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Our strengths remain our strong balance sheet,
an effective business strategy and a dedicated staff

force.
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OVERVIEW OF 2004

2004 was a difficult year for forecasters as conflicting price trends
dominated the markets for equities, bonds, commodities and
energy. While many observers were predicting a hard landing for
the Chinese economy and soft property prices in Hong Kong’s
rising interest rate environment, the P.R.C. economy grew 9% for
the year and Hong Kong’s residential property prices recovered
sharply signalling an end to the 68-month deflationary period

experienced in Hong Kong.

Although stock turnover contracted in the early part of the year
due to surging oil prices, cooling measures imposed upon the
P.R.C. economy and fear of interest rate hikes in the U.S., a
reversal took place mid-year, which subsequently gained
momentum from enthusiasm relating to Macau linked stocks and
extensive speculation regarding the appreciation of the RMB. By
year-end, the average daily turnover was more than HK$18 billion,
which marked a 78.8% increase over 2003. Hong Kong Stock
Exchange annual turnover reached a record high of HK$3,941
billion surpassing the previous record set in 1997. The Hang Seng

Index finished the year 13% higher than year-end 20083.

According to a recent survey conducted by The Stock Exchange
of Hong Kong Limited, the number of retail investors participating
in the stock market reached a new historical high of over 1.4
million investors. With the growing interest from investors in the

P.R.C., we anticipate this number may continue to rise.

REVIEW OF OPERATIONS

Securities Broking

Our commission income, which is primarily derived from stock
broking exceeded that of the previous year. The efforts of our
experienced sales staff, working through our extensive network,

expanded our market share during the year.
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Excess liquidity fueled buoyant primary and secondary markets in
fund-raising activities, with HK$271 billion in equity funds being
raised through the HKEx in 2004; and 70 companies being listed
on the main board and GEM combined. Our strong brand and
extensive client base enabled the Group to be involved in a number
of fund-raising exercises. We participated in more than 60 issues
including new share offerings, sub-underwriting and placements

of equities and warrants for clients.

We also continue to maintain a strong income stream from our
role as a Liquidity Provider of derivative warrants, and equity linked

notes to warrant issuers.

Financial Institutions Group

The Financial Institutions Group has been able to build on the
strong momentum generated in 2003, posting impressive growth
and profit in 2004. Derivatives remained the primary focus for
both trading and institutional broking. Additional traders have been
recruited, and customer accounts added throughout 2004. The
resulting increase in trading and broking activities was a significant
factor in the Group’s continued dominant market position and

ongoing high ranking in the local listed-derivatives market.

Online Trading

SHK Online achieved significant growth across the board in 2004.
The division was able to benefit from its largely fixed cost structure
and translated much of the increased revenue directly into bottom-

line profit.

At the end of 2004, the number of accounts increased by 34%
compared to the previous year. Total transaction value for 2004
exceeded HK$50 billion, representing an increase of over 120%
compared to the previous year. Net profit for the year increased
by 240% compared to the previous year, largely as a result of
continued focus on cost control and further rationalizations on

profit margin.
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The launch of the Lucky Draw Programme, in which one Mini
Cooper will be given away each quarter in 2005, should underpin
consistent growth in our client base and transaction volume. The
introduction of new products, such as the new e-Option platform
for the locally listed HSI Options and additional e-Futures products
should further diversify revenue streams and provide additional
growth. A number of short-term, tactical marketing programmes
have also been planned and will be introduced throughout 2005.
When opportunities present themselves, SHK Online will benefit
from its position as a market leader and pursue suitable

acquisitions.

Research

During 2004, the Research division encouraged investors to buy
into weaknesses rather than sell into strength. Our advice to
investors to be positive on Hong Kong equities mid-year benefited
our clients, as the Hang Seng Index was consolidating in the

11,000 point region.

During the year, the Group continued to strengthen its research
capability by recruiting high calibre staff. We made 709 company
visits and corporate presentations in Hong Kong and mainland
China and communicated our views and investment ideas through
the publication of 226 strategy, sector and company reports,
excluding our daily investment notes. We also conducted four
large-scale seminars for our clients in mainland China and Taiwan,
and 16 branch seminars for our branch clients in Hong Kong and
Macau. In addition, two press conferences were organized to

communicate our market views to the public.

Our top 20 calls of 2004 outperformed the Hang Seng Index by a
margin of between 37% and 105%.
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Corporate Finance

During the year, the Corporate Finance division successfully
completed the secondary placement of shares of Sinotronics
Holdings Limited and Champion Technology Holdings Limited. The
division was also involved in the placement of B shares of RE 7
B E B 5 B R QR (BOE Technology Group Co., Ltd.) which
is listed on the Shenzhen Stock Exchange, P.R.C.

The division was the financial adviser to Wonderful World Holdings
Limited on the proposed open offer to qualifying shareholders, the
financial adviser to COL Capital Limited on the general offer for
the repurchase of shares, and the independent financial adviser to
Melco International Development Limited, Shanghai Century
Holdings Limited, and Shanghai Zendai Property Limited on various
connected transactions respectively. Furthermore, the division was
actively involved in a number of underwriting exercises for IPO

issues.

Looking ahead, the division will continue to focus on expanding
its operations in Greater China and on capital formation in the

primary market.

Securities Financing

The market rebound in the second half of the year resulted in an
increase in our margin loan book of 5.8% compared to 2003. Net
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 2004 as stronger capital
markets provided potential borrowers with alternative funding
opportunities. Net income levels, however, were still strongly

positive.
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Foreign Exchange, Bullion, Commodities, Financial SIE-ET- BR - PHEREMER

Futures and Other Products
With the continuing weakness in the U.S. dollar in 2004, our foreign
exchange volumes reflected a decline in investor interest. However,

interest in commodities and precious metals increased significantly.

Our turnover in overseas commodities products including DJIA,
S&P and physical commodities traded on the Japanese Exchange
marked an 80% growth. Our business from Hang Seng Index
Futures also rose substantially this year. The volatility in forex and
oil prices provided good opportunities for trading in currency and
oil futures, for the purposes of hedging and as speculative

instruments.

Precious metals trading, while not providing a substantial income
stream for the Group, will continue to allow us to offer to our

clients a very broad range of financial products.

Wealth Management

SHK Wealth Management experienced strong growth in 2004. The
number of consultants grew from 39 to 65. The “assets under
management” and revenue almost doubled compared with 20083.
To cater for continuing expansion and to better service our clients’
needs, SHK Wealth Management moved into larger appropriately
furnished offices. We expect to maintain our position as a market

leader.

BEEXTN _ZTNFRAFERS KB Z
SMNER R FRRIE REIEEEEL T EZRE
ERTR -AM REEHERRETEZER
ERMma@|E Lo

wMESIEm (BRERE FEEANREA
ARGHEBZEYMEM) cRRBEF
80% B R -AFEEERBERPE 2 %K
MABERR INERMEHN KBRS REE
ERRREERMERRAHE (BELH
RERREIE) 2 R#-

ECBRHBRRESEETREANRAR
REAEEEEEATPRHEZ TN SR
E ah °

EEER
MREEEEEBEBSE_STMFIERS
o B FIR B ABBHIIOAE EGSA K
[EEEEI RNENBR_ET=FERAM
B REGHFIFENREBRELERREP
2%%&%%%£F§E%EE&EEEK%

BHEAHAE -RMTEMEEFTISE
%%meo



Sun Hung Kai & Co. Limited
s EBR QA

Management Discussion and Analysis

HvEEJ: n—JLnFHﬂ& 7[):(

Alternative Investments

For SHK Fund Management’s Alternative Investments division, the
second half of 2004 remained challenging as the U.S. market
continued to grapple with the uncertainties surrounding the
outcome of the presidential election, the impact of the war in Iraq,
higher interest rates and oil prices, and the falling U.S. dollar. A
turning point in the fourth quarter, however showed a pickup in
market activity and stabilization of fund flows. We ended 2004
with US$222 million under management. Despite the difficult
environment, all our funds experienced positive growth, including
the SHK Credit Opportunities Fund and the SHK Value
Restructuring Fund, both of which were launched in 2004. As at
31 December 2004, SHK Fund Management’s Alternative
Investments division had three funds within its SHK Global Strategy

Fund range.

Insurance Broking
2004 was a difficult year for the general insurance broking industry

with premiums dropping up to 40% in some insurance classes.

Active development of insurance business by banks, and
competition amongst intermediaries for pending construction
projects in the government sector led to downward pressure on

commissions.

Despite the difficult environment, the division performed well and
achieved slight growth in profits compared to the preceding year.
We continue to maintain our position as one of the leading

insurance brokers in Hong Kong and Macau.

To meet the challenges ahead, the division continues to strengthen
marketing activities, focus on the development of specialty
products and markets, and pursue quality business partners and

opportunities in the P.R.C.
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SHK Financial Data

In 2004, SHK Financial Data achieved substantial growth in
operating profit. Revenue from our online subscription product,
“Intelligent Stock Monitor”, is growing steadily and should become
a stable income stream for us. We have recently added the new
“Market Calendar” feature to this product which should benefit

subscribers and create additional revenue.

SHK Financial Data hopes to continue to enhance both the
coverage and quality of our equity database in order to pave the

way for further business expansion.

Information Technology

To ensure that our clients and staff benefit from the latest
technology, a new trading platform is being developed with Sun
Microsystems. The project commenced in December 2004 and is
expected to be completed within two years. In the meantime, the
Group’s Information Technology (“I.T.”) department is implementing
measures such as upgrading our firewall and Internet connection,
which should increase performance, improve customer service

levels and further strengthen security.

Branch Network

The focus for branch management has been on the continued
training and professional development of our sales staff, and the
long-term promotion of the Group through client education
programmes. Initiatives such as opening the Customer Service
Centre in Macau, investment seminars (held in conjunction with
the Research division), site/factory visits of listed companies for
branch clients, and mutual fund seminars have been well received
and have strengthened client relationships. A continuing
improvement in the branches’ contribution to the Group’s bottom-

line is expected in 2005.
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Shun Loong Group

The business structure, management, compliance and system of
controls of the Shun Loong Group have undergone significant
transformation following its acquisition by Sun Hung Kai Investment
Services Limited (“SHKIS”) in mid 2003. The gradual stabilization
and strengthening of the Shun Loong Group from a near terminal
situation has continued in 2004 with Shun Loong Group now
positioning itself for growth with a range of marketing and

promotional initiatives planned for Hong Kong and P.R.C.

Sun Hung Kai International Bank [Brunei] Limited

Sun Hung Kai International Bank [Brunei] Limited was officially
opened in February 2004. The bank plans to develop 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 RATIONALIZATION
A Cost Rationalization Committee has been set up to continuously

review operational effectiveness and efficiency.

Cost savings have been achieved in a number of areas including
those of general administration and information technology
infrastructure. However, renovation and staff costs have increased
in line with our business expansion, most notably in the SHK
Wealth Management division. We foresee information technology
costs rising in 2005 as a result of the ADSR project with Sun

Microsystems.

The Company continues to be observant of costs and will attempt
to ensure, where appropriate, that any cost increases result in
additional revenue, promotion of growth or expansion of our

business.
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HUMAN RESOURCES AND TRAINING

As at 31 December 2004, the total number of employees was
817. Staff costs (including Directors’ emoluments) and contributions
to retirement benefit schemes amounted to approximately
HK$171.9 million (2003: HK$148.2 million).

We operate different remuneration schemes according to role. For
sales personnel, the package may comprise either a base pay or
draw and commission/bonus/sales incentive, or alternatively, it
can be a straight commission arrangement. For non-sales
personnel, the remuneration is comprised of either a straight base
pay, or where appropriate, a base pay with a performance-based

bonus element.

There are currently no share option schemes applicable to the

Group’s officers or employees.

To maintain our position as a market leader in the financial sector,
the Group will continue to recruit high quality candidates with

proven experience in the provision of financial services.

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 consolidate their practical working experience and
enrich their financial knowledge. We also extensively recruit trainees

each year, particularly at our branch offices.

We have also organized a total of 31 in-house Continuing
Professional Training (CPT) programmes and Continuing
Professional Development (CPD) programmes for our licensed and
relevant staff to ensure their full compliance with regulatory
requirements and that they are updated with new product

knowledge and the latest regulatory-related issues.
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INVESTMENTS IN

PRINCIPAL ASSOCIATED COMPANIES

Tian An China Investments Company Limited (“Tian An”)
Tian An recorded sales of total gross floor areas (“GFA”) of
approximately 225,000m? (2003: 291,000m?), representing a
decrease of 23% over 2003. A total GFA of approximately
319,000m? (2003: 314,000m?) of residential/commercial properties
was completed, representing an increase of 2% over last year.
Properties sold in the P.R.C. such as Shanghai Tian An Centre,
Nantong Tian An Garden (Phase 2), Shenzhen Tian An New
Technology Plaza (Phase 2), Changzhou New City Garden (Phase
4), Wuxi Redhill Peninsula (Phase 3), Shanghai Tian An Villa (Phase
1) and Changchun Tian An City One (Phase 2) contributed
significantly to the satisfactory performance, bringing an increase
in the net profit of Tian An of 96% to HK$200.6 million.

Since late April 2004, the P.R.C. government has actively applied
macro-economic policy in an attempt to reduce the scale of fixed
capital investment, calm inflation, ease shortages in raw materials
and electricity and to slow the rise in property prices. However,
because of the reduction in land supply, property markets continue
to rise. The government may therefore be inclined to introduce

further measures to curb the rise in property prices.

Tian An will continue to seek opportunities whilst adopting
appropriate strategies to deal with the changing economic
environment. Tian An maintains its positive outlook and is hopeful
that P.R.C. property markets may maintain a steady and sustainable

uptrend in the medium to longer term.
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Quality HealthCare Asia Limited (“Quality HealthCare”) EREMNERLT ([=R])
Quality HealthCare has been successful in delivering significantly FRENABKEE-_ZSENFEEE F

improved results for 2004 with an 84% increase in net profit to
HK$45 million. The improved performance was a combined result
of continued cost control, an expansion in coverage and services,

and an increase in private paying clients.

Quality HealthCare has continued to focus on the development of
its core businesses. It has expanded medical centre coverage and
the range of its specialist services. In particular, during the year
Quality HealthCare opened its Quality Women’s Health and
Reproductive Medicine Centre. It also continued to develop and
expand its third party administration services and its health scheme
administration skills for corporate clients. Additional programs
including Employee Assistance and Occupational Health and Safety
Programs are also being developed to better service Quality

HealthCare’s client base.

Quality HealthCare has also directed effort and resources to
improving training and medical centre management to better
address patient needs. The |.T. platform is constantly being
reviewed and improved in order to facilitate patient service and

claim processing.

Quality HealthCare is also continuing its initiatives to both improve

services and profitability in its elderly care division.

Yu Ming Investments Limited (“Yu Ming”)

During the year, the major investments of Yu Ming were in Asia
World-Expo at the Hong Kong International Airport, Argyle Centre
shopping mall in Mongkok, a Hong Kong based airline, high yield

bonds and equity securities.
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For the Asia World-Expo, significant bookings were secured from
both local and overseas exhibition organizers well in advance of

its scheduled opening in 2006.

Retail sector confidence in 2004 was reflected in pleasing shop

sale prices and very high occupancy rates in the Argyle Centre.

While the high yield bond portfolio provides reliable income for Yu

Ming, it will continue to closely review its holdings in 2005.

In the second half of 2004, Yu Ming and another investor made a
HK$140 million investment in a convertible note issue of a Hong
Kong based airline. Also, conditional agreement was reached in
December 2004 for Yu Ming to invest HK$47 million in a leading
P.R.C. cashmere garment manufacturing company. Yu Ming
expects that the agreement conditions will be satisfied by the end
of April 2005.

FINANCIAL RESOURCES AND GEARING RATIO
The Group consistently maintained a strong and healthy financial

position.

As at 31 December 2004, the net assets of the Group amounted
to HK$5,013.8 million, representing an increase of HK$521.8 million
or approximately 11.62% from that of 31 December 2003. The
Group’s short-term bank deposits, bank balances and cash
amounted to HK$487.2 million (at 31 December 2003: HK$566.9
million). The Group’s total bank borrowings and loan notes
amounted to HK$217.8 million (at 31 December 2003: HK$551.3
million) with HK$63.9 million (at 31 December 2003: HK$289.4
million) repayable within one year and HK$153.9 million (at 31
December 2003: HK$261.9 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 2.43 times as
at 31 December 2004 (at 31 December 2003: 1.92 times). The
Group’s current ratio showed further improvement in the year ended
31 December 2004.

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 4.34% at the year end
(at 31 December 2003: 12.27%).

CAPITAL STRUCTURE, BANK BORROWINGS AND
EXPOSURE TO FLUCTUATIONS IN EXCHANGE
RATES

The Company has not issued any additional shares or made any
share repurchases during the year as shown in note 26 to the

accounts.

Other than the mortgage loans as shown in note 30 to the accounts
and the remaining balance of 4% loan notes issued on shares
repurchase as shown in note 29 to the accounts, the Group’s
bank borrowings were on a short-term basis and in H.K. dollars
as at 31 December 2004. They were 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

During the year, the Group exercised warrants to subscribe for
44,000,000 shares and purchased 2,196,000 shares in Tian An

for a total consideration of HK$92.8 million.

Other than the aforesaid acquisition, there has been no material
acquisition or disposal of subsidiaries, associated companies or

jointly controlled entities during the year.

SEGMENT INFORMATION
Detailed segment information in respect of the Group’s turnover
and contribution to profit before taxation are shown in note 2 to

the accounts.

CHARGES ON GROUP ASSETS

Listed shares with an aggregate value of HK$227 million were
pledged by subsidiaries for bank loans and overdrafts. Leasehold
properties of the Group with a total book value of HK$96 million
were pledged by subsidiaries to banks for mortgage loans and
overdrafts granted to them with a total outstanding balance of
HK$67.4 million as at 31 December 2004.

CONTINGENT LIABILITIES
Details regarding the contingent liabilities are set out in note 34 to

the accounts.

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

accounts.
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The Group’s taxation charge in 2004 increased by 121.07% to
HK$128 million (2003: HK$57.9 million), primarily due to increase
in net assessable profit 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 in the P.R.C. and the higher

tax rates there.

MATERIAL LITIGATION UPDATE

(@) On 28 February 2005, by order of the Hong Kong High Court,
the claim by Shenzhen Building Materials Group Co. Limited
against SHKIS was dismissed with costs to SHKIS.

(b) By the Judgment of Deputy High Court Judge To on 1 April
2004 (the “Judgment”) in HCA 3191/1999 between New World
Development Company Limited (“NWDC”) and Stapleton
Development Limited against Sun Hung Kai Securities Limited
(“SHKS”), a wholly-owned subsidiary of the Company, SHKS
was ordered to pay NWDC the sum of HK$105,534,018.22
together with interest on the principal sum of
HK$80,117,652.72 at judgment rate from 16 December 1998
until payment, pursuant to the terms of an oral agreement
which His Lordship found (the “Oral Agreement”). As at 17
June 2004, the date when the Judgment sum was paid,
the Judgment amounted to HK$150,115,681.54 (being
HK$105,534,018.22 plus interest of HK$44,581,663.32).
SHKS has paid the Judgment amounts. SHKS has filed an
appeal against the Judgment both as to liability and quantum
(the “Appeal”) to the Court of Appeal. The Appeal has been
set down for hearing commencing 7 June 2005. The decision
of the Court of Appeal is likely to be delivered some months
after the Appeal. Matters relating to the Judgment are further

described in notes 4,19 and 34(c) to the accounts.
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Shun Loong Finance Limited and Shun Loong Holdings Limited
(together the “Petitioners”), both wholly-owned subsidiaries
of the Company, filed a winding-up petition on 19 February
2004 in the British Virgin Islands (“B.V.l.”) seeking an order
that Shanghai Finance Holdings Limited be wound up by
reason of its failure to pay debts owing to the Petitioners.
The B.V.I.

court. The Petitioners have appealed that decision but have

proceedings were stayed by order of the B.V.I.

agreed not to pursue the appeal during the stay of 200/2004,

which is further described in note 34(b) to the accounts.

The Company, Sun Tai Cheung Credits Limited and SHKIS
filed a writ on 7 February 2004 (230/2004) naming as
defendants Shanghai Land Holdings Limited, Stephen Liu Yiu
Keung, Yeo Boon Ann, The Standard Newspapers Publishing
Limited and Hong Kong Economic Times Limited and claiming
damages for libel, injunctive relief, interest and costs. The

case remains at an early stage.

SHKIS filed a notice of action on 8 June 2004 in Canada
naming as defendants Sung Chun (“Sung”), Song Lei (“Song”)
and the Bank of Montreal claiming from Sung and Song
reimbursement for funds totalling US$1,300,000 transferred
by them in addition to costs, and against the Bank of Montreal
for an injunction freezing the subject funds or alternatively for
payment of the funds into court. SHKIS discontinued the action
in respect of the Bank of Montreal, and agreed to a dismissal
of the action against Song. The funds are currently in the
custody of the Superior Court of Justice. On 31 March 2005,
Madam Justice Herman granted summary judgment to SHKIS
in the amount of Canadian currency sufficient to purchase
HK$10,533,000 plus prejudgment and postjudgment interest

thereon.

(c)
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(f)  SHKIS filed a writ on 23 July 2004 in Hong Kong naming as
defendants Sellon Enterprises Limited (“Sellon”), Sung and
Song and seeking a declaration that Sellon holds property

wholly or in part on trust for SHKIS.

REGULATORY ENVIRONMENT

In 2004, the Securities and Futures Commission and The Stock
Exchange of Hong Kong Limited introduced a number of major
rules, codes and guidelines which will impact our business
operations and internal controls in 2005. The most significant of
these are the amended Listing Rules relating to financial assistance
disclosures, the Code on Corporate Governance Practices and
Corporate Governance Report, guidelines to address analyst’s
conflicts of interest, and the regulation of Sponsors and
Independent Financial Advisers. The implementation of the
Securities and Futures Ordinance saw an increase in the
enforcement and combating of market misconduct and regulatory
breaches. In response, the Group has adopted various preventive
measures which include updating operational procedures,
modification of computer systems for more effective monitoring,
amendment of relevant manuals or documentation, and provision
of intensive training programmes to staff to reinforce their

understanding of such areas.

The two-year transitional period for deemed licensed corporations
to apply for migration to the new licensing regime under the
Securities and Futures Ordinance ended on 31 March 2005. The
Group has already lodged all necessary applications prior to the

deadline.
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The proposed regulatory changes namely, the Hong Kong Financial
Reporting Standards, securities margin financing regarding the
pooling and re-pledging of client collateral, eligibility and obligations
of listing Sponsors and Independent Financial Advisers, and the
overall review of existing laws and regulations relating to public
offerings of shares and debentures pose new challenges for the
Group. The Group remains fully committed to compliance with all
legal and regulatory requirements so as to protect and safeguard

its clients’ assets and to secure the interests of its 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 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 (“IAC”) (which reports independently
to the non-executive Chairman and the Audit Committee) also
performs regular reviews to supplement the various internal control
measures adopted by the management and various divisions within

the Group, to ensure compliance with policies and procedures.

Operational Risk
Operational risk has been defined as the risk of loss resulting from
inadequate or failed internal processes, people and systems or

from external events.

The Board places importance on ensuring that there is an effective
operational risk management framework by maintaining strong risk
and internal control cultures, including clear lines of responsibility
and segregation of duties, effective internal reporting and

contingency planning.
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Line management is required to declare and submit annually its EREEER iiﬁﬂ#ﬁ&? R—1B I REEE

“Responsibility Statement for Internal Control Procedures” for review EREFETER] HEE 2 ERHEH-

by the Group’s IAC.

Credit Risk EERBR

Credit risk arises from a number of areas. These include the BEYEERRNKARS REXZHFEA

possibility that a counter-party in a transaction may default during
the settlement process. It also arises from lending, settlement,
treasury, market making, derivatives, proprietary trading, 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.

Day-to-day credit management is performed by the Credit
department with reference to the aforementioned criteria including
creditworthiness, collateral pledged, and risk concentration of the
counter-parties. Decisions made daily by the Credit department
are reported and reviewed 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 licensed subsidiaries.
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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. Its interest-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
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department under the limits approved by the Group’s Board or
Executive Committee. In relation to our leveraged foreign exchange
activity, our position is that of a market-maker, and accordingly
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

Proprietary trading activities across the Group are subject to limits
approved by management. In early 2004, the Group established
the Trading Risk Control Unit (“TRCU”) for the purposes of
independently monitoring and reporting the positions, risks and
profit and loss of its proprietary trading activities involving
derivatives, foreign exchange and bullion. In addition to the TRCU,
the Group’s exposures are closely monitored by the Credit
department and senior management and are measured on both a
“mark-to-market” and a “mark-to-fair” basis, and “maximum loss”
limits are used. The Group’s various proprietary trading activities
are reported daily to senior management for review. The Group’s
IAC also performs audits to supplement the above controls to
ensure compliance with the established market risk limits and
guidelines.

Reputational Risk

A key factor for businesses in the financial services sector is their
reputation for financial probity and prudence. 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 training and operational manuals in key
areas, and by the strength and independence of our IAC.
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