.e. the derivatives are purchased upfront and will stay largely unchanged over the
life of the fund except as necessary to meet redemption requests) and will expose the funds to
significant counterparty risks.”

e We presume that Chapter 8.8 will not apply to active UCITS TII funds such as fixed
income funds which commonly make substantial use of derivatives as part of an active
investment strategy.

e  As a general principle, all UCITS I funds can invest up to 100% in FDIs but may not
actually do so.  Our interpretation is that UCITS III funds with flexibility to invest up to
100% in FDI will not automatically be regarded as “structured funds” for the purposes of
Chapter 8.8. It is only when funds (UCITS IIT or not) which fall in the following
categories will be grouped under this category — is our understanding correct?

- A guaranteed fund, under which 90% of the capital is guaranteed by a guarantor.
The investment objective is to give an investment exposure to an index through a
swap with a counterparty pursuant to which an investor may participate in a
leveraged exposure to the index growth of up to a capped return.  If substantially all
the assets of the fund are invested in the swap, we expect that such a fund would fall
within Chapters 8.5 and 8.8 and Chapter 7 would not apply.

- A fund whose investment objective is to track the performance of an index
comprising stocks from an emerging market. If the fund cannot invest directly in
the constituent stocks and needs to achieve the investment objective through
participation instruments issued by a 3rd party issuer, we would expect the fund to
fall within Chapter 8.9 (if it is not a UCITS). But Chapter 8.6(b)(iit) states that an
index fund may seek to track an index by “synthetic replication through the use of
financial derivative instruments to replicate the index performance”. So if Chapter
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8.6 applies, will Chapter 8.9 (if non-UCITS) and Chapter 8.8 (if UCITS) also be
applied?

- Similar to the above example, except that the fund achieves its investment objective
through a collateralised swap with a counterparty. We would expect the fund to fall
within Chapter 8.8.

- A guaranteed fund which invests most of its assets in zero coupon bonds and the
balance in derivatives to gain exposure - we would expect the fund to fall within
Chapter 8.5 and Chapter 7 or Chapter 8.9, but not Chapter 8.8.

e We also note that the revised Code proposes to grandfather existing SFC-authorized
guaranteed funds that are no longer open for new subscriptions, as any change to the
structure of these funds could adversely affect the availability or terms of the guarantees
currently supporting these funds. Does it imply that the Chapter 8.8 requirements will
apply to new guaranteed funds going-forward if the structure of the guaranteed fund falls
within the definition of "Structured Funds"? 1If that is the case, why would "collateral”
still be necessary when the fund already provides a hard guarantee?

(2) Bilingual annual reports

Question (12):

In relation to the disclosure and reporting requirements set out in Proposal 4 (bilingual annual
reports) and Proposal 5 (Product KFS), do you agree with the proposals? Please explain your
views

We note from the proposal in paragraphs 161 and 188 of the CP that the publication of a
Chinese language annual report is voluntary for SFC-authorized schemes that are RIJSs,
provided that distributors of such schemes marketed to the public in Hong Kong would take
steps to make investors aware that the annual reports would only be available in English. We
support this pragmatic proposal and hope that Chapter 11.6 of the UT Code would be updated to
reflect such proposal.

However, we believe that there should be a level playing field between RIS and non-RJS funds.
And thus, this optional arrangement should be made available for non-RIS funds as well. We
believe that this is a commercial decision and should be best left with the product manufacturers
- this is a part of the service offering and the manufacturer should be in the best position to
determine whether it needs to provide a Chinese report, based on their assessment of the needs
of the target client segments as well as the competitive landscape.

Besides, to avoid double regulation, it seems appropriate to further clarify that Chapter 11.6
requirements do not apply to collective investment schemes that fall under the MPF regime as
there are separate accounting, auditing and reporting requirements for MPF products.

However, if the SFC maintains that it is a must for non-RJS funds to provide Chinese annual
reports, there should be a relaxation in the time limit of four months after the date of which the
financial statements relates to allow time for translation and printing. ~ We believe that at the
earliest, the Chinese statements can only be distributed a few weeks after that for the English
version. Also, we believe that only a summary Chinese translation should suffice. HKIFA
would be ready to come up with a proposed template for the Chinese summary.

(3) Key Fact Statement (“KFS”)

Question (12}):
In relation to the disclosure and reporting requirements set out in Proposal 4 (bilingual annual
reports) and Proposal 5 (Product KFS), do you agree with the proposals? Please explain your

views

A: Appendix 1 - HKIFA Submission_SFC consultation paper 2009 (30Dec0%).doc
P3
12/31/2009




Hong Kong Investment Funds Association

HKIFA supports the proposal of KFS and believes that it is an important tool to empower
potential investors.

We also believe that to achieve the outcome of producing upfront a document that is
user-friendly, the document should be short, concise and succinct. However, the proposal as
outlined in the CP may not necessarily achieve this outcome and we believe that improvement
can be made.

(a) Allow the KFS to be distributed at the point of sale as a separate document

Under the SFC’s proposal, the KFS will form part of the offering document (“OD”). We
would like to exhort SFC to consider adopting the following approach -

Allow the flexibility of treating the KFS as separate from the offering documents. At the point
of sale, manufacturers/distributors will be required to:

e  Provide the KFS to potential investors and remind them that they have to read through the
KFS and understand all details;

e  Remind potential investors not to make their investment decision based on this document
alone, and are strongly recommended to read in conjunction with the OD prior to investing;
and

e  (Clearly explain to potential investors that the OD is readily available (provide a hard copy
on the spot and electronic or other formats, such as website, information for further
reference).

At the point of sale, the potential investors will be asked to confirm that they are aware of this
arrangement.  Also, if the investors, having been offered the OD, do not wish to retain it, they
can sign to confirm to this effect.

We believe that this is the most investor-friendly option, and will be the optimal solution to
remove a key psychological barrier — too much information overfed upfront to investors. To
better ascertain the needs of investors, we strongly encourage the SFC to conduct a customer
survey to test out this approach vs. the ones outlined in the CP.

Having said that, we understand there are concerns that providers/distributors can disclaim their
liabilities if the KFS does not form part of the OD. However, we believe that this concern is
probably unfounded: we do not believe that a provider can contract out its liabilities, and in any
event, the KFS will not contain any disclaimers; issuing the KFS would carry the same
liabilities as any other materials provided to clients.

In addition, in order to eliminate any concern the SFC may have on the KFS in regard to the
contents, we propose the SFC to specify in the Code that the KFS is required to be reviewed and
approved by the SFC prior to its issuance, i.e., pre-vetting. The SFC can apply the same
principles in the Advertising Guidelines (“AG”) to conduct the pre-vetting. Of course, the SFC
may consider allowing certain information can be exempted from the pre-vetting requirement,
such as performance.

Also, one should be mindful of the unique characteristics of the Hong Kong fund market.
Over 95% of authorized funds are offshore funds. If the KFS forms part of the OD, this would
have issues for offshore funds since the KFS has to be submitted to the respective home
regulators for approval and to ensure fair treatment of all investors.
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(b) KID should he deemed as acceptable for KFS purposes

Question (14):

What are your views about the idea of UCITS schemes which have issued KIDs under their own
E.U. regulator’s regime using those KIDs in place of the Product KFS? The issue here is how
we should balance the importance of developing broadly standardized Product KFS across all
products sold to the Hong Kong public so that it is easy for Hong Kong investors to understand
and compare different products, and the commercial needs of individual fund houses to reduce
costs and lessen administrative burdens. Also, if a large number of SFC-authorized funds adopt
KIDs instead of Product KFS, it may defeat the purpose of comparability under the Product
KFS proposal. The SFC would like to hear your views.

We believe that KID, which will be adopted in Europe, should be deemed as acceptable for KFS
purposes. Based on a study of the two pieces of documents, we note that their contents are
virtually the same, except for the risk ratings and the performance table. 1In view of this, we
believe that by and large, KID can already fulfill the purpose of KFS.

Taking into account the fact that most offshore funds are UCITS products (according to the list
of investment products last updated by SFC on 8 October 2009, out of the 2,094 authorized unit
trusts and mutual funds, 1,504 are UCITS II funds.) and that extensive surveys, tests and
debates that have been carried out in Europe in the past few years on this initiative, we are of the
view that KID already provides a well-tested and sound model for Hong Kong to adopt. It is
most cost-effective, and ultimately in the interests of investors. Should the SFC believe that
additional information would be required to cater for the specific needs of Hong Kong investors,
a covering note for Hong Kong can be added.

Furthermore, as the KID is in the process of finalization, we suggest that the SFC engages the
CSER and the key home regulators (e.g. from Ireland, Luxembourg and the UK) to provide
input so as to help shape the final output. Hopefully, through this process, we can have a
common model that can be used in Europe and Hong Kong.

(c) Miscellaneous issues

In addition, there are a number of operational issues that members have queries with regards to
KFS that they wish the SFC to clarify, e.g. does the KFS require SFC’s prior approval? If yes, is
it only required on the first issue and subsequent material changes only? How about the filing
requirements?

Whether other requirements (i.e. other than those relating to performance information) under
the Advertising Guidelines or otherwise applicable to fund-specific marketing materials (e.g.
those included in the SFC’s circulars) need to be met?

(4) Recognized jurisdiction schemes (“RJS™)

Question (13):

Do you have any comments on the revisions to the UT Code generally? Please explain your
Views.

The term “RJS” is mentioned in various chapters in the revised UT Code (such as in Chapter 1,
7, 8 and Appendix E & T). However, as the term has been defined differently in different
places under the current UT Code, we believe that this should be rectified in the revised Code.
For example, RIS in the context of UCITS IIT funds only includes Luxembourg, Ireland and UK
(per the SFC Interim Measures for UCITS), whereas in Appendix Al the list of RIS includes
more countries. This gives rise to compliance problems, e.g. under the proposed Code, a
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chapter 7 fund can invest up to 30% in another CIS provided that such CIS is a RJS or SFC
authorized. Which “RIS” jurisdictions does SFC intend to cover in this context?

The issue of regulatory change affecting RJS has been highlighted by the introduction of UCITS
I, which causes problems for the indusiry generally, in particular for funds of funds investing
in RIS schemes which were not authorised; upon transition to UCITS I the position was
initially taken that such underlying schemes ceased to be RIS and became subject to an
aggregate 10% limit which could have required major restructuring of fund of fund portfolios.

To facilitate compliance, we would like to request the SFC to align the definition under the
revised Code. For consistency purposes, we believe that a pragmatic approach is to define
RIS to include all funds authorised for sale to the public by the regulators of the following
jurisdictions:

Jurisdiction Regulator

France France Autorite des marches financiers (“AMF”)

Germany Bundesanstalt fur Finanzdienstleistungsaufsicht ("BAFin™)
(German Financial Supervisory Authority)

Guernsey Guernsey Financial Services Commission

Ireland The Financial Regulator

Isle of Man Financial Supervision Commission

Jersey Jersey Financial Services Commission

Luxembourg The Commission de Surveillance de Secteur Financier
(“CSSF™)

United Kingdom Financial Services Authority (“FSA™)

United States of America | Securities and Exchange Commission (“SEC™)

More specifically, we believe that the definition of RIS should pertain to the relevant authorities
in the respective jurisdictions and products authorised for sale to the public under the laws of
that jurisdiction from time to time, instead of a particular piece of legislation or a specific part of
the legislation.

This is also relevant for the purposes of the Financial Resources Rules, which permit
investments in RJS to be included as an asset of a licensed entity in calculating its financial
resources.

In addition, to provide certainty to the industry, we would exhort SFC to provide guidance on
which requirements/provisions of the Code must be complied with and/or which are deemed to
be in compliance notwithstanding the differences between the Code and the requirements to
which the RJS is subject in its domicile; and/or situations where scheme documentation of the
RJS may not necessarily explicitly reflect the requirements/provisions. It would be helpful if a
checklist can be developed — with one showing the provisions to be complied with; and another
one showing the provisions which are deemed to be in compliance. HKIFA would be pleased
to offer assistance on this.

Furthermore, if there is a change in the SFC’s requirements, it would be important that
investment managers be given sufficient notice and time in advance to enable them to, based on
the clients’ needs, determine whether to de-authorize or to comply with the revised
requirements. We believe that this is extremely important because in the past, there were a
number of instances where the lack of advanced notice on changes had given rise to dispute
regarding non-compliance.
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(5) Cross-referencing between the different chapters under the revised UT Code

Question (13}):

Do you have any comments on the revisions to the UT Code generally? Please explain your
VIEWS.

We would exhort the SFC to provide guidance regarding the key tests/factors that the SFC takes
into consideration when it determines whether a particular chapter applies to a fund. The
reasons for raising this is that many members have expressed that there is a lack of certainty as
to how the revised Code will apply, especially when a product has features that may cut across
different chapters. A common example cited is guaranteed funds - if a fund is authorized as a
structured fund and it has a guarantee feature, we presume it has to comply with Chapter 8.5 as
well? It should also be made clear that structured funds that provide the performance of a
strategy as reflected in an index are not subject to the “Acceptable Indices” requirements m
Chapter 8.6 and would only need to comply with the disclosure requirements in Chapter 8.6 (if
appropriate).

Also, in some areas, the revised Code has provided express provisions on how to
cross-reference and spell out the other applicable chapters or sections. However, in other
instances, this has not been the case. For example, Chapters 8.3 (a), 8.5 (a) and 8.6 (h)
expressly state that the specialized scheme should also comply with the "core requirements” of
Chapter 7, while the other sub-chapters under Chapter 8 do not have this explicit requirement.
Does it mean that other specialized schemes without an explicit reference to Chapter 7 do not
have to comply with the “core requirements™? Furthermore, what is the meaning of "core
requirements”? It would be helpful if the SFC can provide more guidance on the applicability
of Chapter 7 provisions on specialized schemes. Moreover, as a general policy, it would be
helpful if the SFC can specify its policy on cross-referencing so that the industry can have a
better understanding of when investment managers can rely on express statements and when
they are expected to comply even there are no explicit provisions.

To facilitate compliance, we propose the SFC to draw up a checklist (say issued through FAQ)
on the chapters that each type of fund needs to comply with or seek waivers/exemptions.

HKIFA would be pleased to help prepare a draft list.

{6) TImplementation period

Question (15):

Do you agree that the proposed approach to implementation of the revised UT Code is
acceptable and practicable, taking into account the needs and circumstances of various
stakeholders? Do you have any particular views as to exactly how long the transition period
should be for Existing Schemes to fully comply with the Product KFS and Other Disclosure
Requirements {paragraph 191)?

As most of these changes would have implications to all the parties within the value chain —
from manufactures to distributors, from back office to front office and even for regulators and
the clients, there should be sufficient lead time to allow for smooth implementation. We hope
that the SFC can give sufficient time to the industry for preparation as well as an ample period
for a smooth roll out of the new requirement. We propose a transition period of 12 months.
Some members even suggest that the Long Stop Date should be set by the end of 12 to 18
months from the Effective Date, as opposed to 9 to 12 months as proposed by the SFC in the
CP.

With respect to KFS, we suggest it be implemented when KID is introduced for UCITS schemes.
Besides, it would be advisable to factor in additional time for investor education. Because
ultimately, what is most important is to ensure that there is sufficient time to allow the potential
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and existing investors to understand what all these changes entail and how these changes affect
their investments and their rights as well as obligations.

(C) Intermediaries conduct

(1) Definition of “unlisted derivatives” for the purposes of segmentation of client base

Question (19):

Do you think that intermediaries should, as part of their “know your client” procedures, seek
clients’ information about their knowledge of derivatives and characterize those clients (other
those professional investors) with such knowledge as “clients with derivative knowledge™ to
assist intermediaries in ensuring that the investment advice and products offered in relation to
unlisted derivative products are suitable ?

Please give your views on the contents of the proposed measures for intermediaries to assess
whether investors have knowledge of derivatives.

According to the SFC’s proposal, a licensed or registered person should, as part of the know
your client procedures, seek each client's knowledge of derivatives and characterize those with
such knowledge as "clients with derivative knowledge."

In regard to the definition of “unlisted derivatives™ (Part IIl Page 67-71 of the SFC consultation
paper), we believe that all SFC authorized funds (no matter whether the funds use FDIs for
hedging, efficient portfolio management or investment purposes) should NOT fall within this
definition.

The key reasons are:

e The purpose of investing in a fund is to enable investors to rely on the expertise of the
investment manager to manage their assets. In fact, more often than not, it’s exactly
because fund investors do not have the necessary expertise or knowledge in the underlying
instruments or do not have the channel (or a cost-effective channel) to gain exposure to the
said instruments or markets that they go through funds. Thus, we do not expect fund
investors to have the requisite knowledge of the underlying investment instruments,
including derivatives.

e What is most important is that the investment managers have a sound investment
management framework and approach (subject to the rules prescribed by the SFC and the
home regulators, if applicable) and have a robust risk management control system. In fact,
all UCITS funds have to comply with a series of directives issued by CESR and the
respective regulators, ranging from risk principles to risk management. In addition, the
trustees, which act as the fiduciary of the investors, discharge their responsibilities
diligently to monitor the investment activities. As the SFC Code already has detailed
provisions for these (on top of the restrictions imposed by the home regulators, if
applicable), we believe that these should be more than sufficient to safeguard investor
interests.  Furthermore, the gist of the problem is to ensure that the distributors have
conducted suitability test, and ensure that the products are suitable for the investors. Since
the proposed Code has introduced a raft of measures to strengthen the conduct area, we
believe that there is already sufficient safeguard to ensure suitability.

e If funds were to be included in the definition of “unlisted derivatives”, we are very
concerned that this would mean that the framework does not take into account the
development of the global investment scene — derivatives have become an integral part of
the investment management function - and it is highly likely that many local investors
would be denied access to a wide array of products, thus greaﬂv reducing the choices
available to the local investing community.

A: Appendix 1 - HKIFA Submission_SFC consultation paper 2009 (30Dec09).doc
PR
12/31/2009




Hong Kong Investment Funds Association

In summary, we believe that it would provide clarity if “products which can only be promoted to
“clients with derivative knowledge"” is defined solely to cover "structured products” which fall
under the proposed Structured Products Code. This definition will also ensure a coherent
regulatory framework covering "structured products” from both the product and conduct
perspectives.

(2) Disclosure of monetary and non-monetary benefits

Question (22):

Where a distributor and/or any of its associates explicitly receives or will receive monetary
benefits from a product issuer (directly or indirectly), which of the following three disclosure
options would be more appropriate? Please explain your views.

Option 1.1 — Disclosure of dollar amount or percentage

Option 1.2 — Disclosure of percentage bands or ceiling (i.e. “x% to y%” or “up to y%)

Option 1.3 — Generic disclosure

Question (23):
Do you have any suggestions as to how the percentage bands referred to in Question 22 should
be set (e.g. up to 1%, over 1% to 2%, efc)?

Question (24}):

Where a distributor does not explicitly receive any benefits for distributing an investment
product, which of the following disclosure options would be more appropriate? Please explain
your views.

Option 2.1 — Specific disclosure of distribution reward

Option 2.2 — Generic disclosure

Question (25):

Where a distributor makes a trading profit from a back-to-back transaction, which of the
following disclosure options would be more appropriate? Please explain your views.

Option 3.1 — Disclosure of specific trading profit

Option 3.2 — Generic disclosure

In general, we believe the focus should not be on the monetary benefits but on whether a
product is suitable for an investor. In disclosing remuneration, there can be a raft of variables
(e.g. intra group distribution, spreads in the structured products) which make the information
non-comparable across different companies and products would not be of great value to clients.
This will be even more so with non-monetary benefits. Further, such overwhelming disclosure
of all monetary and non-monetary benefits will become redundant and futile information for the
investors, as they will be overwhelmed with the sheer volume of data and more importantly
unable to distinguish the relevant information pertinent for their investment decision.

To strike a balance, we suggest it is more appropriate to require intermediaries to first provide
the generic disclosure to clients. Upon specific requests from clients, intermediaries should
then be required to disclose the ceiling/the distribution reward/trading profit.

In principle, disclosure of benefits to investors to avoid the more obvious conflict of interest
scenario is a sensible initiative. As part of a commercial transaction, what cannot be ignored is
the differentiated services that each service provider offers.  In a highly personalized business
where services offered is not a commodity and often hard to quantify, investors must be given
the right information and the right amount of this information. The need to do away with
hidden benefits is possibly more critical that to highlight the cost investors are known to be
paying.
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(3)  Sales Disclosure Document

Question (27):

Do you have any comments on the proposed information content of the Sales Disclosure
Document which includes (a) capacity (principal or agent); (b) affiliation with product issuer;
(¢) monetary and non-monetary benefits; and (d) discount of fees and charges available to
mvestors?

Given the new knowledge and expertise requirements to be introduced under Chapter 15.3, we
suggest the SFC to consider including Chapter 8.3A as one of the requirements to be waived for
professional investors under Chapter 15.5.

From an implementation perspective, we suggest that the SFC provides flexibility to the
industry to disclose the different information in different documents such as account opening
form rather than in yet another new document for investors. This allows a more seamless
implementation and avoids the need for investors to receive yet another document.

(D) Post-sale arrangements

(1) Cooling-off period

Question (29
Do you believe that a cooling-off period would generally be beneficial for investors, or do you
believe that costs associated with its implementation would outweigh the benefits for investors?

We support the SFC’s proposal that this mechanism should only be applicable to products
where there is no ready (and realistic) secondary market and which have a relatively long
lock-up period or heavy early redemption penalties, such as ILAS and structured products. It
is reasonable and meaningful for illiquid purchases.

We also agree that products such as authorized funds, which generally have daily liquidity
and a ready mechanism for exit, should not be subject to this requirement. Fund investors can
easily redeem their units and liquidate their holdings from the management company at NAV.
This is also in keeping with international practice. For most funds, a cooling-off period can
have the unintended and adverse consequences of promoting short-term and unnecessary trading
among investors: it would encourage short-term trading behaviour which would be inconsistent
with the long term nature of fund investing. It also gives investors a “subsidised chance™ to bet
on the market direction. If the market goes up, the investor would not use the cooling-off right
(because no upward market value adjustment) but if the market goes down, the speculative
investor can redeem, free of any initial/redemption charge. Admittedly, there may be a
downward market value adjustment but their exposure to loss is reduced because of the waiver
of the initial/redemption charge. Such short-term trading activities would be detrimental to the
interests of long-term investors due to the operational, administrative, transitional and other
costs involved.

We see huge implications no matter how cooling-off period were to be implemented in the
context of authorized funds:

For instance, if a distributor were to put on hold the subscription orders — i.e. delaying the orders
to be placed, there would be issues in:

- How to ensure fair trading for all investors, especially as non-HK investors do not have the
option to enjoy such cooling-off period?

- There will be interest payments involved as investors would be placing subscription money
with the fund houses as deposits. The operational procedures involved with such payment
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would create extra administrative costs which would need to be borne by the fund. This
would then again raise the issue on fair treatment to non-HK investors as they have to bear
part of the costs involved in associate with the cooling-off period which they are not able to
enjoy;

- Such introduction would encourage frequent trading and may, to a certain extent, create
arbitrage opportunities to investors.

Placing the orders on the subscription day and reversing the trade should the investors decide
not to proceed with the investment during the cooling-off period. This would substantially
increase the cost to the fund and thus ultimately hurt the interest of investors. Thus, no matter
how this mechanism were to be implemented for funds, there would be huge implications that
would hurt the interests of investors.

Investors requesting the unwind of the trade should pay for any administrative charges or hedge
unwind costs. The costs should not be borne by the fund.

In fact, what we consider important is investor education, i.e. they should be educated that they
should assess whether the investment is suitable for them before committing.

(E) Other questions re Intermediaries conduct

Question (20):

Should a high net worth investor be considered to have specific knowledge and expertise if:

(a) he is currently working, or has previously worked in the relevant financial sector for at least
one year in a professional position that involves the relevant product; or

(b) he has undergone training or studied courses which are related to the relevant product?

Do you have any other suggestions?

We support the proposal which further clarifies whether certain requirements mentioned in
Chapter 15.5 of the Code of Conduct should be waived from the investor protection perspective.
However, we would appreciate the SFC to clarify on whether the proposed knowledge and
expertise requirements are intended to apply separately to the term "professional investor” as
defined in the SFO and the rules thereunder.  As there are no separate proposals to incorporate
the knowledge and expertise requirements into statutory definition of "professional investor”,
we believe that it is not the intention of the SFC to restrict the scope of the existing exemptions
under the SFO for professional investors (such as those set out under sections 103(3)(k),
174(2)(a) and 175(5)d)).

Question (21}):

What amount should the minimum portfolio requirement be set at? Please give your reasons.

We generally believe that any increase in the minimum portfolio requirement may have the
unintended and adverse consequences as outlined in the CP ie. (i) adversely affecting the
private placement activities in Hong Kong and (ii) hindering the market practice of the direct
placement of a newly listed company's shares in an initial public offering to professional
investors in Hong Kong. A more appropriate approach would be to implement the investor
characterization proposal for structured products.

Question (26);

Do you consider it appropriate to restrict distributors from offering investors supermarket gift
coupons. audio visual equipment and other kinds of gifts having monetary value (except
discount of fees and charges) in promoting a specific investment product to investors?

We do not support the use of gifts to promote products. But we believe that greater flexibility
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should be allowed because after all marketing requires creativity. ~ The use of gifts and special
offers are useful to differentiate between different groups of clients. Gifts are also used for
brand promotion, relationship building and are common in all retail markets (financial or
otherwise). What is more appropriate is to set out certain principles against using gifts as the
key focus of promoting products; but not to introduce an outright ban.

Question (28):

Do you think audio recording of the client risk profiling process and the advisory or selling
process for investment products should be made mandatory or the current record keeping
requirements are sufficient? If audio recording is made mandatory, how long do you think these
audio records should be kept for? Please explain your views.

We do not have strong objection to audio recording, but believe that there should be certain
flexibility, e.g. with the explicit written consent of investors to waive this requirement; or allow
intermediaries to provide alternatives which can achieve the same outcome, e.g. if the
intermediaries have a Client Relationship Management system with adequate documentation.
Also, the retention period of tapes should not be more than 3 years.

Question (31):
Please provide your views on whether, and in what circumstances, you think a window could or
should be provided to investors after the date the trade in the relevant product is executed during

which an issuer should be required to buy back the product at an investor’s request.

We believe that this issue should be addressed by the proposed resolution arrangement
involving the financial services ombudsman.

Question (32):

On the basis that a cooling-off period is incorporated in an investment product and a client has
exercised his right under the mechanism, do you consider that a distributor should promptly
pass on to the client the full amount of refund (including the sales commission) received from
the product issuer less a reasonable administrative charge? Please explain your views.

Fund distributors have put in efforts and resources in conducting the sales of the products.
They are involved in a legitimate business activity. In the absence of mis-selling, they ought to
be remunerated accordingly.

(End)
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