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t was not too long ago when things were looking bright and

bullish in the worldwide capital markets. There was no shortage
of optimism and expectations were high. Milestones such as oil
prices soaring to almost US$150 per barrel, property markets
worldwide growing rapidly, and stock prices setting record highs
on a regular basis still remain vivid in our minds. A turn of events
caused these milestones to come tumbling down. These include:
the worst with the collapse of Bear Stearns and Lehman Brothers;
the Federal Reserve's bailouts of Fannie Mae and Freddie Mac;
AlG's plead for governmental fund injection and the global crash
of stock markets worldwide. So what really went wrong? There are
many commentators with differing answers, but most agree that the
subprime meltdown in the United States was responsible for the
current global financial crisis that is rippling across the world.

Roots of the Crisis

The story started well, only for it to descend into tragedy and folly.
Low US government bond yields and a vibrant economy in the past
few years had encouraged people with SIVAS (stated income, verified
assets) and even NINAS (no income, no assets) to invest in real estate
by refinancing with their appreciating houses. Financial institutions
were eager to increase their market share in the subprime market to
compete with their rivals.

By packaging the mortgages into collateralized debt obligations
(CDOs), and diversifying the risk to investors. These structured
products are designed with different tranches, and these tranches
come with different maturity dates and risk/return profiles that made
it highly popular for investors with different investment objectives. As
such, financial institutions were setting record highs in profits as these
structured products had enjoyed immense success. Despite knowing
the risk involved with possible asset price depreciations, individual
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and institutional investors were relentless in investing in these
emerging exotic products and regarded them as a stable investment.

The housing price bubble reached its critical point and finally burst,
resulting in the drastic depreciation of once highly valued property
assets. Simultaneously, many subprime mortgagors began defaulting
on their mortgage obligations, and creditors were forced to take
possession of properties that were now worth only a fraction of its
original value. Investors were surprised by their exposure to the high
default risks embedded in the speculative CDO products, which were
once assigned with top credit ratings by rating agencies. The values
of these complex structured products, which are derived from the
underlying mortgages, plummeted dramatically as mortgage default
rates continued to skyrocket.

Financial institutions were now starting to realize their overly aggressive
investment strategies would cost them dearly. For they had truly
understood the looming risks involved in these complex and non-
transparent structured products. Homeowners no longer enjoyed
the benefits of the blooming housing prices and low borrowing
rates. Conversely, expensive re-mortgaging costs and high
borrowing yields put financial stress on individuals and corporations
alike. It was obvious that economies worldwide were slowing down,
and the credit crunch that had originated in the US has slowly
rippled through the global capital markets like a drop in a barrel.

The Spread of Risks Continues in Hong Kong

Just months after the credit markets had started to contract,
numerous listed companies in Hong Kong had issued profit
warning due to the huge potential for losses resulting from
equity structured products, as well as unauthorized forward
trading that had resulted in the demise of well-established
companies. A soaring stock market in the past two years has
lured companies into participating in high-leverage equity
structured products, with the sole purpose of betting on
higher rewards during the good times. As the stock market lost
momentum and headed southward, companies holding onto
these structured products collectively suffered tremendous
losses. In addition, they are also losing their investors’ faith in
their ability to manage their business and finances competently.

Fair value accounting has become highly controversial as
a result of the financial crisis, and in response, changes
have been made recently to two of the International Financial
Reporting Standards: IAS 39 Financial Instruments — Recognition
and Measurement, and IFRS 7 Financial Instruments — Disclosures.
While some parties blame the mark-to-market accounting standard
for the meltdown of the financial system, they fail to recognize
that inadequate financial risk management and weak corporate
governance are the main reasons why many businesses have
collapsed.

Risk Management - the Effective Tools to Run a Business
Risk Measurement
Risk management is a systematic process of making a realistic
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evaluation of the true level of risks to the business. In order to
properly manage risk, a company must first identify exactly what
type of risks they are exposed to. While companies aim to diversify
risks and derive values from the performance of underlying assets
by entering various OTC financial structured contracts or issuing
financial instruments, they fail to acknowledge and identify the risks
they are exposed to, as well as the potential financial impact they
have. Holding onto any financial products means exposure to various
risks, which includes: market risks; foreign exchanges and interest
rates; credit and liquidity; and operational and financial reporting risk
(see tables below). As a result, it is paramount that corporations fully
assess and manage these potential risks before investing in any types
of derivative products.

It is a common practice for a publicly listed corporation to finance
their projects and operations by issuing redeemable convertible
notes, but they often fail to manage the various risks inherent in
such products. A convertible note is a debt instrument

that can be converted into stock at the option of the
holders at a predetermined conversion price. Since holders

of the note have the added incentive of converting the
convertible note into stock, the cost of borrowing is lower
compared to borrowing directly from the market. To enhance

its attractiveness, in some cases an additional term is
embedded in the convertible note, which states the issuer

will compensate the holder (with cash) whenever its stock

price dips below a certain threshold. Although in many

cases convertible notes are a cheaper and more convenient
method to raise capital, corporations have often overlooked

the risks involved: 1) Market risk: Pursuant to the additional

term of the convertible note, the company is exposed to

the risk of paying additional cash if the stock price declines;

2) Liquidity risk: The company may be required to repay its

debt earlier upon the redemption request by the holder. 3)
Financial reporting risk: Companies must recognize financial
instruments to comply with IFRS 7, IAS 32 and 39. According

to the classifications of the financial instruments under the
International Accounting Standards, if the financial instrument

is classified as Fair Value through Profit or Loss category, the

fair value of the convertible note will be recognized in the profit and
loss statement on each financial reporting date, which will cause
earnings to fluctuate in the statement.

Risk Limit

Risk limit serves as a means to manage exposures to the various risks
associated with derivative activities. Boards of directors should regularly
review the performances and risks of all derivative activities. Regular
assessments on the risks of derivative activities should be implemented
to cope with the dynamic changes of market conditions. Prompt alerts
and risk control actions should be taken when there is a broken limit,
so as to prevent a financial position from deteriorating to a point where
it is irreversible. Companies issuing convertible note can also limit the
potential risks by assessing and adjusting the terms and conditions prior
to issuance using quantitative methods measured by independent risk
analysts. For example, a company may shield themselves from market
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risk exposure by limiting the cash compensation to holder if the stock
price declines, or limit its liquidity risk by granting the early redemption
right to holder only after certain period of time.

Regular Pricing and Revaluation Systems

Due to their increased complexity, derivative activities must be
closely monitored and controlled. Corporations would be wise to hire
the services of independent quantitative analysts to provide reliable
and accurate risk analysis and pricing reports to effectively manage
their risk exposures. As part of the risk analysis, stress testing on
adverse scenarios of the financial derivatives is required to provide a
comprehensive picture on the position of the company. Additionally,
mark-to-market valuation based on current market situations is also
recommended for corporations.

As the primary stakeholders of a company, bankers and investors
are always concerned with the financial health of the company.
Therefore, it is common for bankers to request a valuation analysis on
the convertible note issued in order to assess their credit risks, and
this is especially true given the current crisis. With the regular pricing
mechanism, the company can fully assess the market risk, liquidity
risk and financial reporting risks they are exposed to before making
relevant decisions regarding debt financing, and maintain sufficient
cash under adverse conditions at the same time.

Risk Assessments and Contingency Planning

Sound corporate governance procedures should be in place and
fully executed. The board of directors and senior management of a
corporation should fully dedicate themselves in the adoption of the
company’s derivatives strategy and the review of all risks involved.
Appropriate risk controls and contingency planning should also be
conducted in light of potential misfortunes. In addition, meetings
should be held regularly with risk analysts to make sure risks are
properly monitored and controlled. When market risks increase and
future earning capacity hampered, companies have to compensate
investors with cash when the stock prices decline. They could redeem
the note prematurely in pro-active effort to ease the pressure on cash
flow and maintain investors’ confidence.

Disclosure and Reporting System

To ensure the investors and stakeholders understand the potential
risk exposures of the company, a risk management disclosure policy
should be in place. Risk factors that could potentially affect the
company'’s earnings or cash flow should be disclosed in such a policy.
Quantitative and qualitative analysis for both on and off-balance
sheet activities should also be analyzed by independent risk analysts.
A comprehensive risk disclosure and presentation ensure companies
to comply with compliance issue and also elevate corporate
performance. Potential impact on the earning and cash flow derived
from convertible note should be disclosed regularly and promptly to
ensure corporations and their investors are on the same page.

Implementation of Risk Management Policy
Effective risk management policy is not only applicable to the
companies which take part in derivative activities. It should also
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provide a guideline for companies to maintain sound business
operations. Failure to recognize the potential risks may leave
corporations vulnerable to financial disasters, which has been
evidenced by the recent business news headlines.

While the global economy has slowed down considerably, corporate
profit expectations are expected to fall profoundly along with market
demand and prices. Earnings will likely plunge to all time lows, which
will restrict companies’ ability to free up cash flow and repay their
debts. The lack of liquidity in cash flow is pushing many businesses
to their limits, with many of them on life support and on the brink

of bankruptcy. To ride out the recession, what corporations can do
is to implement an effective risk management policy and system to

manage and steer their businesses back to the right direction in order

to brace for future challenges.

Lisa Cheng

Head of Financial Risk Management

Diana Chiu
Financial Risk Manager
GCA Professional Services
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Appendix 1. Corporations are Exposed to Four Major Risks
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Type of Risks [Ef& Definitions B2 Examples {515
Market risk The day-to-day potential for an investor to experience Loss due to market fluctuations of share prices, interest rates,
iz losses from fluctuations in underlying asset prices exchange rates and commodity prices
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Credit risk Loss due to a debtor's non-payment of a loan or other line
EERpE of credit (either the principal or interest (coupon) or both)
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Default of the debtor
B ARENE

Operational risk Risk arising from execution of a company's business
EERE functions in daily operation
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Frauds, legal issues, loss of data and personnel problems
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Financial reporting risk | Losses from adoption of an accounting rule
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Profit and loss impact and IPO risk
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Appendix 2. Risks Inherited in Financial Instruments
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Share Options [XZ=HAIE

Market and Financial Reporting Risk MIiZE & B FR S MM

Swaps/forward contracts
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Market, foreign exchange, financial reporting and modeling risk
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Financial guarantee contracts
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Credit and financial reporting risk
EERRMIBHRSER

Convertible bonds

Market, liquidity, financial reporting and modeling risk

OEBIRES MiZERE  IREBEBRE - MERSREAIEERRER
Derivatives Market, liquidity, financial reporting and modeling risk
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