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Abstract

A large number of derivative products (bundles of over-the-coun-
ter derivatives, complicated structured products similar to OTC deriv-
atives-structured bonds, structured deposits, etc. ) are sold around
the world to unsophisticated customers of financial products, causing
devastating losses. Distributors of these products are financial institu-
tions including banks and securities companies. In Japan, rules of
sales and solicitation, including accountability requirements, were
changed in 2010 and 2011 to take into consideration the diversity of
customers and products after serious damages caused by these prod-

ucts came to light. However, these modifications are insufficient.

In reviewing these rules, it is necessary to understand the context
of the derivative products that have caused damage. First of all, con-
flict of interests remain undisclosed and the price of “over-the-coun-
ter” products remain opaque, which leads to extremely unfair transac-
tions. In addition, since products consist of bundles of OTC derivatives,
it is difficult to predict their movement and, at the same time, the vol-

ume of transactions can be very high. As a result of this, these trans-
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actions often involve high risks for unsophisticated customers. In con-
trast, financial institutions hedge their risks. With unsophisticated
customers, derivative products are sold by taking advantage of peo-
ples’ bounded rationality, which necessitates review of the transac-

tions from the perspective of behavioral economics.

Considering these attributes, Japan’s new rules of sales and so-
licitation based on accountability are insufficient to deal with the is-
sue. At the very least, the reasonable basis suitability rule should be
rigorously applied and the prohibition on unsolicited calls should be

extended. Drastic measures are required.

Introduction

Damages that customers suffer from derivative products——bun-
dles of over-the-counter derivatives and structured products——have
created serious social problems in Japan. First, I will discuss these
damages, current remedies for them, and related system reform.
Then, I will review the characteristics of the products. In this way, |
hope to make it clear that the current system reform is insufficient and

ex—ante regulations should be applied.

1. Damages

1-1 World Wide Context
Bundles of over-the-counter derivatives (OTC derivatives) have
been sold in Japan for years. In Japan from 2004 to 2008, a number
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of banks solicited borrowers, including small and medium-sized com-
panies, to contract to purchase a bundle of OTC derivatives, including
zero—-cost options, coupon swaps, and interest-rate swaps. As a result
of losses associated with these transactions, many small businesses
have been plunged into serious financial crises. The numbers are so

large as to be regarded as a social problem.

Similar problems have occurred around the world.

In the UK, derivative products, called structured collars, have
been sold to small businesses as interest rate hedging products. They
are typically sold alongside business loans from banks. They are a
kind of zero-cost options. However, they can vary in complexity and

can and have been miss-sold in many cases" .

In Germany, banks offered to small businesses interest rate swaps,
called CMS Spread Ladder Swaps, resulting in significant losses for the
businesses. Many related judicial decisions have been handed down,
and the Federal Supreme Court ordered bank to compensate custom-

ers in 20112,

In Italy, criminal cases have resulted. In December 2012, Deutsche
Bank AG, JPMorgan Chase & Co. , UBS AG and Depfa Bank Plc were
convicted by a Milan judge for their role in overseeing fraud by their

bankers in the sale of derivatives to the city of Milan®.

In Korea, banks solicited to small businesses a product called
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KIKO-bundles buying US dollar put options and writing double dose of
US dollar call options-whose gain and loss chart were like zero-cost
options. As a result of the US dollar's sharp climb against the Won,
many small businesses were plunged into serious financial crises and

many lawsuits filed. In 2013, the Supreme Court made decisions®.

Structured products are pre-packaged financial products based on
derivatives, such as structured bonds in which derivatives are struc-
tured into bonds, structured deposits in which derivatives are struc-
tured into deposits and structured investment trusts (knock-in invest-

ment trust) which invest in one or two structured bonds.

In Japan, 1999 to 2000 brought the first wave of losses from struc-
tured products, which led to a number of judicial decisions that or-

dered sales companies to compensate consumers.

From 2004 to 2008, financial companies began to sell more com-
plicated structured products in large numbers and damages from these
products emerged after Lehman's fall. This is the second wave of
damage in Japan caused by structured products. During this period,
losses from these products, most typically by Lehman structured prod-

ucts occurred worldwide.

In the USA, for example, on 8 August 2013, UBS AG agreed to pay
$120 million to settle a lawsuit filed with the U. S. District Court in
Manhattan by investors who accused the Swiss bank of misleading

them about the financial condition of Lehman Brothers Holdings Inc.
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in connection with the sale of structured notes®.

In the UK, in 2009, the Financial Services Authority (FSA) an-
nounced tough and wide-ranging action to help investors who re-
ceived unsuitable advice or misleading promotional material when
they bought Lehman-backed structured products, as well as new mea-

sures to address issues in the wider structured products market®.

In Norway, in 2008, after the serious losses caused by structured
products, the government tightened rules on the sale of structured
products. The amendment to the Securities Trading Act prohibited

financial advisers from promoting complex financial instruments?”.

In Switzerland®, in 2009, Credit Suisse agreed to compensate
1,700 clients who invested in Lehman Brothers capital protected prod-
ucts. Credit Suisse reached an agreement with the Fédération Ro-
mande des Consommateurs (the French Federation of Consumers) to
make redemption offers totaling approximately 50 million Swiss francs.
Under the agreement the bank will make an offer to clients, who had

assets of up to 500,000 Swiss francs.
Similar problems and responses have occurred in Taiwan® and in
Hong Kong'?.

1-2 Damages Resulting from Bundling of

Over-the-Counter Derivatives in Japan

In Japan, many small businesses have been solicited to buy OTC
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foreign exchange derivatives (zero-cost US dollar option sets, US dol-
lar and Yen coupon swap sets), and suffered huge losses. These losses

have been regarded as a serious social problem.

This problem was pointed out in the Diet'" beginning the summer
of 2009. As a result, the Financial Services Agency conducted a sur-
vey and reported the result'®? on March 11, 2011, coincidentally the
day on which the Great East Japan Earthquake occurred. According
the FSA survey, a total of 60,000 contracts were sold from 2004 to
2007. There were 40,000 remaining contracts and 19,000 contract
companies as of September, 2010. This means two contracts remained
per company. Average damage per contract was estimated to be
about 6,000,000 yen, which shows anaverage appraisal loss per com-

pany o0f120,000,000 yen.

On July 12, 2011, at a meeting of the Committee on Financial Af-
fairs of the House of Representatives'?, questions by a lower house
member made clear thinking about damages caused by foreign ex-
change derivatives. The house member called for inspection and re-
view that addresses intrinsic risks in the products, and surveillance in
accordance with the characteristics of the products. He then stated
that it is perverse that taking such gambles on transactions is recog-
nized as a service by banks, quoting a report by the Financial Law
Board, Bank of Japan. He ended his comments by saying that there
are questions about economic rationality and inevitability in the finan-

cial derivatives themselves and their sales methods.
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From that time to 2012, as the rise of the yen continued, many

small businesses that contracted for OTC foreign exchange derivatives

went into bankruptcy or came close. '¥. In 2014, because of the weak

yen caused by Abenomics', many surviving small businesses have

recovered some of those losses.

1-3 Damages from Structured Products in Japan

The second wave of damage occurred from structured products

sold from 2004 to 2008. From 2005 to 2007 in particular, structured

products with varied characteristics were sold in large numbers.

More specifically, they included:

i

ii

iii

“Normal” structured products (stock index linked bonds, EB,
etc. Even though their names are the same as the products that
had caused the first wave of damage, these products included
options which had been structured not only into principal re-
demption but also into interest and redemption time so that
their structures became more complicated and risk increased.
Leveraged structured bonds (bonds linked to a two-fold rise
rate of stock index, bonds linked to a 10-fold rise rate of stock
prices of more than one brand, two indexes linked bonds, etc.
All such bonds are more complicated than normal structured
bonds. )

Long term structured products (foreign exchange derivative

bonds whose expirations are as long as 30 years; PRDC bonds,
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FX TARN bonds, etc. In many cases they are called Eurobonds
in documents)

iv  Structured investment trusts (knock-in investment trusts) that

invest in one or two structured bonds) .

Banks and security companies sold i iiand iii to customers, in-
cluding individuals, foundations, local governments, and school cor-
porations. One contract commonly ranged from tens of millions to
hundreds of millions of yen, and many customers purchased numer-

ous contracts.

Around the same time, banks solicited elderly depositors to make
contracts for structured investment trusts (knock-in investment trust)
(iv) containing investment bonds, which were sold using deceptive
explanatory leaflets for investment trusts showing limited risk. Many
of these contracts ranged from several millions to ten to twenty mil-
lion yen. Many lawsuits and financial ADR mediation claims were
filed after the damages from these products surfaced in 2008. In par-

ticular, many judicial decisions were handed down after 2010.

2. Remedies in Japan

2-1 Bundling Interest Rate Swaps

The Supreme Court of Japan has decided two cases about plain
vanilla interest rate swaps. They dismissed one case on March 7,
2013 and a second on March 26, 2013.
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2-2 Bundling OTC Foreign Exchange Derivatives
2-2-1 Financial ADR
Financial ADR started full scale in Japan on October, 2010 follow-
ing action by the Diet. ADR organizations have accepted claims re-
lated to OTC derivative cases and has endeavored to settle the cases.
Financial ADR of the Japanese Bankers Association has dealt with an
especially large number of OTC foreign exchange derivative cases. In
the 2011 fiscal year (from April, 2011 to March, 2012), the number of
cases reached 749. In 2012, the number of cases rose to almost the
same number, of which approximately 60 percent reached settlement,
resulting in banks accepting 20 to 50 percent of the face value of the

contract as settlement in exchange for cancellation of the contract.

2-2-2 Lawsuits
There have been four published court decisions relating to OTC
foreign exchange derivatives. In each of the four cases, courts or-
dered compensation on charges of illegal acts violating Japan’s ac-
countability requirements.
A court ruling by the Osaka district court on October 12,
2011 (Bundle of OTC foreign exchange options. Australian Dol-
lar; comparative fault reducing damages by 70 percent)
A court ruling by the Osaka district court on February 24,
2012 (Bundle of coupon swaps, Australian Dollar and Yen; com-
parative fault reducing damages by 80 percent)
A court ruling by the Osaka district court on April 25, 2012
(Bundle of coupon swaps, Australian Dollar and Yen; comparative
fault reducing damages by 50 percent)
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A court ruling by the Tokyo high court on March20, 2014
(Bundle of coupon swaps, US Dollar and Yen; comparative fault

reducing damages by 60 percent)

Though many other cases have been settled, a considerable num-
ber of cases are thought to have been dismissed on the merits with

prejudice.

2-3 Structured Products

More than 100court rulings on cases involving structured prod-
ucts have been handed down, as of October2014,according to a Japa-
nese law database search. Though there are both judgments allowing
the claim and judgments dismissing the claim, the latter have over-
whelmed the former. Most cases that recognized the claim, or a part
of the claim, and awarded damages were based on tort, with compara-
tive fault determinations reducing the damages awarded by 20 to 80

percent.

Regarding this second wave of damage from structured products,
since rulings that awarded relief were issued and posted in many offi-
cial bulletins, rulings that dismissed claims later came to be posted as
well. Any type of structured products, normal or leveraged structured
products, long-term structured products and knock-in investment
trusts, have both judgments allowing and dismissing investors’ claims.
A number of cases are still in dispute and rulings will come in 2014

and 2015.
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3. System Reforms in Japan

3-1 Basic Rules

In Japan, derivative transactions are regulated by the Financial
Instruments and Exchange Act and the Commodity Futures Transac-
tions Act. The Financial Instruments and Exchange Act applies to
securities and derivatives transactions, except for commodity deriva-
tive transactions, and the Commodity Futures Transactions Act ap-
plies to commodity derivative transactions. Regulation of sales and
solicitation pursuant to these acts, includes application of a duty of
good faith and fair dealing, prohibition of unsolicited calls (with the
scope of the act depending a Cabinet Order), application of the prin-

ciple of suitability, accountability, and so forth.

3-2 Prohibition of Unsolicited Calls

In response to losses by unsophisticated investors, regulations
prohibiting unsolicited calls began to be applied to sales and solicita-
tion of derivative transactions. First, as a result of large consumer
losses in FX transactions, the prohibitionwas applied under the Finan-
cial Futures Trading Act in July, 2005 to financial futures transactions
and financial option transactions. In September, 2007, when the Fi-
nancial Futures Trading Act was incorporated into the Financial In-
struments and Exchange Act, transactions to which prohibition of un-
solicited calls was applied were limited to “OTC” financial futures
transactions and “OTC” financial options. However, in response to a
rash of losses by individuals from OTC CFD transactions, in April 1,
2011, prohibition of unsolicited calls came to be applied to OTC de-
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rivative transactions for individuals, excluding commodity derivative
transactions'?. For individual, as opposed to businesses, the scope of
underlying assets to which the prohibition applied was also expanded
to include not only currency, but also interest, and transactions of

swaps came to be included.

Bundles of derivatives which banks solicited and sold to many
small businesses which caused huge losses also were included in the
regulation prohibiting unsolicited calls'” since they look more like
derivative transactions than anything else. However, as for structured
products, since they didn’t appear to be derivatives and they are com-
posed of financial products including bonds, deposits and so forth the

prohibition was not applied.

3-3 Reform of Guidelines for Supervision in 2010

Many derivative products have been sold to which the Financial
Instruments and Exchange Act is applied. For that reason, in April
2010, the Financial Services Agency’s Guidelines for Supervision was
reformed to become more effective in protecting customers by adding
additional requirements: imposing on financial institutions a require-
ment to provide concrete descriptions about products, as well as en-
suring effective confirmation of transactions in accordance with cus-

tomers’ needs.

3-4 Reforms of Self-Regulatory regulations in 2011
When the expansion of the scope of the prohibition on unsolicited
calls was considered in 2011, the possibility of including structured
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products was also considered. The thinking was that they are actually
included in derivative transactions so the same regulations should be
applied. However, this thinking was rejected, leaving the subject to
self-regulatory regulations by the Japan Securities Dealers Associa-
tion'®. So far, the prohibition of unsolicited calls has not yet been

applied to structured products.

Accused of inaction, the Japan Securities Dealers Association
changed its self- regulations in February, 2011, enforced from April,
2011. The reforms include additional rules regarding compliance with
reasonable basis suitability requirements, standards for soliciting con-
sumers by way of implementing the principle of suitability'”, and ful-

filling accountability requirements for structured products.

4. Characteristics of Products

4-1 Problems with OTC Derivative Bundles

Problems with OTC derivatives bundles are not common to de-
rivative transactions in general, but specific to OTC derivative transac-
tions. With market derivative transactions, financial institutions medi-
ate customers’ orders to the market based on the premise that fair
prices are set in an exchange or market. In comparison, OTC deriva-
tive transactions differ: 1) Transactions are made between customers
and agencies with conflicting interests; if agencies make a profit, cus-
tomers lose, and vice versa. 2) Since prices are determined transac-
tion-by-transaction, when financial institutions make a contract with
small businesses, victory or defeat is determined by their knowledge,
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that is to say, “financial engineering” by institutions versus “intuition”
by customers (unfair game) determines winners and losers. These

are the two biggest characteristics of OTC transactions.

The two biggest problems with OTC transactions are non-trans-
parency, hidden costs are not revealed, and unfairness, setting prices
that make it possible for agencies to swap products whose actual value
is 60 yen with products valued at 100 yen as an “equivalent” ex-

change.

Next, there are problems caused by OTC derivatives bundles. Un-
like OTC derivative transactions that are one-time transactions, these
OTC derivatives bundles have periodic execution dates ranging from
several to ten years, and one contract includes several executions. For
example, there are transactions for bundles of interest swaps, coupon
swaps, currency options, and so forth. Using the movement in the
exchange rate or interest rate as an index, these transactions are made
for period of 5 to 10 years. While predicting the movement of short
periods, for half a year or a year, is difficult?”, predicting long periods
of movement present even greater risk. Often only banks have suffi-
cient knowledge as to hedge their risk by covering transactions with a

third party.

Banks have routinely used this superior knowledge to solicit small
businesses to buy “unfair” derivatives whose risks were born by small
businesses. The enormous losses that caused numerous small busi-
nesses to fail was not caused incidentally; it was a natural outcome
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resulting from the inherently flawed transactions.

4-2 Problems with Structured Products

Structured products also present problems with their cost, risk,
and merchantability, including 1) significant costs hidden from cus-
tomers (starting with negative values) and 2) high-risk (including li-
quidity risk). These problems are often unknown to the customer,
which makes the transaction irrational and unfair in comparison with

other transactions.

First, structured products have a large hidden cost, and their
transactions involve selling products whose actual value is, e. g. 70 or
90 yen for 100 yen. The more complicated products become, the big-

ger these hidden costs become??.

Next, since premiums (consideration) for selling option are often
included as interest in the structured products, customers receive pre-
miums lower than the actual market value (for example, half), cus-
tomers tend to think that structured products are lower risk products
than their actual risk. The cause of this misunderstanding is that cus-
tomers are not given sufficient information about the hidden cost nor

about factors of behavioral economics??.

5. Conclusion

In addition to the inherent risks, OTC derivatives bundles and
structured products present conflicting interests, information gaps
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(unfairness), and their prices tend to become significantly unfair due
to their complicated structure. Furthermore, behavioral economics
suggests that customers are likely to seriously misunderstand the bal-
ance between risk and return and to feel an unwarranted sense of
safety. As a result, these products sell well, even with their large hid-
den costs. These products have sold well by taking advantage of cus-
tomers’ misunderstanding. This misunderstanding stems from an in-
formation gap between customers and institutions and bounded

rationality.

There is no one in the world who would exchange two hundred
million yen in cash for one hundred million yen in cash or who would
buy stock worth eighty yen for a hundred yen. In the same way,
there's most likely not a single consumer who would buy derivative
products with large hidden costs if they were given an understandable

explanation about their risk, return, and liquidity.

Current regulations are focused on explanations, which are insuf-
ficient given the characteristics of these products. Regulations pro-
hibiting unsolicited calls to unsophisticated customers should apply to
these derivative products, while setting product regulations that limit
ratio and amount. In exceptional cases in which solicitation is allowed
or unsolicited sales are completed, regulations should obligate agen-

cies to explain any hidden costs or value at the time of sale.

In a case in which frequent disputes occur and the damages origi-
nate from the same cause, it is rational to introduce such regulation
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and a system like the one introduced in the UK: a supervisory author-
ity that actively works toward investigating and finding a solution. It

is time for Japan to construct such a system.

* This article is revised version of the article for 14th Conference
of the International Association of Consumer Law (June 2013 Syd-

ney).
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