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BDO HONG KONG ANNOUNCES
BDO INTERNATIONALAND BDO |%
CHINA INVESTMENT INTHE FIRM

2014 that BDO International Limited and

BDO China Shu Lun Pan Certified Public
Accountants LLP (BDO China) have made an
investment in a shareholding in the firm. This
investment was cemented in a signing ceremony
held at the BDO network’s Biennial Conference
in Shanghai, China.

B DO Hong Kong announced on 16 October

The agreement will come into effect on 1 January
2015 and is afirst step towards the integration
of BDO Hong Kong and BDO China. This three-
party collaboration will further strengthen

the BDO network’s international expertise

by combining the best available business and
advisory services locally in Hong Kong and
China, enabling the provision of seamless service
to clients operating in both territories.

Albert Au, Chairman of BDO Hong Kong, says:
“This agreement comes at the right time. More
and more businesses are demanding seamless,
outstanding professional service to help them
grasp the vast market opportunities engendered
by the increasingly closer economic integration
of China and Hong Kong. | am confident that this
closer cooperation will further demonstrate our
professionalism and commitment to quality and
to serving the best interests of all our clients.”
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“We are also very excited to have developed this
collaboration with BDO China, which has established
itself as the most prominent CPA firm in China,
driven by its strong heritage and reputation of
delivering the highest quality of services with
integrity, independence and objectivity,” adds Albert.

Zhu Jiandi, Managing Partner of BDO China,

is equally delighted with this new development.
“BDO China takes pride in our local market
knowledge, industry expertise and technical skills,
the combination of which delivers top quality
services to our clients. The integration of our
strengths with BDO Hong Kong's world class
services, and the expertise of BDO's robust and
extensive network, will ensure the delivery of
extraordinary service to all our clients.”

Martin van Roekel, CEO of BDO International
Limited, says: “l am extremely pleased to see that
the recent discussions have come to successful
fruition. BDO's participation at global level in this
investment demonstrates our commitment to the
further growth of BDO in Hong Kong and China.
This is an excellent example of how providing truly
customised services to multinational corporations
and local enterprises alike embodies BDO's guiding
principle of delivering exceptional client service
through talented people.”
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n interest rate swap is a contractual

agreement between two parties to

exchange a range of interest rate
payment, but without exchanging the underlying
debt instrument.

In light of the increasing demand of interest
rate swap (IRS) being utilized by companies

in recent years for cash flow management,

risk management, portfolio management and
speculation, many industry commentators
have expressed alarm over the rapid growth
and size of the IRS market, arguing that IRS and
other derivative instruments may threaten the
stability of global financial markets. In light of
the renewed interest in IRS, we provide below
an overview of the valuation of this financial
instrument.

In an ordinary IRS, one party agrees to pay the
counterparty a fixed or floating interest rate
denominated in a particular currency.

1. Hedge: financial market participant holding
financial assets or liabilities with interest rate
exposure can use an IRS to hedge against
its exposure and risk, ie a non-redeemable
float-bond issuer may wish to enter into an
IRS as a fixed payer to hedge its interest risk
exposure in an expected rising interest rate
cycle.

2. Speculation: risk-taking investors may
wish to profit from speculation of interest
rate movements using IRS, ie a speculator
expecting interest rates to rise may gain
interest rate exposure by entering an IRS as a
fixed rate payer.

The principal types of IRS are as follows:

+ Float-for-fixed: One party pays floating
interest indexed to reference index A to
receive a swap rate on a given notional
amount at an initial exchange rate for a
given number of years. This is one of the
most commonly seen [RS in the market,
used by market participants to alter its
exposure according to their expectation of
floating interest rate movements. Arbitrage
opportunities may exist due to varying level
of credit-worthiness and the existence of
the quality-spread differential between
companies. (Graph 1)

+ Float-for-float: One party pays floating
interest indexed to reference index A to
receive floating rate interest indexed to
reference index B, on a given notional
amount, for a given number of years.
Likewise, float-for-float swaps with the same
index, but for differing maturities are also
common swaps available. Float-for-float
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rate swaps, also known as basis swaps, are
normally used to hedge against or speculate
on the spread between the two indexes
widening or narrowing.

+ Cross-currency feature: The above float-
for-float and fixed-for-float swaps can also
be created using different currencies. With
the cross-currency feature embedded, an
additional complexity of exchange rate
fluctuation is introduced because the initial
exchange rate is likely to change at each
reset date. Therefore, extra care is needed in
valuing cross-currency swaps.

Although a number of interest rate resets and
cash flow exchanges between parties may occur
before the expiration date of the instrument,
the valuation of an IRS is not as complex as one
imagines. A plain vanilla IRS can actually be seen
as a combination of bonds (ie a fixed-rate bond
vs a float-rate bond): a fixed interest rate payer
can gain equivalent exposure by investing in a
floating-rate bond while issuing a fixed-coupon
bond with the same expiration and payment
dates, and vice versa.

In general, the values recognized by the fixed
rate payer and the floating rate payer are

both zero at inception; otherwise, an arbitrage
opportunity would arise. Therefore, the interest
rate paid by the fixed rate payer, which is known
as the swap rate, will be set based on the market
yield curve to equalize the value to both parties
in the IRS.

Zero-sum game

The value of the IRS could deviate from zero
based on any shift or twist of the yield curve or
floating rate changes over the life of the IRS. The
parties to the instrument could then recognize

a positive or negative value prior to maturity of
the IRS. However the IRS arrangement, at any
time, between the two parties is a zero-sum

game, ie one party's gain is the other party’s loss.

Therefore, the IRS can be valued on either side,
as follows:

Vfixed =- Vﬂoat

Where

Viixed = IRS value to the fixed rate payer
Vfioat = IRS value to the float rate payer

Pricing of swap at inception

At inception of the instrument, the present value
of the fixed interest rate payments is set to be
equal to the floating rate payments in order to
calculate the swap rate. Assuming there are T
periods of payments in the IRS, and maturity of
the IRS is at time T (t=T), then:

At inceptiont=0,

V/ixed = PVﬂoating = PVfixed

&
Vixed = O
Therefore,
PViixed(0) = PV/fioating(0)
Where
Vixed = the value of the IRS to the fixed

rate payer
PVjixed(0) = the present value of the fixed rate
payment at inception, t=0
PVsoat(0) = the present value of the floating
rate payment at inception, t=0

Presented as individual cash flows, the equation
above can be represented as:

T T
c N Fi N
(rn) T O+r) - Ly (4r) T Q1)
i=1 i=1
Where
C = fixed rate payment in each period, ie swap
rate

F;= floating rate payment in the respective
periodi, fori=1,2,3,...... T
r;= spot rate in the respective periodi, fori=1,

N = Notional Amount of the IRS



Simplifying the above formula, the swap rate,
C, can be represented as a series of discount
factors, as follows:

_1
(1+r7)

_

1—

Subsequent valuation of swap

As mentioned above, the subsequent valuation at
any time beyond the inception can be performed
by treating the IRS as a bond portfolio. Under this
method, the fixed rate bond and the floating rate
bond are valued individually and the value of the
IRS is the net value of the two bonds.

From the fixed rate payer’s perspective, the value

of the IRS at time k (t =k) can be presented in
the following equations:

Vﬁxed(k) = PVﬂoazing(k) - PVfixed(k)

.
5 i N c N
_2( T+r; +1+r7)_2(1+r,-+1+r7)

i=k+1 i=k+1

The above method provides a quick and
convenient way for the market participant to
estimate the fair value of the IRS through two
simple bond valuations, which are performed
using a conventional discounted cash flow
method. This common methodology can

be readily applied in the market for general
valuation practice.

Summary of swap instrument and complexity

Short description Complexity

Floating rate payments for floating rate payments

Float-for-float

Float-for-fixed

Beyond the basic IRS valuation steps detailed
above, other complexities may need to be
reflected in any IRS valuations, as follows:

1. Financial intermediary: For large swap
arrangements, a financial intermediary may
be used to match counterparties on a given
instrument. When a financial intermediary
is involved, a spread will be earned by the
financial intermediary, which will need to be
incorporated in the valuation. The financial
intermediary earns the spread by party-
sourcing-&-matching, anonymous identity
keeping, valuation, swap administration, and
sometimes by offering a payment guarantee.

2. Creditrisk: Credit risk exists in a swap

instrument through default/counterparty

risk. It is the risk reflecting how likely the
counterparty will default on the given
payments. Depending on the arrangement,
the risk usually is the highest at the middle

of the term as credit deteriorates when
significant level of payments remaining. For
currency swap, since principal is exchanged

at maturity, the highest level of credit risk is
shifted later towards between the middle and
the end of the swap term. It is also worthwhile
to note that payment guarantee may not

be part of the contractual service even

when a financial intermediary is involved.
Counterparty credit risk may also be further
aggravated when combining with unfavorable
exchange rates expected for the counterparty.
Therefore, the credit risk may fluctuate over
the life of an IRS prior to maturity. This risk

is unfortunately subjective and difficult to
incorporate within the valuation model.

Floating rate payments for fixed rate payments
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Credit default swaps can be incorporated if
credit default protection is desired, especially
if there is no financial intermediary and
deemed counterparty credit risk.

3. Duration: Duration of a fixed income
portfolio can be managed via an IRS
instrument to modify the duration to a
desirable target level (ie lowering a long-
term bond'’s duration by using a float-for-
fixed IRS; or matching the duration of the
asset and long-term liability). IRS is one of
the frequently used financial derivatives
to adjust the portfolio’s duration flexibly
at a reasonable cost. Flexibility and cost
effectiveness can be achieved due to the fact
that an IRS can be set up with customised
terms such as a reference index, reset date
frequency and basis spread agreed without
excessive upfront cost.

Interest rate swaps are a widely used instrument
in global financial markets. For non-complex
swap arrangements, this can be valued relatively
simply using discounted cash flow techniques.
However, for a given portfolio to satisfy the
overall hedging or speculation purpose, more
complex features can be incorporated in a swap
arrangement, which will require additional
valuation considerations. These areas will be
further reviewed in a subsequent publication.

PAUL WILLIAMS
Specialist Advisory Services
paulwilliams@bdo.com.hk

*
*

Fixed-for-fixed Fixed rate payments for fixed rate payments *
Cross-currency Exchange of payments between two currencies * %
Equity Exchange of payments with which at least one side is based on an equity index * %
Commodity Fixed payments for floating payment based on the underlying commaodity price level Yk
Credit default swap Periodical payments in exchange for protection of counterparty’s default e O ¢

Option-embedded

Mixed

Summary of sample swap payoff pattern

Option features embedded such as Bermudan or European within any kinds of swap

Any combination of the above features can create an exotic swap arrangement

* Kk
1.8.8. 8.

Option equivalence Payoff pattern

Fixed-rate payer
Fixed-rate receiver

Callable swap by fixed-rate
receiver

Long call + short put
Short call + long put

Long call + short put + early termination right

Gain when interest rate rises
Gain when interest rate falls

Gain when interest rate rises with loss cap at strike rate

when interest rate rises
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CYBER CRIME: IT'S YOUR PROBLEM TOO!

We now live in the cyber age.

Smartphones linked to the internet have
become a must in our daily lives. Regardless
of the industry, businesses have one thing in
common: the fact that they are all equipped
with cyber devices.

Most of us are in awe of today's technologies.
But for every upside, there is a downside. In the
cyber era, it is cyber crime.

You may immediately associate cyber crime
with the problems created by individual
“hackers”. You are right, but they are only a

part of the problem. Large-scale cyber-attacks
are now perpetrated among countries, for
political, security and military purposes. Edward
Snowden'’s leaks of what the NSA were doing
confirmed what was previously thought only
happened in films: life imitates art!

More recently, the iCloud scandal involving

the leak of private pictures of film stars
demonstrated how easy it is to steal personal
data. Cyber criminals are becoming more and
more sophisticated. Phishing emails are just

the tip of the iceberg. Cyber crime can happen
anywhere and anytime. It is probably happening
as | write this!

You may not have been a victim of cyber
criminals yet (or you have been, but did not
realise it). Either way, we can guarantee you they
are not very far away from you and me. Below is
a case study (inspired by real events):

Case Study

A professional consulting firm (the “Firm”)

in Hong Kong discovered one morning there
had been a conference call made from their [P
phone system the night before. The call was
between their office and participants in Monaco
and Latvia. The Firm has no business clients or
offices in Monaco or Latvia. In Hong Kong, all
the employees and the boss had left the office
at the time of the call. The footage from their
surveillance cameras and their office access
systems did not show anyone entering or leaving
the office during the time of the call.

The Firm checked their telephone bill with their
service provider (the “Telco"), and was informed
that the conference call’s duration was six hours
at a cost of over HK$35,000.

The staff at the Firm was working with eight
Windows-based PC consoles which were all
connected to the internet. Telecom LAN and
office LAN were provided and maintained by
the Telco. In theory, they were independent
networks in their initial configurations. However,
the Firm's internal investigation revealed that
two of the LAN ports were cross plugged. This
meant the voice and data networks were bridged
and merged as one network. This then provided
a window for someone to hack into the network

and make the conference call using its IP phone
system.

The next questions were “Who did the hacking
and is the security breach the fault of the Firm or
the Telco?”

The Firm reported the breach to the police.
They were informed that in cyber crime
investigations, all the computers and electronic
equipment involved have to be taken out of
operation. This is because the police have

to perform digital acquisitions to obtain the
relevant evidence.

If the equipment was used, the evidence might
be compromised/overwritten and rendered
unusable.

The police also advised that their computer
forensic officers were all occupied on other
cases at the time. The Firm would therefore
have to wait for a while before the police
could commence the investigation. In the
meantime, all the Firm's computers had to be
put out of service and its business suspended
immediately.

The Firm contacted the relevant government
authority to seek help, but the authority could
only advise that there were no legal regulations
or policies concerning this situation. They
instead informed the Firm to follow police
instructions.

What was initially a manageable financial loss of

HK$35,000 had now evolved into something far

worse. The business had to shut down and the

consequential impact included the following:

«  Business loss;

+ Reputational damage;

+ Uncertainty about business resumption; and

+ Costs to be incurred to review and enhance
the security and controls of their network
and systems.

The alternative approach was to ignore the
police and continue with their business but any
useful evidence could be lost. Also, the Firm
would never know who had hacked its systems
and would have no evidence to refute the Telco’s
claim for the conference call.

Further, it was possible that the hacker may
have stolen the personal data of clients and
leaked such data to others. If so, the firm could
be prosecuted for breaching the Personal Data
(Privacy) Ordinance.

If any data leaked were used for tax evasion or
money laundering or even terrorism financing,
the consequences for the Firm would be dire.

So, what to do!!??

The Firm decided to continue with their
operations whilst waiting for the police to

complete their investigation.

Five months later, the police finished their
investigation and informed the Firm that no
evidence of a cyber crime had been detected.
This was not unexpected as the Firm had not
suspended operations and any evidence could
have been compromised as such. The police
said the Firm was the sixth victim that week of
similar hacking crimes. The case was closed by
the police accordingly. The Firm could not file a
claim against their insurers for any losses as no
evidence of a theft or crime had been established.

The Telco charged the Firm for the cost of the
conference call. The Firm denied all liability and
the matter will likely end up in legal proceedings.

Fortunately, no leak of personal/business data
was detected.

At BDO, our digital forensics team

can provide immediate and practical
recommendations concerning your IT
systems so that your business is not unduly
disrupted in the event of a cyber attack. This
includes:

+ ring fencing the crime scene to preserve
physical evidence eg backing up all the
relevant files and details of the network
and systems configuration and folders and
obtaining a copy of the CCTV footage plus
door access records.

«  setting up a temporary network on
computers and equipment that are not
impacted by any enforced shutdown to
allow the victim to continue its operations
pending the completion of the police
investigation.

+ facilitating the police investigation and
computer forensic review of systems.

But more importantly, such breaches could
have been prevented with a periodic review
of digital systems and controls. We can
carry out such reviews of your cyber security
defences and recommend the required
improvements or changes if necessary.

As Benjamin Franklin once said, “An ounce of
prevention is worth a pound of cure.”

ALPHONSE CHAN
Specialist Advisory Services
alphonsechan@bdo.com.hk
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RISKS AND REGULATIONS OF VIE STRUCTURE

IN PRC

he VIE (Variable Interest Entity) structure
I - also known as SINA when it first went

public on the US Stock Exchange —was
created by investment banks and is a group
procedure used by the PRC companies which
plan to be listed overseas in order to avoid some
of the industry restrictions made on foreign
investment by the PRC government.

Regulations and market solution

In 2006, the Ministry of Commerce and six other
ministries of the PRC government published the
Acquisition of Domestic Enterprises by Foreign
Investors Provisions - normally referred to as

the No. 10 Regulation Article — that set out a
series of strict rules to limit foreign investment in
certain industries in PRC.

In addition to the No. 10 Regulation Article, the
Foreign Investment Industrial Guidance Register
published by the National Development and
Reform Commission and Ministry of Commerce
and recently amended in July 2013, sets out the
industry restrictions for foreign investment. The
Guidance Catalogue detailed foreign investment
which are restricted or prohibited in certain
industries. Among those industries, technology,
media and telecom (TMT industries) have
become examples in recent years due to the
conflict between their active performance in the
market and the limited financing options in PRC.
As it's difficult to obtain financing from banks

or PRC IPO market, some of the companies of
TMT industries in PRC are seeking financing
opportunities from overseas IPO market.

The VIE structure - or Protocol Controlled
Entity - then comes from TMT industries to
allow the companies to avoid the restrictions of
the industry register. VIE structured businesses
generally consist of three levels: (i) the overseas
listed company; (ii) the foreign wholly-

owned subsidiary (WOFE) or foreign-invested
companies (FIE); and (iii) the licensed companies
(business license holders) within the foreign
investment restricted industries. Effective
management is achieved by signing a series of

Graph 1

general VIE agreements between the WOFE and
licensed company, which usually states that the
WOFE substantially controls the VIE company's
assets and operations, and the profits of the VIE
company are required to be transferred to the
WOFE as management fees or royalties

(Graph 1).

In the VIE structure, the business invested has
actual or potential economic benefits but the
enterprise itself has no complete control over

BVI/Cayman Company

Overseas Holding Company

Outside of PRC

Inside of PRC

VIE Company

VIE Contract

(US or Hong Kong)

WOFE Company

(Holding Business
License/Permit)

PRC Operation Unit A

PRC Operation Unit B
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the economic interest. The primary earner,
which in fact controls beneficiaries, must
consolidate the VIE company into the listed
group. The US GAAP approved the VIE structure
and established the accounting standards for
VIE companies. Hong Kong Exchange (HKEx)
recently amended the Listing Decision HKEx-
LD43-3 in April 2014 and stated that the
contractual arrangements should not make
the company unsuitable for listing: but the VIE
structure information must, nevertheless, be
disclosed in detail.

Listed companies using VIE structure

Upon examination of the listed VIE structured
companies in US, Hong Kong and UK - the three
main markets where Chinese companies seek
financing opportunities - it has been noted

that, as of September 2011, over 85% of the VIE
companies were listed in the US, 13.5% were
listed in Hong Kong, while a very small number
were listed in the UK. Most of these listed
companies were from the TMT and education
sectors (Graph 2). Again, examination of annual
reports of VIE structured companies in the US
revealed that 78.35% of companies stated that
the Chinese Government’s restrictions on foreign
investment are the primary reason why VIE was
used.

Risks in VIE structure and its regulation

From a legal perspective, there are many

issues in relation to the VIE structure. It is
effective in overseas capital financial markets
but its legality has not been clearly defined or
adequately noted by PRC regulatory bodies, and
that creates uncertainty with VIE structures. In
assessing the risk that is associated with the VIE,
most companies referred to legal opinion that
says that there are no unlawful issues for VIE
agreements under Chinese law. To describe the

Graph 2

risks, however, over 70% companies who sought
legal opinion reported that there is considerable
uncertainty about Chinese regulatory bodies’
view of VIE structure.

Other than the legality risks, VIE structure has
its own weakness since it is based completely

on a series of contracts. As an effective way to
deal with foreign investment restrictions so far,
VIE seems to be more like a mutual agreement,
with no problems until the VIE structure fails.
There have been several instances of breaking

or cancellation of VIE contracts in recent years
and the opportunities for the foreign investors to
successfully apply for Chinese court enforcement
are considered as low. Questions have been
frequently raised on how to ensure that VIE
partners completely and accurately report and
transfer profit to the WOFE in accordance with
that VIE contracts, and that overseas investors
will maintain the VIE contract effective.

It is realised that authority should be present,
from the initial VIE structure, and should pass
from the listed body and the “private” WOFE to
the licensed VIE company. In the VIE structure,
the licensed company is controlled by the listed
corporation through a series of agreements with
a “private” company, ie the WOFE, but without
equity shares. Although the licensed company is
consolidated into the listed group, the structure
itself may not be able to ensure that the profit
of the licensed company can be transferred into
the “private” one to safeguard the interest of
foreign investors. The shareholders of the listed
corporation and the founders of the licensed
Chinese company or other agency shareholders
should have common objectives, this being

one of the important criteria to be listed in the
major markets. In the VIE structure, however,
common interests are only reflected at the listed

Industry Listed in Listed in Listedin | Total
theUS | HongKong | the UK

Internet business services
E-commerce

Online games

Software services

Education and training

Publication and media

Agricultural production

Energy

Hardware and semiconductor equipment
Biotechnology and medicine

Real estate agency

Financial services

Retail

Commercial and technology services
Total

%

7 1 1 9
8 1 = 9
1 1 = 12
10 = = 10
9 4 = 13
3 = = 3
3 1 = 4
5 = = 5
6 = = 6
3 = = 3
2 2 = 4
7 2 = 9
2 = = 2
95 15 1 111
85.59% 13.51% 0.90% 100%

corporation but not at licensed company level.
Once interests cease to be the same, there is an
increasing risk of infringement of the founders’
rights and also of damage to other shareholders’
interests. Therefore, the compositions of
shareholders and the Board of Directors are the
keys to regulate particular risks.

Authority over the nominal shareholders of
the VIE company

It would not be advisable to choose the legal
representative as the nominal shareholder of the
VIE company due to lack of independence. It is
generally considered a wise choice to appoint a
neutral person who is a resident of PRC.

Any single shareholder can be arisk as this
nominal shareholder can make decisions without
the consent of any other shareholders. Also,

the VIE company may not set up a Board of
Directors if there is only one shareholder and,

in such an event, the executive director’s power
may not be effectively regulated. From this
control point of view, it is an advisable practice
to appoint at least two, or better three to four
nominal shareholders with pledge of share rights
of the VIE company.

Authority over the Board of Directors of the
VIE company

VIE board members are appointed by the
nominal shareholders and so investors should
have an agreement with these nominal
shareholders to regulate the board member's
appointment. Due to the restriction of the PRC
government, members of the Board should not
be solely foreigners or else the Board will be seen
as being controlled by overseas investors.

Additionally, the legal representative of the VIE
company should be appointed with caution. It
is considered a reliable control that the legal
representative and the Chairman of the Board
are two separate individuals.

For further enquiries about corporate
governance over VIE structured companies,
please contact Patrick Rozario, Director
and Head of Risk Advisory Services, at
(852) 2218 3118 or

SABRINA XIA
Risk Advisory Services
sabrinaxia@bdo.com.hk
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comprehensive new report from BDO

has for the first time shed light on

the scale of deal activity within the
burgeoning global tech industry.

BDO's inaugural TECHtalk report has
uncovered the health of activity within the
sector, revealing a tale of two halves. On one
hand, global economic positivity is resulting
in buoyed confidence for tech entrepreneurs,
with M&As reaching a 14-year high. On

the other, fears of a second tech bubble
combined with geopolitical instability have
caused nervous investors to pull the plug on
investments in tech IPOs.

For the full report, please visit www.bdo.com.
hk under “Resources” > “Publications” >
“International” > “Global Publications”.
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