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7 Risk management (continued)

(b) Liquidity risk management

Liquidity risk is the risk to earnings or capital due to failure of the Group to
meet its funding requirements or to execute a transaction at a reasonable price.
The Group has established policies and systems to monitor the liquidity of
its assets, liabilities and commitments and to ensure that the Group maintains
an assured capacity to meet all obligations as they fall due.  As disclosed in
note 1 of this supplementary financial information, the Group’s average
liquidity ratio for the year was well above the statutory minimum of 25%.

Limits for liquidity ratio, loan to deposit ratio and other maturity positions
have been set to ensure that the Group is able to meet its funding requirements.
All limits are approved by the Executive Committee.  Actual positions are
compared with the approved limits and monitored by the Asset and Liability
Management Committee.

A prudent level of realisable liquid assets is also maintained by the Group to
meet unexpected and material cash requirements.  Stress testing on the Group’s
liquidity position is regularly performed.

(c) Foreign exchange risk management

Foreign exchange risk is the risk to earnings or capital arising from movement
of foreign exchange rates. The Group’s foreign exchange exposures mainly
comprise foreign exchange dealing by the Treasury Department and currency
exposures originated by its commercial banking businesses.  All exposures are
centrally managed by the Treasury Department on a daily basis within the
foreign exchange position limits approved by the Executive Committee.

Foreign currency exposures arising from customer transactions, including
currency options embedded in certain customer deposits, are normally offset
against other customer transactions or transactions with the market. Foreign
currency funding used to fund Hong Kong dollar assets is hedged using
currency swaps or forward exchange contracts to mitigate the foreign exchange
risk.
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7 Risk management (continued)

(d) Interest rate risk management

Interest rate risk is the risk to earnings or capital arising from movement in
interest rates. The Group’s interest rate risk mainly arises from the timing
differences in the repricing of interest bearing assets, liabilities and off balance
sheet positions. The Group has established policies and systems to monitor its
interest-sensitive positions and net repricing gap to ensure that they are all
properly managed under the limits approved by the Executive Committee.
Actual positions are compared with the approved limits and monitored by the
Risk Management Committee.

While the primary objective of interest rate risk management is to limit
potential adverse effects of interest rate movements on net interest income,
interest rate positions may be taken for yield enhancement within the risk
limits.

(e) Market risk management

Market risk is the risk of loss in assets, liabilities and commitments arising
from the net effect of changes in market rates and prices, such as interest rates,
foreign exchange rates and equity prices.  The Group’s market risk primarily
arises from its positions in foreign exchange, securities and derivatives in its
trading book.

Financial instruments traded include debt, equity and other securities and
certain off balance sheet derivative financial instruments. Derivative instruments
are contracts whose value is derived from one or more underlying financial
instruments or indices defined in the contract. They mainly include forwards,
futures, swaps and options in foreign exchange, interest rate and equity
contracts.

Financial instruments are also used to manage the Group’s own exposures to
market risk as part of its asset and liability management process. The principal
derivative instruments used by the Group are interest and foreign exchange
rate related contracts, which are primarily over-the-counter derivatives. The
Group also participates in exchange traded derivatives.  Most of the Group’s
derivative positions have been entered to meet customer demand and to hedge
these and other trading positions.
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7 Risk management (continued)

(e) Market risk management (continued)

The Group’s market risk exposures in different activities are managed by way
of limits established by the Executive Committee. Exposures are measured
and monitored on the basis of contractual or notional amount, outstanding
balances and stop-loss limits.  All market risk trading positions are subject to
daily mark-to-market valuation, monitored and managed by the Treasury
Department. Independent monitoring, checking and trade confirmation are
undertaken by a separate department independent of the Treasury Department.
Regular checking and reviews are also conducted by the Group’s internal audit
function to ensure compliance with risk limits.  All exceptions are reviewed
and approved by the appropriate level of management and the Executive
Committee.  Actual positions are monitored by the Risk Management Committee.

The average daily revenue in 2002 earned from market risk-related activities
by the Bank and certain subsidiaries, including trading-related net interest
income and other revenue was HK$430,000 (2001: HK$419,000).  The standard
deviation of this daily revenue was HK$1,336,000 (2001: HK$1,168,000).
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