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.Buy _‘;vhat you know itsa simple
investment strategy, and an
Loft—pre_ac'hed mantra of financial gurus the
likes of Warren Buffet and Peter Lynch.

And apparently, going by the results of
a recent survey, it’s also one that is largely
ignored by investors in Hong Kong.

In December, the Securities and Futures
Commission (SFC) released the findings of a
survey conducted between July and August

— before the Lehman Brothers minibonds
debacle hit the headlines — which showed
that the majority of Hong Kong investors
had scant knowledge about what they were
investing in. Not only did over two-thirds of
the survey’s 1,502 respondents know very
little about what they were putting their
money into, they also did not bother to

Martin Wheatley in a press statement. “This
is an underlying requirement, which is

as valid now, in today’s volatile financial
markets, as it was at the time of our survey.”

Reward without risk

As unrealistic as they were uninformed,
nearly 50 per cent of investors expected
returns with little or no loss on their
investments, the survey revealed. More than
10 per cent said they expected a high level
of profit.

Karl Lung, president of the Hong Kong
Society of Financial Analysts (HKSFA),
believes that local investors tend to have a
“herd mentality” when it comes to investing
their money. “Many think of themselves
as investment experts. They look for high
returns, and they forget about the risks
involved,” he says.

But losses have been too common this
year, with stock markets around the world
reeling from the financial turmoil sparked
by the sub-prime crisis in the United States.
Almost anyone holding an investment
portfolio has had their fingers burnt
— unless they were holding cash, and then
it would have to have been in the
right currency.

Amidst this sea of red, the Lehman
Brothers minibonds fiasco has dominated
the headlines. Billions of dollars in bad debt
forced Lehman Brothers, once the fourth-
largest investment bank in the United States
and a Wall Street icon, to file for bankruptcy
in mid-September. The firm’s collapse led to
the implosion of a series of retail securities,
including the so-called minibonds — a
high-risk, credit-linked product arranged by
Lehman and sold through Hong Kong banks.
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For Hong Kong investors with their fingers burnt in the mai
meltdown, the ‘buyer beware’ philosophy has become

relevant than ever
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read, or only briefly skimmed, investment
documents before signing them.

“The survey findings show that many
investors still need to ask some very
basic and fundamental questions before
investing,” said SFC’s Chief Executive Officer

According to the SFC, around 43,700
Hongkongers have sunk a total of HK$15.6
billion into Lehman-linked investments,
including HK$12.57 billion into the
now-worthless minibonds.

Affected investors, many of them




retirees who unwittingly gambled away their
life savings, staged angry demonstrations
in protest, claiming that bank staff misled
them into thinking that the investments
were safe, with some even promising yearly
yields of 5-7 per cent. Nearly 20,000 have
launched formal complaints with the Hong
Kong Monetary Authority, demanding
that the banks be held responsible for
dishonest marketing and the regulators held
accountable for allowing them to hawk the
products in the first place.

Faced with massive public furor,
the financial institutions involved have
vowed to investigate all complaints and
to recompense any investor who has been
misled. Seventeen banks have so far paid a
total of HK$257 million to settle more than
600 claims, and are under immense public
pressure to compensate the thousands of
remaining claims.

Back to basics

Financial veterans like James Hughes, Chief
Investment Officer of Black Swan Capital,
point out that the marketing tactics of some
banks should have been kept in check

years ago.

“To distribute a product brochure with

an application form from a bank counter is
asking for trouble,” he said. “It’s equivalent
to giving a gun to a child — it’s crazy. People
are going to get hurt.”

There is also a lack of proper product
training for many financial advisors in
the market, Hughes adds. “I would be
very surprised if many of the salespeople
themselves (in the minibonds debacle)
actually understood what they were selling.
Customers were simply told that it was
a safe, underwritten product that would
generate income for them.”

The current salary structure of financial
advisors also has to change, he notes. “Many
of them are paid on a commission structure,
and this creates the wrong kind of incentive.
They become more focused on selling
products that pay them commission rather
than giving sound investment advice.

“You have to fully understand the
client’s circumstances — their income, their
career, their assets, their liabilities, their
investment objectives, their time horizon
and so on, before you even start talking
about specific products.”

At HSBC, financial advisors are required

to use an internal proprietary system,
called the Wealth Master, which assesses
individual clients’ risk profile, including
their investment experience and financial
situation, as well as their financial needs
and expectations.

“It is essential to have a process in place
to provide the right product to the right
customer at the right time,” says Bruno Lee,
HSBC’s head of wealth management.

And for clients without investment
experience and who are unfamiliar with
the markets, Lee advocates a “back to
basics” investment strategy, sticking with
simple and conservative products before
venturing into more complex financial
instruments.

Need for better regulation

The one thing that financial experts

agree on is the need for better, and not
simply more, measures in place to protect
vulnerable investors.

Black Swan Capital’s Hughes believes
that regulators need to move away from
prescriptive-based rules and establish a set
of principles-based guidelines.

“I don’t think the answer is to increase
the amount of regulations to try to account
for every different product. It would just
mean more complexity, less clarity and
less efficiency in the industry, and more
difficulty in attracting financial service
companies to Hong Kong. What is required
is better rules, and rules that require
financial advisors to adhere to ethical
standards,” he says.

HSBC’s Lee expects to see some fine-
tuning of existing regulations. “The
problem now is not the lack of information,
but whether investors actually understand
the information provided to them.”

A glance through the prospectus of
any investment product shows abundant
warning that makes clear the lack of
principal protection and risks involved in
investing. The problem is that the warnings
are typically buried in lengthy and complex

documents to satisfy current standards

of disclosure, to the point that customers
seldom bother to read them and are instead
overly reliant on financial advisors.

Both the SFC and the Hong Kong
Monetary Authority have pledged to
thoroughly review the existing regulations
dictating the sale of derivative products, and
to scrutinise any problem with the current
guidelines.

That existing regulations will be beefed
up is a given, but some warn of any
knee-jerk reactions.

“The question is where to strike the
balance. If the government were to go to
the extreme and ban all sales of complex
structured products to retail investors, there
are implications for Hong Kong as a wealth
management centre. People would simply
open offshore accounts so that they have
more investment choices,” says Karl Lung of
the HKSFA.

Ultimately, investors have to remember
that they are responsible for their own
money, he says. And especially in the
precarious markets of today, investors should
bear in mind that old axiom: if it sounds too
good to be true, it probably is. s
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