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The Legislative Council Subcommittee to Study Issues Arising from
Lehman Brothers-related Minibonds and Structured Financial Products has now
published its Report, which is focussed on the regulatory issues related to the
distribution of Lehman Minibonds and the practice of the retail banks engaged in
such distribution. The Report has reached conclusions, assigned responsibilities
and made recommendations. At the same time, three LegCo members on the

Subcommittee have also issued their own minority report on the same subject.

The purpose of this article is not to duplicate their very comprehensive
efforts but to examine two more fundamental questions. First, should these

complex financial investment products be allowed to be sold at the retail level?

Second, if the answer to the first question is yes, should they be sold by

commercial banks, or should they be sold by securities brokerages?

* The author is Ralph and Claire Landau Professor of Economics, The Chinese University of Hong Kong,
and Kwoh-Ting Li Professor in Economic Development, Emeritus, Stanford University. He is most
grateful to Ms. Ayesha Macpherson Lau for her helpful comments and suggestions. A Chinese version was
published in Hong Kong Economic Journal. All opinions expressed herein are the author’s own and do not
necessarily reflect the views of any of the organisations with which the author is affiliated.



If such products are not allowed to be sold at the retail level, that is, to the
average retail investors, but restricted to be sold to what one may call sophisticated
investors, then the entire problem would not have arisen. A product such as the
Lehman Minibond was not approved for sale at the retail level in the U.S. and in
many other jurisdictions because of its complexity and its potential risk. Yes, it
was approved for sale at the retail level in Singapore, but just because Hong
Kong’s principal competitor as an international financial centre approved it did not

have to mean that Hong Kong must approve it.

Why should such a complex and potentially risky financial product be
allowed to be sold at the retail level? The Securities and Futures Commission
(SFC) should bear the primary responsibility. Of course, the SFC may claim that
it does not approve products per se, but only the disclosure documents related to
the product. But surely the disclosure documents must have been approved
relative to a certain class of investors. They must have been deemed sufficient for
the average bank depositor by the SFC. Thus the SFC cannot shirk the

responsibility for the “approval”.

Similarly, it is also not clear why commercial banks that take retail deposits
should be in the business of selling these investment products at the retail level,

other than the fact that it may make money for them. It might have been all right



iIf these products were marketed in the trust departments, or in the wealth
management units, but not to the average depositors. Commercial banks in the
U.S. are not allowed to sell investment products to their retail depositors. Retail
depositors typically look to their banks for safety, security, liquidity and
predictability of return. There should have been a strict separation between the
roles and functions of commercial banks and securities brokerages. If there were
such separation, then at least the brokers selling these products would be
appropriately trained and supervised—not so for the average cashier clerks at
commercial banks—and there would not have been so much mis-selling. And if
the commercial banks were not allowed to sell these products, as in other
jurisdictions, the entire problem would not have arisen either. Asking ordinary
bank clerks to explain these complex products to their retail customers is an

impossible mission.

There is therefore a structural problem to be addressed: that commercial
banks should not be allowed to engage in the distribution of investment products
to their retail customers. They can, if they wish, set up separate securities
brokerages to distribute these products totally independently and separately from
the banking operations. If these products are only sold through securities
brokerages, then the approval of the product as well as the regulation and

supervision of its distribution will all become properly the sole responsibility of



the SFC, and the Hong Kong Monetary Authority (HKMA) will no longer need to

supervise the sale of a product that it plays no role in approval.

Going forward, the regulatory and supervisory agencies should realise that
their primary duty is to protect investors, depositors and consumers and not to help
the banking and security industries make money or to encourage unproven
financial innovation (the “accumulator” comes to mind). The best and surest way
to prevent another debacle similar to that of the Lehman minibonds is: first, for
such complex financial products not to be approved for retail distribution, and
second, to have the distribution of investment products done only by licensed

securities brokerages and not by commercial banks.
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