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GENERAL

The Bank is a public limited company incorporated in Hong Kong and its shares are listed on the
Stock Exchange of Hong Kong Limited. The Bank is engaged in the provision of banking and related

financial services. The address of the registered office of the Bank is disclosed in the Annual Report.

The consolidated financial statements are prsesented in Hong Kong dollars, which is also the functional

currency of the Bank.

APPLICATION OF NEW AND REVISED HONG KONG FINANCIAL REPORTING
STANDARDS (“HKFRSs”)

In the current year, the Group and the Bank have applied, for the first time, a number of new standards,
amendments and interpretations (“new HKFRSs”) issued by the Hong Kong Institute of Certified
Public Accountants (“HKICPA”), which are either effective for accounting periods beginning on or
after 1 December 2005 or 1 January 2006. The adoption of the new HKFRSs had no material effect
on how the results and the financial position for the current or prior accounting periods have been

prepared and presented. Accordingly, no prior period adjustment has been required.

SUMMARY OF THE EFFECTS OF THE CHANGES IN ACCOUNTING POLICIES

The Group and the Bank have not early applied the following new standards, amendments or
interpretations that have been issued but are not yet effective. The directors of the Bank anticipate
that the application of these standards, amendments or interpretations will have no material impact

on the results and the financial position of the Group and the Bank.

HKAS 1 (Amendment) Capital disclosures'

HKFRS 7 Financial instruments: Disclosures!

HKJIFRIC) - INT 7 Applying the restatement approach under HKAS 29
Financial Reporting in Hyperinflationary Economies?

HK(IFRIC) - INT 8 Scope of HKFRS 2°

HK{FRIC) - INT 9 Reassessment of embedded derivatives*

HKJIFRIC) - INT 10 Interim financial reporting and impairment®

HKJIFRIC) - INT 11 HKEFRS 2 - Group and treasury share transactions®

! Effective for annual periods beginning on or after 1 January 2007.

2 Effective for annual periods beginning on or after 1 March 2006.

3 Effective for annual periods beginning on or after 1 May 2006.

4 Effective for annual periods beginning on or after 1 June 2006.

3 Effective for annual periods beginning on or after 1 November 2006.

¢ Effective for annual periods beginning on or after 1 March 2007.
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4. SIGNIFICANT ACCOUNTING POLICIES

The consolidated financial statements have been prepared on the historical cost basis except for certain
properties and financial instruments, which are measured at fair values, as explained in the accounting
policies set out below.

The consolidated financial statements have been prepared in accordance with Hong Kong Financial
Reporting Standards issued by the HKICPA. In addition, the consolidated financial statements include
applicable disclosures required by the Rules Governing the Listing of Securities on The Stock Exchange
of Hong Kong Limited and by the Companies Ordinance.

Basis of consolidation

The consolidated financial statements incorporate the financial statements of the Bank and entities
(including special purpose entities) controlled by the Bank (its subsidiaries). Control is achieved
where the Company has the power to govern the financial and operating policies of an entity so as to
obtain benefits from its activities.

Subsidiary companies are companies in which the Group has the power to govern the financial and
operating policies to obtain benefits from its activities and this is generally accompanied by a
shareholding of more than one half of the voting rights.

The results of subsidiaries acquired or disposed of during the year are included in the consolidated
income statement from the effective date of acquisition or up to the effective date of disposal, as
appropriate.

Where necessary, adjustments are made to the financial statements of subsidiaries to bring their
accounting policies into line with those used by other members of the Group.

All intra-group transactions, balances, income and expenses are eliminated on consolidation.

Investments in subsidiaries are stated in the Bank’s balance sheet at cost less provision for impairment
losses. The results of subsidiary companies are accounted for by the Bank on the basis of dividends
received or receivable.

Goodwill

Goodwill arising on acquisitions prior to 1 January 2005

Goodwill arising on an acquisition of a subsidiary for which the agreement date is before 1 January
2005 represents the excess of the cost of acquisition over the Group’s interest in the fair value of the
identifiable assets and liabilities of the relevant subsidiary or jointly controlled entity at the date of
acquisition.

Goodwill arising on acquisitions prior to 1 January 2005 continues to be held in reserves, and will be
charged to the retained earnings at the time when the business to which the goodwill relates is disposed
of or when a cash-generating unit to which the goodwill relates becomes impaired. Such goodwill
(net of cumulative amortisation as at 31 December 2005) is tested for impairment annually, and
whenever there is an indication that the cash generating unit to which goodwill relates may be impaired.
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SIGNIFICANT ACCOUNTING POLICIES - continued
Goodwill - continued

Goodwill arising on acquisitions on or after 1 January 2005

Goodwill arising on an acquisition of a subsidiary for which the agreement date is on or after
1 January 2005 represents the excess of the cost of acquisition over the Group’s interest in the
fair value of the identifiable assets, liabilities and contingent liabilities of the relevant subsidiary
at the date of acquisition. Such goodwill is carried at cost less any accumulated impairment
losses.

Capitalised goodwill arising on an acquisition of a subsidiary is presented separately in the
balance sheet.

For the purposes of impairment testing, goodwill arising from an acquisition is allocated to each of
the relevant cash-generating units, or groups of cash-generating units, that are expected to benefit
from the synergies of the acquisition. A cash-generating unit to which goodwill has been allocated is
tested for impairment annually, and whenever there is an indication that the unit may be impaired.
For goodwill arising on an acquisition in a financial year, the cash-generating unit to which goodwill
has been allocated is tested for impairment before the end of that financial year. When the recoverable
amount of the cash-generating unit is less than the carrying amount of the unit, the impairment loss is
allocated to reduce the carrying amount of any goodwill allocated to the unit first, and then to the
other assets of the unit pro rata on the basis of the carrying amount of each asset in the unit. Any
impairment loss for goodwill is recognised directly in the consolidated income statement. An
impairment loss for goodwill is not reversed in subsequent periods.

On subsequent disposal of a subsidiary or a jointly controlled entity, the attributable amount of goodwill
capitalised is included in the determination of the amount of gain or loss on disposal.

Interests in jointly controlled entities

Joint venture arrangements that involve the establishment of a separate entity in which venturers have
joint control over the economic activity of the entity are referred to as jointly controlled entities.

The results and assets and liabilities of jointly controlled entities are incorporated in these consolidated
financial statements using the equity method of accounting. Under the equity method, investments in
jointly controlled entities are carried in the consolidated balance sheet at cost as adjusted for post-
acquisition changes in the Group’s share of the net assets of the jointly controlled entities, less any
identified impairment loss. When the Group’s share of losses of a jointly controlled entity equals or
exceeds its interest in that jointly controlled entity (which includes any long-term interests that, in
substance, form part of the Group’s net investment in the jointly controlled entity), the Group
discontinues recognising its share of further losses. An additional share of losses is provided for and
a liability is recognised only to the extent that the Group has incurred legal or constructive obligations
or made payments on behalf of that jointly controlled entity.

When a group entity transacts with a jointly controlled entity of the Group, unrealised profits or
losses are eliminated to the extent of the Group’s interest in the jointly controlled entity, except to the
extent that unrealised losses provide evidence of an impairment of the asset transferred, in which
case, the full amount of losses is recognised.
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4. SIGNIFICANT ACCOUNTING POLICIES - continued
Revenue recognition

Interest income and expenses

Interest income and expenses are recognised on a time-proportion basis by reference to the principal
outstanding and at the effective interest rate applicable. The effective interest rate is the rate that
exactly discounts estimated future cash payments or receipts through the expected life of the financial
instrument or, where appropriate, a shorter period to the net carrying amount of the financial asset or
financial liability. The calculation includes significant fees and transaction costs that are an integral

part of the effective interest rate, and premiums or discounts.

Once a financial asset has been written down as a result of an impairment loss, interest income is
recognised using the original rate of interest used to discount the future cash flows for the purpose of

measuring the impairment loss.

Fees and commission income

Fees and commission income are accounted for in the period when earned, except where the fee is
charged to cover the costs of a continuing service to, or risk borne for, the customer, or is interest in

nature. In these cases, the fee is recognised on an appropriate basis over the relevant period.

Premium income

Premium income from insurance underwriting is recognised as income when the risk of an insurance

policy is incepted.

Dividend income

Dividend income from investments in equity securities is recognised when the Group’s right to receive

payment has been established.

Property and equipment

Leasehold buildings and equipment are stated at cost less subsequent depreciation and

impairment losses.

Depreciation is provided to write off the cost of leasehold buildings and equipment over their estimated

useful lives after taking into account their estimated residual value, using the straight-line method.

An item of property and equipment is derecognised upon disposal or when no future economic benefits
are expected to arise from the continued use of the asset. Any gain or loss arising on derecognition of
the asset (calculated as the difference between the net disposal proceeds and the carrying amount of

the item) is included in the income statement in the year in which the item is derecognised.
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SIGNIFICANT ACCOUNTING POLICIES - continued
Property and equipment - continued

Leasehold land and buildings under development for future owner-occupied purpose

When the leasehold land and buildings are in the course of development for production, rental or for
administrative purposes, the leasehold land component is classified as a prepaid lease payment and
amortised on a straight-line basis over the lease term. During the construction period, the amortisation
charge provided for the leasehold land is included as part of costs of buildings under construction.
Buildings under construction are carried at cost, less any identified impairment losses. Depreciation
of buildings commences when they are available for use (i.e. when they are in the location and condition

necessary for them to be capable of operating in the manner intended by management).

Investment properties

On initial recognition, investment properties are measured at cost, including any directly attributable
expenditure. Subsequent to initial recognition, investment properties are measured using the fair
value model. Gains or losses arising from changes in the fair value of investment properties are

included in profit or loss for the period in which they arise.

An investment property is derecognised upon disposal or when the investment property is permanently
withdrawn from use or no future economic benefits are expected from its disposals. Any gain or loss
arising on derecognition of the asset (calculated as the difference between the net disposal proceeds
and the carrying amount of the asset) is included in the income statement in the year in which the item

is derecognised.

Leasing

Leases are classified as finance leases whenever the terms of the lease transfer substantially all the

risks and rewards of ownership to the lessee. All other leases are classified as operating leases.

The Group as lessor

Amounts due from lessees under finance leases are recorded as receivables at the amount of the
Group’s net investment in the leases. Finance lease income is allocated to accounting periods so as to
reflect a constant periodic rate of return on the Group’s net investment outstanding in respect of the

leases.

Rental income from operating leases is recognised in the consolidated income statement on a straight-
line basis over the term of the relevant lease. Initial direct costs incurred in negotiating and arranging
an operating lease are added to the carrying amount of the leased asset and recognised as an expense

on a straight-line basis over the lease term.
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4. SIGNIFICANT ACCOUNTING POLICIES - continued
Leasing - continued

The Group as lessee

Assets held under finance leases are recognised as assets of the Group at their fair value at the inception
of the lease or, if lower, at the present value of the minimum lease payments. The corresponding
liability to the lessor is included in the balance sheet as a finance lease obligation. Lease payments are
apportioned between finance charges and reduction of the lease obligation so as to achieve a constant
rate of interest on the remaining balance of the liability. Finance charges are charged directly to

profit or loss, unless they are directly attributable to qualifying assets.

Rentals payable under operating leases are charged to profit or loss on a straight-line basis over the
term of the relevant lease. Benefits received and receivable as an incentive to enter into an operating

lease are recognised as a reduction of rental expense over the lease term on a straight-line basis.

Prepaid lease payments for land

Leasehold premises held for own use is split into a lease of land and building in proportion to the
relative fair values of the leasehold interests in the land element and the building element of the lease
at the inception of the lease. Prepaid lease payments are stated at cost and amortised over the period

of the lease.

Foreign currencies

In preparing the financial statements of each individual group entity, transactions in currencies other
than the functional currency of that entity (foreign currencies) are recorded in the respective functional
currency (i.e. the currency of the primary economic environment in which the entity operates) at the
rates of exchanges prevailing on the dates of the transactions. At each balance sheet date, monetary
items denominated in foreign currencies are retranslated at the rates prevailing on the balance sheet
date. Non-monetary items carried at fair value that are denominated in foreign currencies are
retranslated at the rates prevailing on the date when the fair value was determined. Non-monetary

items that are measured in terms of historical cost in a foreign currency are not retranslated.

Exchange differences arising on the settlement of monetary items, and on the translation of monetary
items, are recognised in profit or loss in the period in which they arise, except for exchange differences
arising on a monetary item that forms part of the Bank’s net investment in a foreign operation, in
which case, such exchange differences are recognised in equity in the consolidated financial statements.
Exchange differences arising on the retranslation of non-monetary items carried at fair value are
included in profit or loss for the period except for differences arising on the retranslation of non-
monetary items in respect of which gains and losses are recognised directly in equity, in which cases,

the exchange differences are also recognised directly in equity.
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SIGNIFICANT ACCOUNTING POLICIES - continued
Foreign currencies - continued

For the purposes of presenting the consolidated financial statements, the assets and liabilities of the
Group’s foreign operations are translated into the presentation currency of the Group (i.e. Hong Kong
dollars) at the rate of exchange prevailing at the balance sheet date, and their income and expenses are
translated at the average exchange rates for the year, unless exchange rates fluctuate significantly
during the period, in which case, the exchange rates prevailing at the dates of transactions are used.
Exchange differences arising, if any, are recognised as a separate component of equity (the translation
reserve). Such exchange differences are recognised in income statement in the period in which the
foreign operation is disposed of.

Goodwill and fair value adjustments on identifiable assets acquired arising on an acquisition of a
foreign operation are treated as assets and liabilities of that foreign operation and translated at the rate
of exchange prevailing at the balance sheet date. Exchange differences arising are recognised in the
translation reserve.

Retirement benefit costs

Payments to the defined contribution retirement benefit plans are charged as an expense when
employees have rendered service entitling them to the contributions.

For defined benefit retirement benefit plans, the cost of providing benefits is determined using the
projected unit credit method, with actuarial valuations being carried out with sufficient regularity.
Actuarial gains and losses which exceed 10 per cent of the greater of the present value of the Group’s
pension obligations and the fair value of plan assets are amortised over the expected average remaining
working lives of the participating employees. Past service cost is recognised immediately to the
extent that the benefits are already vested, and otherwise is amortised on a straight-line basis over the
average period until the amended benefits become vested.

The amount recognised in the consolidated balance sheet represents the present value of the defined
benefit obligation as adjusted for unrecognised actuarial gains and losses and unrecognised past service
cost, and as reduced by the fair value of plan assets. Any asset resulting from this calculation is
limited to unrecognised actuarial losses and past service cost, plus the present value of available
refunds and reductions in future contributions to the plan.

Taxation

Income tax expense represents the sum of the tax currently payable and deferred tax.

The tax currently payable is based on taxable profit for the year. Taxable profit differs from profit as
reported in the consolidated income statement because it excludes items of income or expense that
are taxable or deductible in other years and it further excludes items that are never taxable or deductible.
The Group’s liability for current tax is calculated using tax rates that have been enacted or substantively
enacted by the balance sheet date.
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4. SIGNIFICANT ACCOUNTING POLICIES - continued
Taxation - continued

Deferred tax is recognised on differences between the carrying amounts of assets and liabilities in the
consolidated financial statements and the corresponding tax base used in the computation of taxable
profit, and is accounted for using the balance sheet liability method. Deferred tax liabilities are
generally recognised for all taxable temporary differences and deferred tax assets are recognised to
the extent that it is probable that taxable profits will be available against which deductible temporary
differences can be utilised. Such assets and liabilities are not recognised if the temporary difference
arises from goodwill or from the initial recognition (other than in a business combination) of other
assets and liabilities in a transaction that affects neither the taxable profit nor the accounting profit.

Deferred tax liabilities are recognised for taxable temporary differences arising on investments in
subsidiaries and associates, and interests in joint ventures, except where the Group is able to control
the reversal of the temporary difference and it is probable that the temporary difference will not
reverse in the foreseeable future.

The carrying amount of deferred tax assets is reviewed at each balance sheet date and reduced to the
extent that it is no longer probable that sufficient taxable profits will be available to allow all or part
of the asset to be recovered.

Deferred tax is calculated at the tax rates that are expected to apply in the period when the liability is
settled or the asset is realised. Deferred tax is charged or credited to profit or loss, except when it
relates to items charged or credited directly to equity, in which case the deferred tax is also dealt with
in equity.

Borrowing costs

All borrowing costs are recognised as an included in interest expenses in the consolidated income
statement in the period in which they are incurred.

Financial instruments

Financial assets and financial liabilities are recognised on the balance sheet when a group entity
becomes a party to the contractual provisions of the instrument. Financial assets and financial liabilities
are initially measured at fair value. Transaction costs that are directly attributable to the acquisition
or issue of financial assets and financial liabilities (other than financial assets and financial liabilities
at fair value through profit or loss) are added to or deducted from the fair value of the financial assets
or financial liabilities, as appropriate, on initial recognition. Transaction costs directly attributable to
the acquisition of financial assets or financial liabilities at fair value through profit or loss are recognised
immediately in profit or loss.

Financial assets

The Group’s and the Bank’s financial assets are classified into one of the four categories, including
financial assets at fair value through profit or loss, loans and receivables, held-to-maturity investments
and available-for-sale financial assets. All regular way purchases or sales of financial assets are
recognised and derecognised on a trade date basis. Regular way purchases or sales are purchases or
sales of financial assets that require delivery of assets within the time frame established by regulation
or convention in the marketplace. The accounting policies adopted in respect of each category of
financial assets are set out below.

E 55
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SIGNIFICANT ACCOUNTING POLICIES - continued

Financial instruments - continued

Financial assets - continued

Financial assets at fair value through profit or loss

Financial assets at fair value through profit or loss has two subcategories, including financial assets

held for trading and those designated at fair value through profit or loss on initial recognition.

A financial asset other than a financial asset held for trading may be designated as at fair value

through profit or loss upon initial recognition if:

» such designation eliminates or significantly reduces a measurement or recognition inconsistency

that would otherwise arise; or

« the financial asset forms part of a group of financial assets or financial liabilities or both, which is
managed and its performance is evaluated on a fair value basis, in accordance with the Group’s
documented risk management or investment strategy, and information about the grouping is provided

internally on that basis; or

* it forms part of a contract containing one or more embedded derivatives, and HKAS 39 permits the

entire combined contract (asset or liability) to be designated as at fair value through profit or loss.

At each balance sheet date subsequent to initial recognition, financial assets at fair value through
profit or loss are measured at fair value, with changes in fair value recognised directly in profit or loss

in the period in which they arise.

Loans and receivables

Loans and receivables are non-derivative financial assets with fixed or determinable payments that
are not quoted in an active market. At each balance sheet date subsequent to initial recognition, loans
and receivables including cash and short term funds, placements with and advances to banks and
other financial institutions, interest receivable, bills receivables, trade bills and loans and advances to
customers, loan to a jointly controlled entity and amounts due from subsidiaries are carried at amortised

cost using the effective interest method, less any identified impairment losses.

An impairment loss is recognised in profit or loss when there is objective evidence of impairment as

a result of the occurrence of loss events that will impact on the estimated future cash flows.

Individual impairment allowances are assessed by a discounted cash flow method for loans and
advances that are individually significant and have objective evidence of impairment. The individual
impairment allowances are measured as the difference between the asset’s carrying amount and the

present value of estimated future cash flows discounted at the original effective interest rate.
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4. SIGNIFICANT ACCOUNTING POLICIES - continued
Financial instruments - continued
Financial assets - continued

Loans and receivables - continued

On collective impairment, individually insignificant advances or advances where no impairment has
been identified individually are assessed on the basis of contractual cash flows and historical loss
experience adjusted for current conditions.

The carrying amount of the asset is reduced through the use of an allowance account and the amount
of the loss is recognised in the consolidated income statement.

If, in a subsequent period, the amount of the impairment decreases and the decrease can be related
objectively to an event occurring after the impairment was recognised, the previously recognised
impairment allowances are reversed by adjusting the allowance account. The amount of the reversal
is recognised in the consolidated income statement.

When a loan is uncollectable, it is written off against the related allowances for loan impairment
when all collateral has been realised and further recoveries are considered unlikely. Subsequent
recoveries of amounts previously written off decrease the amount of the provision for loan impairment
in the income statement.

Held-to-maturity investments

Held-to-maturity investments are non-derivative financial assets with fixed or determinable payments
and fixed maturities that the Group’s management has the positive intention and ability to hold to
maturity, other than those meet the definition of loans and receivables. At each balance sheet date
subsequent to initial recognition, held-to-maturity investments are measured at amortised cost using
the effective interest method, less any identified impairment losses. An impairment loss is recognised
in profit or loss when there is objective evidence that the asset is impaired, and is measured as the
difference between the asset’s carrying amount and the present value of estimated future cash flows
discounted at the effective interest rate computed on initial recognition. Impairment losses are reversed
in subsequent periods when an increase in the investment’s recoverable amount can be related
objectively to an event occurring after the impairment was recognised, subject to the restriction that
the carrying amount of the asset at the date the impairment is reversed does not exceed what the
amortised cost would have been had the impairment not been recognised.

Available-for-sale financial assets

Available-for-sale financial assets are non-derivatives that are either designated or not classified as
any of the other categories (set out above). At each balance sheet date subsequent to initial recognition,
available-for-sale financial assets are measured at fair value. Changes in fair value are recognised in
equity, until the financial asset is disposed of or is determined to be impaired, at which time, the
cumulative gain or loss previously recognised in equity is removed from equity and recognised in
profit or loss. Any impairment losses on available-for-sale financial assets are recognised in profit or
loss. Impairment losses on available-for-sale equity investments will not reverse in profit or loss in
subsequent periods. For available-for-sale debt investments, impairment losses are subsequently
reversed if an increase in the fair value of the investment can be objectively related to an event occurring
after the recognition of the impairment loss.



NOTES TO THE
FINANCIAL STATEMENTS for the year ended 31 December 2006

58

SIGNIFICANT ACCOUNTING POLICIES - continued

Financial instruments - continued

Financial liabilities and equity

Financial liabilities and equity instruments issued by a group entity are classified according to the
substance of the contractual arrangements entered into and the definitions of a financial liability and
an equity instrument.

An equity instrument is any contract that evidences a residual interest in the assets of the group after
deducting all of its liabilities. The Group’s financial liabilities are generally classified into financial
liabilities at fair value through profit or loss and other financial liabilities. The accounting policies
adopted in respect of financial liabilities and equity instruments are set out below.

Financial liabilities at fair value through profit or loss

At each balance sheet date subsequent to initial recognition, financial liabilities at fair value through
profit or loss are measured at fair value, with changes in fair value recognised directly in profit or loss
in the period in which they arise.

Other financial liabilities

Other financial liabilities, including deposits and balances of banks and other financial institutions
and deposits from customers, amounts due to subsidiaries and loan capital are subsequently measured
at amortised cost, using the effective interest rate method.

Offsetting financial instruments

Financial assets and liabilities are offset and the net amount reported in the balance sheet when there
is a legally enforceable right to offset the recognised amounts and there is an intention to settle on a
net basis, or realise the asset and settle the liability simultaneously.

Equity instruments

Equity instruments issued by the Bank are recorded at the proceeds received, net of direct issue costs.

Derivative financial instruments

Derivatives are initially recognised at fair value at the date a derivative contract is entered into and are
subsequently remeasured to their fair value at each balance sheet date. The resulting gain or loss is
recognised in profit or loss immediately unless the derivative is designated and effective as a hedging
instrument, in which event the timing of the recognition in profit or loss depends on the nature of the
hedge relationship.

Embedded derivatives

Derivatives embedded in non-derivative host contracts are treated as separate derivatives when their
risks and characteristics are not closely related to those of the host contracts and the host contracts are
not measured at fair value with changes in fair value recognised in profit or loss.

E
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4. SIGNIFICANT ACCOUNTING POLICIES - continued

Financial instruments - continued

Financial guarantee contracts

A financial guarantee contract is a contract that requires the issuer to make specified payments to
reimburse the holder for a loss it incurs because a specified debtor fails to make payment when due in
accordance with the original or modified terms of a debt instrument. A financial guarantee contract
issued by the Group and not designed as at fair value through profit or loss is recognised initially at its
fair value less transaction costs that are directly attributable to the issue of the financial guarantee
contract. Subsequent to initial recognition, the Group measures the financial guarantee contact at the
higher of: (i) the amount determined in accordance with HKAS 37 Provisions, Contingent Liabilities
and Contingent Assets; and (ii) the amount initially recognised less, when appropriate, cumulative
amortisation recognised in accordance with HKAS 18 Revenue.

Derecognition

Financial assets are derecognised when the rights to receive cash flows from the assets expire or the
financial assets are transferred and the Group has transferred substantially all the risks and rewards of
ownership of the financial assets. On derecognition of a financial asset, the difference between the
asset’s carrying amount and the sum of the consideration received and receivable and the cumulative
gain or loss that had been recognised directly in equity is recognised in profit or loss.

Financial liabilities are derecognised when the obligation specified in the relevant contract is discharged,
cancelled or expires. The difference between the carrying amount of the financial liability derecognised
and the consideration paid and payable is recognised in profit or loss.

Impairment losses (other than goodwill)

At each balance sheet date, the Group reviews the carrying amounts of its tangible assets to determine
whether there is any indication that those assets have suffered an impairment loss. If the recoverable
amount of an asset is estimated to be less than its carrying amount, the carrying amount of the asset is
reduced to its recoverable amount. An impairment loss is recognised as an expense immediately,
unless the relevant asset is carried at a revalued amount under another Standard, in which case the
impairment loss is treated as a revaluation decrease under that Standard.

The recoverable amount of an asset is the greater of its net selling price and value in use. In assessing
value in use, the estimated future cash flows are discounted to their present value using a pre-tax
discount rate that reflects current market assessments of time value of money and the risks specific to
the asset. Where an asset does not generate cash inflows largely independent of those from other
assets, the recoverable amount is determined for the smallest group of assets that generates cash
inflows independently (i.e. a cash-generating unit).

Where an impairment loss subsequently reverses, the carrying amount of the asset is increased to the
revised estimate of its recoverable amount, but so that the increased carrying amount does not exceed
the carrying amount that would have been determined had no impairment loss been recognised for
the asset in prior years. A reversal of an impairment loss is recognised as income immediately, unless
the relevant asset is carried at a revalued amount under another Standard, in which case the reversal of
the impairment loss is treated as a revaluation increase under that other Standard.
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SIGNIFICANT ACCOUNTING POLICIES - continued
Provisions

Provisions are recognised when the Group has a present obligation as a result of a past event, and it is
probable that the Group will be required to settle that obligation. Provisions are measured at the
directors’ best estimate of the expenditure required to settle the obligation at the balance sheet date,

and are discounted to present value where the effect is material.

Fiduciary assets

The assets held in trust in a fiduciary capacity are not assets of the Group and accordingly are not

included in the financial statements.

Cash and cash equivalents

For the purposes of the cash flow statement, cash and cash equivalents comprise balances with less
than three months’ maturity from the date of acquisition, including cash, balances with banks and

other financial institutions, treasury bills and other eligible bills.

CRITICAL ACCOUNTING JUDGEMENT AND KEY SOURCE OF ESTIMATION
UNCERTAINTY

Key sources of estimation

The key assumptions concerning the future, and other key sources of estimation uncertainty at the
balance sheet date, that have a significant risk of causing a material adjustment to the carrying amounts

of assets and liabilities within the next financial year, are also discussed below.

(a) Impairment allowances on loans and advances

The Group establishes, through charges against profit, impairment allowances in respect of
estimated incurred loss in loans and advances. The allowances consist of individual impairment
allowances and collective impairment allowances. The overall impairment allowances represent
the aggregate amount by which management considers necessary to write down its loan portfolio

in order to state it in the balance sheet at its estimated net recoverable value.

In determining individual impairment allowances, management considers objective evidence of
impairment. When a loan is impaired, an individual impairment allowance is assessed by a
discounted cash flow method, measured at the difference between the asset’s carrying amount
and the present value of estimated future cash flows discounted at the original effective interest
rate. The quantum of the allowance is also impacted by the collateral value and this, in turn, may

be discounted in certain circumstances to recognise the impact of forced sale or quick liquidation.
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5. CRITICAL ACCOUNTING JUDGEMENT AND KEY SOURCE OF ESTIMATION
UNCERTAINTY - continued

Key sources of estimation - continued

(a)

(b)

(©)

(@)

Impairment allowances on loans and advances - continued

In determining collective impairment allowances, management uses estimates based on historical
loss experience for assets with credit risk characteristics and objective evidence of impairment

similar to those in the portfolio.

The methodology and assumptions used for estimating both the amount and timing of future
cash flows are reviewed regularly to reduce any differences between loss estimates and actual

loss experience. (see note 18)

Fair value of financial instruments

The fair value of financial instruments that are not quoted in active markets are determined by
using valuation techniques. To the extent practical, models use only observable data, however
areas such as credit risk (both own and counterparty), volatilities and correlations require

management to make estimates.

Estimated impairment of goodwill

According to HKAS 36, impairment loss is made when the carrying amount of an asset exceeds
its recoverable amount, which is calculated at the higher of the fair value less costs to sell and

value in use.

For 2006, management reviewed goodwill by comparing its carrying amount and fair value less
costs to sell. The fair value was determined by reference to the average price to earnings ratio of

other insurance companies listed on The Stock Exchange of Hong Kong Limited.

In the opinion of management, no impairment loss has arisen on the goodwill as at the balance

sheet date as the fair value less costs to sell exceeds its carrying amount. (see note 33)

Impairment of available-for-sale equity investments

The Group determines that available-for-sale equity investments are impaired when there has
been a significant or prolonged decline in the fair value below its cost. This determination of
what is significant or prolonged requires judgement. In making this judgement, the Group
evaluates among other factors, the normal volatility in share price. In addition, impairment may
be appropriate when there is evidence of a deterioration in the financial health of the investee,
industry and sector performance, changes in technology, and operational and financing cash

flows. (see note 17)
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CRITICAL ACCOUNTING JUDGEMENT AND KEY SOURCE OF ESTIMATION
UNCERTAINTY - continued

Key sources of judgment

In the process of applying the Group’s accounting policies which are described in note 4, management
has made the following judgments that have significant effect on the amounts recognised in the financial

statements.

Held-to-maturity investments

The Group classified certain non-derivative financial assets with fixed or determinable payments and
fixed maturity as held-to-maturity. This classification requires judgement. In making this judgement,
the Group evaluates its intention and ability to hold such investments to maturity. If the Group fails
to keep these investments to maturity other than for the specific circumstances - for example, selling
an insignificant amount close to maturity - it will be required to reclassify the entire class as available-

for-sale. The investments would therefore be measured at fair value not amortised cost.

BUSINESS AND GEOGRAPHICAL SEGMENTS

(a) Business segments

For management purposes, the Group is currently organised into the following operating divisions
- corporate and retail banking, treasury, securities dealing and other financial services business.

These divisions are the basis on which the Group reports its primary segment information.

Principal activities are as follows:

The corporate and retail banking services provided by the Group are principally lending and
trade finance facilities, consumer financing, overdraft facilities, mandatory provident fund
services, provision of fixed deposits, current and savings accounts, credit cards and personal
wealth management services. The Group also provides fully automated telephone and internet
banking services to its customers. Other financial services offered include remittance and money

exchange, safe deposit boxes, autopay and direct debit services.

Treasury activities mainly comprise inter-bank placement and deposit transactions, management
of overall interest rate risk and liquidity of the Group and centralised cash management. Income
from foreign exchange activities is generated from services provided to customers in the form of

foreign exchange trading and forward contracts.
Securities dealing activities of the Group include securities trading, stockbroking and futures broking.

Other financial services business activities of the Group include investment holding, insurance,

other investment advisory services and property investment.
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6. BUSINESS AND GEOGRAPHICAL SEGMENTS - continued
(a) Business segments - continued

(i) Segment information about these businesses for the year ended 31 December 2006 is presented

below:
INCOME STATEMENT
Other
Corporate financial
and services
retail ~ Treasury Securities  business
banking activities  dealing activities Eliminations Consolidated
HK$°000 HK$000 HKS$’000 HK$000 HK$’000 HK$’000
Interest income from
external customers 1,477,181 1,258,559 4,718 - - 2,740,518
Interest expenses to
external customers (1,852,569)  (59,410) - - - (1,911,979)
Inter-segment income (note) 868,714 - - - (868,714) -
Inter-segment expenses (note) - (868,714) - - 868,714 -
Net interest income 493,326 330,435 4,778 - - 828,539
Other operating income 125,235 41,682 78,603 56,169 - 301,689
Operating income 618,561 372,117 83,381 56,169 - 1,130,228
[mpairment allowances
on loans and advances (59,801) - - - - (59,801)
Net loss on disposals of
property and equipment (913) - - - - (913)
Net gain on disposals of
available-for-sale securities - - - 54,001 - 54,001
Net gain on fair value adjustment
on investment properties - - - 5,390 - 5,390
Operating expenses (343,071)  (24472)  (30,748) (19,977 - (418,268)
Segment profit 214776 347,645 52,633 95,583 - 710,637
Unallocated corporate expenses (173,269)
Profit from operations 537,368
Share of profit of jointly
controlled entities 33,546 33,546
Profit before taxation - 570,914
Taxation (67,770)
Profit for the year 503,144

Note: Inter-segment pricing is charged at prevailing customer deposit interest rates.
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6. BUSINESS AND GEOGRAPHICAL SEGMENTS - continued
(a) Business segments - continued

(i) Segment information about these businesses as at 31 December 2006 is presented below:

BALANCE SHEET
Other
Corporate financial
and services
retail  Treasury Securities  business
banking activities dealing  activities  Consolidated
HK$000 HK$°000 HK$’000  HK$’000 HK$’000
Assets
Segment assets 28544911 32,929,054 295609 833,071 62,602,645
Interests in jointly controlled entities - - - 99,256 99,256
Loan to a jointly controlled entity - - - 31,000 31,000
Unallocated corporate assets 296,998
Consolidated total assets 63,029,899
Liabilities
Segment liabilities 55,006,716 1,498,085 281,035 36,214 56,822,050
Unallocated corporate liabilities 156,119
Consolidated total liabilities 56,978,169
OTHER INFORMATION
Other
Corporate financial
and services
retail ~ Treasury Securities  business
banking  activities dealing  activities Unallocated ~ Consolidated
HK$000 HK$000 HK$'000 HK$000 HKS$000 HK$’000
Capital additions 139,351 19,729 9,499 2,362 65,487 236,428
Depreciation 16,121 306 1,007 697 12,404 30,535
Amortisation 3,490 - 113 5 1,506 5114
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6. BUSINESS AND GEOGRAPHICAL SEGMENTS - continued
(a) Business segments - continued

(i) Segment information about these businesses for the year ended 31 December 2005 is presented

below:
INCOME STATEMENT
Other
Corporate financial
and services
retail ~ Treasury Securities  business
banking activities ~ dealing  activities Eliminations Consolidated
HK$’000 HK$000 HK$000 HK$000  HK$000 HK$°000
Interest income from
external customers 997,780 721,558 - - - 1,719,338
Interest expenses to
external customers (914,949)  (51,537) - - - (966,486)
Inter-segment income (note) 333,259 - - - (333,259) -
Inter-segment expenses (note) - (333,259 - - 333,259 -
Net interest income 416,090 336,762 - - - 752,852
Other operating income 74,945 21,137 45,683 68,764 - 217,129
Operating income 491,035 364,499 45,683 68,764 - 969,981
Impairment allowances
on loans and advances (67,807) - - - - (67,807)
Net (loss) gain on disposals
of property and equipment (909) - - 2,059 - 1,150
Net gain on disposals of
available-for-sale securities - - - 47,534 - 47,534
Net loss on liquidation of a subsidiary - - - ) - )
Net gain on fair value adjustment
on investment properties - - - 7,500 - 7,500
Operating expenses (324,108) (19445  (26,719) (1,171) - (371,443)
Segment profit 08211 345,054 18,964 124,682 - 586,911
Unallocated corporate expenses (121,686)
Profit from operations 465,225
Share of profit of jointly
controlled entities 3,576 3,576
Profit before taxation 468,301
Taxation (70,818)
Profit for the year 397,983

Note: Inter-segment pricing is charged at prevailing customer deposit interest rates.
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6. BUSINESS AND GEOGRAPHICAL SEGMENTS - continued

(a) Business segments - continued

Jfor the year ended 31 December 2006

(ii) Segment information about these businesses as at 31 December 2005 is presented below:
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BALANCE SHEET

Assets
Segment assets
Interests in jointly controlled entities
Loan to a jointly controlled entity
Unallocated corporate assets

Consolidated total assets

Liabilities
Segment liabilities
Unallocated corporate liabilities

Consolidated total liabilities

OTHER INFORMATION
Corporate
and
retail
banking
HK$°000
Capital additions 17,092
Depreciation 18,438
Amortisation 3,751

Corporate
and

retail
banking
HK$’000

25,043,584

42,035,905

Treasury
activities
HK$’000
118
312

Treasury
activities
HK$’000

23,035,716

1,733,891

Securities
dealing
HK$°000

372
193

Other
financial
services
Securities business
dealing activities Consolidated
HK$000  HK$000 HKS$’000
46,804 1,521,304 49,647,408
- 65,710 65,710
- 31,000 31,000
229,634
49,973,752
39,362 52,699 43,861,857
278,759
44,140,616
Other
financial
services
business
activities Unallocated Consolidated
HK$000  HK$000 HKS$’000
1,583 26,236 45401
1,816 14,846 35,605
- 1,312 5,003
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6. BUSINESS AND GEOGRAPHICAL SEGMENTS - continued

(b) Geographical segments

Geographical segmentation is analysed based on the locations of the principal operations of the
branches and subsidiary companies responsible for reporting the results or booking the assets.
For both years 2005 and 2006, around 90% of the Group’s revenue and profit before taxation
were generated by assets booked by the principal operations of the branches and subsidiary
companies located in Hong Kong. More than 90% of assets were located in Hong Kong and the
remaining assets were extended to branches outside Hong Kong, mainly in the Mainland China

and America.

Details of geographical segmentation are set out below.

Hong Kong

Asia Pacific

(excluding Hong Kong)
America

Total

Hong Kong

Asia Pacific

(excluding Hong Kong)
America

Total

Chong Hing Bank Limited E Annual Report 2006

2006
Total
Total Profit contingent
operating before Total Total liabilities and
income taxation assets liabilities ~ commitments
HK$°000  HK$°000 HK$°000 HK$°000 HK$’000
1,061,372 496,045 60,581,313 55,640,229 11,729,612
43,248 55,139 1,935,345 1,113,537 274,869
25,608 19,730 513241 224,403 147,388
1,130,228 570914 63,029,899 56,978,169 12,151,869
2005
Total
Total Profit contingent
operating before Total Total liabilities and
income taxation assets liabilities ~ commitments
HK$°000  HK$’000 HK$’000 HK$’000 HK$’000
921,944 448,116 46,976,330 41,530,478 9,515,592
16,494 19,035 2,304,042 1,989,216 45,648
31,543 1,650 693,380 620,922 48,488
969,981 468,801 49973752 44,140,616 9,609,728

Capital
expenditure
during the year
HK$°000

235,115

705
608

236,428

Capital
expenditure
during the year
HK$’000

44,823

532
46

45,401
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FINANCIAL RISK MANAGEMENT

Strategy in using financial instruments

By their nature, the Group’s activities are principally related to the use of financial instruments,
including derivatives. The Group accepts deposits from customers at both fixed and floating rates,
and for various periods, and seeks to earn above-average interest margins by investing these funds in
high-quality assets. The Group seeks to increase these margins by consolidating short-term funds
and lending for longer period at higher rates, while maintaining sufficient liquidity to meet all claims
that might fall due.

The Group also seeks to raise its interest margins by obtaining above-average margins, net of
allowances, through lending to commercial and retail borrowers with a range of credit standing.
Such exposures involve not just on-balance sheet loans and advances; the Group also enters into
guarantees and other commitments such as letters of credit and performance, and other bonds.

The Group also trades in financial instruments where it takes positions in traded instruments to take
advantage of short-term market movements in equities. The Board of Directors places trading limits
on the level of exposure that can be taken in relation to both overnight and intra-day market positions.
Foreign exchange and interest rate exposures associated with these derivatives are normally offset by
entering into counterbalancing positions, thereby controlling the variability in the net cash amounts
required to liquidate market positions.

Market risk arising from the trading book is considered immaterial, as the Group does not maintain
significant positions of financial instruments leading to foreign exchange, interest rate, commodity
and equity exposures. The Group’s business activities involve the use of financial instruments, including
derivatives. These activities expose the Group to a variety of financial risks, mainly credit risk,
foreign exchange risk, interest rate risk and liquidity risk.

Credit risk

The Group takes on exposure to credit risk, which is the risk that a counterparty will be unable to pay
amounts in full when due. The Group’s maximum exposure to credit risk in the event of the
counterparties’ failure to perform their obligations in relation to each class of recognised financial
assets is the carrying amount of those assets as stated in the consolidated balance sheet and credit
commitment granted. Impairment allowances are made for losses that have been incurred at the
balance sheet date. Significant changes in the economy, or in the health of a particular industry
segment, could result in losses that are different from those provided for at the balance sheet date.
Management therefore carefully manages its exposure to credit risk.

The Group’s lending policy sets out in detail the credit approval and monitoring mechanism, the loan
classification system and provisioning policy, which is established by reference to the requirements and
provisions of the Banking Ordinance and the guidelines issued by the Hong Kong Monetary Authority.

Day-to-day credit management is performed by the Loan Committee with reference to the
creditworthiness, and concentration risk of and the collateral pledged by the counterparties. Decisions
made by the Loan Committee are reviewed regularly by the Executive Loans Committee comprising
executive directors.

The Group structures the levels of credit risk it undertakes by placing limits on the amount of risk
accepted in relation to one borrower, or groups of borrowers, and to geographical and industry segments.
Such risks are monitored on a revolving basis and subject to a quarter or more frequent review.
Limits on the level of credit risk by product, industry sector and by country are approved annually by
the Board of Directors.
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7. FINANCIAL RISK MANAGEMENT - continued

Credit risk - continued

The exposure to any one borrower, including banks and brokers, is further restricted by sub-limits

covering on and off-balance sheet exposures, and daily delivery risk limits in relation to trading items

such as forward foreign exchange contracts. Actual exposures against limits are monitored daily.

Exposure to credit risk is managed through regular analysis of the ability of borrowers and potential

borrowers to meet interest and capital repayment obligations and by changing these lending limits

where appropriate. Exposure to credit risk is also managed in part by obtaining collateral and corporate

and personal guarantees.

(a)

(b)

Derivatives

The Group does not carry interest and foreign exchange rate positions on its trading book. The
derivatives are used to manage the Group’s own exposures to market risks as part of its asset and
liability management process. The principal derivatives instruments used by the Group are
interest and foreign exchange rate related contracts, which are over-the-counter derivatives. Most
of the Group’s foreign exchange rate and interest rate contracts have been entered into to meet
customer demand and manage the Group’s own risk.

The Group maintains strict control limits on net open derivative positions (i.e. the difference
between purchase and sale contracts), by both amount and term. At any one time, the amount
subject to credit risk is limited to the current fair value of instruments that are favourable to the
Group (i.e. assets where their fair values are positive), which is generally only a small fraction of
the nominal value of the contract, or notional values used to express the volume of instruments
outstanding. This credit risk exposure is managed as part of the overall lending limits with
customers, together with potential exposures from market movements. Collateral or other security
is not usually obtained for credit risk exposures on these instruments, except where the Group
requires margin deposits from counterparties.

Credit-related commitments

The primary purpose of these instruments is to ensure that funds are available to a customer as
required. Guarantees and standby letters of credit - which represent irrevocable assurances that
the Group will make payments in the event that a customer cannot meet its obligations to third
parties - carry the same credit risk as loans. Documentary and commercial letters of credit -
which are written undertakings by the Group on behalf of a customer authorising a third party to
draw drafts on the Group up to a stipulated amount under specific terms and conditions - are
collateralised by the underlying shipments of goods to which they relate and therefore carry less
risk than a direct borrowing.
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FINANCIAL RISK MANAGEMENT - continued
Credit risk - continued

(b) Credit-related commitments - continued

Commitments to extent credit represent unused portions of authorisation to extend credit in the
form of loans, guarantees or letters of credit. With respect to credit risk on commitments to
extend credit, the Group is potentially exposed to loss in an amount equal to the total unused
commitments. However, the likely amount of loss is less than the total unused commitments, as
most commitments to extend credit are contingent upon customers maintaining specific credit
standards. The Group monitors the term of maturity of credit commitments because longer-term

commitments generally have a greater degree of credit risk than shorter-term commitments.

Although the Group’s business segments are managed on a worldwide basis, their operations are

mainly in East Asia. The Group’s exposure to credit risk is concentrated in these areas.

Hong Kong is the home territory of the Bank, which is also the main operating entity. The areas
of operation include all the primary business segments. As a well-established bank in Hong
Kong, the Group accounts for a significant share of credit exposure to many sectors of the

economy. However, credit risk is spread over a diversity of personal and commercial customers.

With the exception of Hong Kong, no other individual location contributed more than 10% of

consolidated income or assets.

Foreign exchange risk

The Group and the Bank do not have any significant foreign exchange risk as foreign exchange
dealing is moderate. Structural foreign exchange exposure arising from investments in foreign branches
and subsidiaries is accounted for in the translation reserve account. Day-to-day foreign exchange

management is performed by the Treasury Management Department within approved limits.

The Group and the Bank take on exposure to the effects of fluctuations in the prevailing foreign
currency exchange rates on their financial position and cash flows. The Board of Directors sets limits
on the level of exposure by currency and in total for both overnight and intra-day positions, which are
monitored daily. Off-balance sheet notional position represents the contractual amounts of foreign
currencies bought and sold under foreign exchange contracts. Bought currency is represented by

positive amount and sold currency is represented by negative amount.
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7. FINANCIAL RISK MANAGEMENT - continued
Foreign exchange risk - continued

The following table indicates the assets and liabilities denominated in the respective currencies at the
balance sheet date:

THE GROUP
HKS$ US$ MOP Others Total
Hong Kong dollars
equivalents (HK$’000)
At 31 December 2006
Assets
Cash and short term funds 8,954,099 4,007,904 71,684 3,223,172 16,256,859
Placements with banks and
other financial institutions 2,140,000 388,925 - 109,536 2,638,461
Derivative financial
instruments 4,962 - - - 4,962
Financial assets at fair value
through profit or loss 251,962 358,849 - - 610,811
Available-for-sale securities 362,256 595,024 - 140,861 1,098,141
Held-to-maturity securities 7,483,646 6,011,026 - 408,501 13,903,173
Advances to customers 24,963,656 1,529,678 35,964 345,240 26,874,538
Other assets 1,558,918 67,835 148 16,053 1,642,954
Total assets 45,719,499 12,959,241 107,796 4,243,363 63,029,899
Liabilities
Deposits and balances
of banks and other
financial institutions 95,803 352,218 - 80,972 528,993
Deposits from customers 38,855,766 11,297,915 46,722 4,474,829 54,675,232
Derivative financial
instruments 1,716 - - - 1,716
Loan capital (4,624) 972,000 - - 967,376
Other liabilities 720,559 62,909 3,107 18,277 804,852
Total liabilities 39,669,220 12,685,042 49,829 4,574,078 56,978,169
Net on-balance
sheet position 6,050,279 274,199 57,967  (330,715) 6,051,730
Off-balance sheet
notional position (76,456)  (270,227) - 346,683 -
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7. FINANCIAL RISK MANAGEMENT - continued

Foreign exchange risk - continued

THE GROUP
HKS$ US$ MOP Others Total
Hong Kong dollars
equivalents (HK$°000)
At 31 December 2005
Assets
Cash and short term funds 5,251,903 2,506,891 87,567 3,952,118 11,798,479
Placements with banks and
other financial institutions 1,310,000 391,633 - 327,783 2,029,416
Derivative financial
instruments 45,607 = = - 45,607
Financial assets at fair value
through profit or loss 418,003 391,157 = - 809,160
Available-for-sale securities 358,900 315,839 — 127,030 801,769
Held-to-maturity securities 4,707,785 4,283,575 - 201,546 9,192,906
Advances to customers 22,538,378 1,408,392 44,955 304,919 24,296,644
Other assets 893,953 91,112 191 14,515 999,771
Total assets 35,524,529 9,388,599 132,713 4,927,911 49,973,752
Liabilities
Deposits and balances
of banks and other
financial institutions 1,554,492 622,000 — 87,012 2,263,504
Deposits from customers 28,069,955 8,601,850 72,446 4,762,041 41,506,292
Other liabilities 295,027 28,071 1,559 46,163 370,820
Total liabilities 29,919,474 9,251,921 74,005 4,895,216 44,140,616
Net on-balance
sheet position 5,605,055 136,678 58,708 32,695 5,833,136
Off-balance sheet
notional position 151,629 (129,072)  (4,004) (18,553) -
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7. FINANCIAL RISK MANAGEMENT - continued

Foreign exchange risk - continued

THE BANK
HKS$ US$ MOP Others Total
Hong Kong dollars
equivalents (HK$’000)
At 31 December 2006
Assets
Cash and short term funds 8,905,413 4,007,904 71,684 3,223,173 16,208,174
Placements with banks and
other financial institutions 2,140,000 388,925 - 109,536 2,638,461
Derivative financial
instruments 4,962 - - - 4,962
Financial assets at fair value
through profit or loss 251,539 358,849 - - 610,388
Available-for-sale securities 180,547 595,024 - 140,862 916,433
Held-to-maturity securities 7,483,646 6,011,026 - 408,501 13,903,173
Advances to customers 24,961,935 1,529,678 35,964 345,241 26,872,818
Other assets 1,979,414 67,835 148 15,978 2,063,375
Total assets 45,907,456 12,959,241 107,796 4,243,291 63,217,784
Liabilities
Deposits and balances
of banks and other
financial institutions 95,803 352,218 - 80,972 528,993
Deposits from customers 38,851,708 11,297,915 46,722 4,474,829 54,671,174
Derivative financial
instruments 1,716 - - - 1,716
Loan capital (4,624) 972,000 - - 967,376
Other liabilities 996,148 62,909 3,107 18,205 1,080,369
Total liabilities 39,940,751 12,685,042 49,829 4,574,006 57,249,628
Net on-balance
sheet position 5,966,705 274,199 57,967 (330,715) 5,968,156
Off-balance sheet
notional position (76,456) (270,227) - 346,683 -
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7. FINANCIAL RISK MANAGEMENT - continued

Foreign exchange risk - continued

Jfor the year ended 31 December 2006

THE BANK
HK$ US$ MOP Others Total
At 31 December 2005
Assets
Cash and short term funds 5,215,029 2,506,891 87,567 3,952,118 11,761,605
Placements with banks and
other financial institutions 1,310,000 391,633 — 327,783 2,029,416
Derivative financial instruments 45,607 - - - 45,607
Financial assets at fair value
through profit or loss 417,440 391,158 — — 808,598
Available-for-sale securities 233,622 315,839 - 127,030 676,491
Held-to-maturity securities 4,707,785 4,283,575 - 201,546 9,192,906
Advances to customers 22,535,404 1,408,392 44,955 304,919 24,293,670
Other assets 1,376,184 91,112 191 14,513 1,482,000
Total assets 35,841,071 9,388,600 132,713 4,927,909 50,290,293
Liabilities
Deposits and balances
of banks and other
financial institutions 1,554,492 622,000 — 87,012 2,263,504
Deposits from customers 28,065,800 8,601,850 72,446 4,762,040 41,502,136
Other liabilities 629,479 28,071 1,559 46,164 705,273
Total liabilities 30,249,771 9,251,921 74,005 4,895,216 44,470,913
Net on-balance
sheet position 5,591,300 136,679 58,708 32,693 5,819,380
Off-balance sheet
notional position 151,629 (129,072)  (4,004) (18,553) -
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7. FINANCIAL RISK MANAGEMENT - continued
Cash flow and fair value interest rate risk

Interest sensitivity of assets, liabilities and off balance sheet items - repricing analysis

Cash flow interest rate risk is the risk that the future cash flows of a financial instrument will
fluctuate because of changes in market interest rates. Fair value interest rate risk is the risk that the
value of a financial instrument will fluctuate because of changes in market interest rates. The
Group and the Bank take on exposure to the effects of fluctuations in the prevailing levels of
market interest rates on both its fair value and cash flow risks. Interest margins may increase as a
result of such changes but may reduce or create losses in the event that unexpected movements
arise. Limits are set on the level of mismatch of interest rate repricing that may be undertaken,

which is monitored regularly.

The Group and the Bank do not carry interest rate positions on its trading book. Certain interest
rate contracts entered into to manage the Group’s and the Bank’s own risk are classified as trading
securities under the requirements of HKAS 39. Interest rate risk arises primarily from the timing
differences in the re-pricing of, and the differ