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Dear Sirs 
 
PUBLIC CONSULTATION PAPER NO. 1/2010: REVIEW OF SOPHISTICATED INVESTORS 
AND SALES PRACTICES FOR CAPITAL MARKET PRODUCTS 
 
1. By way of background, ISDA, which represents participants in the privately negotiated 
derivatives industry, is amongst the world’s largest global financial trade associations, as measured by 
number of member firms. ISDA was chartered in 1985, and today has over 820 member institutions from 
57 countries on six continents.  These members include most of the world’s major institutions that deal in 
privately negotiated derivatives, as well as many of the businesses, governmental entities and other end-
users that rely on over-the-counter (OTC) derivatives to manage efficiently the financial market risks 
inherent in their core economic activities.  
 
2. With a view towards promoting the development of the Malaysian capital markets without 
compromising investor protection, the Securities Commission Malaysia (SC) is proposing a review of the 
current regime on the sales of capital market products concurrently with a review of the classification of 
‘sophisticated investors’. 

 
3. ISDA and its members support this review by the SC and would be pleased to extend their 
assistance to the SC. ISDA has made various submissions to the European Commission, the Monetary 
Authority of Singapore, the Hong Kong Securities and Futures Commission and Hong Kong Monetary 
Authority, and the Taiwan Financial Services Roundtable and Financial Supervisory Commission on 
comparable legislation that had been proposed in these countries. 

 
4. At this stage, ISDA wishes only to draw the attention of the SC to the JAC Principles: 

 
(i) Principles for managing the provider-distributor relationship regarding Retail Structured 

Products (reproduced at Annex 1); and 
 

(ii) Principles for managing the distributor-individual investor relationship regarding 
Structured Products (reproduced at Annex 2). 
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5. The JAC Principles are the product of a coalition of global trade associations that form the Joint 
Associations Committee, which comprises ISDA, the European Securitisation Forum (ESF), International 
Capital Market Association (ICMA), London Investment Banking Association (LIBA) and Securities 
Industry and Financial Markets Association (SIFMA).  The JAC Principles represent collective industry 
expectations of best practice standards in regard to structured products. 
 
6. In addition to the JAC Principles, we would urge the SC to bear in mind the importance of global 
alignment of regulations given that many market participants are active in many countries, and divergent 
regulations in Malaysia would increase the cost of compliance for participants and discourage their 
participation in the Malaysian market. 

 
7. Please note that individual ISDA members will have their own views on aspects of the 
Consultation Paper and may provide such comments independently. 

 
8. ISDA would be happy to clarify any points raised in this letter or to assist the SC in any manner. 
Please do not hesitate to contact Ms Jacqueline Low (jlow@isda.org, +65 6538 3879) of ISDA.  
 
Yours faithfully,  
 
For the International Swaps and Derivatives Association, Inc.  
 
 
 
 
        
Keith Noyes  Jacqueline Low  
Regional Director, Asia Pacific  Senior Counsel, Asia 
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	1. Current Regime to Continue to Apply to List of Excluded Investment Products
	“Q1: MAS seeks views on the list of excluded investment products set out in Table 1 for which the existing regime under the FAA will continue to apply.”
	1.1 Members agree with MAS’ decision not to proceed with an enhanced regime for “complex investment products” and to remove the distinction between listed and unlisted products.  The Joint Associations Committee has, in its various representations to regulators, highlighted the risk of regulatory arbitrage.
	1.2 We note that MAS has stated that the products proposed to be included on the excluded list are “already established in the market, and have terms and features generally understandable by retail investors”. However, it is still not entirely clear to our members what principles were used by MAS to determine whether an investment product should be included in the list. In particular, a member noted that there was a difference in treatment between a structured deposit (which is an excluded investment product) and a principal protected structured note (which is covered under the new regime) yet both products have similar terms, features and risk profiles from a product payoff perspective. Similarly, a dual-currency investment is an excluded investment product yet an investor could lose a substantial portion of the principal amount invested in terms of its base currency.
	1.3 With respect to the list of excluded investment products, members propose that MAS includes collective investment schemes that invest in excluded investment products (other than life insurance policies), exchange-traded funds (“ETFs”) (or at least, non-synthetic ETFs), index-tracking exchange-traded notes and warrants (given that these products are no different from listed shares in terms of trading, price discovery and information disclosure).
	1.4 Members propose that MAS set out a process by which applications can be made to MAS to include other products on the excluded list.    
	1.5 In addition, members seek confirmation that the new regime will not apply to offers made pursuant to an exemption from prospectus requirements under the Securities and Futures Act, Chapter 289 of Singapore.  Members also seek clarification on whether the new regime will extend to non-natural persons (please also see paragraph 2.10 below).
	“Q2: MAS seeks views on the proposal to require FAs to put in place formal policies and procedures setting out clearly the circumstances under which they would or would not permit the sale to a retail customer of an investment product they have assessed to be unsuitable for the customer.”
	1.6 Members agree in-principle, with the proposal that FAs put in place such formal policies. Typically, current sales processes would involve shortlisting suitable products for recommendation to the customer. If the customer requests for products which are not shortlisted (i.e. deemed not suitable), the customer is required to provide justification and the supervisor is required to conduct validation to assess and ensure that the customer fully understands the features and risks of the product. Otherwise, the customer’s application is rejected. In exceptional cases, where the customer insists on purchasing products assessed not to be suitable for him, senior management approval (after supervisor validation) will be sought. Members seek MAS’ confirmation that such policies instituted by FAs would meet MAS’ objectives for imposing this requirement.

	2. Proposals for Unlisted and Listed Investment Products
	Enhanced Safeguards for Retail Customers
	“Q3: MAS seeks views on the proposals to require intermediaries:
	(a) to conduct a Customer Knowledge Assessment for a retail customer who wants to purchase unlisted non-excluded investment products; and
	(b) to have the Customer Knowledge Assessment performed or approved by a person independent of the financial advisory function.”
	Q5: MAS seeks views on:
	(a) the proposal to require intermediaries to conduct a Customer Account Review for a retail customer who wants to trade listed non-excluded investment products; and
	(b) the safeguards proposed at paragraph 3.1.6.”
	2.1 Members agree that the regimes applicable to listed and unlisted non-excluded investment products need to be different.
	2.2 As MAS is aware, most member banks and financial institutions already have in place a process to assess (i) the level of understanding of a product by the customer; and (ii) the customer’s existing asset exposure, investment objectives, risk tolerance and financial needs.  The introduction of the Customer Knowledge Assessment framework appears somewhat prescriptive and rigid and a more useful approach may be for MAS to identify any perceived gaps in the current processes of the intermediaries.  In particular, it appears that the assessment has to be repeated each time a product (even if it is the same as before) is being sold to the customer.  Members expect that customers will find this unduly burdensome especially as they may well deal with more than one intermediary.  
	2.3 Members question whether the imposition of a Customer Account Review framework is the right approach for listed non-excluded investment products.  Customers who trade in listed products are typically self-directed investors who do not require advice and who would strongly object to being subjected to any kind of knowledge assessment test.  We are not aware of any other jurisdiction which has mandated similar testing for listed products.  We are of the view that the Customer Account Review framework is not required for listed products as the Singapore Exchange already has different listing requirements for different types of products.  If any additional measures are required, a closer look at such listing requirements may be a better approach.
	2.4 In addition, members would question the functionality of having an independent person perform Customer Knowledge Assessment. Singling out the knowledge and experience of the customer as a factor that must be assessed by an independent person to mitigate potential conflicts of interest appears arbitrary, as other factors to be assessed (such as the risk profile of the customer) arguably lead to similar conflicts of interest. This would apply in the context of the Customer Account Review framework as well (though admittedly to a lesser degree). 
	2.5 In light of this, members urge MAS to consider that fact-finding is an integral part of providing financial advice and the two processes must be viewed holistically. A fragmentary approach with multiple parties conducting different aspects of customer assessment increases the risk of inaccurate conclusions about customer-product suitability.
	2.6 Members also seek clarification on what constitutes a person independent of the financial advisory/sales or dealing function for the purposes of conducting Customer Knowledge Assessment/Customer Account Review. Members query if the degree of independence is satisfied by independent reporting lines or if independence from the commission and fee or bonus pool structure of the financial advisory/sales or dealing function is also necessary. Members would note that increasing the number of persons involved in the assessment and sale processes necessarily increase operational costs and it may not be practicable unless these costs were passed to the customer.
	2.7 Members seek to clarify whether distributors that operate on an “execution-only” model are entitled to refuse requests for advice from customers who have been assessed under the Customer Knowledge Assessment to have the relevant knowledge and experience. 
	2.8 With regard to paragraph 3.1.6 read with paragraph 3.1.7 of the Consultation Paper, MAS should consider more prescriptive guidance as to what would be considered appropriate circumstances under which intermediaries may open a trading account notwithstanding that they have assessed that the customer does not possess the relevant knowledge or experience and what would be considered appropriate safeguards.  
	2.9 Customers trading in listed products will, by and large, not request advice from the intermediaries before trading.  However, as there may be instances where customers may request for advice before trading, members seek confirmation from MAS that they are entitled to refuse requests for advice from such customers. 
	“Q4: MAS seeks views and suggestions on the information proposed in paragraph 2.2.1 to be obtained from retail customers for the purposes of the Customer Knowledge Assessment.”
	“Q6: MAS seeks views and suggestions on the information proposed in paragraph 3.2.1 to be obtained from retail customers for the purposes of the Customer Account Review.”
	2.10 (Depending on MAS’ response to paragraph 1.5 above), members seek confirmation that the Customer Knowledge Assessment framework and the Customer Account Review framework only applies to retail customers that are natural persons. Unless MAS specifies a separate set of guidelines for assessment at the corporate level, members understand that the Customer Knowledge Assessment framework and the Customer Account Review framework exclude corporate entities.

	3. Proposed Requirements for Product Highlights Sheet
	“Q9: MAS seeks views on the proposed requirements for the Product Highlights Sheet set out in paragraph 5.2.4.”
	3.1 One approach that has been proposed by the Joint Associations Committee in November 2009, in its submission to the European Commission on its call for evidence relating to Packaged Retail Investment Products in the EU (“PRIPS Submission”) is that proposed disclosure requirements for the Product Highlights Sheet may be established with reference to and sensitivity towards the particular characteristics of different product types which may be broadly categorised into two distinct structural types.  These are:
	3.1.1 Contractual investment products (“Contractual IPs”).  Contractual IPs are products which entitle their owner to an amount of money calculated by reference to a formula.  Contractual IPs include deposits, structured notes, warrants and certificates, annuities and some life insurance products.  Contractual IPs are defined return investments.
	3.1.2 Collective investment products (“Collective investment IPs”).  Collective investment IPs are products which entitle their owner to the return on a pool of assets in which his initial contribution has been invested less fees.  Collective investment IPs include collective investment schemes, units in business trusts or real estate investment trusts and some life insurance policies. Collective investment IPs are variable return investments. 

	3.2 The elements required to give an investor a clear understanding of the risks associated with an investment will differ significantly according to whether the product described is a Contractual IP or a Collective Investment IP.
	3.2.1 For Contractual IPs, it is usual for the terms of the product and its expected return to be spelt out in considerable detail, and this can be disclosed.  However, the essence of the contractual commitment which the product embodies is the credit risk on the counterparty to that credit.  In general, counterparty risk is disclosed through the publication of accounts, but this is unlikely to be satisfactory for a document intended to be capable of being easily understood.  Where issuers (and/or counterparties to whom investors are exposed) are rated, disclosure of the relevant rating may suffice.  However, the majority of issuers and counterparties are likely to be unrated, and it is very unclear whether retail investors understand ratings sufficiently for the information to be meaningful.
	3.2.2 For Collective Investment IPs, it is unusual for such investment to provide any meaningful information about their likely future returns, and even more unusual for them to be marketed on the basis of firm estimates of future performance.  The essence of what the investor is offered is participation in the investment performance of the relevant manager.  The most important things for the investor to understand are therefore the level of expertise of the manager and the price which he will be charged for that expertise.

	3.3 No matter how flexibly the templates are constructed, authors of the Product Highlights Sheet should be given a degree of discretion in the way in which they present risks; subject to an overriding requirement to do so in a fair and clear manner, a principles-based approach is therefore desirable.  An over-detailed prescription of content is not likely to deliver the best outcomes for investors.
	3.4 In particular, members are concerned that a prescribed page limit for the Product Highlights Sheet may be unrealistic given the potentially unlimited diversity of “underliers”. The number of pages required for presentation of disclosures may escalate due to the complexity of the product or the type and number of asset classes referenced. The constraints of a page limit would also eliminate the use of charts and pictorial illustrations yet these tools assist in making information more accessible to investors. If a page limit is required by MAS, members propose that there should be variable page limit requirements depending on the attributes of the product such as the number of asset classes referenced, with more complex products being allowed higher page limits.  In any case, MAS should have the right to waive the page limit requirement, on a case-by-case basis, for a particular product offering. 
	3.5 Members seek to clarify the scope and extent of liability arising from the Product Highlights Sheet, especially in relation to content requirements. Further thought should be given to the level of legal liability which attaches to the Product Highlights Sheet – a high level of legal liability would generally result in documents drawn up with the primary aim of protecting the issuer rather than informing the investor.
	3.6 In particular, members would like to have MAS’ specific prescriptions on the extent and type of the information disclosed in the prospectus that must be included in the Product Highlights Sheet. Please also confirm that inclusion of cross-references to specific pages in the prospectus would be allowed.  Members would also seek to understand if liability on the Product Highlights Sheet would only arise if considered with the prospectus as a whole, or if liability can arise independently on the Product Highlights Sheet itself. In the latter case, it is suggested that a strict page limit would severely impugn on the issuer’s need to meet its obligations in relation to making sufficient disclosures unless it is expressly stipulated that no liability will arise in respect of any omissions in the Products Highlights Sheet.
	3.7 Members also propose adding a threshold of materiality to the requirement that the information contained in the Product Highlights Sheet must not be false or misleading.
	3.8 Members also note that liability for the Product Highlights Sheet will be imposed on issuers and issue managers. We assume that this follows from the essence of the Product Highlights Sheet as currently conceived being that it should be specific to a particular product.  
	3.9 There may be some merit in allowing distributors to include a supplement to the Product Highlights Sheet which will contain customer-specific information.  In the case of some products, such specification may be inherent, and without information which is specific to the individual investor, the document is unlikely to be informative. It should be open to distributors and product providers to agree that, where appropriate, the distributor may supplement the Product Highlights Sheet with customised information applicable to the individual investor or to a class of targeted investors. It follows that liability for the contents of the supplement should rest with the distributor and that it should be made clear to the investor that his recourse with respect to the contents of such a supplement rests solely with the distributor. 
	3.10 Members note that the proposed questions in the Product Highlights Sheet set out in the March 2009 Consultation Paper included a requirement to disclose the fees and charges of distributors and product providers. Members seek clarification on the types of fees and charges that require disclosure.  
	3.11 The PRIPS Submission also highlights that Contractual IPs and Collective Investment IPs are priced differently.  A Collective Investment IP is a packaged offer of a service for a fee, and the fees charged for the provision of that service are generally absolute and not performance related.  Thus, what the investor will get as his investment return will be the investment performance less the management fees charged.  He therefore needs to know the management fees charged in order to be able to work out what his investment return is likely to be.  A Contractual IP, by contrast, will pay the defined return – fees and costs are already taken into account in the calculation of the return which is defined.  The issue for the investor as to whether the price which he is being charged for that return is cheap or dear, and he – or, usually, his investment adviser or broker – can establish this by looking across the range of competing products and structures.  A useful comparison can be made with bank deposits – an investor is not told, and does not need to know, the return which the bank hopes to make over its funding costs on the particular deposit. 
	3.12 What follows from this is that the profit or loss which may be made by the provider of the product is not analogous to the fees charged by a manager, since management fees are deducted from the return which the investor would otherwise have received, whereas product profits made or losses suffered are not.  The key point is that the investor is unaffected by losses made on the hedge by the product provider, in the same way and for the same reason that he does not participate in the gains. Consequently, disclosure of profit margins or losses on hedging is irrelevant to Contractual IPs.
	3.13 There is, however, a considerable difference between profit margins made by distributors and inducements paid to distributors.  This is because the latter are capable of creating conflict or bias, and the possibility of such bias should be disclosed to the client.  Members therefore seek confirmation that the fee disclosure requirements of the new regime will be in line with what we have outlined above.  In addition, members wish to confirm that the disclosure of a range or a cap for commissions or inducements paid to distributors would be sufficient for the purpose of complying with this requirement.
	3.14 Members respectfully submit that MAS agree, as part of the approval process, to informal preliminary reviews of the Product Highlights Sheet in order that potential concerns can be identified and addressed prior to launch, reducing the necessity for regulatory intervention down the road.
	3.15 Members also understand that MAS has developed samples of Product Highlights Sheets which are being consumer-tested. Members would be grateful if MAS could release these samples for consultation and look forward to the opportunity to present their views. This consultation process will be instrumental in developing a workable and effective disclosure document. Members would like to highlight the developments in other jurisdictions such as the key facts statement in Hong Kong and the key investor disclosure document in Europe which may serve as useful comparisons to the Product Highlights Sheet. 

	4. Further Comments on MAS’ response to feedback received on the March 2009 Consultation Paper
	4.1 Introduction of Seven Day Cooling-off Period
	Members seek to clarify (i) that, in the event where an investor exercises the right to withdraw his subscription during the cooling-off period, unwinding costs associated with the movement of underlying markets can be passed on to the investor; and (ii) the extent to which this proposal differs from the cooling-off period in the present collective investment scheme regime. The members propose that if such investors are entitled to a full refund of subscription monies without deduction of unwinding costs, the option to withdraw would be tantamount to a “free put option”, the costs of which would be priced into the product and ultimately borne by those investors who chose not to exit their investment. This would lead to an inequitable result. 
	4.2 Appointment of Approved Trustee
	4.2.1 Members note that MAS is proceeding with the requirement for issuers of unlisted debentures to appoint a trustee where the offers of such debentures require a prospectus to be issued. The requirement for a trustee has significant cost implications not only in terms of trustee fees, but also the need to establish a new standalone programme for Singapore offerings. Such cost implications could deter potential issuers from issuing retail debentures thereby stultifying any revival of the retail structured note market in Singapore and curtailing the range of investment options available to retail investors.
	4.2.2 The empowerment of MAS to issue directions to the trustee to “act in the public interest” also causes concern. A trustee will owe a fiduciary duty to its noteholders alone, but the broad powers given to MAS may lead to directions being issued to the trustee which may conflict with such fiduciary duty to its noteholders. 
	4.2.3 Members have also observed that there may be a shortage of trust companies in Singapore which would be willing to take on the role of a trustee in a retail issuance of debentures. 
	4.2.4 Foreign trustees who will not be familiar with Singapore law will be even more reluctant to take on the appointment given the above-mentioned power of MAS to issue directions to trustees and further, given that specific statutory duties will also be imposed on them.  Members would also highlight in relation to foreign trustees that it will be difficult for the issuer to be satisfied that the “trustee is obliged to take timely and appropriate action on behalf of debtholders in the event of a default” without obtaining an express undertaking from the trustee. Trustees would understandably refuse to provide such an undertaking given that what would be “timely and appropriate action” is imprecise. This also requests in an uneven playing field between local and foreign trustees as local trustees will not need to provide such an undertaking.  In fact, past experience has shown that trustees are often not able to take timely action as many considerations need to be taken into account while the trustee seeks legal and other professional advice to determine the most appropriate course of action which may in turn be dependent on several outcomes that are not within the trustee’s control. Delays also often result from the trustee’s reasonable insistence on being sufficiently indemnified for any action it undertakes. In addition, Singapore statutory protections that may be made available for trustees would not provide immunity from legal proceedings in other jurisdictions. In any event, members seek MAS’ clarification on its expectations as to the actions required to be taken by trustees in an event of default. While this requires further thought, an alternative may be to require the appointment of an agent instead of a trustee for noteholders. This may make it more palatable for appointees to agree to such an appointment as they will then only have the statutory duties and be subject to directions from MAS, without having to weigh this against the fiduciary duties imposed on trustees by centuries of common law.
	4.2.5 Members seek to clarify whether the trustee may be an affiliate or related party of the issuer. With respect to the requirement for a local trustee, members would like to confirm that an offshore trustee with a Singapore branch would also qualify as a local trustee (i.e., it is not only Singapore-incorporated trustees which would qualify).

	Appendix 1
	The International Swaps and Derivatives Association, Inc. (ISDA) has over 810 member institutions from 57 countries on six continents.  These members include most of the world's major institutions that deal in privately negotiated derivatives, as well as many of the businesses, governmental entities and other end-users that rely on over-the-counter derivatives to manage efficiently the financial market risks inherent in their core economic activities.  As such, we believe that ISDA brings a unique and broad perspective, both in terms of the depth of representation across the derivatives industry and in terms of international representation and understanding of the regulatory arrangements in other jurisdictions.
	The Securities Industry and Financial Markets Association (SIFMA) brings together the shared interests of more than 650 securities firms, banks and asset managers.  SIFMA's mission is to promote policies and practices that work to expand and perfect markets, foster the development of new products and services and create efficiencies for member firms, while preserving and enhancing the public's trust and confidence in the markets and the industry.  SIFMA works to represent its members' interests locally and globally.  SIFMA, with offices in New York and Washington, D.C., is the U.S. regional member of the Global Financial Markets Association (GFMA).  The Asia Securities Industry and Financial Markets Association (ASIFMA), with offices in Hong Kong, is the Asia regional member of the GFMA.


