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At present, firms are facing a realistic, important and imminent challenge, which

is how to manage its liquidity risk and perform due diligence well.

Five years after the global financial crisis, which has been one of the most
damaging in the past several decades, the international economic atmosphere is
evolving, posing new challenges. In general, the reflation and quantitative easing (QE)
policies in the industrial economies lead to large, volatile capital inflows and outflows
across borders. It is expected that the QE policies of the US may be phased out from
the fourth quarter this year through 2014, and by 2015 at the latest, while the US
economy may recover slowly with ups and downs. The first phase may start from the
third or fourth quarter this year, and the Fed may start tapering off the QE. During the
second phase, all QE policies may have to quit if the labor market improves or
inflation becomes intolerable (either the unemployment rate drops below 6.5%, or
inflation expectations rise above 2.5%). We already witnessed 10-year UST vyield
soared 100 basis points in only two months from 1.62% in early May (Figure 1). A
record high of 2.73% was even observed in July. This led to the end of the 30-year
bull cycle (Figure 2), and the overnight interest rate might rise from 0.25% to 0.75%.
There will be a QE reversal, i.e., the Fed will be selling the $3 trillion government

bonds. This would happen from mid-2014 through the second quarter of 2015. During
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this third phase, QE reversal will change significantly the current situation that $1.9
trillion extra liquidity is held by the banking system. The phase four, if there is, would
see the first rate hike, followed by overall rises of the US interest rates. Though the
prices in futures markets have already reflected the first rate hike expected in May
2015, the global market could still be highly sensitive to the implications or potential
shocks that the above policy changes might have, because people in markets still
vividly remember the 1994 bond market massacre (Figure 3) and the escalation of Fed
funds rate from April 2003 to September 2006 (Figure 4).

Figure 1: 10-year UST yield soared 100 basis points in only two months.
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Figure 3: When policy changed, a sharp drop of 10-year UST yield from 8% to around

6% was witnessed starting from the end of 1994 to June 1995.

USGG10YR P
At 13:42 .B935 44 .
USGG10YR Index 75 Save As 98 Actions - i Line Chart
12701/ 1994 0673071995 Last Price |ufline [a o USD [=]
\ ; i o

10 30 1M 6M YTD 1Y 5Y Max |Daily ¥

Figure 4: Fed funds rate climbed from 1% to 5.25% in about two years from the end of

2003 to 2006.
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In such circumstances, the smaller “eco-system” of China also faces new
challenges and situations. Although the Chinese economy has great achievements,
there are also some drawbacks. It is more than wise to promote growth model changes

in all industries now. However, the lower growth rate will lead to unemployment,



decline of firm profits, workers’ income and exhaustion of cash flow, which are all
realistic challenges. The interactions between domestic and international issues
require firms to put more emphasis on its liquidity risk management. In doing so,

some suggestions are given to firms to help them operate more prudently.

From the perspective of the firm’s overall strategy, two jobs need to be done well
and promptly. For a firm, an effective liquidity risk management strategy and its

implementation include the following aspects:

First, a concrete and clear risk management strategy should be in place. The duty
of care and fiduciary duty are the core responsibilities of the board of directors, and
these should be in line with the specifics of the institution. For implementation, there
should be two approaches: one is top-down and the other is bottom-up. A board of
directors is responsible for making decisions on setting up strategies, principles,
objectives, including short, medium and long-term ones (over five years); setting up
the bottom line of firm-wide liquidity risk control factors; and making investment in
the infrastructure needed. The above decision-making is the practical implementation
of the duty of care by the board of directors. This decision-making process should
take advice from, but cannot be dominated by, the management. For the management
of financial institutions, on the one hand, they should fully implement the decisions of
the board on liquidity risk management; on the other hand, the management should
have clear-cut responsibilities, coherent coordination and close cooperation. Historical
evidence shows that it is an effective solution to have a COO (chief operating officer)
to be responsible for the management of daily and intraday liquidity and related risk
management issues. It is because the responsibilities of a COO run across the front,
middle and back offices of the whole business line, and the COO is familiar with the
process and procedures. He also has the power needed to perform his responsibilities,
e.g., having access to the data necessary to feed the risk dashboard and the analytics
obtained at the operational level. Certainly, for general firms, as they do not have

COQOs, it is the responsibility of the CFO (chief financial officer) to manage the daily



and intraday positions and risks. It has to be stressed that both financial institutions
and non-financial institutions should have the management handle the liquidity risk
management issues, and they should coherently coordinate and closely cooperate with
each other and sort out the problems arising from business lines, sectors, the inside

and the outside of the group.

In China, most financial institutions and big firms have boards of supervisors in
place. For good corporate governance, a board of supervisors should perform the duty
of care and fiduciary duty commissioned by shareholders. A board of supervisors
should supervise and monitor the performance of the management in performing their

duties, communicate with them on their findings and seek or give advice.

The liquidity crunch occurred in June is a hint for firms to strengthen their
liquidity management. Unfortunately, although the liquidity crunch is still not far
away from us, most firms and financial institutions have not adopted these

requirements.

For all institutions that build assets and liabilities in the Chinese market, a very
important and imminent job is to improve its performance in due diligence. There are

six key weaknesses observed in performing due diligence.

1. Quite many firms do not perform due diligence at all and lack information on

underlying transactions.

2. There is some due diligence done, but there is a lack of quality job. Some are
copied from customer provided information or web pages, and worse, reporting lacks

timeliness, which causes the risk to be out of sight of the management.

3. There is due diligence done and the quality is acceptable, but the lack of
sufficient coverage of major risks causes the management’s decision-making to be
less functional, especially when huge unencumbered collateral position changes,
including margin calls or event crises, occur.
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4. There is a lack of due diligence about the impact of technical or material
default upon the firm/group. In addition, the lack of ability to compile classified risk
ranking reports hinders the management from building up effective, predictive

positions.

5. There is a lack of capacity for building up a platform to capture timely and
high-quality data and consolidate the data across the group. Even if those data are
available, they are not analyzed promptly; hence, the management lost the ability to

make right decisions.

6. There is somebody sending alarms, but nobody listens and no actions are

taken at the top.

Externally, we should pay more attention to the following five broad issues:

1. The regulation requirements should be further clarified and should foster
common standards or best market practices such as bank payment obligation (BPO),
central clearing platform of OTC derivatives (CCP), foreign currency netting position
clearing and settlement (CLS), large payment, collateral management and margin call

practice.

2. There is a lack of a central data platform that can trace each payment and

provide analytical suggestions on intraday position status to specific firms.

3. There is a lack of integration in managing or monitoring intraday positions
across accounts and currencies due to poor data interoperability along the transaction
life-cycle analysis. Credit risk, market risk and operational risk will all affect liquidity

directly.

4. There is a lack of unified standard for monitoring, controlling and reporting

liquidity risk both domestically and internationally.



5. On nationwide basis, we need to set up clear objectives and phases of our
focused tasks based on systemic analysis and arrangements, together with

contingency plans, including emergent liquidity supply under extreme situations.

Secondly, on tactical and technical aspects, | think,

1. The firm should master customer advices on important payments and liquidity
flows, be armed with good practices and the ability to build predictive positions and

run collateral management well.

2. The firm should pay great attention to the level of coverage of concentration
risks and the ability to measure the total risk exposure of counterparties, to track and
analyze the impact on the position across currencies and accounts to meet the firm’s

payments and settlement obligations on a timely basis.

3. The firm should also pay more attention to investment in both hardware and
software to analyze current and historical data, and more importantly, qualified people

in IT, statistics and management sectors.

4. The firm should improve the corporate governance, overcome internal
discordancy and combine the data analysis techniques, management skills, controls

and adjustments together effectively.

Although the Chinese economy faces more challenges and an unfavorable
external environment, it could succeed if China deepens its reform and improves its
productivity through innovation, so as to raise the income and promote its domestic

consumption. To achieve this, it will require cool-headedness, wisdom, and courage.
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