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OVERVIEW OF 2003

The Hong Kong stock market once again demonstrated its resilience and

staged a remarkable recovery in the second half of 2003. During this
period, amid extremely volatile market conditions, the Hang Seng Index
finished strongly with a gain of 34.9% for the full year to close at
12,575.94 while the average daily turnover rose 58.6% to HK$10,265
million. The Hang Seng H-share Index rose by 152%, fuelled by investors’
interest in, and enthusiasm for, the P.R.C. economy. This strong market
performance marked a refurn of confidence for both local and foreign
investors as concerns over the uncertainties caused by the aftermath of the

Iragq War and the outbreak of SARS in the first half of the year dissipated.

This trend reversal was supported by a weakening US dollar which,
coupled with the bottoming of the longterm bond yield in the U.S., induced
an exodus of funds from U.S. Treasuries into other investments and markets.
The more recent widespread speculation concerning a possible RMB
revaluation also attracted money into Hong Kong in search of mainland
P.R.C. investment opportunities. The high demand for H-shares was also
reflected in increased activity in the second half in both Initial Public
Offerings (IPOs) and secondary issues or placements, drawing active

interest from investors resulting in significant price appreciation of certain

IPO issues after listing.
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The Group is committed to strengthening its position as one of Hong
Kong's leading local financial institutions and to continuing its role as a
major participant in the financial services industry.
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Investors’ confidence was further supported by the upturn in the inferest rafe
cycle and by both mainland and Hong Kong GDP growth exceeding the
most optimistic forecasts. Supportive measures introduced by the mainland
P.R.C. government were well received. These included the introduction of
the Individual Visa Scheme, and the confirmation and further detailing of
CEPA. These initiatives have both assisted the recovery in the retail sector
and contributed to an upsurge in Hong Kong property prices in the second

half of the year.

REVIEW OF OPERATIONS

Securities Broking

Continuing efforts to diversify our products and services range enabled the
Group to capitalize on the market rebound. Our involvement as a liquidity
Provider (LP) and distributor of Equity Linked Instruments (ELls) for several
leading warrant issuers and infernational investment banks provided us with
a significant income stream. With the deregulation of the minimum
brokerage rules in April 2003, various promotional schemes such as a
series of asset gathering and warrant incentive programs, benefited both
our clients and account executives. In addition, our new Sales
Administration Management System (SAMs) launched in 2003 provided
our account executives with better access to client, market and trade
information and enabled our sales force to further improve our customer
service compared to the services offered by our competitors. Further, third
party execution and clearing services provided to non-exchange
parficipants grew significantly over 2002. As we participated in more than
46 issues of new shares offerings, sub-underwriting and placements of
equities and warrants for clients, the Group’s IPO financing also increased
substantially, generating both brokerage and substantial incremental income
based on the interest spread. Strong links were established with mid-sized
Japanese brokerages, without their own presence in Hong Kong, to satisfy

their clients’ interest in investing in the China-related market. This has

resulted in substantial order flow.

The Group's retail network also enabled it to act successfully as the
coordinating distributor for, and dealer in, the mini-bond and structured note

products of major investment banks.
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Our Research team expects that the positive market sentiment and the
economic recovery in Hong Kong and overseas should enable the stock
market to maintain its momentum during 2004. The equity capital market
is expected fo remain strong with more new share issues including H-shares
expected. New sales executives are continually being recruited to further
consolidate our leadership position. If the market remains strong, the

outlook for the Group's traditional brokerage business is positive.

New technologies such as IVRs, telephone order and inquiry systems, and
online trading were added to our traditional Account Executive network in
2003. These valued added services increased our clients’ choice of access

and dealing capabilities.

Financial Institutions Group

The Financial Institutions Group [FIG) was established at the end of 2002
fo provide customized services for financial institutions and international
investment banks. The FIG team also has a mandate to identify new
business niches that complement existing brokerage businesses of the

Group.

Derivatives were a key area of focus for FIG during 2003 and accordingly
much effort was channeled into development of the necessary risk
management and system infrastructure to support such activities.
Additionally, the recruitment of high calibre personnel with appropriate
experience was a priority. At present, the Group maintains three operations
under the FIG team, Derivatives and Arbitrage Trading, Derivatives Broking

and Structuring, and Equity Broking and Structuring.

During 2003, the Group was active in the local options and futures market,
capturing a significant market share that resulted in the Group being ranked
at or close to Number 1 in the HKEx Turnover Ranking for listed HSI
options. In the area of arbitrage and derivatives trading, FIG also managed

to generate substantial returns on capital employed.
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Online Trading

During the first half, SHK Online maintained its growth momentum from the
previous year, and slightly improved both its turnover and market share. By
the end of 2003, SHK Online, capitalizing on its positioning as an
"industry leader”, captured significant increases in client base, volume,
market share, and importantly, revenue. For the year as a whole, SHK
Online was able to post its maiden annual profit.

The second half of 2003 also saw the launch of SHK Online's new online
trading service for HSI futures contracts, and shortly thereafter, H-share
Index futures. The new efutures product was a natural complement to SHK
Online’s existing product, and has been well received by its clients.
Operational profitability was achieved in a very short time-span of

3 months.

Current indications suggest generally more favorable market conditions in
2004 compared to the previous year. Work is already underway to
capitalize on market conditions, with the planned introduction of additional
products and services throughout the year. The focus will be on the various

key ingredients that have underpinned SHK Online’s success to date.

Research

Nofwifhstonding the difficulties encountered in the first half, the Group
strengthened ifs research capability by recruiting high calibre staff during
the year. Except for during the brief period of SARS, our Research team
made frequent frips to the mainland P.R.C. to deepen our coverage of H-
shares, together with numerous plant visits to monitor the business
development of industrial companies in the midst of the global outsourcing
trend. We published a total of 322 strategy, sector and company reports
on top of our daily Investment Notes; aftended 638 company visits and
presentations; and recorded 2,988 media quotes for the year representing
a 9.5% improvement over 2002. Two press conferences and eleven branch

seminars were also hosted by our Research team.
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In general, 2003 was another productive year as our top 20 calls again
outperformed the HSI by substantial margins of 50.7-105%, despite the
sharp market rally. Our model portfolio, which comprised our most
preferred stocks, registered a significant capital gain of 68.6% in 2003,
which not only outperformed the HSI, but ranks its performance within the

top-quartile of Hong Kong authorized funds.

Our independence is demonstrated by the following breakdown in the
recommendations made throughout 2003: BUY 39.1%, HOLD 35% & SELL
25.9%.

Corporate Finance

The favorable market conditions of the second half described above
stimulated the economy and encouraged cross-border co-operation
opportunities. The Group acted as financial advisors to listed companies
and on issues including merger & acquisition, investment, financing and
share repurchase. We were appointed as a placing agent for share
placements and underwriting on various new issues, and as the sponsor

for an IPO.

We continued fo be active in the local market, and successfully completed
the sponsorship of Broad Intelligence International Pharmaceutical Holdings
Limited on the main board of The Stock Exchange of Hong Kong Limited.
We were appointed as the financial advisor to the offerors on the
acquisition of listed companies including Shanghai Merchants Holdings
Limited, L.P. Lammas International Limited, Digital World Holdings Limited,
Oriental Explorer Holdings limited and Fortuna International Holdings
Limited. Additionally, we were the financial advisor to Tian An China
Investments Company Limited, Allied Group Limited and our own Company
on their general offers for the repurchase of shares; and the placing agent
of Wing Llee Holdings Limited and QPL International Holdings Limited for
the placement of shares. Numerous underwritings of shares, including
China life Insurance Co., ltd., AviChina Industry & Technology Company

Limited, and Hopewell Highway Infrastructure Limited were also undertaken.
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China Operations

During 2003, the China Operations department continued fo provide
corporate finance services fo clients in China regarding their potential
listing on the Hong Kong Exchange, and maintained a close relationship
with its strategic partner companies and organizations on the mainland.
We believe that our expansion in Shanghai, the economic and financial
centre of China, has assisted liaison with our clients and the market, and

has also strengthened the Group’s brand name.

Securities Financing

The market rebound in the second half of the year resulted in an increase
in our margin loan book of 21.2% compared to the year of 2002. Nett
revenues were strongly positive through the substantial use of the Group's

shareholders’ funds in a low interest rate environment.

Term Lending
Term lending levels trended downwards in 2003 as stronger capital
markets provided potential borrowers with alternative funding opportunities.

Nett income levels however, were still strongly positive.

Foreign Exchange, Bullion, Commodities, Financial Futures and
Other Products

Partly due to the launch of eFutures in October 2003, the transaction
volume in Hong Kong commodities products soared by 92% compared with

that of 2002.

However, the strong sentiment in the stock market attracted investor focus
and the redeployment of funds from leveraged forex to securities trading.
While the volume transaction in forex declined by 8% in 2003 over the
previous year, revenue, including dealing profit and interest income, has
improved by approximately 25%. In addition, the shortfall in volume
fransaction from forex was compensated by a 30% growth this year in
overseas commodities products, especially DJIA, S&P, and physical

commodities traded on Japanese exchanges.

The volatility in precious metals provided opportunities for the Group to
expand ifs business in this area, fo the extent that it recorded a remarkable

growth in volume exceeding 100% compared with that of 2002.
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Wealth Management

2003 was a year of rapid growth for the Wealth Management tfeam. The
number of consultants grew from 14 to 39 and revenue increased by more
than 400% resulting in early profits for the department. We expect growth
fo continue, as our feam benefits from a growing need in the retail market
for independent quality financial advice. We believe the Group is in a
unique position to offer tailor-made financial solutions using a full range of

financial products.

Alternative Investments

In 2003, our Fund Management’s Alternative Investments division
experienced an impressive growth in assets under management in its
offshore SHK Global Strategy Fund from US$118 million to US$220
million. This fund is open only to qualified investors and is not marketed to

the public.

The success of its SHK US$ Yield Plus Fund led our team to prepare for the
launch in the first quarter of 2004 of a second fund, the SHK Value

Restructuring Fund.

Given the increasing awareness of, and demand for, quality alternative
funds in the Asia-Pacific region, we believe our research expertise and
market knowledge should provide opportunities to introduce top performing

funds and innovative products o Asian investors.

Insurance Broking

Despite challenging market conditions in the first half of the year, the
Insurance team performed well in 2003 and recorded an annual profit
growth of over 20% compared with last year. We continue to maintain our
leadership position as the largest locally based insurance broker in Hong

Kong.

Our team adopted an aggressive marketing approach focusing on specialty
products and industries. In order to maintain competitiveness and sustain
growth and profitability, we will concentrate on strengthening our
relationship with our customers and insurers, and enhancing our
professional standards through constant staff development and operational

review.
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Electronic Financial Information Service

Our continued adoption of a siringent cost control policy resulted in further
lowering of operating costs. Towards the last quarter of 2003, we
recorded turnaround results with a small operating profit compared with a

loss in 2002.

Our new product, “Intelligent Stock Monitor”, received encouraging

response from the market and the revenue from it is still growing.

We remain one of the dominant financial content providers for Hong Kong
equities, in particular for the online market. We will continue to upgrade
our existing products with more advanced features. We hope to improve
our overall performance for 2004 in line with the current stock market

conditions.

Shun Loong Holdings Limited
Shun Loong Holdings Limited (Shun Loong) was acquired in June 2003 as
a strategic move fo further enhance the Group's competitiveness as a

dominant financial services provider in Hong Kong.

Since the acquisition, Shun Loong has continued to operate as an
independent entity, although subjected to our overall policies on
compliance, credit, cost control and accounting. Several significant reform
measures, including availability of financing from the parent, were
introduced to facilitate its business development. The re-structured
management team reviewed and revised its policies to meet the Group's
standards with heightened regulatory and compliance requirements. Shun
Lloong has strengthened its brokerage business by a series of special offers
and a commission rebate campaign; and refocused ifs business direction
on private client services and the China market. As a result of this
campaign and re-focusing, the value of client assets in its custody increased

substantially from acquisition to the end of 2003.

Shun loong'’s focus is to become an all-round financial services institution
through continued diversification into new areas such as equity capital
market and forex proprietary trading as well as integration of its workflow

through merger and outsourcing arrangements with the Group.
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Sun Hung Kai International Bank [Brunei] Limited

Sun Hung Kai International Bank [Brunei] Limited, a newly incorporated
wholly-owned subsidiary of our Group has been granted the first Full
International Banking Llicense in Brunei under the International Banking

Order, 2000 issued by the Ministry of Finance, Brunei.

A formal opening of Sun Hung Kai International Bank [Brunei] Limited was
held in Brunei on 5 February 2004. The opening ceremony was officiated
by the Honorable Deputy Minister of Finance, YM Dato Paduka Haiji Yakub
bin Abu Bakar at the office of the new bank. The bank infends to conduct
international banking business including deposit taking from non-residents,
extending credits, arranging money collections and transmissions, foreign
exchange, issuance of guarantees as well as offering investment banking

and other banking services.

COST CONTROL
Administrative expenses increased by 18% to HK$285.6 million (2002:
HK$242.0 million] as a result of growth, and notwithstanding stringent cost

confrols and ongoing development of operational efficiencies.

Staff costs (including directors’ emoluments) and contributions to retirement
benefit schemes increased by 15% to HK$148.2 million (2002:
HK$128.9 million) predominately as a result of the acquisition of Shun
loong in June 2003 and the rapid development of our Wealth
Management, Alternative Investments and International Commodities
departments. However, as these new departments were profitable, the

increase in staff costs were considered to be acceptable.

Towards the end of the year, we managed to negotiate a substantial
reduction in the lease costs at our Pacific Place headquarters. These savings

will be reflected from 2004 onwards.
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HUMAN RESOURCES AND TRAINING

As of 31 December 2003, the total number of employees was 779. Staff
costs (including directors’ emoluments) and contributions to retirement
benefit schemes amounted to approximately HK$148.2 million (2002:
HK$128.9 million).

We operate differing remuneration schemes according to role. For sales
personnel of Sun Hung Kai, the package comprises a base pay or draw,
and commission/bonus/sales incentive, whereas for non-sales personnel,
it comprises base pay and performance-related bonus elements when

circumstances are appropriate.

For salary-based non-sales personnel of Shun loong, the package
comprises a base pay and performance-related bonus when circumstances
are appropriate, while for its draw-based sales personnel, the package

comprises a base draw and commission.

There are currently no share option schemes applicable to the Group's

officers or employees.

The Group will, in the coming year, continve to recruit suitable candidates
in order fo capture additional niche markets in the trading and institutional

broking areas.

In our continuing support of the Financial Services Bureau in meeting the
human resources development needs of the financial services sector, we
have offered internship places to local university students to enhance their
practical working experience and develop their financial knowledge. We

also extensively recruit frainees each year, particularly in our branches.

We have organized a total of 22 in-house Continuing Professional Training
[CPT) programs for our sales staff to ensure that they are updated with new

product knowledge and current regulatory issues.
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INVESTMENTS IN PRINCIPAL ASSOCIATED
COMPANIES
Tian An China Investments Company Limited (48.17% owned)

Tian An China Investments Company Limited (Tian An) recorded sales of
total gross floor areas of approximately 291,000m? [2002: 250,000m?),
representing an increase of 16% over 2002. Properties sold in the P.R.C.
such as Shanghai Tian An Villa (Phase 1), Wuxi Redhill Peninsula (Phase
2], Changzhou New City Garden (Phase 3], Nantong Tian An Garden
[Phase 1] and Tian An Cyber Park contributed significantly to a satisfactory
performance with the company’s nett profit increasing by 17.7% to

HK$102.4 million.

Dense population and serious fraffic congestion in central commercial and
residential areas of major mainland cities has led to an acceleration of
urbanization on the outskirts. This, together with the government policy of
revitalizing the economy in the old industrial area of the three provinces in
the north-east; the economic growth in the Yangtze River Delta; the gradual
strengthening of the economic system of the Pearl River Delta should provide
developers with significant opportunities. The current land policy and the
relatively fight policy on project financing have increased developer costs,
resulting in o phase of elimination of weaker participants. Developers with

solid resources, such as Tian An, should benefit from this trend.

Tian An has adopted a positive approach to deal with external changes
by actively creating opportunities, controlling risk, costs and expenses, and
closely monitoring the schedule of construction works. Tian An will also
appropriately increase its land reserve as a foundation for its long-term

development.

The Group's shareholding in Tian An increased from 43.27% to 48.41%
at the year end as a result of Tian An's share repurchase program, and the

acquisition of additional shares.
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Quality HealthCare Asia Limited (28.73% owned)

Following significant corporate restructuring in 2002, Quality HealthCare
Asia Llimited (Quality HealthCare) in 2003 concentrated on consolidation
and focused its resources on the growth and development of its core
healthcare businesses. Although the destabilizing effects of a takeover bid,
corporate restructuring costs and SARS in the first half adversely affected
Quality HealthCare's results, the acquisition of new clients assisted the core
Medical and Healthcare Services division in producing satisfactory results.
The Elderly Care division's performance was adversely impacted by low
occupancy rates and a competitive market, but it is devoting further effort

towards building a stronger performance in 2004.

Quality HealthCare's range of Llife Enhancement Services, initially
infroduced fo its clients in 2002, continued fo produce encouraging results
in 2003. Additional services such as Sleep Study have been launched,
and it is Quality HealthCare's intention to develop additional medical,

including specialist, services for Hong Kong.

Yu Ming Investments Limited (21.53% owned)

Yu Ming Investments Limited (Yu Ming) derived most of its profit in 2003
from disposal of investments in equities, debt securities, partial recovery of
debt from the restructuring of Tem Fat Hing Fung (Ho|dings) Limited, and
earnings from the Argyle Centre shopping mall in Mongkok.

Its major investments were in Hong Kong equities, international debt
instruments and its investment in the Argyle Centre, a fully leased shopping
mall in a prime location in Mongkok. Rental income was stable, benefiting
from low interest rates through a leveraged sfructure in an associated

company holding the property.

A significant portion of the equity and debt securities portfolio was

disposed of in 2003, realizing a good capital gain.
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In August 2003, Yu Ming joined a private sector consortium (JV) to invest
with the Hong Kong Government and the Airport Authority to develop and
operate the Hong Kong International Exhibition Centre (IEC) at the Hong
Kong International Airport. A soft opening is expected at the end of 2005.
As at 31 December 2003, Yu Ming had a 37.85% inferest in the JV and
has the right to increase ifs interest to 60% at cost until 23 August 2004.

That JV in turn has a 13.5% interest in IEC.

Yu Ming is opfimistic about the prospects of the Argyle Centre and IEC.
The recovery of retail activities and the property market in Hong Kong is
expected to enhance the return from, and value of, the Argyle Centre. IEC
will benefit from its prime location next to the Hong Kong International

Airport.

We understand that Yu /\/\ing will continue to invest in international debt

securities and adopt a cautious approach to the Hong Kong equity market.

FINANCIAL RESOURCES AND GEARING RATIO

The Group consistently maintained a strong financial position.

During the year, the Company issued 4% loan notes in the amount of
HK$255.2 million due to mature on 7 March 2008. Of the principal
amount, HK$23.6 million was repurchased during the year.

As at 31 December 2003, the nett assets of the Group amounted to
HK$4,492 million which was similar to the level recorded as at 31
December 2002. The Group's shortterm bank deposits, bank balances and
cash amounted to HK$566.9 million (at 31 December 2002: HK$328.7
million). The Group's tofal bank borrowings together with the 4% loan notes
mentioned above amounted to HK$551.3 million (at 31 December 2002:
HK$42 million) in total with HK$289.4 million (at 31 December 2002:
HK$5.8 million) repayable within one year and HK$261.9 million (at 31
December 2002: HK$36.2 million) repayable beyond one year.
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The liquidity of the Group remained healthy as demonstrated by the current
ratio (current assets/current liabilities) of 1.92 times as at 31 December

2003 (at 31 December 2002: 3.49 times).

The Group continued to maintain a low gearing ratio, calculated on the
basis of the Group's total bank borrowings and loan notes over the Group's
shareholders’ funds, at 12.3% at the year end (at 31 December 2002:
0.9%).

CAPITAL STRUCTURE, BANK BORROWINGS AND

EXPOSURE TO FLUCTUATIONS IN EXCHANGE RATES
The issued share capital of the Company decreased from HK$300.8

million to HK$249.1 million during the year as a result of the repurchase
of 255,234,309 shares pursuant to a general offer (the Repurchase) and
the repurchase of 3,286,000 shares in the stock market as shown in note

26 to the accounts on page 91.

Other than the mortgage loans as shown in note 30 fo the accounts and
the 4% loan notes issued for the term of 5 years as part of the consideration
for the Repurchase, the Group's bank borrowings were on a shortterm basis
and over 90% in HK dollars. They are charged at floating interest rates.

There are no known seasonal factors in our borrowing profiles.

The fluctuation 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.
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MATERIAL ACQUISITION AND DISPOSAL OF
SUBSIDIARIES, ASSOCIATED COMPANIES AND
JOINTLY CONTROLLED ENTITIES

As detailed in the 2002 Annual Report, in December 2002, the Group
entered info a conditional sale and purchase agreement with an indirect
subsidiary of Allied Group limited, the Company's ultimate holding
company, fo sell its entire 50% shareholding in Earnest Finance Limited,
the holding company of SHK Finance Limited, together with the assignments
of advances, for an aggregate consideration of HK$87.5 million. The
agreement was completed on 24 January 2003 and resulted in a loss of
HK$5.5 million. The reason for the disposal was the rationalization of the

joint venture's consumer finance division.

As detailed in the announcement of the Group dated 25 June 2003 and
in its 2003 Inferim Report, on 25 June 2003 the Group acquired all the
shares in Shun loong Holdings Limited which provides a full range of

traditional and online brokerage services through its subsidiaries.

Apart from the above, there has been no material acquisition or disposal
of subsidiaries, associated companies or jointly controlled entities by the

Group in the year of 2003.

SEGMENT INFORMATION

Detailed segment information in respect of the Group's turnover,
contributions to profit or loss from operations, segment assets and liabilities

are shown in note 2 to the accounts on page 64.

CHARGES ON GROUP ASSETS
Listed shares with an aggregate value of HK$144.1 million were pledged

by subsidiaries for bank loans and overdrafts. leasehold properties of the
Group with a total book value of HK$95.3 million were pledged by
subsidiaries to banks for mortgage loans and overdrafts granted to them
with a total outstanding balance of HK$72.7 million as at 31 December
2003.
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CONTINGENT LIABILITIES

Details regording the contingent liabilities are set out in note 34 to the

accounts on page 103.

TAXATION

Details regarding the Group’s taxation are sef out in note 11 to the

accounts on page /3.

4% to HK$57.9
million (2002: HK$50.8 million), primarily due to increase in nett

The Group's taxation charge in 2003 increased by 1

assessable profit and HK Profits Tax rate from 16% to 17.5% for the fiscal
year 2003/2004, and increase in the share of taxation from associated
companies during the year, which in turn was mainly a result of the higher
profits of Tian An China Investments Company Limited in China and the

higher tax rates there.

REGULATORY ENVIRONMENT

On 1 April 2003, the long-awaited implementation of the new Securities
and Futures Ordinance and its subsidiary legislation came into effect. The
Group's planned approach involving modification of the relevant computer
systems, amendment and distribution of clientrelated documents, updating
of the operational procedures and provision of intensive fraining programs

assisted in meeting the choHenge of the new regu\ofory framework.

The regulatory environment in 2004 appears likely to infroduce a range of
changes. The Securities and Futures Commission has recently proposed
various measures o address the risks involved in securities margin financing
and the pooling and re-pledging of client collateral by securities margin
financing providers. Other regulatory proposals include guidelines on
disclosure of fees and charges for securities services, increased regulation
of listing sponsors and financial advisors, and new measures to prevent
conflict of interests of securities analysts. Additional challenges are
presented by major amendments to the Listing Rules and the new Code on
Corporate Governance Practices which all seek to enhance corporate

governance, transparency and market quality.
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We remain committed to full compliance with all legal and regulatory
requirements in order fo properly protect and safeguard clients” assefs and

to secure the interests of our shareholders.

MANAGEMENT OF RISKS

Policies and Procedures

The Group has established policies and procedures for risk management
which are reviewed regularly by the management and various Group
committees, including the Credit & Risks Management Committee (the
CRM), which reports to the Executive Committee of the Board of Directors,
to ensure the proper monitoring and control of all major risks arising from
the Group's activities at all times. The Group's Internal Audit and
Compliance department (which reports independently to the non-executive
Chairman and the Audit Committee, as well as to the Deputy Group Chief
Operating Officer) also performs regular reviews to supplement the various
internal control measures adopted by the management and various divisions
within the Group, fo ensure compliance with policies and procedures.
These various control procedures are also examined and separately
reported upon at least annually to the Audit Committee and the Board of

Directors by the external auditors.

Credit Risk

Credit risk arises from a number of areas. These include the possibility that
a counter-party in a fransaction may default during the seftlement process.
It also arises from lending, seftlement, treasury, market making, derivatives,

propriefary frading, and other activities undertaken by the Group.

The Group's credit manual sets out in detail the credit approval and
monitoring procedures, which are established in accordance with sound
business practices, the requirements and provisions of the relevant
ordinances, and where applicable, the codes or guidelines issued by the

Securities and Futures Commission.
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Day-to-day credit management is performed by the Credit department with
reference to the aforementioned criteria inc|uding creditworthiness,
collateral pledged, and risk concentration of the counter-parties. Decisions
made by the Credit department are reviewed daily by the executive
directors and senior management of the Group and by the CRM at its

regular meetings.

Liquidity Risk

The Group manages its liquidity position to ensure the Group maintains a
prudent and adequate liquidity ratio, in strict accordance with statutory
requirements. This is achieved by the management, comprising the
executive directors, the Chief Financial Officer and relevant senior
managers monitoring the liquidity position of the Group on a daily basis to
ensure the availability of sufficient liquid funds to meet all obligations and
compliance with the statutory requirements such as the Financial Resources
Rules applying to various registered subsidiaries. The monitoring process

and ifs results are reported to the CRM, the Audit Committee and the Board

of Directors at their regular meetings.

Capital Risk
The Group maintains a strong capital base to support the development of
its businesses and to comply, where necessary, with at least the minimum

statutory ratios.

Capital is allocated to the various activities of the Group depending on
requirements and the degree of risk appropriate to various activities. Cost

of capital, as determined from time to time, is allocated against its users.

Interest Rate Risk

Interest rate risk primarily results from timing differences in the re-pricing of
interest bearing assets, liabilities and commitments. The Group's interest rate
risk exposure arises mainly from margin financing and other lending
activities undertaken. The Group has the legal capacity to quickly recall

such loans or re-price its margin loans to an appropriate level. lis inferest-
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sensitive positions can readily be identified. Interest rates paid by the
Group are managed by the Finance department with the aim of maximizing

the spread of interest consistent with liquidity and funding obligations.

Foreign Exchange Risk
Foreign exchange risk is the risk to earnings or capital arising from

movements of foreign exchange rates.

The Group's foreign exchange risk primarily arises from currency exposures
originating from its leveraged foreign exchange business or purchases of
foreign securities on behalf of clients. Foreign exchange risk is managed
and monitored by the relevant department under the limits approved by the
Group's Board or Executive Committee. In relation to our leveraged foreign
exchonge activity, our position is that of a market-maker, and occording\y
our risk is our open currency positions which are subject to management
approved limits and are monitored and reported daily. The other possible
risk is primarily a derivative foreign exchange risk for a client who does
not or cannot meet margin calls following any period of substantial currency
turbulence. Our principal lending operations are carried out in local
currency to obviate foreign exchange risk. Accordingly, the Group has no

significant exposure to foreign exchange fluctuations on loan assets.

Market Risk

Market risk limits are approved by the Group’s various Committees and, in
some cases, by the Board of Directors. Actual positions are compared with
approved limits and monitored regularly by the relevant divisional head,
the Credit department and by the senior management of the Group.
Exposures are measured and monitored on a “mark-to-market” basis with
stop-loss limits. Market risk trading positions are subject to daily mark-fo-
market valuation, which is also reported daily to the senior management
for their review. The Group's Internal Audit and Compliance department
also performs regular audits to supplement the above controls to ensure

compliance with the established market risk limits and guidelines.
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Calamity Risk

In common with all companies and particularly financial services groups,
the Group is exposed to the potential impact of natural and man-made
disasters. In our case, being heavily dependent on information technology
and its associated infrastructure requirements, we need fo be particularly
vigilant in this regard, especially with the prevalence worldwide of

"hacking”, and “virus-attacks”.

In the aftermath of the various disasters impacting on the insurance industry
during the past years, appropriate insurance cover has been more difficult
and more expensive than normal to obtain. However, vvorking with our
Insurance Broking division, we have managed to obtain what we believe
is adequate cover for the potential risks of this type to which we may be

exposed.

In the case of our IT infrastructure, we also maintain stringent security
procedures, as well as offssite back-up and recovery programs which we

continually review and refine.

Reputational Risk

A key factor for businesses in the financial services sector is their reputation
for financial probity and prudence. Recent examples of “rogue traders”
impacting on such reputations elsewhere in the world have drawn attention
to such risks. In our case, with our important and valuable “brand”, we
manage these risks through our strong internal controls and risk
management regime, by comprehensive employee and operational
manuals in key areas, and by the strength and independence of our Internal

Audit and Compliance department.
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