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Review of Operations
The Market

Following a quiet first quarter, in the second quarter of 2002 the stock market showed signs of
improvement, probably resulting from the better-than-expected U.S. economy and the export-led
recovery in the mainland P.R.C. and Hong Kong. The Hang Seng Index (HSI) rallied in May as more
international portfolio monies were allocated to non-U.S. equities. However, the rally was not sustained,
as the U.S. stock market retreated following a series of corporate accounting frauds and weaker economic
indicators. The benchmark HSI fell 7% to 10,598.55 during the first half of 2002, which was marginally
better than the 7.8% decline of the Dow Jones Industrial Average (DJIA) and substantially better than
the 25% slump in the Nasdag Composite Index. The H-share index recorded a 23.3% gain to close at
2,167. The B-share markets in Shanghai and Shenzhen, however, experienced significant corrections
of 12.1% and 10.2% respectively, in an absence of any major policy stimulus, and with concern as to

the long-term viability of the instrument class.

The average daily turnover in Hong Kong shrank 21.1% to HK$7.341 billion for the first half of this
year compared to the same period last year, against the backdrop of the aftermath of the 9-11 incident.
Until stability is restored to the U.S. market or investors’ confidence is regained, it will be difficult for

the market to approach significantly higher levels.
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A Hong Kong Exchanges-sponsored consultation paper was released at the end of July concerning
proposals for the de-listing and/or forced consolidation of listed equities which did not fulfill certain
suggested criteria including pricing. This incident created a severe market decline of so-called “penny
stocks” as investors sold stocks with prices less than the suggested HK$0.50 threshold in order to
protect their position.

Although the HKEx immediately withdrew the proposal for further review and separate discussion, and
the Government announced an enquiry into the matter, already fragile investor confidence was affected
by the events, and at the time of writing, many of the affected stocks had still not regained their

former prices.

Certain of our clients were affected by these events, and although the events are post balance date, in
the interests of prudence we have reviewed the collateral held by us. However with the diversity of our
businesses, and the breadth of our lending portfolio, we do not believe that there is a significant
impact on our results requiring additional provisioning at this stage. However, the matter will be kept

under review.

Securities

During the first half of 2002, the HSI tested the 12,000 level in January but was unable to break above
the resistance.
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Hopes related to the QDII investment proposal floated in the mainland P.R.C. in April, the proposed
spin-off of Cheung Kong’s biotechnology division and increased activity in local home sales assisted the
Hang Seng Index to unsuccessfully attempt the 12,000 level again in May; as market sentiment, especially
that in the U.S., turned down when prominent U.S. companies such as the energy trader Enron collapsed,
and telecoms group WorldCom admitted to a US$3.9 billion accounting fraud.

Notwithstanding the difficult environment, our Securities Brokerage Division continued to expand its
distribution capacity targeting clients through asset gathering exercises and flexible margin-financing
programs.

With our strong client base and our product diversity, we have improved our market share during these
difficult economic conditions. One of the most significant new income streams came from our
development of the opportunity to provide a new service as a Liquidity Provider and market maker for
derivative warrant issuers. This helped to compensate for the slowdown of more traditional securities

brokerage activities from retail and corporate clients.

Since the re-launching of derivative warrants as permitted by new HKEx rules in January this year, we
have been appointed as a Liquidity Provider by several leading issuers. Revenue from this new activity

has successfully rewarded our efforts in exploring new opportunities.
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Looking forward, we will continue to explore more opportunities to develop new income streams.
Apart from derivative warrants, we have applied to the HKEx to be accepted as a Liquidity Provider for
newly-approved Equity Linked Instruments (ELIs), which are being listed on the Stock Exchange of
Hong Kong from August this year. Hopefully this new product will provide another strong income

source.

Foreign Exchange, Bullion, Commodities and Futures

Despite the volatile market conditions and economic downturn, we were able to sustain substantial
growth in the leveraged forex business transaction volume in the first half of 2002. As a result of our
success in acquiring some international bank and institutional clients, the transaction volume of Hang
Seng Futures Index (HSFI) and its derivative products, such as index options, has achieved a significant
rise in market share. Transactions of overseas commodities including DJIA and S&P Index Futures also
increased following the upsurge of volatility in the U.S. stock market. Additionally, we commenced an
income stream from client trading in physical commodities traded on Japanese exchanges. We expect
these product streams to contribute to a stable income for the Group in the forthcoming year.
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Online Trading

Continuing the momentum from 2001, SHK Online began the year with a client and asset transfer
program specifically targeting the client base of a competitor which had ceased business at the end of
2001. The program offered incentives to customers who transferred accounts and assets to SHK Online
and succeeded in substantially increasing SHK Online’s client base and customer asset level. In addition,
efforts similar to last year’s “Asset Transfer Program” conducted throughout the first half of 2002 to
encourage customers to fund their accounts and transfer assets from competing brokerage firms, saw
both the client base and customer asset level increase steadily. While the daily turnover of SHK Online
has experienced a slight reduction in the period under review as a result of the generally more inactive
market, emphasis on cost control, coupled with reduced reliance on incentives and a careful revamp of
the overall pricing structure, allowed SHK Online to improve its financial position and contribution,

despite the reduced turnover.

Looking forward to the second half of 2002, we will continue to monitor and adjust both our pricing
and cost structure carefully, with the use of more promotional programs to capture suitable market
opportunities as they arise. The revamped website is also nearing its final stages of preparation and is
currently expected to be launched towards the end of 2002.
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Asset Management Division

SHK Financial Management's operations were launched in late 2001 to provide financial planning and
wealth management services to individual and corporate clients. Our financial advisors hold the necessary
licences from the Securities and Futures Commission and the Hong Kong Confederation of Insurance
Brokers. We now offer over 400 fund choices from various well-known fund houses, as well as unit-
linked products from leading insurance companies such as Royal Skandia Life Assurance Limited, Friends
Provident International Limited and Zurich International Life Limited. Revenue streams from this business
commenced in the first half.

The Alternative Investments Department was established within the Asset Management Division to
bring talented managers and innovative structures to investors in the Asia Pacific region. The division is
comprised of professionals with extensive experience in the hedge fund industry. In May, we joined
with Asset Alliance Corporation, a leading New York based Hedge Fund managing US$4.6 billion in
assets, to jointly submit the “Asset Alliance Premier Hedge Fund” to the Securities and Futures
Commission for authorization for retail distribution under its newly approved guidelines for such approval.
We also worked with Fixed Income Discount Advisory Co., a U.S. fund manager specializing in mortgage-
backed securities, to develop a fund tailored for professional investors in Asia looking for an enhanced
yield product. We were pleased to be invited to speak on hedge fund related topics at various conferences
and round tables, including Hedge Fund World Asia in Hong Kong in May.
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Corporate Finance

The Corporate Finance Division maintained its presence in sponsoring initial public offerings despite
the bearish market sentiment. In the first half of the year, the division successfully completed the
sponsoring of three initial public offerings on the main board of the HKEx, namely, the listing of Wang
Sing International Holdings Limited, Greenfield Chemical Holdings Limited and China Fair Land Holdings
Limited. We were also able to complete the secondary placement of shares of four listed companies,
namely, U-RIGHT International Holdings Limited, Technology Ventures Holdings Limited, i100 Limited
and Bright International Group Limited. In addition, the division was a co-manager of CK Life Science
Int’l. (Holdings) Inc., a co-underwriter of BOC Hong Kong (Holdings) Limited, and a book-runner and
lead manager of First Natural Foods Holdings Limited. In the second half of the year, we propose to
actively sponsor P.R.C. enterprises to list on the GEM board of the HKEx.

Insurance Broking

Despite the continuing difficult conditions of the economy, the Insurance Broking Division produced
pleasing results by actively developing specialty insurance areas, such as credit and Directors & Officers
Liability insurances. Winning a large construction project and carefully controlling its overhead, the
division was able to achieve over 20% growth in premium income and 40% increase in operating
profit for the first half of 2002.
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Securities Financing

Despite the unfavorable economic situations, our margin portfolio remained at similar levels to last
year end as the drop in the margin book was compensated by the gradual increase of the margin
portfolio for online trading. In March 2002, we completed the transfer of the customers and loan book
of Bali International Finance Limited (acquired in December 2001) to our Securities Division.

Term Lending

As a result of the economic conditions and market sentiment requiring a more cautious approach in
our lending policy, our enterprise financing or term loan portfolio reduced by approximately 40%
(receivables as at 30 June 2002) as compared with last year end. We will, however, continue to focus

on the development of this business due to its significant potential.

Research

The research team of mainland P.R.C. and Hong Kong analysts continued their development program
designed to produce high-quality investment advice and reports. In the first half of 2002, in addition to
the regular daily notes, we produced a total of 185 reports and attended 245 company visits and
presentations. In addition, we recorded 1,289 media quotes and experienced improved viewership

from both overseas and local institutional investors.

56N

ERBERBTIFWIERT - HRESPGRBRERA TR - B8 LR ZNESBGAETIEMEE - 8E
FRFAA B EEFRMEEART - E-FET-F =8 FMEREEENTEERIF (RER-F
T—F+ - ARBRAR WA EFP RERREEEERENEFE

AHER

ERNEERER TSRO EBER - BMEARREFSENEREER - XM EREREAREFER
D#40% AZTZE_FXRA=THENERAE) - A - RAOGEERTRREBENEEOE
BEHRR

BRI E R BEAFAB T S EERTT EMT RS - AREERHSEZNREELRST - £=F
TR PHE  REHESAX/MOSTERIN  RAIHRERT18HHRME - ARHFE245)R X TR

NRGERE o thoh - HREMRHERIRE ST - TRERS 1,280 R MRS S - JGHN AR IR E E 12
EABLARTIE

34



As an independent research unit, we sought to base our calls on valid fundamental analysis. The
breakdown of our recommendations during the review period was: STRONG BUY 5.3%, BUY 44.3%,
HOLD 27.9% and SELL 22.5%.

Electronic Financial Information Service

The first half of 2002 saw a poor business environment in both the securities and the information
technology industries, which adversely affected the performance of SHK Financial Data Limited (51%
owned). However, we maintained our position as one of the leading information content providers of
comprehensive financial information covering the Hong Kong equity market, as well as the forex and
bullion markets. Currently, our client base is composed mainly of “blue chip” companies from various
sectors such as financial institutions, brokers, Internet Service Providers (ISPs), telecommunications
operators, paging operators and other market information providers.

In preparation for the uncertainties ahead, in the second half of 2001, we implemented measures to
reduce operating costs, such as reduction in staff and other expenses. As a result, our operating profit
recorded an improvement and we are hopeful that the company will be able to improve further for the
full year.
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Going forward, we will continue to adopt stringent cost controls and at the same time, we will also
allocate sufficient resources to enhance our Company Data Card and develop more innovative products
to meet market needs. In the near future, we will launch information products such as “IPO Centre”
and “Corporate Action Monitor”. We are optimistic as to our prospects, and should be in a strong

position to benefit when market conditions improve.

China Desk

The China Desk was further consolidated to capture business opportunities in the mainland PR.C. Our
current focus is to strengthen our corporate finance service there by providing support for the listing of
mainland PR.C. companies on the GEM or the Main Board of the HKEx. We have achieved progress in
recruiting new clients from private enterprises, allowing us to benefit from the upsurge of privately-
owned enterprises seeking listing in Hong Kong. In addition, we have established strategic partnerships
with appropriate securities firms in the mainland P.R.C., which has assisted us to expand our client base
and business sources, as well as to promote our brand name in the industry. Our P.R.C. representative
offices maintain regular contact with the national and provincial governments, allowing us to keep in

touch with the latest development of financial policies and practices.
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Investments in Principal Associated Companies
and Jointly Controlled Entity

Tian An China Investments Company Limited (“Tian An*) (43.27% owned)

The overall performance of Tian An in the first half of 2002 was satisfactory. During the period, the
company recorded sales of 68,140m? gross floor area from residential/commercial properties.

In line with the strong economic growth in the first half of the year in the mainland PR.C., its property
market maintained last year’s favorable momentum. Statistics showed that investment in mainland
P.R.C. property amounted to RMB282.1 billion in the first half with a surge of 32.9% year-on-year. The
P.R.C.’s accession to the World Trade Organization has also created new opportunities in office and
residential properties in major cities. At the same time, the favorable environment inevitably attracted
more overseas developers to enter the mainland P.R.C. property development market resulting in more
competition. Tian An has anticipated such a trend and is well prepared to confront this reality.

Yu Ming Investments Limited (“Yu Ming”) (21.36% owned)

The principal activities of Yu Ming include investments in Hong Kong and the mainland PR.C. For the
first half year of 2002, Yu Ming retained its focus on bond investments. Yu Ming has indicated that it
has ample liquidity to take advantage of a weak market in Hong Kong and an emerging market in the
mainland P.R.C. Looking forward, Yu Ming has also indicated that it intends to further explore investment
opportunities in the mainland P.R.C.
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SHK Finance Limited (50% owned)

Adverse market conditions during the first half of 2002 impacted the performance of the jointly controlled
entity. The high unemployment rate and climbing bankruptcy filings adversely affected borrowers’ loan
repayments. The company recorded a record-high charge-off rate for the loan portfolio. Reacting to
the situation, the company has adopted a more cautious lending approach to control bad debts but
notwithstanding these measures, profitability was not achieved.

Given the uncertainties ahead, the company has curtailed the planned branch network expansion. In
the meantime, it will strive to improve the business by launching new loan products in the market.
With tighter control of operating expenses and additional revenue generated from new products, the
company is focusing on an improved performance in the second half of the year.

Financial Resources and Gearing Ratio

The Group’s financial strength remained robust. As at 30 June 2002, the Group’s total bank borrowings
amounted to HK$188 million, which, when related to Group shareholders’ funds, resulted in a gearing
ratio of approximately 4.12%. Net bank borrowings (excluding bank borrowings which were drawn
down for the margin finance, term loan and personal finance business where the funds were on-lent
to clients at a gross profit) amounted to HK$33 million which represented a gearing ratio of 0.71%.

The liquidity of the Group is demonstrated by the current ratio (current assets/current liabilities) which
was 2.55 times. This ratio showed improvement from the 2.19 times applicable in the previous year
ended 31 December 2001.
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Capital Structure, Bank Borrowings and Exposure
to Fluctuations in Exchange Rates

The Company has not issued any additional shares or made share repurchases during the period as
shown in note 13 to the accounts on page 16. The business activities of the Group are funded by its
paid-up capital, mortgage loan (for purchase of our office premises) and bank borrowings.

Apart from the mortgage loan mentioned above, the Group’s bank borrowings are on short-term basis
with over 50% in HK dollar as at 30 June 2002. They are subject to annual renewal and are based on
floating interest rates. There are no seasonal factors in our borrowing profile.

The fluctuations in exchange rates and market prices do not impose a significant risk to the Group as
its level of foreign currency exposure is relatively immaterial as compared with its total assets value or
outstanding debts.

Material Acquisition and Disposal of Subsidiaries
and Associated Companies

As reported in the 2001 Annual Report, on 28 December 2001, the Group reclassified its 21.36%
interest in Yu Ming from “other investment” to “investment in associated company”. This will impact
for the first time in this half. We were also able to realize a small profit of HK$2 million on the sale of
our 25% share in Galy Electric Appliance Co. Ltd. Guangzhou. Apart from that, there has been no
material acquisition or disposal of subsidiaries and associated companies by the Group in the first half.
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Segment Information

Detailed segmental information in respect of the Group’s turnover and contribution to profit before

taxation are shown in note 2 to the accounts on page 8.

Charges on Group Assets

Listed shares with an aggregate value of approximately HK$80 million were pledged by subsidiaries as
security for bank loans and overdrafts. A property asset of the Group with a carrying value of
approximately HK$46 million was pledged by a subsidiary to a bank for an outstanding installment
loan of HK$32 million granted to the subsidiary.

Contingent Liabilities

Details regarding the contingent liabilities are set out in note 17 to the accounts on page 19.

Employees

As of 30 June 2002, the total number of employees was 605. We operate different remuneration
schemes according to role. For sales personnel, the package comprises a base pay or draw, and
commission or bonus, whereas for non-sales personnel, it comprises base pay and performance-based
bonus elements when circumstances are appropriate. There are currently no share option schemes
applicable to the Company’s officers or employees.
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To sustain its competitive edge, the Group continued to focus on building its sales teams and identifying
high calibre individuals through a graduate recruitment programme. It will dedicate its efforts to provide
the best resources for the personal growth and continuous professional development for its staff.

As a progressive company and a leading financial institution, the Group is committed to promote
continuing learning at the community level. Collaborating with the School of Professional and Continuing
Education (SPACE), the University of Hong Kong, a one-year Certificate Programme in Financial Studies
was launched in January. In addition to providing scholarships to graduates with outstanding
performance, the Group also offers internship to individuals on completing the programme. Quoting
Professor Enoch Young, SPACE Director, the initiative “marks a new approach to manpower training
for the financial industry. This new approach is to bridge the training gap between the knowledge
learned through traditional academic education and the dynamic skills required by today’s business

corporations.”

Management of Risks

There has been no material change in the nature of the Group's exposures, policies and practices in

managing its risks to those which were previously reported in our Annual Report for 2001.
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