English translation

[on the letter head of ICMA, ISDA and SIFMA]
11 August 2009
Mr. Gerry Y.G. Lee

Secretary General

Taiwan Financial Services Roundtable

TEL:02-2598-3328
FAX:02-2598-3318

Address: 4F-6, #9, Dehuei St., Taipei, Taiwan 10461

Dear Mr. Lee,

On behalf of the Joint Association Committee (JAC), we respectfully present this letter to the Taiwan Financial Services Roundtable (the "Financial Roundtable"). 
The JAC was sponsored by five leading trade associations, namely, the European Securitisation Forum (ESF), the International Capital Market Association (ICMA), the International Swaps and Derivatives Association (ISDA), the London Investment Banking Association (LIBA) and the Securities Industry and Financial Markets Association (SIFMA). The JAC focuses on the development of retail structured products market. The JAC now brings together over 1,200 participants in global structured products markets including product structurers and providers (e.g. leading international banks and financial services firms), distributors and professional advisors to those groups (e.g. leading law firm practitioners).  It acts as a conduit for the sharing of information and market experience, the formulation of industry practice and, where appropriate, the coordination of responses to regulatory initiatives.
Since its inception, the JAC has pioneered efforts to formulate non-binding principles for the industry.  For example, the JAC issued “Retail Structured Products: Principles for Managing the Provider-Distributor Relationship” on 10 July 2007 and "Structured Products: Principles for Managing Distributor - Individual Investor Relationship" on 9 July 2008 (the "JAC Principles").  We attach to this letter the JAC Principles and the Chinese translation of those principles for your information.  The JAC Principles represent many months of thorough member discussions and wider syndication and articulate the values that market participants share as they promote the continued development of a healthy market in retail structured products.   Although these principles are non-binding, they are guiding principles for providers and distributors of structured securities globally. Firms involved in the distribution of structured products to individual investors are encouraged to reflect these principles in their policies and procedures. Furthermore, the JAC has made a number of submissions to regulators in various jurisdictions regarding regulation of retail structured products. For example, earlier this year, the JAC wrote to the Hong Kong Securities and Futures Commission (SFC) and Hong Kong Monetary Authority (HKMA) and the Monetary Authority of Singapore respectively, responding to various recommendations made by the regulators in their Lehman mini-bond reports.  The JAC also met Hong Kong's Secretary for Financial Services and the Treasury, Professor Chan, SFC Chairman, Mr. Martin Wheatley and HKMA's Deputy Chief Executive, Mr. Y.K, Choi and discussed with them the industry's feedback on the proposed regulatory reform regarding retail structured products. In Europe, the JAC recently made a submission to CESR in response to the CESR "Consultation paper on technical issues relating to Key Information Document ("KID") disclosure for UCITS".  If you are interested in the JAC's work in any jurisdictions, please let us know and we would be more than happy to share with you information and materials in those jurisdiction.  
The JAC understands that the Financial Roundtable recently issued some draft implementing rules according to the "Rules Governing Offshore Structured Products". Those implementing rules include the "Review Guidelines for Offshore Structured Products", the "Required Contents of the Chinese Language Term Sheet of the Offshore Structured Products",  the "Required Contents of the Chinese Language Investor Information Summary of the Offshore Structured Products",  the "Required Contents of the Agreement among Offshore Structured Product Issuers, Master Agents and Distributors", and the "Offshore Product Issuer's (Master Agent's) Application for Issuing Offshore Structured Products". We have learned that a public hearing of these draft rules will be held on 10 August 2009.  We summarize below the most salient comments which we have received from our members and we hope that the Financial Roundtable will consider our comments when finalizing the rules. 
1.
Requirement that the Chinese Term Sheet Should Indicate the Risk Level of the Product 
The "Required Contents of the Chinese Language Term Sheet of the Offshore Structured Products" provides in several articles that a product issuer or its master agreement should state the risk level of the product in the Chinese term sheet.  We would like to point out that this requirement deviates from the JAC Principles.  We believe that product risk rating relates to client suitability and should be the responsibility of distributors' rather than issuers'.  
Under the JAC Principles, where a firm actively markets a particular product, as opposed to merely executing transactions on clients' instructions, it should determine which particular types of clients the product could properly be sold to (appropriateness) and to determine whether the particular product is right for a particular client (suitability). Methodologies and standards for making these determinations should be developed by the distributor and adequately communicated to the distributor's financial advisors.   It is important for advisers to consider the particular risk features of a product and to take these into account when assessing suitability for any customer taking into account their needs and circumstances, their risk profile and their capacity for loss.  Product providers accept that they have a responsibility to provide the relevant information to the intermediaries undertaking that exercise so that they can effectively discharge that obligation to their customers.  However, the riskiness of a product (in terms of assigning a "rating") to a particular investor has, by definition, to be undertaken in the context of the suitability exercise which is the responsibility of the intermediary who has the client relationship (and not the product provider).
We understand that the regulations in Taiwan are in line with the JAC Principles in that the regulations require the distributors to conduct evaluation on appropriateness of the relevant structured products and assess the suitability of the investors before they may offer such products to the investors.  For example, article 22 of the "Rules Governing Offshore Structured Products" provides that the distributor should based on factors including age, knowledge, investment experience, assets, transaction purpose and understanding of the products etc., comprehensively evaluate the investors’ ability to take risk and divide the non-Professional Investors into at least three (3) categorizations. Article 22 also provides that the distributor should, based on the results of its review of the product, specify the information regarding product risk level and whether investment in the product shall be limited to Professional Investors in the Chinese language investor information summary and Chinese language term sheet in obvious font. The distributor is not permitted to accept non-Professional Investors’ investment in Offshore Structured Products which are beyond their suitability level or investment in which is only permitted for Professional Investors.  We understand that the reason of having such requirements is to prevent mis-selling. For example, a distributor should not sell a product itself marked as high risk to a conservative investor who has been categorized as a low-risk taker.  The draft "Required Contents of the Chinese Language Term Sheet of the Offshore Structured Products" seems to switch the distributors' responsibility regarding risk rating under article 22 to product issuers and is inconsistent with the requirement of article 22. 
This requirement that an issuer should indicate the risk level of a product in the Chinese term sheet is also inconsistent with the prevailing practice in many countries. We are not aware of any jurisdiction which has mandated publication of risk ratings by product issuers. There are some jurisdictions which mandate publication of the product risk rating, however, the responsibility lies with product distributors rather than issuers.   For example, HKMA requires registered institutions to have product risking rating system in place and assign a risk rating to products they distribute.
Different jurisdictions may have different rules regarding allocation of distributors' and issuers' responsibility, nonetheless there is a universally accepted principle around the world: the provider is responsible to the distributor for providing accurate disclosure of its products; and the distributor is responsible to the end investors for understanding the products it distributes and making accurate disclosure to the end investor.  We hope that a sophisticated market such as Taiwan would adopt these principles as well as become part of the global group that is writing and refining these principles.  

At last, we would like to point out that a scale of risk categories to be used as indicators of levels of risk can be useful but of themselves, such a scale cannot convey the complexity in a given product. Risk is not a linear concept nor a static concept.  Risk is multi-dimensional and the risk profile of a given product can change over time due to, for example, the volatility of underlying assets, indices or markets.  
In addition, some members also commented on the range of risks that, given recent events are more likely to be of concern to investors including risk of fraud, liquidity events, operational risks and credit risk.  Overall some members believe that it would be difficult to determine a single risk rating which would adequately reflect all risks and would not lead to potential litigation and unintended consequence.  Further, we would like to point out that risk ratings of structured products should not be overemphasized to investors.  There are many types of risks inherent in a structured product.  A single risk rating may not be the best indicator to capture all types of risks present in the product.  Accordingly, investors should be encouraged to understand the benefits, risks and liabilities inherent in the product before making any investment decisions rather than solely relying on the risk rating of the product.
2.
Product Issuers or Its Master Agent should not be Responsible for Matters which are not Decided by Them
Article 4 of the draft "Required Contents of the Chinese Language Term Sheet of the Offshore Structured Products" require that a product issuer or its master agent warrant that the information in the Chinese term sheet is true, accurate and complete.   Product providers have no problem, in principle, in accepting responsibility for those things which they are properly responsible for (e.g., prospectus content including properly setting out the relevant risk factors).  However, it would be unreasonable to require a product issuer or its master agent to warrant the accuracy of the matters which the issuer is not responsible for.  In this respect, we note that article 10 of the above rules obligates an issuer or its master agent to provide some transaction information which is typically decided by distributors, for example, subscription fees, fees charged by trust banks, minimum subscription amount and minimum additional subscription amount, subscription arrangements and payment method.  As those matters are entirely decided by distributors, it is not appropriate to require a product issuer or its master agent to warrant the accuracy and completeness of those matters.
3.
Agreement among Product Issuer, Master Agent and Distributor
Article 16 of the Rules Governing Offshore Structured Products provides that issuer, its master agent and distributor should sign a written agreement.  The implementing rules issued by the Financial Roundtable provide that the trade associations which local distributors belong to should release a model agreement. We hope that the Financial Roundtable states in the rules that the local trade associations should consult product issuers when drafting the model agreement to develop a balanced document which conforms to the industry standards represented by the JAC Principles and accepted international norms.   To this end, it is our great hope that the local trade associations and the foreign product provider group will negotiate and discuss the wording of the model agreement until a mutually acceptable consensus is reached as we believe that this is in the best interests of all stakeholders in these issues, including the regulators, the end clients, the distributors and the product providers.
The JAC would be pleased to discuss with the Financial Roundtable any issues relating to this letter.  Should you or your colleagues have any questions regarding the JAC Principles or this letter, please do not hesitate to contact Mr. Keith Noyes (knoyes@isda.org) telephone number +852 2200 5909 or Ms. Jing Gu (jgu@isda.org) at  +852 2200 5908 in Hong Kong.
Joint Association Committee
copy：Mr. Chen Chong, Financial Supervisory Commission, Executive Yuan






