COMPLIANCE & RISK TRAINING CASE STUDY

The 'Flawed Hedge' Dilemma: Structured Equity
Accumulators

Target Audience: Corporate Relationship Managers, Wealth Advisors, Risk Management, and
Compliance Officers.

Learning Objective: Identify structuring misalignments, recognize hidden derivatives, distinguish
genuine hedging from speculative yield-enhancement, and apply HKMA/SFC suitability standards.

1. Client Background: EcoFruit Logistics Ltd (EFL)

EcoFruit Logistics Ltd (EFL) is a well-established Hong Kong-based supply chain and logistics provider
specializing in cold-chain transportation for imported fresh fruits across the Greater Bay Area (GBA).
Founded in 2012 by Mr. Liu Yingkuan, the company successfully listed on the Main Board of the Hong
Kong Stock Exchange in 2021 (Stock Code: 998X.HK). Following the IPO, Mr. Liu retains a 58% controlling
stake in the company, mostly held through a personal holding vehicle, Liu's Family Holdings Capital.

EFL's core operating revenues are denominated in Renminbi (RMB) and Hong Kong Dollars (HKD). The
business is highly capital-intensive, requiring continuous investments in refrigerated fleet expansion,
smart warehouse automated systems, and cross-border customs licensing. As of Q3 2025, EFL's balance
sheet reflects HKD 450 million in outstanding working capital loans and equipment term facilities,
primarily provided by Global Apex Bank.

Mr. Liu is highly regarded as a visionary operational entrepreneur. However, his formal background is
exclusively in logistics engineering and agricultural trading. He has limited knowledge of advanced
corporate finance, sophisticated capital markets structures, or complex derivative instruments. He relies
heavily on his corporate relationship managers to manage the company's macro treasury exposures.

2. The Treasury Narrative & Institutional Pitch

In October 2025, during an annual credit facility review, Mr. Liu expressed macro treasury concerns to
his dedicated Corporate Relationship Manager (RM) at Global Apex Bank. Mr. Liu noted that rising
operational inflation, escalating diesel fuel costs, and expanding regional warehouses were putting
measurable pressure on net profit margins. Furthermore, he noted that because a large portion of his
net worth was tied up in 998X.HK stock, he wanted to secure a reliable mechanism to 'protect and
overlay' his position, generate alternative cash flow streams, and build a strategic treasury buffer for
EFL's projected 2026 capital expenditures.



Seeing a high-value commercial opportunity, the RM brought in the Bank's Corporate Treasury Solutions
& Structured Products Desk. The structured desk pitched an 'Asymmetric Asset Accumulation Strategy'
specifically linked to top-tier, highly liquid GBA blue-chip equities (such as major regional banking and
consumer giants) or, alternatively, structured around a liquidity pool. The pitch deck presented the
product under the marketing title: 'Strategic Treasury Enhancer & Downside-Protected Hedging
Overlay'.

The RM and the structured sales specialist emphasized that this strategy would allow EFL's treasury to
continuously acquire valuable, liquid equity assets at a mandatory 15% to 20% discount relative to the
prevailing market spot prices. The acquired shares could either be liquidated immediately in the open
market to harvest consistent, locked-in cash spreads (to offset rising warehouse overheads) or held on
the balance sheet as high-grade liquid collateral. The RM repeatedly assured Mr. Liu that this framework
served as an excellent economic 'hedge' against rising operating costs, as the generated discount
premiums would act as a structural buffer against inflation.

3. Product Specifications: The 12-Month Share Accumulator

EFL formally executed the transaction under its corporate treasury account, backed by a personal
guarantee and a stock-pledge agreement signed by Mr. Liu using a portion of his founder shares as
underlying collateral. The binding legal term sheet contained the following structural parameters:

Structural Parameter Term Sheet Specification

Product Type Knock-Out Equity Accumulator Share Contract
(Leveraged)
Underlying Asset GBA Blue-Chip Banking Index Consolidated Stock

(Ticker: XXXX.HK)

Trade Date November 3, 2025

Maturity / Tenure 12 Months (Scheduled Expiry: November 2,
2026)

Reference Spot Price HKD 80.00 (Market price at trade inception)

Strike Price (Discount Floor) HKD 66.40 (Calculated at exactly 17% discount

to the Reference Spot Price)

Knock-Out (KO) Price HKD 83.20 (Set at 4% above the Reference Spot
Price)



Observation Frequency Daily (Every official HKEX trading session)

Daily Base Quantity 10,000 shares per business day
Downside Multiplier 2.0x Leverage Factor
Knock-Out (KO) Condition If the closing spot price of the underlying asset

hits or exceeds the KO Price (>= HKD 83.20) on
any observation day, the contract terminates
instantly and completely. EFL retains only the
shares accumulated up to that specific day.

Knock-In / Obligation Condition If the closing spot price stays below the KO Price,
EFL purchases shares daily. If the stock falls
BELOW the Strike Price (< HKD 66.40), the
Multiplier activates. EFL is contractually forced
to buy double the quantity (20,000 shares daily)
at the fixed Strike Price of HKD 66.40.

Collateral Settlement Pool Fully collateralized via a cross-product netting
agreement. Initial margin secured by a pledge of
5,000,000 shares of Mr. Liu's personal listed
stock in EcoFruit Logistics Ltd (998X.HK). Daily
mark-to-market valuations apply.

4. The Market Shift & Downside Realization

For the first three weeks of November 2025, the underlying stock traded within a stable range between
HKD 78.50 and HKD 81.20. EFL successfully accumulated 150,000 shares at the discounted strike price of
HKD 66.40, liquidating them immediately for a net operational treasury profit of approximately HKD 2.1
million. Mr. Liu expressed deep satisfaction to the RM, believing the 'inflation hedge' was functioning
perfectly.

However, on November 26, 2025, the underlying bank index fell sharply due to systemic macroeconomic
headwinds, regional real estate credit defaults, and unexpected interest rate cuts by central banks. By
mid-December 2025, the underlying stock plummeted past the strike price barrier, settling at HKD 52.00
per share—a severe 35% contraction from inception spot.

The 2.0x Downside Multiplier activated instantly. EFL was no longer buying 10,000 shares a day; it was
now legally forced to buy 20,000 shares every single day at the heavily inflated strike price of HKD 66.40,
despite the asset being openly available on the market for HKD 52.00. This meant EFL was absorbing an



unhedged cash loss of HKD 288,000 every single trading day (HKD 14.40 loss per share multiplied by
20,000 shares).

Within two months, EFL's cash reserves were completely depleted by the daily contract settlement
obligations. To make matters worse, because Mr. Liu's pledged collateral (998X.HK) also fell in sympathy
with the broader market sell-off, Global Apex Bank's credit risk department issued an urgent margin call
demanding an immediate cash injection of HKD 45 million or the pledge of an additional 10,000,000
shares of his logistics company. Unable to raise cash, Mr. Liu faced the imminent threat of forced
liquidation of his controlling stake in EFL, which would trigger a technical default on the company's HKD
450 million commercial loan facilities.

5. Participant Exercise & Training Questions

INSTRUCTIONS FOR PARTICIPANTS:

Review the case background, the client profile, and the product specifications. Working in your assigned
groups, analyze the structural realities of this transaction from a regulatory, compliance, and risk
perspective. Answer the following four analytical questions in detail, preparing to defend your
conclusions to the trainer.

Question 1: The 'Hedging' Deficit & Structural Mismatch (Red Flags)

The relationship manager and structured products desk pitched this product as a 'hedging overlay'
against inflation and warehouse operational costs. Identify and explain at least three distinct structural
reasons (red flags) embedded in the accumulator's payout design that prove this instrument is not a true
economic hedge. Contrast this with how a genuine, classic hedging derivative operates.

Question 2: Client Suitability, Sophistication, and Product Mis-selling

Assess Global Apex Bank's regulatory exposure under the Hong Kong Monetary Authority (HKMA)
Supervisory Policy Manual and SFC guidelines on product suitability. Based on Mr. Liu's professional
background and the operational nature of EcoFruit Logistics Ltd, did the bank perform adequate
customer due diligence regarding derivative knowledge? What key omissions occurred during the
product presentation phase?



