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Preface

There are different kinds of investment product in Hong Kong and many of them are contained derivative element. Therefore,
understand what we are buying and the risks we are facing, relatively is more important than “How much we can earn from this
investment”. In this article, we will discuss some of the common derivative products in Hong Kong and the fundamentals relating
to these instruments. We hope that audiences find this article to be useful and can give you a general knowledge to know more
about derivatives, such as their nature, significant risk involved, etc. It is impossible to list all of the factors that may affect the
performance and risks of each of these instruments. You MUST consult your professional investment advisor for further
information before you invest.
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What is Derivative?

Derivative is a financial product whose value depends on, or derives from the value of another "underlying" asset. Futures,
forwards, options, warrants, swaps, swaptions, structured notes are all examples of derivative products. Derivatives can be used for
hedging, protecting against financial risk, or can be used to speculate on the movement of underlying asset, interest rates or the
levels of financial indices.
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Payoff Pattern
We can base on the payoff pattern of the derivative products to classify them into two types, they are forwards and options.

The payoff pattern of forwards is linear and symmetric. It means that the change in the value of the derivatives is in the same
direction and proportion as the change in value of the underlying. For example, if Hang Seng Index moves up 1%, the near term
futures contract on this index should also move up 1%. There will be a little bit deviation from 1% due to index composition
expectations and changes in future dividend term structure and forward interest rates expectations.

The payoff pattern of options is non-linear and asymmetric. It means that the change in value of the derivatives is not in the same
proportion and may not be in the same direction as the change in value of the underlying. Same as the above example, if Hang
Seng Index moves up 1%, it doesn’t mean the instrument hold by the investor should also be moved up 1%. It is depended on the
types of the option (call or put), the status of the option (in-the-money, at-the-money or out-of-money), time-to-maturity etc.
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Futures vs. Forwards

Futures is a kind of forwards contract. They are priced on the same way. The major difference is that futures contract is an
exchange traded contract, where the Hang Seng Index Futures and H-shares Index Futures are an example of futures contracts
traded on exchange. They have fixed terms for the contract size, length of the contract, expiry date etc. For those that are not traded
on the exchange, they are called forward contracts. All these contracts traded via over-the-counter derivatives markets. Another
difference is a minimum margin payment is required for the futures contract. The purpose of the margin payment is assured the
investor has sufficient money to cover any possible trading loss. For the forward contracts, the actual payment would only be
settled at the contract expiry date. In this sense, both parties are taking the counter party risks for each other.
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Futures Terminology

SRS

Contract Size: Contract value of each futures contract and is predetermined by the exchange itself. For example, if
investor wants to trade gold futures in Hong Kong, he can found out that the contract size offers by
HKEXx is 100 troy ounces per contract and HKMEX is 32 troy ounces.
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Cost of Carry: The relationship between futures prices and spot prices can be summarized in terms of what is known
as the cost of carry. This measures the storage cost plus the interest that is paid to finance the asset
less the income earned on the asset
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Expiry Date: It is the date specified in the futures contract. This is the last day on which the contract will be traded,
at the end of which it will cease to exist.
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Front Month: The first expiration month in a series of contract month.
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Futures price: The price at which the futures contract trades in the futures market.
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Initial Margin: The initial deposit make to the broker when open a new futures position whether long or short.
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Long position: Outstanding purchase position.
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Maintenance Margin:
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Marking to market:
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y=

Spot price:
WERER -

Spread:

Bz -

Tick Size:

B/ IMEAS BN -

FEGPRFEHR SFC CE No.: AYH772

General Knowledge on Derivatives Products

PTEEMERE R

The minimum amount of cash is needed to have in the trading account in order to maintain the
outstanding position.
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At the end of each trading day, the value of the derivatives portfolio in the investors’ accounts are
adjusted according to the daily settlement price of each outstanding contract in a process known as
marking to market.
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It is used to compute the cash value of each futures contract. For example, the contract multiplier for
Hang Seng Index Futures is HKD 50.00 per index point. Now the contract is trade at 16,000 point.
The contract value for this contract will be HKD 800,000 (16,000 point x HKD 50.00).
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Total outstanding long and short positions in the market.
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Outstanding sales position.
T ARG A HZZFAERAL

The price at which an asset trades in spot market.
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It can be defined as the futures price minus the spot price. There will be a different spread for each
delivery month for each contract. Under normal circumstances, the spread will be positive. This
reflects that futures prices normally exceed spot prices.
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Minimum price difference between bid and offer quotes.
HEE E R MEZ -
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Options

Option essentially is a right but not an obligation for an option buyer to buy or sell certain amount underlying asset at a
predetermined price on or before a specified date. As for the option seller, it has the obligation to sell or buy the underlying asset
given the option is exercised by the option buyer. Option buyer has to pay an option premium to the option seller in exchange for
that right. Within option products, we should know the difference between a “Call Option” and a “Put Option”. The meanings of
“American Style Option” and “European Style Option” and many other terms. You may feel confusing of them but don’t let the
names overwhelm you. Each of them has a specific definition when referring to the option trading. If you are feel interest to learn
more about option, these terms will become familiar to you.
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Option Terminology

HtETsE

American Style Option: An option contract that can be exercised at any time between the date of purchase and the expiration
date.
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At-the-money: An at-the-money option (ATM) is an option that would lead to zero cash flow if it exercises

immediately. An option on the index is ATM when the current index level equals the strike price (i.e.
spot price = strike price).
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Call Option: An option contract which gives the holder the right, but not the obligation, to buy a specified amount
of an underlying asset at a specified price within a specified time in exchange for a paying a premium.
The call option buyer hopes the price of the shares will rise by a specific date while the call option
seller (or writer) hopes that the price of the shares will drop, remain stable, or rise by an amount less
than their profit on the premium by the specified date.
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YR
Call Premium: The amount a call option costs.
BRI - E iR R A A
Covered Call: A short call option position plus a long position in an underlying asset.
S OREHAE - HHBERPENFENE ASERENEENRE -
Covered Put: A short put option position against a short position in an underlying asset.
TR HAE B B PR EIREAY [EN B S EARAY B AR -
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Credit Spread:
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Debit Spread:
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Deep-in-the-Money:

FREENA

European Style Option:
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Exercise:

798 -

Exercise Price:
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Expiration Date:
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In-the-Money:

EA :

Intrinsic Value:
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Naked Option:
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The difference in value between 2 options, where the value of the short position exceeds the value of
the long position.
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The difference in value between 2 options, where the value of the long position exceeds the value of
the short position.
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A deep-in-the-money call option has a strike price well below the current price of the underlying
instrument. A deep-in-the-money put option has a strike price well above the current price of the
underlying instrument. Both primarily consist of intrinsic value.

RIS (B N Y5k AR A R 4T (2B E TR TR AYER SR - R EANR BRI RS E
}&mﬁ’imﬂuﬁﬂﬁiﬁﬂ’ﬁﬁ LB - WEEHANIEEE -

An option contract that can only be exercised on the expiration date.
HEEEFI B H T RERHIRE &4y -

Implementing an option's right to buy or sell the underlying security.
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The specified price on an option contract at which the contract may be exercised, whereby a call
option buyer can buy the underlying asset or a put option buyer can sell the underlying asset. It also
known as strike price.
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The last day on which an option may be exercised.
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A “call” option is in-the-money if the strike price is less than the market price of the underlying asset.
A “put” option is in-the-money if the strike price is greater than the market price of the underlying
asset.
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The difference between the exercise price of the option and the current value of the underlying
instrument (spot price). If the option does not have positive monetary value, it is referred to as
out-the-money.
HARETTRE(EAS A A T HAVE
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AECGRE B ) Z MY Z= R - RZIHE A ErEHEE

An option written (sold) without an underlying hedge position.
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Out-of-the-Money:
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Put Option:
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Straddle:
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Strangle:
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Synthetic Long Stock:
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Synthetic Short Stock:
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Time Decay:
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A call option is out-of-the-money if its exercise or strike price is above the current market price of
the underlying security.

A put option is out-of-the-money if its exercise or strike price is below the current market price of the
underlying security.

If an option is out-the-money at expiration, its holder will simply "abandon the option™ and it will
expire worthless.
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An option contract giving the owner the right, but not the obligation, to sell a specified amount of an
underlying security at a specified price within a specified time. The put option buyer hopes the price
of the shares will drop by a specific date while the put option seller (or writer) hopes that the price of
the shares will rise, remain stable, or drop by an amount less than their profit on the premium by the
specified date.
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A position consisting of a long (short) call and a long (short) put, where both options have the same
strike price and expiration date.
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A position consisting of a long (short) call and a long (short) put where both options have the same
underlying, the same expiration date, but different strike prices. Most strangles involve OTM options.
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A short put and a long call.

[FIiR i L B R SRE R BB R IR -

Ashort call and a long put.
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The amount of time premium movement within a certain time frame on an option due to the passage
of time in relation to the expiration of the option itself.
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The price of an option less its intrinsic value. An out-of-the money option's worth consists of nothing
but time value.
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Volatility: It measures the underlying assets tendency to move up and down in price, based on its daily price
history over the specified time period. Mathematically, volatility is the standard deviation of the
percentage change in daily price. There are two kinds of volatility:

Historical Volatility - statistical measurement of past price movements.
Implied \Volatility - measures whether option premiums are relatively expensive or inexpensive.
Implied volatility is calculated based on the currently traded option premiums.
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Writer: An individual who sells an option.
=W B AR (ERS -
Warrants

Warrants are the most common derivative products with options features in Hong Kong. It is a kind of securities and can be traded
in the exchange. We can found there are two different types of warrants in the market. They are Equity Warrant (Company Warrant)
and Derivative Warrant.

Equity warrant is a call option issued by an issued company giving the warrant holder a right to acquire new shares in that firm or
any of its subsidiaries. Usually the exercise price is higher than the market price at the time of issuance. When warrant holder
exercises this right, the firm has to issue new shares for them (the total shares outstanding increases). Derivative warrant is
generally issued by third party such as investment bank. They can be either a put or call warrant. The underlying asset can be a
single stock, a basket of stocks, an index, a currency, a commodity etc. Most of them are settled in cash.
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Applications of Derivative

There are many applications of derivatives. They are usually used for the following four purposes:
- Yield Enhancement

- Access to Different Asset Classes;

- Leverage Effect; and

- Long/Short Exposures & Risk Hedging
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Yield Enhancement
If an investor anticipates the stock market will not drop significantly in the coming month, and even if certain stocks drop below a
certain price, the investor is willing to buy those stocks at that price for investment.

The investor can use the equity-linked note (ELN) by selling a put option or selling the stock option in the exchange directly. The
main difference is the investor can base on their investment needs to customize the strike level, contract size and the expiry date of
the contract when he invests in the ELN.

On the contract expiry date, if the underlying stock does not fall below a strike level, the investor can enhance his/her investment
yield by receiving the option premium and he/she does not have to actually buy the stock. But if the market drops, then the investor
needs to buy the stock at a price higher than the market price, and if the stock price falls sharply, there will be a greater risk of loss.
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Access to Different Asset Classes

“Access to Different Asset Classes” means that investor can participate in, or buy and sell, different assets like stock and foreign
currency through derivatives. As an example, the "A-share™ market in Mainland China is a market that foreigners could not
participate in; however, through Synthetic ETFs, investors can indirectly participate in the "A-share™ market. These Synthetic ETFs
make use of derivatives to track (or replicate) the performance of a market index as the main investment objective. Through the
Synthetic ETFs, although investor cannot hold "A™ shares directly, the performance of "A" shares can be reflected by the Synthetic
ETFs the investor holds.
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Leverage Effect

If an investor wants to increase his participation in the market when a clear market trend is found, a very aggressive approach can
be achieved by buying warrants with the same amount of investment. However, the risk taken by the investor will be very high!

For example, an investor hopes to leverage up the exposure on a stock. The underlying stock of a call warrant is $100 per share at
current market level, and a three months maturity call warrant of this stock, with strike $100, indicating at $0.5 currently. Assume
the conversion ratio of this derivative warrant to stock is 10:1 and the total investment is $100,000.

Strategy A (stock): Purchase 1000 shares
Strategy B (warrant): Purchase 200,000 shares of the call warrant with strike $100.
KLATRUE
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Rl A (BEER): H A 1000 HzHsE
ol B (FESE): H A 200,000 HEEATT{ERS By 100 ABTCHIBERMERS

Possible payoff and rate of return of two portfolios during this three months investment:
1175 3 H A RIEEH & AT RE AT U am ALY [E] 2%

Price
Portfolio $85 $90 $95 $100 $105 $110 $115
A $85,000 | $90,000 | $95,000 | $100,000 | $105,000 | $110,000 | $115,000
B $0 $0 $0 $0 $100,000 | $200,000 | $300,000
200% 40.00%
150% - 30.00%
100% - 20.00%
- 10.00%
50%
- 0.00%
0% o
$110 $130 -10.00%
E - -20.00%
-100% - -30.00%
-150% - -40.00%
Strategy B == Strategy A

Observation:

From the above example, it is found that trading in warrant can achieve:

The slope of payoff of Strategy B is much steeper than Strategy A. It can be found that Strategy B is much more sensitive to the
change of price of the underlying stock than Strategy A. This leverage effect can help the investors increase their participation in
bullish market.

Conversely, if the value of underlying stock remains unchanged until the warrant expire (on its initial value $100). The value of
Strategy B falls precipitously to zero, the rate of return will equal to —100%.
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Long/Short Exposures & Risk Hedging

If purchasing stock seems risky, investor can try to use the “put” to hedge the downside risk. Combining the feature of the put and
stock, investor can have a better protection against adverse market situation. It can provide a good strategy when the investor wants
to keep on holding the stock for reasons.

For example, if the market price of a stock is at $25 per share, a six months maturity put warrant of this stock, with strike $23,
indicating at $0.10. Investor decides to buy 4,000 shares of the stock with the total investment in stock $100,000. Also, buy 40,000
shares of the put warrant.

Strategy A (stock): Purchase 4,000 shares
Strategy B (stock + warrant): Purchase 4,000 shares of underlying stock and 40,000 shares of put warrant for $4,000.
8%,/ 022 M R b

WEFEE R A A > REE A LS B BB AERE  E T RS - 45 5B B AIR SEAVRRL  FeEH I UEAA)
TGS EGEFIRE - EREERNEFRNTEER AR - E DI —(E R Ay s -
BIan > ANRFEREERRI TS ERS R AR 2555 TT - — (B SE6{E A 205 - BT (B8 23 TR B HY B S IR RFE0.10

ATT - EEHIEE AA000EE T - 4 B R HEF & £5100,000785T - 154D - B A% H40,000 1B BRAE

Wfﬂg A (HR?I‘\‘
TR B (F2E + FESE):

H A 4,000 HefiesE
H A 4,000 HefSERIE A% 40,000 Y Bk RE

Possible payoff and rate of return of two portfolios during this six months investment:

T2 611 H P R{EAH & T RE TR E W s ARy [El R

Price
Position $17 $19 $21 $23 $25 $27 $29
Holding stock $68000 | $76,000 | $84,000 | $92,000 | $100,000 [ $108,000 | $116,000
Holding warrant | $20,000 | $12,000 $4,000 -$4,000 -$4,000 -$4,000 -$4,000
Price
Position $17 $19 $21 $23 $25 $27 $29
A -32% -24% -16% -8% 0% +8% +16%
B -15.38% | -15.38% | -15.38% | -15.38% -7.69% -0% +7.69%

Observation:

From the above example, it is found that trading in warrant can achieve the following:

Put warrant can be used to hedge a long stock position when the share price falls. The corresponding values of a put warrant rises
will offset the loss comes from the stock. It can help investors to preserve the value of a portfolio in a bearish market or during the
uncertain period instead of selling the shares and missed a potential rally.
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Callable Bull / Bear Contracts

Besides derivative warrant, CBBC is one of the most popular derivative products we can be traded in Hong Kong. Same as other
derivative instrument, its value is determined by the performance of an asset it is linked to. It also provides investors with a
leveraged investment in underlying assets, which can be a single stock, or an index.

CBBC has two types of contracts. They are Callable Bull Contract and Callable Bear Contract. By investing in a callable bull
contract, investors are bullish on the prospect of the underlying asset and intend to capture its potential price appreciation.
Conversely, investors buying a callable bear contract are bearish on the prospect of the underlying asset and try to make a profit in
a falling market.

CBBC is typically issued at a price that represents the difference between the spot price of the underlying asset and the strike price
of the CBBCs, plus a small premium (which is usually the finance cost). The strike price can be equal to or lower (bull)/higher
(bear) than the call price. The call price is also referred to as "stop-loss”. If the underlying asset’s price reaches the call price at any
time prior to expiry, the CBBC will expire early. The issuer of the CBBC must call the CBBC and trading of the CBBC will be
terminated immediately. Such an event is referred to as a Mandatory Call Event. However, CBBC will expire at a predefined date
when the Mandatory Call Event never occurs.

H A4/ RERE
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ERIRFIER] -
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ey e 2 ) PR ] 5 » ] B ] A MBS RE R T B0 T I [0 A/ HEE Ay 3817 A\ I [BI AF-AERE - T EIFAES A SR 1L EN4& Ik
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Key Risks Associated with Derivatives

The key risks involved in derivatives, including:

1. Counter party Risk

When the derivative instruments are issued by third-parties, such as listed companies or financial institutions, if the issuing party
encounters financial problems and this leads to a decrease in their credit rating, or if they collapse because of solvency problems,
the derivatives’ values will be affected and may even lose all value.

2. Market Risk
Derivatives’ prices depend on the value of their underlying assets. Normally, fluctuations in the underlying assets’ prices will affect
derivatives’ prices directly. This is the Investment Risk of the Underlying Asset.

3. Liquidity

There may be a risk that the derivatives cannot be easily sold or converted into cash with low cost. Before the expiry, some
derivatives may be harder to sell and convert into cash. If it is not possible to sell them, investor will have to wait until the
derivatives expire before he/she can get his/her funds back.

4. Interest Rate Risk

Interest rate and the values of all derivative products are closely related. Any derivative will ultimately be exchanged for an “asset”
and “money”, or exchanged between two currencies. The fact is that "money" is necessarily linked to interest rates; therefore,
interest rate changes will definitely affect the values of derivative products.

5. Leverage Risk

Although derivative warrants may cost a fraction of the price of the underlying assets, a derivative warrant may change in value
more or less rapidly than the underlying assets. In the worst case the value of the derivative warrants may fall to zero and holders
will lose their entire purchase price.
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Disclaimer
This document has been created solely for general information purposes, without taking into account any person’s objectives or
needs. No representation or recommendation is made and no liability is accepted with regard to the suitability or appropriateness of
any of the products or investments referred to in this document for any particular person’s circumstances. The information
contained in this document is not professional advice and should not be relied upon by any person. This document does not
constitute, nor is it intended to be, nor should it be construed as any advice, offer or solicitation to deal in any of the products or
investments mentioned in this document. This document does not, and is not designed to, satisfy any particular regulatory
requirements in any jurisdiction in relation to investor education or otherwise. This document has not been reviewed by any
regulatory authorities in any jurisdiction.
While China Galaxy International Securities (Hong Kong) Company Limited and/or China Galaxy International Futures (Hong
Kong) Company Limited (collectively “CGI”) has endeavoured to ensure the accuracy and reliability of the information contained
in this document, CGI does not guarantee its accuracy, completeness, reliability or fitness for any purpose. Investors should not
rely on the contents of this document, but should make and rely on their own assessment and evaluation and undertake their own
investigations and inquiries and seek all necessary independent advice. To the maximum extent permitted by the applicable law,
CGl and its respective employees, agents and representatives expressly disclaim all or any liability (whether in tort or contract or
otherwise) for any loss, damage, costs or expenses of any nature arising from or in connection with this document, in particular:
- the contents of or omissions from this document, including any express or implied representations, statements or conclusions;
- the provision to, or use by, any person of this document or any part of it;
- the preparation of the information contained in this document; and
- any person relying on, disclosing or using any information or statement contained in or connected with this document.
Investment involves risks. Investors should note that value of investments can go down as well as up and past performance is not
necessarily indicative of future performance. This document does not and is not intended to identify all of the risks that may be
involved in the products or investments referred to in this document. Investors must make investment decisions in light of their
own investment objectives, financial position and particular needs and where necessary consult their own professional advisers
before making any investment. Investors should read and fully understand all the offering documents relating to such products or
investments and all the risk disclosure statements and risk warnings therein before making any investment decisions.
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Client’s Declaration

I/We, the undersigned, hereby certify, declare and acknowledge that I/we fully understood the contents of the “General
Knowledge on the Derivatives Products” on the derivatives’ nature, types, applications together with their related risk
disclosures statements in the language of my/our choice (English or Chinese). I/We was/ were invited to read carefully the
“General Knowledge on the Derivatives Products” and the related risk disclosures statements, and to ask questions and take

independent advice if I/We so wished.
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Signature(s) of Client(s) / & g5 Date / HHH:

Name of Client/ & F{:44: Account No./ TEF4R5E:

*Please use the signature(s) on file with us.
i A TR S A

Signature of AE / &40 %52 Date / HHA:

Name of AE / £&4 4k 4

For Official Use Only

S.\V. Inputted By Approved By
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