UNAUDITED SUPPLEMENTARY FINANCIAL INFORMATION
FEEERRREMBEEH

(1) CAPITAL ADEQUACY RATIO AND CAPITAL BASE EXZ R ERREXRER
(a) EXZRILE

(a) Capital Adequacy Ratio
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2008 2007
% B E % B DK
Capital adequacy ratio as at
31st December MN12A31BERT B L 13.8 12.6
Core capital adequacy ratio as at
31st December M12 A31 BRI L E AT B LR 9.1 7.4

Capital ratios at 31st December, 2008 and 31st December, 2007 were compiled
in accordance with the Banking (Capital) Rules (“the Capital Rules”) issued by the
Hong Kong Monetary Authority under Section 98A of the Hong Kong Banking
Ordinance for the implementation of the “Basel II” capital accord, which became
effective on 1st January, 2007. In accordance with the Capital Rules, the Bank
has adopted the foundation internal ratings-based approach for the calculation of
the risk-weighted assets for credit risk and the internal models approach for the
calculation of market risk and standardised approach for operational risk.

The basis of consolidation for calculation of capital ratios under the Capital Rules
follows the basis of consolidation for financial reporting with the exclusion of
subsidiaries which are “regulated financial entities” (e.g. insurance and securities
companies) as defined by the Capital Rules. Accordingly, the investment costs of
these unconsolidated regulated financial entities are deducted from the capital
base.
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Unaudited Supplementary Financial Information (continued)

REEZHT I BEEX (&)

(b) Group Capital Base after Deductions

(b) EEMRRNEALR

2008 2007
HK$ Mn B EET HKS Mn BB EET

Core capital BB

Paid up ordinary share capital S S OR b

Share premium A&t 18

Reserves &

Profit or loss account B=iR

Deduct: Goodwill R

Net deferred tax assets FRIER IR A B
Other intangible assets Hih @\ AR
Less: Core capital items deductions B ROEARNIRIER
Total core capital AN - PN
Eligible supplementary capital AIETE R INE A

Reserves attributable to fair value EiRAFEEGFE LM
gains on revaluation of holdings of RS EE
land and building BRI

Revaluation reserves for fair value EiE AT EEMTE A H
gains on revaluation of holdings of HE R D RER B S
available-for-sale equities and mEEAFH
debt securities BhHE

Unrealised fair value gains arising from R A FEEEZFERGD &
holdings of equities and debt securities WIS TE RBBERIA R
designated at fair value through NEBEZEBES
profit or loss mEENRERRF

Regulatory reserve for general —MRERITE R R A
banking risks EERE

Collectively assessed impairment
allowances BT hR E L

Surplus provisions BFIAEE

Perpetual subordinated debt EIHAMRERE

Term subordinated debt AHRERE

Less: Supplementary capital items

deductions A M IEARRIEIER
Total supplementary capital MIanE A 42 %8
Total capital base BRI AR

4,183 3,936
4,922 1,118
18,308 16,884
(71) 873
(1,624) (1,616)
(119) =
29) __an.
25,570 21,184
(2,749) ~ (_2_7f1%)_
22,821 18,442
801 788
- 128
- 2
156 247
42 51
1,024 694
3,356 4,661
8,899 8,952
14,278 15,523
(2,749) ~ (_2_7f1%)_
11,529 12,781
34,350 31,223

Deductions from total capital base include investments in subsidiaries of which
their risk weighted assets have not been consolidated into the total risk weighted
assets of the Group, which mainly conduct banking related businesses.
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Unaudited Supplementary Financial Information (continued)

REEZHT R BEEX (&)

(2) LIQUIDITY RATIO #iBi&E&th®R
2008 2007
% B E %BHE
Average liquidity ratio for the year FERNFHRBDESLE 38.4 435

FENTHRDARLERE AT
WETH - LA HRRBBELREER
TERIERE MRS A EERE BRI
B %4 o

The average liquidity ratio for the year is the simple average of each calendar
month’s average liquidity ratio, which is computed on the consolidated basis as
required by the Hong Kong Monetary Authority for its regulatory purposes, and is
in accordance with the Fourth Schedule to the Hong Kong Banking Ordinance.

(3) CROSS-BORDER CLAIMS =[El &

The information on cross-border claims discloses exposures to foreign
counterparties on which the ultimate risk lies, and is derived according to the
location of the counterparties after taking into account any transfer of risk. In
general, such transfer of risk takes place if the claims are guaranteed by a party
in a country which is different from that of the counterparty or if the claims are
on an overseas branch of a bank whose head office is located in another country.
Only regions constituting 10% or more of the aggregate cross-border claims are

BREREHREHEINRZHTFRRER
REBREFEL  YEBEREBREBRESE -
—RME  AAEFNERESEIERZY
FREMMNBERE— T &R - AREROE
THRERRITHEIN DT - MRRITHAR
MEEWIFRN R ZE FROREN - FERE

Rem—EARREEE S EER - X

disclosed. —Hb[E B R R G R AT 10% 3K k-
20 ) R R BE R T AR ER o
2008
Banks and Public
other financial sector
institutions entities Others Total
SRITRHM
SRBE NERE Hitr @5
HK$ Mn RS EET HKS Mn B EET HKS Mn B EET HKS Mn B¥EER
The Group £8
People’s Republic of China HEAREAE 31,237 2,867 49,999 84,103
Asian countries, excluding HibmMER
People’s Republic of China (PEFEREARLNE) 17,388 1,703 11,797 30,888
North America =M 11,688 10 10,028 21,726
Western Europe FER 70,048 - 2,383 72,431
2007
Banks and Public
other financial sector
institutions entities QOthers Total
PITREM
SRKE NEKE Hit Fot]
HKS Mn BB EET HKS Mn B EEL HKSMn BEEERL HKSMn BBEET
The Group £E
People’s Republic of China FEARLNE 27,967 3,720 35,375 67,062
Asian countries, excluding Hp MR
People’s Republic of China (TEEREARLNE) 14,535 1,471 11,478 27,484
North America SIEQ 7,101 5,303 8,947 21,351
Western Europe [if]Z 67,436 - 4,784 72,270
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Unaudited Supplementary Financial Information (continued)

ES

BERHAZNBEEN (F)

(4) NON-BANK MAINLAND EXPOSURES EBIAFHRITEXFERR

The total direct non-bank Mainland exposures and the individual impairment

BAFERITIRE P B AR 2w R AR

allowances are as follows: BEFBNT :
2008
On-balance Off-balance Individual
sheet Sheet impairment
Type of counterparties exposure exposure Total allowance
BEAE% BEEER
REHFHER NRHER BSMER ] ERIREER
HKS Mn B8 EEx HKS Mn B¥EET HKS Mn B¥EET HKS Mn B¥EER
Mainland entities BNEE 92,563 14,764 107,327 60
Companies and individuals outside EERARER
Mainland where the credit is MiERAA AR
granted for use in Mainland [N 13,804 2,192 15,996 37
Other counterparties the exposures H R SHFmE
to whom are considered to be R R E AEIA
non-bank Mainland exposures ERTERFER 4,266 43 4,309 -
Total e 110,633 16,999 127,632 97
2007
On-balance Off-balance Individual
sheet Sheet impairment
Type of counterparties exposure exposure Total allowance
BEAER BEARR
RHHFHER PRLaED A MO o TERIR B
HK$ Mn BB EET HKS Mn BB EETL HKS Mn BBEET HKS Mn BB EET
Mainland entities NEE 76,128 15,247 91,375 184
Companies and individuals outside EERARER
Mainland where the credit is (RGN
granted for use in Mainland [N 11,848 2,785 14,633 1
Other counterparties the exposures HE R SHFmE
to whom are considered to be R R E AEIA
non-bank Mainland exposures FRTERFER 1,729 27 1,756 -
Total ek 89,705 18,059 107,764 185

RERITHERAA
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Unaudited Supplementary Financial Information (continued)

REEZHT R BEEX (&)

(5) OVERDUE, RESCHEDULED AND REPOSSESSED ASSETS @ - KEMHARWEEE

(a) Overdue and Rescheduled Advances (a) BHIRASTHER

240
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2008 2007
% of total % of total
advances to advances to
customers customers
EEF BEP
BXaE B
HKS Mn 8% EE R wESL HKS Mn BBEET B
The Group £F
Advances to customers
overdue for BERFER
-6 months or less
but over 3 months -3EANLER6EA 233 0.1 151 0.1
-1 year or less
but over 6 months -6AARLEE1F 229 0.1 168 0.1
- Over 1 year —1EMNE m 0.1 149 0.0
633 0.3 468 0.2
Rescheduled advances to
customers BERATFER 239 0.1 283 0.1
Total overdue and BHRREEERP
rescheduled advances B 872 0.4 751 0.3
Secured overdue advances BERRHER 261 0.1 261 0.1
Unsecured overdue advances ERFRHER 372 0.2 207 0.1
Market value of security held
against secured overdue BEFBHER
advances KHERME 1,542 1,553
Individual impairment allowance BEREANU L
made on loans overdue for EFHER
more than 3 months A% 231 136

Loans and advances with a specific repayment date are classified as overdue
when the principal or interest is overdue and remains unpaid at the year-end.
Loans repayable by regular instalments are treated as overdue when an instalment
payment is overdue and remains unpaid at year-end. Loans repayable on demand
are classified as overdue either when a demand for repayment has been served on
the borrower but repayment has not been made in accordance with the demand
notice, and/or when the loans have remained continuously outside the approved
limit advised to the borrower for more than the overdue period in question.

EASHMNEEBHMREFENAEE F
FEERAHNEREOBLSBHER - F
o B R EFRIDABER - LEEDH
EENERIREAMER - HEIRETCE
HMEEHR TERABAREANEEE - B
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Unaudited Supplementary Financial Information (continued)

A

BERHAZNBEEN (F)

An asset considered as an eligible collateral should generally satisfy the following:

(@) The market value of the asset is readily determinable or can be reasonably
established and verified;

(b) The asset is marketable and there exists a readily available secondary market
for disposing of the asset;

(c) The Bank’s right to repossess the asset is legally enforceable and without
impediment; and

(d) The Bank is able to secure control over the asset if necessary.

The two main types of “Eligible Collateral” are as follows:

(i) “Eligible Financial Collateral” mainly comprises cash deposits and shares.

(i) "Eligible Physical Collateral” mainly comprises land and buildings, vehicles and
equipment.

When the Bank's clients face financial difficulties and fail to settle their loans,

depending on different situations, the Bank usually takes the following actions to

recover the debt:

(@) Debt Rescheduling/Restructuring

(b) Enforcement of security

(c) Legal Action

(d) Recovery via Debt Collector

There were no advances to banks and other financial institutions which were

overdue for over 3 months as at 31st December, 2008 and 31st December, 2007,

nor were there any rescheduled advances to banks and other financial institutions
on these two dates.
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Unaudited Supplementary Financial Information (continued)

REEZHT R BEEX (&)
W pap SEFgas TEE oapeuE  oan SEFgan  TEF aapWEE  aan

(5) OVERDUE, RESCHEDULED AND REPOSSESSED ASSETS (continued) HIHf - REARKEEE @)

(b) Other Overdue and Rescheduled Assets (b) EftBEIRECEHERE
2008 2007
Accrued Other Accrued Other
interest assets*® interest assets*®
[ Hgillsy HitpEE* FESHRIS. HitgE
HKS Mn 8% EET HKS Mn #%FEx  HKS Mn #8%FEx  HKS Mn #%EER
The Group 3L ]
Other assets overdue for Hi@iaE
— 6 months or less but -3EANUE
over 3 months Z6fEA - 3 = =
— 1 year or less but over 6 months - 6fE A ER14E 1 - 1
- Qver 1 year e - - 4
1 3 2 4
Rescheduled assets wegeE - - - =
Total other overdue and Hitg R
rescheduled assets MEREAESS 1 3 2 4
& Other assets refer to trade bills and receivables. & R B EREE 5 RIEWHE
(c) Repossessed Assets () WEEE
2008 2007
HK$ Mn BEEET HKS Mn B8 EET
The Group =5
Repossessed land and buildings * W 1E] - Hb K7 FE SR 4 57 19
Repossessed vehicles and equipment weeskse T 1
Total repossessed assets el & EE 4R RE 58 20
The amount represents the estimated market value of the repossessed assets as at ELBEEN12A31BKREEEMNMGFT
31st December. 8o
*  The balance included HK$37 million (2007: HK$15 million) relating to properties that * BEREIZARIEANE37,000,0007T (20075 : &
were contracted for sale but not yet completed. #15,000,0007T) B #Z#9H EAGIIARKIEIY)
% o
(6) PRINCIPAL RISKS AND CAPITAL ADEQUACY FERMEREXATEE
(a) Summary of Approach to Assess Capital Adequacy (a) FHMEEERZTREMNS EHE
Different approaches are adopted for assessing capital adequacy as follows: FHEB AT R EFRAA T REIE ¢
Risk Areas Approach for Assessing Capital Adequacy
R\ B € FAEERTEENTE
Credit Risk Foundation Internal Ratings-Based (“IRB") Approach
EERER AT R B
Market Risk Internal Models Approach
i E kR AEBRA G EE
Operational Risk Standardised Approach
EER R B EE
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Unaudited Supplementary Financial Information (continued)
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(b)

BERHAZNBEEN (F)

Principal Risks
This section presents information on the Group’s management of principal risks.

The Group has in place a risk management system to identify, measure, monitor
and control the various types of risk that the Group faces and, where appropriate,
to set strategy and allocate capital against those risks. The risk management
policies covering credit risk, market risk, operational risk, liquidity risk, interest
rate risk and foreign exchange risk of the Group are reviewed regularly by the
Management and specialised risk management committees, and recommendations
are made by the Risk Management Committee, which comprises the Group's
Chairman and Chief Executive, Executive Director and Deputy Chief Executive,
General Manager and Head of Investment Banking Division, General Manager and
Head of Strategic Planning & Control Division who is also Group Chief Financial
Officer and Chief Compliance Officer, Head of Operations Support Division
and Chief Risk Officer, for the approval of the Board of Directors. There is an
independent centralised risk management unit responsible for monitoring the
activities relating to these principal risks. The internal auditors also perform regular
audits on business units to check compliance with policies and procedures.

Credit Risk Management

Credit risk arises from the possibility that a customer or counterparty in a
transaction may default. Such risk may arise from counterparty risks from loan
and advances, issuer risks from the securities business and counterparty risks from
trading activities.

The Board of Directors has delegated authority to the Credit Committee to oversee
management of the Group's credit risk, independent of the business units. The
Credit Committee reports to the Board of Directors via the Risk Management
Committee, which deals with all risk management related issues of the Group.
Credit risk control limits are set at different levels and dimensions. The Board of
Directors approves the core control limits and delegates the Credit Committee
to approve the detailed control limits. Risk, return and market situations are
considered in the limits setting. Active limit monitoring process is undertaken.

The Credit Committee is responsible for all credit risk related issues of the Group.
The Group identifies and manages credit risk through defining target market
segment, formulation of credit policies, credit approval process and monitoring of
asset quality.

In evaluating the credit risk associated with an individual customer or counterparty,
financial strength and repayment ability are always the primary considerations.
Credit risk may be mitigated by obtaining collateral from the customer or
counterparty.

(b) EZERKE
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(6) PRINCIPAL RISKS AND CAPITAL ADEQUACY (continued)

BERHAZNBEEN (&)

FERRREXAZEE @)

(b)
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Principal Risks (continued)

The Group has established policies, procedures and rating systems to identify,
measure, monitor and control credit risk. In this connection, guidelines for
management of credit risk have been laid down in the Group’s Credit Manual.
These guidelines stipulate delegated lending authorities, credit extension
criteria, credit monitoring process, internal rating structure, credit recovery and
provisioning policy. They are reviewed and enhanced on an on-going basis to cater
for the market change, statutory requirement and best practice risk management
processes. The independent centralised risk management unit of the Group is
responsible for monitoring activities relating to credit risk.

The Group's credit risk management for the major types of credit risk is depicted as
follows:

(i) Corporate and bank credit risk

The Group has laid down policies and procedures to evaluate the potential
credit risk of a particular counterparty or transaction and to approve the
transaction. For corporate and bank customers, the Group has different
internal rating systems that are applied to each counterparty. For exposure
classified as Specialised Lending in particular, supervisory slotting criteria are
used. To monitor concentration risk, the Group has preset limits for exposures
to individual industries and for borrowers and groups of borrowers. The Group
also has a review process to ensure that the level of review and approval is
proper and will depend on the size of the facility and rating of the credit.

The Group undertakes on-going credit analysis and monitoring at several
levels. The policies are designed to promote early detection of counterparty,
industry or product exposures that require special monitoring. The overall
portfolio risk as well as individual impaired loans and potential impaired loans
are being monitored on a regular basis.

(i) Retail credit risk

The Group's retail credit policy and approval process are designed for the
fact that there are high volumes of relatively homogeneous and small value
transactions in each retail loan category. The design of internal rating system
and formulation of credit policies are primarily based on the demographic
factors and the loss experience of the loan portfolios. The Group monitors
its own and industry experience to determine and periodically revise product
terms and desired customer profiles.

(b) FEZEEKE(E)
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REEZHT I BEEX (&)

(iii) Credit for treasury transactions

The credit risk of the Group's treasury transactions is managed in the same
way as the Group manages its corporate lending risk. The Group applies an
internal rating system to its counterparties and sets individual counterparty
limits.

(iii)

MERSHIEERR
AEERBEEEERBRNEETE -
EREAKENERZFNEERR 81
SIAAERRSRIER 58 F RRE
ERIZ 58 FrRRRE -

(iv) Credit-related commitment (iv) BEfEEHREEEE
The risks involved in credit-related commitments and contingencies are HEEAMNAENSAEFTENRR
essentially the same as the credit risk involved in extending loan facilities to AE FRRHERTEPRMNEERR
customers. These transactions are, subject to the same credit application, R - Bt ERARSLEREEFH
portfolio maintenance and collateral requirements as for customers applying BEREMEZEINGEERS - AaR
for loans. FRHERESK -

(v) Concentrations of credit risk (v) EESTHRER
Concentration of credit risk exists when changes in geographic, economic FEESHHRBENRZSHFEEXE
or industry factors similarly affect groups of counterparties whose aggregate Wik - RBRITERRNTZE  mzE
credit exposure is material in relation to the Group's total exposures. The ERfEREERRAESASENE
Group's portfolio of financial instruments is diversified along geographic, RERAEZEHEER - ARENTBT
industry and product sectors. BENHBEETRME - (TEMER °
The Group monitors its concentration risk by adopting appropriate risk control AEE—HRABEEORBRZEGEK -
measures, such as setting limits on exposures to different industries and loan DIt A RITEMERA S EERE
portfolios. NEREERTHER

(vi) Capital requirement for credit risk by exposure class (vi) FEBREERBIOEERBEARER

The following table indicates the capital requirement for credit risk on
each class of exposure at 31st December, 2008 and 31st December, 2007
respectively:

TR RIFERN20084 12 431H }.2007
F12A31 H SERRBAERAINEER
BEARERER :

Capital Capital
Exposure class requirement requirement
R RRAEEE ERER BARER
2008 2007
HKS Mn 8% HET HKS Mn B EET
Bank #R1T 2,313 2,320
Corporate % 10,559 10,029
Residential mortgage FE&HE 661 760
Qualifying revolving retail AERERTE 428 467
Other retail EMZE 416 252
Equity booked on banking book under  $R778E T HIARAE
Simple Risk-weight Method —LARG B R p i AR B 155 104
Equity booked on banking book under  $R778E T HIAZAE
Internal Models Method ~AREER T BEA E 103 274
Securitisation el - 499
Others* HoAth =g * 3,474 3,209

* Including cash items, other IRB exposures and insignificant credit portfolios in which
the Bank adopted Standardised Approach for assessing capital adequacy.

* EREHLEEA  AMEHEEREIR
BT RS - RATTIRAEE
BLT G EA TR FHHFBIZRAE
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(6) PRINCIPAL RISKS AND CAPITAL ADEQUACY (continued)

BERHAZNBEEN (&)

FERRREXAZEZE @)

(b)
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Principal Risks (continued)

Market risk management

Market risk arises from all market risk sensitive financial instruments, including
debt securities, foreign exchange contracts, equity and derivative instruments,
as well as from balance sheet or structural positions. The objective of market
risk management is to reduce the Group’s exposure to the volatility inherent in
financial instruments.

The Board of Directors reviews and approves policies for the management of
market risks. The Board has delegated the responsibility for ongoing market risk
management to the Asset and Liability Management Committee. The Asset and
Liability Management Committee reports to the Board of Directors via the Risk
Management Committee.

The Asset and Liability Management Committee deals with all market risk and
liquidity risk related issues of the Group. It is also responsible for deciding the
future business strategy with respect to interest rates trend review.

The use of derivatives for proprietary trading and their sale to customers as risk
management products is an integral part of the Group’s business activities. These
instruments are also used to manage the Group’s own exposures to market risk,
as part of its asset and liability management process. The principal derivatives
instruments used by the Group are interest rate, foreign exchange and equity
related contracts, in the form of both over-the-counter derivatives and exchange
traded derivatives. Most of the Group’s derivatives positions have been entered
into to meet customer demand and to manage the risk of these and other trading
positions.

In this connection, the key types of risk to manage are:

(i) Currency risk
The Group's foreign currency positions arise from foreign exchange dealing,
commercial banking operations and structural foreign currency exposures. All
foreign currency positions are managed within limits approved by the Board.

Structural foreign currency positions, which arise mainly from foreign currency
investments in the Group’s branches, subsidiaries and associated companies,
are excluded from VaR measurements, as related gains or losses are taken
to reserves. Such foreign currency positions are managed with the principal
objective of ensuring that the Group’s reserves are protected from exchange
rate fluctuations. The Group seeks to match closely its foreign currency
denominated assets with corresponding liabilities in the same currencies.

(b) EZEEK(E)
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(i) Interest rate risk

The Group's interest rate positions arise from treasury and commercial banking
activities. Interest rate risk arises in both trading portfolios and non-trading
portfolios. Interest rate risk primarily results from the timing differences in the
repricing of interest-bearing assets, liabilities and commitments. It also relates
to positions from non-interest bearing liabilities including shareholders’ funds
and current accounts, as well as from certain fixed rate loans and liabilities.
Interest rate risk is managed daily by the Treasury Department within the limits
approved by the Board of Directors. The instruments used to manage interest
rate risk include interest rate swaps and other derivatives.

(iii

=

Equity risk

The Group's equity positions arise from equity investment and dynamic
hedging of equity options in connection with the Bank’s linked deposit
business. Equity risk is managed daily by the Investment Department within the
limits approved by the Board of Directors.

Market risk control limits have been set at varying levels according to the practical
requirements of different units. The Board of Directors approves the core control
limits and has delegated the power to set detailed control limits to the Asset
and Liability Management Committee. Risk, return and market conditions are
considered when setting limits. Active limit monitoring is carried out.

In this connection, the Asset and Liability Management Committee monitors the
related market risk arising from risk—taking activities of the Group, to ensure that
overall and individual market risks are within the Group's risk tolerance level.
Risk exposures are monitored on a frequent basis to ensure that they are within
established control limits.

The Group quantifies the market risk of the underlying trading portfolio by means
of value-at-risk (“VaR"). VaR is a statistical estimate that measures the potential
losses in market value of a portfolio as a result of unfavourable movements in
market rates and prices, if positions are held unchanged over a certain horizon
time period.

The Group estimates VaR for the Group's trading portfolio by the Parametric
Approach, where the VaR is derived from the underlying variances and covariances
of the constituents of a portfolio. This methodology uses historical movements in
market rates and prices, a 99% confidence level, a one-day holding period, a one-
year historical observation period with higher weights being assigned to more
recent observations, and takes into account correlations between different markets
and rates.

Structural foreign exchange positions arising from net investments in branches and
subsidiaries are not included in the VaR for the foreign exchange trading position.
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The book value of listed shares, as well as the book value of private equity funds
and unlisted equities (excluding credit-related unlisted securities) (collectively
the “Unlisted Securities”), are subject to limits and these are monitored by the
management of the Group. The Unlisted Securities and listed non-trading equities
are not included in the VaR for the equity trading position, and are managed
through delegated limits. The limits are subject to regular review by the Board.

Total market risk capital charge under the advanced approach adopted by the
Group is divided into two parts, market risk capital charge for specific risk and
market risk capital charge for general market risk. Under capital charge for general
market risk, the Group uses the internal models approach for the VaR calculation,
by applying full 10-day price movement. Under capital charge for specific risk, the
Group uses the Standardised (market risk) Approach for the calculation.

The following table indicates the capital charge for market risk:

B EmBMN - AN EE KIE LMD
(TRELEFEEFMZIELTES) (Gl 5k
ErES G RAREEIEERRBERES -
FETESRIER D ETROZRBFER
BEERITEBEERZIROFTRNAR S
BA - ER QAT PRTZRE -

REEER AT A EAENT SRR
EAXHERD BMERD : HERRIT
BREBREAS R —RTISRRRT SRR
BEAXH - REERBABRAGTEEL - #
REBMIORERESAERRE - FE—
RIS ERNTIERBRERSH - AEBEK
ARE(THEAR) st E A EEERRNT
BRRERTH -

TRETMSEBIERER

Market risk Market risk
capital charge capital charge
TIERBRERER  HHEREARER
As at As at
31st December, 31st December,
2008 2007
HK$ Mn B EET HKS Mn BB EET
Internal Models Approach ANEBE R ETEE
— General Market Risk — — RS 648 596
Standardised Approach RS EE
— Specific Market Risk Debt Charge —BEMSERERERK 2 -
— Specific Market Risk Equity Charge — B EMSR R, Z5k 92 186
— Vega Risk o EL 2 25
Total Rk 744 807
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According to the Banking (Capital) Rules, the Group adopts back testing to assess
the predictive power of the VaR estimation. Back testing consists of a periodic
comparison of the daily VaR measures with the subsequent daily actual and
hypothetical trading outcomes. Back testing is a statistical technique developed
to gauge the quality and accuracy of risk measurement model. 4 exceptions are
found during 2008 (4 exceptions during 2007), 99% confidence level and 250-day
observation period.

BIBRCIRIT(BZR) AR BI) - A S B E A B 38
AT ERRE SR THTEERE o B3
AR EEHESERREEEENESEE
BRRERR S ERETEHL - BARE—
BRNEGERBEEEANE RELEREDN
RET AT ° 2008 IR T 4)XFIIME S (2007
FARBIIMER) + 99% M E {5 7/KF &250H
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Back testing exceptions SRS BISME ST
22nd January, 5th September,  16th September, 8th October,
2008 2008 2008 2008
2008%1A22H 200859450 20089516H 200810 A8H
Year 2008 £ HKS Mn g EET  HKS Mn 8%EEx HKS Mn g EET  HKS Mn 88EER
Loss of total trading activities TS EEHER 86 104* 47 85
VaR for total trading activities
of corresponding date B EANERE 78 Iy} 45 68
*  The large exception on 5th September, 2008 was due to one of the employees in * 2008494 5H 2 HISN3GH2008F 9 H K 7T
manipulation on the valuation of certain equity derivatives held by the Bank which was 5% — S ESIRIFARTATR & TIRALT4T
uncovered in September 2008. Announcement had been made by the Bank thereafter BAgBIE - K{TEKEEE LTTIROIGUEF
according to the Listing Rules. CaN i
4th January, 28th February, 5th March, 27th July,
2007 2007 2007 2007
200741848 200742281 200743358 200747 /278
Year 2007 & HKS Mnig#EEr  HKS Mns%EET  HKSMnig#EEr  HKS Mn BBEET
Loss of total trading activities T HEHHER 34 35 48 49
VaR for total trading activities
of corresponding date B E AMERE 22 31 38 36
In addition, stress testing on market risk is performed for the Group as a UEAh - 255 B A AR T 35 B B 7RI B DA
supplement to the daily VaR assessment. The Group applies sensitivity analysis HE RS EN T o AKRBEEERES
and scenario analysis, on individual portfolios and/or on the Group's consolidated R/ SRR BRERH R ETERES T RIE
positions, to assess the potential impact of extreme movements in market prices SO - eHA T 5 B8R KB R EN AR &
on the Group'’s earnings. ERAATREENTE -
Value-at-risk statistics B BB 7
At 31st December Maximum Minimum Mean
W12A318 B &I ¥4
Year 2008 F HKS Mn % E&x HKS Mn g% 587 HKS Mng8EEx HKS Mn S%EET
VaR for total trading RZEEHIER
activities YEmEE 70 139 39 73
VaR for foreign exchange SNER ZH5 R H)
trading positions* BRI 12 21 1 5
VaR for interest rate FIEZSEAL
trading positions R 1 2 - 1
VaR for equity trading ROZ SR
positions BB EE 57 123 38 69
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(6) PRINCIPAL RISKS AND CAPITAL ADEQUACY (continued) FERMREXZEE @)

Value-at-risk statistics (continued) Bl 2(5R AT ()
At 31st December Maximum Minimum Mean
®12A318 53 HIE 19
Year 2007 & HKS Mnig#EEr  HKS Mn s%EEL  HKSMnig#EET  HKS Mn B%EET
VaR for total trading RS EEHER
activities R 62 98 22 54
VaR for foreign exchange INEZGHER
trading positions* ElE el 1 9 1 !
VaR for interest rate FEZ SR
trading positions ARz 1 1 - -
VaR for equity trading RORSHEN
positions il ¢ 61 95 21 53
* Included all foreign exchange positions but excluded structured foreign exchange * BRI EIMNMEREET B EILEINE R
positions. e
The average daily loss for trading activities in 2008 was HK$1.64 million (average 20085 @ X ZEBNERTFTHRERE
daily profit of HK$4.19 million in 2007). The standard deviation of the daily #1,640,000 7T (2007 F &9 & B FH WA B
revenues was HK$29.96 million (standard deviation of HK$24.58 million for 2007). 75 154,190,0007T) - & B IR A MIZEE B
The frequency distribution of daily revenue is shown below: 29,960,000 7 (2007 4F 7% 7% % 24,580,000

7T) e U TN AEHBARBEESMHIER :

DAILY DISTRIBUTION OF TRADING ACTIVITIES
RELATED REVENUES - Year 2008 vs Year 2007
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Operational risk management
Operational risk is the risk arising from the potential loss due to inadequate or
failed internal processes, people and systems or from external events.

The objective of operational risk management is to identify, assess and monitor
operational risk and, in particular, to comply with the relevant regulatory
requirements.

The Group has implemented a centralised risk management framework since
January 2006. The Board of Directors reviews and approves the policies for
operational risk management, and it has delegated the responsibility for ongoing
operational risk management to the Operational Risk Management Committee.
The Operational Risk Management Committee regularly reports status of
operational risk management to the Board of Directors via the Risk Management
Committee. The independent centralised risk management unit of the Group is
responsible for monitoring activities relating to operational risk.

Operational risk management tools adopted include operational risk incidents
reporting, control self-assessment, key risk indicators, operation manuals, insurance
policies, business continuity planning, etc.

Furthermore, the independent centralised risk management unit of the Group has
also performed self-assessment on the Group’s compliance with the requirements
of HKMA Supervisory Policy Manual on Operational Risk Management, with
satisfactory result which has been reviewed independently by the Internal Audit
Department.

Capital Charge for Operational Risk
As at 31st December 2008, capital charge for operational risk amounted to
HK$1,134 million (2007: HK$1,107 million).

Liquidity risk management

The purpose of liquidity management is to ensure sufficient cash flows to meet all
financial commitment and to capitalise on opportunities for business expansion.
This includes the Group's ability to meet deposit withdrawals either on demand or
at contractual maturity, to repay borrowings as they mature, to comply with the
statutory liquidity ratio, and to make new loans and investments as opportunities
arise.
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The management of the Bank'’s liquidity risk is governed by the Liquidity Risk
Management Policy, endorsed by the Risk Management Committee and approved
by the Board of Directors. The Asset and Liability Management Committee
is delegated by the Board of Directors to oversee the Bank’s liquidity risk
management, set the strategy and policy for managing liquidity risk and the means
for ensuring that such strategy and policy are implemented. Liquidity risk is daily
managed by the Treasury Department within the limits approved by the Board
of Directors. The independent centralised risk management unit of the Group is
responsible for monitoring the activities of the Treasury Department in compliance
with the Liquidity Risk Management Manual and Policy. The Internal Audit
Department performs periodic review to make sure the liquidity risk management
functions are effectively carried out.

The Group manages liquidity risk by holding sufficient liquid assets (e.g. cash and
short term funds and securities) of appropriate quality to ensure that short term
funding requirements are covered within prudent limits. Adequate standby facilities
are maintained to provide strategic liquidity to meet unexpected and material cash
outflows in the ordinary course of business.

The Group conducts stress testing regularly to analyse liquidity risk and has
formulated a contingency plan that sets out a strategy for dealing with a liquidity
problem and the procedures for making up cash flow deficits in emergency
situations.

In addition to observing the statutory liquidity ratio, the Bank also monitors the
loan to deposit ratio and maturity mismatch between assets and liabilities to
control the Bank's liquidity risk.

Interest rate risk management

The management of the Bank’s interest rate risk is governed by the Interest Rate
Risk Management Policy endorsed by Risk Management Committee and approved
by the Board of Directors. The Asset and Liability Management Committee
is delegated by the Board of Directors to oversee the Bank’s interest rate risk
management, set the strategy and policy for managing interest rate risk and the
means for ensuring that such strategy and policy are implemented. Interest rate
risk is daily managed by the Treasury Department within the limits approved by
the Board of Directors. The independent centralised risk management unit of
the Group is responsible for monitoring the activities of the Treasury Department
in compliance with the Interest Rate Risk Management Manual and Policy. The
Internal Audit Department performs periodic review to make sure the interest rate
risk management functions are effectively carried out.

The Bank manages the interest rate risk on the banking book primarily by focusing
on the repricing mismatches. Gap analysis provides a static view of the maturity
and repricing characteristics of the Bank’s balance sheet positions. Repricing gap
limits are set to control the Bank’s interest rate risk.
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Stress tests on the Bank's various types of interest rate risk are conducted regularly.
The Asset and Liability Management Committee monitors the results of stress tests
and decides remedial action if required.

Sensitivity analysis on earnings and economic value to interest rate changes is
assessed through a hypothetical interest rate shock of 200 basis points across the

RTEESEFRE R T HRETEDBR -
BEEBEEEZETELRNARNER
WTET B E MRS

ERAGEE AT E BB GURE AT
BBE B R AR R BN R iR 200

yield curve on both sides of the balance sheet and performed on monthly basis. AR R EFRREH - RITREHRE
Sensitivity limits are set to control the Bank's interest rate risk exposure under both R - AEFIATH RN REEEEM S E

earnings and economic value perspectives. The results are reported to the Asset
and Liability Management Committee and the Board of Directors on a regular
basis.

Sensitivity analysis on interest rate risk
The Bank uses sensitivity analysis to measure the potential effect of changes in
interest rates on our net interest income and economic value change:

MR REEARE - AREREHRRNEERE
EEREENEEGER-

FI% B BB
AT HR PR G 57 36 B S FI R B B2 5 Fl
U A B B E B B A AL A S

2008 2007
HKD# T USDETT CNYAR HKD&TE USDET CNYARHE
HKS Mn HKS Mn HKS Mn HK$ Mn HK$ Mn HKS$ Mn
BEEET BEEER BEEET BEEET BERET BEEET
Impact on earnings over the next i _F38200(EE:
12 months if interest rates HRK12MEAK
rise by 200 basis points BRF2 64 (26) 185 57 (112) 36
Impact on economic value if
interest rates rise by 200 H%‘JW:?HZOO I%EE
basis points HITEEENTE (98) (203) 113 (180) (273) (56)

This sensitivity analysis, which is based on a static interest rate risk profile of assets
and liabilities, is used for risk management purposes only. The analysis is based on
the following assumptions:

(i) thereis a parallel shift in the yield curve and in interest rates;

(i) there are no other changes to the portfolio;

FZHERESMERNRREIER & - TR

BERABERNRER ﬁﬂﬁfzﬁﬂfﬁﬁj - B
DT TIRIRIA T RERAE

() WaERER RN R LB FTEE

(i) HAIWEEAEE) ;

(iii) no loan prepayment is assumed as the majority of loans is on a floating rate (i) RBREIRFEEER  ARIBMHER
basis and BRZEEFR - &

(iv) deposits without fixed maturity dates are assumed to be repriced on the next (v REBEREETEHHEBNEARZABE
day. =

Actual changes in the Bank’s net interest income and the economic value resulting

FZE EAMERAITIERNE Hﬁl?\&i«‘ BEE

from the increases in interest rates may differ from the results of this sensitivity M ER S8 EZ BRE S TE AR BB P
analysis. TR e
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Capital management

The HKMA sets and monitors capital requirements for the Group as a whole.
In implementing current capital requirements the HKMA requires the Group to
maintain a prescribed ratio of total capital to total risk-weighted assets. The Group
calculates requirements for market risk in its trading portfolios based upon the
Group's VAR models and uses its internal gradings as the basis for risk weightings
for credit risk. Banking operations are categorised as either trading book or
banking book, and risk-weighted assets are determined according to specified
requirements that seek to reflect the varying levels of risk attached to assets and
off-balance sheet exposures.

In addition to meeting the regulatory requirements, the Group'’s primary objectives
when managing capital are to safeguard the Group’s ability to continue as a going
concern, so that it can continue to provide returns for shareholders and benefits
for other stakeholders, by pricing products and services commensurately with the
level of risk and by securing access to finance at a reasonable cost.

The Group actively and regularly reviews and manages its capital structure to
maintain a balance between the higher shareholder returns that might otherwise
be possible with greater gearing and the advantages and security afforded by a
sound capital position, and makes adjustments to the capital structure in light of
changes in economic conditions.

The process of allocating capital to specific operations and activities is undertaken
by the Asset and Liability Management Committee and is reviewed regularly by the
Board of Directors.

Consistent with industry practice, the Group monitors its capital structure on the
basis of the capital adequacy ratio and there have been no material changes in the
Group's policy on the management of capital during the year.

The capital adequacy ratios as at 31st December, 2008 and 31st December, 2007
are computed on the consolidated basis of the Bank and certain of its subsidiaries
as specified by the HKMA for its regulatory purposes, and are in accordance with
the Banking (Capital) Rules of the Hong Kong Banking Ordinance which became
effective on 1st January, 2007.

The Group and its individually regulated operations have complied with all
externally imposed capital requirements throughout the year ended 31st
December, 2008 and 31st December, 2007 and the Group is well above the
minimum required ratio set by the HKMA.
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This section presents information on the Group’s risk management for credit
exposures under IRB approach.

Foundation IRB approach is adopted for capital adequacy assessment for credit risk
where internal rating systems are applied against different types of counterparties
in the risk management process.

Structure of Internal Ratings Systems

The internal ratings system serves as the foundation for the Bank’s risk
management and capital adequacy assessment. In general, the system adopts a
20-tier rating structure.

For Corporate, Bank and Retail exposures, internal measure of credit risks are based
on assessment of the borrower and transaction characteristics of each exposure.
Therefore the Bank has a two-dimensional rating structure, one dimension being
the borrower grade, and the other being facility grade.

The borrower grade reflects risk of borrower default. The borrower’s Probability
of Default over a one-year horizon is linked up to the 20-tier structure, with the
last 3 tiers down the structure being default grades. The facility grade incorporates
transaction specific factors e.g. collateral, guarantee, etc. These factors are directly
linked up to the transaction’s Expected Loss, which is in turn transformed into a
20-tier structure.

On the other hand, the Bank utilizes the Supervisory Slotting Criteria Approach
in rating Specialised Lending exposures. Under this approach, a single-dimension
rating considering both the borrower and transaction characteristics will be assigned
to the credit exposure, with the same 20-tier risk structure.

For Corporate and Bank exposures, borrower grades generated from the internal
rating systems are benchmarked to external credit ratings.

Use of Internal Ratings

The Bank has used information generated from internal rating systems in
various areas including but not limited to credit approval, credit monitoring,
loan classification, pricing, formulating business strategies and capital adequacy
assessment.

Control Mechanisms for Rating Systems

In order to ensure that the rating systems are robust, the Bank has a control
mechanism and relevant policies in place to validate the accuracy and consistency
of the systems, which are used for the estimation of all relevant risk components
for risk management and capital adequacy calculation.
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The validation process covers 2 major aspects: review of internal rating models
(i.e. quantitative assessment) and review of internal control and compliance (i.e.
qualitative assessment). For the purpose of independency and accountability,
staff members who are responsible for carrying out the validation process should
be independent of those staff members who are responsible for designing
and developing the rating systems. The Credit Committee oversees the whole
validation process and reviews/approves the validation results and deliverables of
the validating team on an annual basis.

Internal Rating Process

The Bank’s internal rating process begins with the business units. These units apply
different models for rating different types of credit exposures. During the process
of rating assignment, overriding of the rating generated by the models is possible
if it is considered that material information has not been taken into account by
the models. The ground and respective proofs for overrides should be properly
documented.

The rated credits, whether or not overrides are necessary, are then reviewed and
approved by an individual party other than the one responsible for the assignment
of the rating. This ensures accuracy and precision of the ratings, and that ratings
are prudent and comply with the credit policies of the Bank. Based on the policies
of the Bank, ratings of credit exposures will be reviewed at least annually.

Types of exposures
— Corporate exposure includes exposures to corporate small-and-medium
enterprises, other corporate, specialised lending.

— Bank exposure includes exposures to banks, regulated security firms and public
sector entities.

— Retail exposure includes residential mortgage, qualifying revolving retail
exposure and other retail exposure.

Variables, Methods and Data for Estimation and Validation of Internal
Ratings

Probability of Default (PD)

For corporate exposures, PD is estimated based on both financial and business
variables. Financial variables are financial ratios which link up to the profitability,
liquidity and capital structure of the borrower, whereas for business variables,
risk factors are assessed through management quality, industry risk and company
standing. The two assessments are combined based on a scorecard methodology
to produce the PD which is estimated through the Bank’s default data.

For Retail exposures, borrowers with homogenous nature and transaction
characteristics are segmented into pools in each of which an estimated PD is
assigned.
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For Bank exposures, the estimation of PD takes into account the market value
of asset of the borrower, asset volatility and the borrowers’ liabilities. The model
measures and compares values of the borrower’s assets and liabilities and converts
the measurement to PD.

Loss-Given-Default (LGD)
For corporate and bank exposures, the Bank applies the supervisory LGD estimate
provided by the Hong Kong Monetary Authority (“HKMA").

For retail exposures, the LGD estimate is based on historical realised loss and total
historical default amount within a defined period.

Exposure-at-Default (EAD)

EAD is calculated as sum of on-balance sheet amount and credit equivalent
amount of off-balance sheet items. Credit equivalent amount is the exposure
amount of off-balance sheet items multiplied by the respective credit conversion
factors according to the Capital Rules. For certain revolving retail exposures, the
credit conversion factor is estimated with reference to the historical realised further
drawdown rate prior to defaults.

The exposure amount disclosed in the following of this report relating to IRB
exposure refers to EAD.

Assumptions Employed in Derivation of Variables

The assumptions behind the estimation of PD are: (1) Risk factors selected for
estimation are valid and significant. (2) The weight assigned to each risk factor is
reasonable and appropriate for the estimation in the context of the Bank's credit
portfolio. (3) The estimation model/methodology is valid and appropriate for the
Bank's credit portfolio and risk environment. (4) For retail exposures, default rate
from year to year does not exhibit significant fluctuations so that historical data
(default rate) could be applied as PD estimate.

The underlying assumption of LGD estimate is that the loss and recovery pattern
of the credit portfolio from year to year does not exhibit significant fluctuations so
that historical realised LGD could be applied as LGD estimate. It is also assumed
that realised LGD differs significantly across the credit portfolios.

For certain revolving retail exposures, the EAD is estimated based on the assumption
that the historical further drawdown rate from year to year does not differ
significantly so that historical data could be used for estimation of current EAD of
the revolving retail exposures.
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Variables, Methods and Data for Estimation and Validation of Internal
Ratings (continued)

Methods of Validation

In order to ensure that the above assumptions for estimation are valid and the
Bank’s internal rating system is reliable and suitable for the Bank’s credit portfolio,
regular validation is indispensable.

The validation of the rating models is divided into 1) review of rating systems
(quantitative assessment); 2) review of use of ratings (qualitative assessment).

The review of rating systems is carried out through a series of statistical tests. The
purpose of the review is to assess the predictive power and robustness of model
and the presence of under/over estimation.

The review of use of ratings focuses on the process of rating assignment, review
and approval.

Policies for Establishing Provisions

The impairment losses of loans and receivables are measured as the difference
between the asset’s carrying amount and the present value of estimated future
cash flows discounted at the asset’s original effective interest rate. Receivables with
a short duration are not discounted if the effect of discounting is immaterial.

The total allowance for impairment losses consists of two components: individual
impairment allowances, and collective impairment allowances.

The group first assesses whether objective evidence of impairment exists
individually for financial assets that are individually significant, and individually or
collectively for financial assets that are not individually significant. If the Group
determines that no objective evidence of impairment exists for an individually
assessed financial asset, whether significant or not, it includes the asset in a group
of financial assets with similar credit risk characteristics and collectively assesses
them for impairment. Assets that are individually assessed for impairment and for
which an impairment loss is or continues to be recognised are not included in a
collective assessment of impairment.

The individual impairment allowance is based upon management’s best estimate of
the present value of the cash flows which are expected to be received discounted
at the original effective interest rate. In estimating these cash flows, management
makes judgements about the borrower’s financial situation and the net realisable
value of any underlying collateral or guarantees in favour of the Group. Each
impaired asset is assessed on its merits.

In assessing the need for collective loan loss allowances, management considers
factors such as credit quality, portfolio size, concentrations, and economic factors.
In order to estimate the required allowance, the Group makes assumptions both
to define the way the Group models inherent losses and to determine the required
input parameters, based on historical experience and current economic conditions.
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The accuracy of the impairment allowances the Group makes depends on how
well the Group can estimate future cash flows for individually assessed impairment
allowances and the model assumptions and parameters used in determining
collective impairment allowances. While this necessarily involves judgment,
the group believes that the impairment allowances on loans and advances to
customers are reasonable and supportable.

All loans and receivables are reviewed and analysed periodically. Any subsequent
changes to the amounts and timing of the expected future cash flows compared
to the prior estimates that can be linked objectively to an event occurring after
the write-down, will result in a change in the impairment allowances on loans
and receivables and will be charged or credited to the profit and loss account.
A reversal of impairment losses is limited to the loans and receivables’ carrying
amount that would have been determined had no impairment loss been
recognised in prior years.

Where there is no reasonable prospect of recovery, the loan and the related
interest receivables are written off.

The Bank takes into consideration the provision made in its capital maintenance
decisions as in accordance with section 220 of the Capital Rules. The Bank
compares the total expected loss (“EL”) amount and the total eligible provisions,
and if total EL amount exceeds total eligible provisions, the Bank deducts the
difference from the core capital and supplementary capital. On the other hand,
if total EL amount is less than the eligible provisions, the Bank includes the
differences in its supplementary capital up to a maximum of 0.6% of the Bank’s
risk weighted amount for credit risk calculated using IRB Approach.

Exposure subject to Supervisory Estimates

The following table indicates the exposure classes and the respective exposure
amounts that are subject to supervisory estimates as at 31st December, 2008 and
31st December 2007 respectively:
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Exposure Amount Exposure Amount

Exposure Class R AR B ERRAEEE [RBR ARSI R

2008 2007

HK$ Mn HK$ Mn

BY¥EET BB ET

Bank BRIT 97,062 95,977

Corporate 1% 186,711 166,758
Equity booked on banking book TERTTIR T LARS B R

under Simple Risk-weight Method WEE AR E 2K 458 306
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(7) CREDIT RISK UNDER INTERNAL RATINGS-BASED (“IRB”) APPROACH (continued)
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(i) Risk Assessment for IRB Exposure Classes (i) REBFTAREER RSB R TS
The following tables indicate the exposure amount, exposure weighted average T& 5 BIFE 20084 12 A 31 H k2007 F
risk weight and exposure weighted average PD under bank exposure and 12 A31 B EBIERAERITERAE R B %
corporate exposure across borrower grade and the exposure amount under retail R AE TR AESEE - TR AE
exposures across facility grade as at 31st December, 2008 and 31st December, D B R hE B K R B A N 15 B AR
2007 respectively: o AREBEBEETERBAET & RR
AR
For Bank Exposure MIRTTRERAET =
2008
Exposure Weighted Exposure Weighted
Borrower Grade Exposure Amount Average Risk Weight Average PD
ERAZER EREAERE  FURBAENERREER E A IR E R AR
HK$ Mn
AYEET
1 407 14.41% 0.03%
2 39,474 19.17% 0.05%
3 21,671 24.79% 0.07%
4 17,278 31.97% 0.11%
5 7,174 38.03% 0.15%
6 4,819 43.76% 0.20%
7 3,144 48.64% 0.25%
8 1,395 57.65% 0.34%
9 501 73.10% 0.56%
10 273 85.34% 0.81%
11 907 105.42% 1.49%
14 16 143.93% 4.42%
16 2 193.43% 10.05%
18 - 562.50% 100.00%
2007
Exposure Weighted Exposure Weighted
Borrower Grade Exposure Amount Average Risk Weight Average PD
ERAFR [\ B A R 5B A IR E S i E [\ PR AR I 38 B A K
HK$ Mn
BERET
1 337 14.40% 0.03%
2 42,045 19.17% 0.05%
3 19,249 25.18% 0.08%
4 17,189 32.74% 0.12%
5 3,469 38.38% 0.16%
6 6,706 44.24% 0.20%
7 3,106 49.15% 0.25%
8 1,711 57.67% 0.34%
9 594 73.38% 0.56%
10 648 85.65% 0.82%
11 924 105.35% 1.49%
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For Corporate Exposure b ERRAER =
2008
Exposure Weighted Exposure Weighted
Borrower Grade Exposure Amount Average Risk Weight Average PD
ERAZER EREAEHRE  PURBRAENERREER E A IR ER AR
HK$ Mn
BYEET
4 4,067 27.79% 0.11%
5 2,778 32.33% 0.15%
6 8,817 40.43% 0.20%
7 8,220 34.57% 0.25%
8 10,342 43.82% 0.34%
9 26,617 58.05% 0.56%
10 32,985 66.16% 0.81%
11 4,656 64.76% 1.49%
12 603 80.52% 2.08%
13 2,011 85.96% 2.88%
14 4,766 27.72% 4.42%
15 747 122.85% 6.84%
16 1,036 140.64% 10.05%
17 9204 138.79% 17.98%
18 334 497.57% 100.00%
19 376 335.69% 100.00%
20 2 484.23% 100.00%
2007
Exposure Weighted Exposure Weighted
Borrower Grade Exposure Amount Average Risk Weight Average PD
ERAZER [ B AR R 5 B A pniE E S i [R\ B A INAE ISR R AR
HK$ Mn
BEEST
4 5,039 29.00% 0.12%
5 3,419 34.82% 0.16%
6 6,840 41.64% 0.20%
7 4,785 42.69% 0.25%
8 12,544 48.67 % 0.34%
9 22,860 59.56% 0.56%
10 24,196 66.49% 0.82%
11 2,925 70.90% 1.49%
12 1,951 75.24% 2.09%
13 2,762 88.83% 3.00%
14 2,160 107.98% 4.49%
15 936 99.28% 6.28%
16 632 111.98% 9.37%
17 2,944 166.56% 21.85%
18 238 433.04% 100.00%
19 139 247.30% 100.00%
20 2 440.49% 100.00%
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(7) CREDIT RISK UNDER INTERNAL RATINGS-BASED (“IRB”) APPROACH (continued)
REBABFREESE LA ENEERR @

(i) Risk Assessment for IRB Exposure Classes (continued) (i)  REBFTAREZE E R AR A B A0 R b 574 (1)
For Residential Mortgage HAEERBH =
Facility Grade Exposure Amount
RBER R AR
2008 2007
HK$ Mn HK$ Mn
BY¥EET BB ET
3 2,622 20,078
4 18,247 8,302
5 13,246 9,677
6 2,025 7,700
7 3,273 850
8 77 =
9 - 979
10 - 351
11 2,141 2,162
12 24 =
17 157 234
19 - 11
For Qualifying Revolving Retail Exposures HEBRERTERREENS
Facility Grade Exposure Amount
RUBZER R RIE
2008 2007
HKS$ Mn HK$ Mn
BEEET BEEET
4 - 542
5 7,587 4,205
6 2,724 3,957
7 5,434 2,526
8 1,420 2,802
9 572 920
10 3,534 3,383
11 171 169
12 51 20
13 62 85
14 165 182
15 49 =
16 121 101
17 101 234
19 51 1
20 2 39
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For Other Retail Exposures

Facility Grade

MEMTERBAEN S

Exposure Amount

BMBEER R BRI R
2008 2007
HK$ Mn HK$ Mn
BEEER BEEET
1 - 8
3 74 79
4 2 2,250
5 3,364 177
6 1 1,592
7 1,217 2,454
8 23 17
9 2,193 684
10 340 55
11 1,347 245
12 203 33
13 77 =
14 2 359
16 - 53
17 109 203
19 42 45
20 28 4

()

Comparison of Rating Estimates Against Actual Outcome

Comparison is made on the 1-year rating estimates for the Group’s performing
credit portfolios at 31st December, 2007 against the actual outcome for the same
portfolios during the financial period ended 31st December, 2008.

Comparison of Actual Loss and Estimated Loss

The following tables indicate the actual loss during the financial year ended 31st
December, 2008 and 31st December, 2007 which are compared against the
estimated loss at 31st December, 2007 and 31st December 2006 of the respective
portfolio. Actual loss refers to impairment loss allowance and charge-off charged
to the Group’s profit and loss account during the financial year ended 31st
December, 2008 and 31st December, 2007. The difference between the actual
loss for the financial year ended 31st December, 2007 and 31st December, 2008
is immaterial when compared with the Group’s loan portfolio in the respective
period.
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(7) CREDIT RISK UNDER INTERNAL RATINGS-BASED (“IRB”) APPROACH (continued)
REBABFREESE LA ENEERR @

(j) Comparison of Rating Estimates Against Actual Outcome (continued)
2008

() RGBT ()

Actual loss for the year ended Estimated 1-year loss at

31st December, 2008

31st December, 2007

HZ2008F12A31H 1t 20074128310 A

Exposure Class EBEEEER ZEBFEENEREX e —F18K

HK$ Mn HK$ Mn

BYEBT BEBET

Bank #R1T - 50

Corporate i 328 499

Residential Mortgage FE&H 1 95

Qualifying Revolving Retail BEREREE 57 165

Other Retail HEMZE 24 75

Total k) 410 884
2007

Actual loss for the year ended Estimated 1-year loss at

31st December, 2007 31st December, 2006

B Z=2007F12A31H1E 2006F12A31BA

Exposure Class [ B AR AR R Z T BEENERIER fhatH — 8%k

HK$ Mn HK$ Mn

B EET BB

Bank #RIT - 40

Corporate 1 203 571

Residential Mortgage FE&E 7 123

Qualifying Revolving Retail SBEREIREE 4 10

Other Retail HEMZE 69 209

Total Fake) 283 953
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Comparison of Actual Default against Estimated Probability of Default

The following tables indicate the actual percentage of default during the financial
year ended 31st December,2008 and 31st December, 2007, which is compared
against the estimated 1-year probability of default (PD) at 31st December, 2007
and 31st December, 2006 of the respective portfolio.

2008

Actual percentage of
default for the year ended
31st December, 2008

HRERES HEFHEESKAE
TRBEREZE2008412 A31H %2007412
ABLEMBREENEREET S - W
HEEREA H BIR2007412 A31H 20065
12A318K Fat—FEERARRLLE o

Estimated 1-year
probability of default at
31st December, 2007

B £2008F12HA31H 1L HR2007F12A31BR

Exposure Class B R AIELE R ZHBREENERESRSL et —FERIAE

Bank AT 0.19% 0.15%

Corporate 1 1.66% 3.27%

Residential Mortgage TERE 0.19% 1.07%

Qualifying Revolving Retail BERERTE 0.47% 0.69%

Other Retalil HiTE 1.19% 2.68%
2007

Actual percentage of Estimated 1-year

default for the year ended probability of default at

31st December, 2007 31st December, 2006

HZE2007F12A31H1E M2006F12 A31BA

Exposure Class [ B AR R ZHBEENERETEADL et —FEFRAEK

Bank $R1T 0.00% 0.21%

Corporate T 1.35% 3.06%

Residential Mortgage FEi%B 0.33% 1.10%

Qualifying Revolving Retail BEREREE 0.52% 0.66%

Other Retail HEihTE 1.22% 3.35%

(8) CREDIT RISK UNDER STANDARDISED APPROACH

BEFEETWEERR

(a)

This section presents information on the Group’s risk management for credit
exposure in which the Bank adopted Standardised Approach for capital adequacy
assessment.

Ratings from External Credit Assessment Institutions (ECAI)

Credit ratings from Moody’s Investors Service and Standard & Poor’s are used for
all classes of credit exposures under Standardised Approach. The Bank follows
the process prescribed in Part 4 of the Capital Rules to map the ratings to the
exposures booked in the Bank’s banking book.

(a)

AE2IAREBRERIREFE LA HE
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(8) CREDIT RISK UNDER STANDARDISED APPROACH (continued)

(b) Risk Assessment for Exposure Classes under Standardised Approach
The following tables indicate the exposure amount and risk weighted amount for
each class of exposure with and without ECAI ratings as at 31st December, 2008
and 31st December, 2007 respectively:

BEAEELITHNEERR @

(b) BRAEGHEA T B R B 6 B RT
TRERDRIM20084 12 A31H K%20074
12431 B ROR AL moM b EERHE#E
R SRR R AR ER T MR A S

2008 Ko JE B DA BEE -
Total exposure after Risk weight amount after
Credit Risk Mitigation Credit Risk Mitigation
ERAREEERRERE ERREEERBIERE
HE R FREAE R IIRESIEE
Total exposure Rated Unrated Rated Unrated
Exposure type REEEER REREAE TR TR R IR
HK$ Mn HK$ Mn HK$ Mn HK$ Mn HK$ Mn
BREET BREET ERHET EREET BREET
Sovereign TR 33,169 33,165 4 4,730 -
Public Sector Entities NEHE 420 420 - 84 -
Bank $RAT 19,169 29 19,138 15 6,534
Corporate 1 10,621 - 7,396 - 7,396
Regulatory Retail EETE 157 - 154 - 116
Residential Mortgage EEZE 2,824 - 2,663 - 2,567
Other Exposures that REERE EA
are not Past Due Bl 5,423 - 4,169 - 4,169
Past Due B 287 - 287 - 324
Off Balance Sheet BEABERIM
Exposure Bl 4,314 - 2,894 - 2,835
Counterparty Exposure RpHFEREE m - 23 - 208
Total BEE 77,159 33,614 36,944 4,829 24,149
2007
Total exposure after Risk weight amount after
Credit Risk Mitigation Credit Risk Mitigation
ERREEERBREEE FRREEERBRIEEE
RIRRAIEREE R ISR
Total exposure Rated Unrated Rated Unrated
Exposure type [ BR A AR B AR TRk BITAR TR TR
HK$ Mn HK$ Mn HK$ Mn HK$ Mn HK$ Mn
BEEET BEEET BERET BEEET BEEET
Sovereign Ex3 19,873 19,873 - 2,281 -
Public Sector Entities NERE 560 560 - 32 -
Bank ReT 19,253 516 18,734 258 5,951
Securities Firm Bogataki 25 - 25 - 13
Corporate a3 8,923 - 6,743 - 6,743
Regulatory Retail EETE 366 - 293 - 220
Residential Mortgage FERB 2,373 - 2,285 - 2,285
Other Exposures that SR HARY EoAh
are not Past Due B A 6,389 - 3,950 - 3,950
Past Due #HA 174 - 174 - 238
Off Balance Sheet BEABRING
Exposure R AIE 5,597 187 3,655 38 3,501
Counterparty Exposure RGUFRBEE 849 - S 849 = 825
Total FEk-x) 64,382 21,136 36,708 2,609 23,726
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S

(9) CREDIT RISK MITIGATION

BERHAZNBEEN (F)

RAKAS B AR iE e

(a)

Process of Managing and Recognising Credit Risk Mitigation

The Bank has established policies on managing and recognising credit risk
mitigation, which is approved by Credit Committee, for all types of credit exposure
under both IRB approach and standardised approach including counterparty credit
risk-related exposure which arises from OTC derivative transactions. The Bank
applies prudent assessments of eligibility and quality of collaterals. A list of credit
risk mitigations which is deemed appropriate by the Bank is in place. The Bank also
applies safe custodian of collaterals, regular re-valuation and close monitoring.
Marketable securities are marked-to-market on a daily basis whilst valuations on
properties are reviewed periodically.

For regulatory capital calculation, only recognised collaterals and guarantee as laid
down under the Capital Rules are considered as recognised credit risk mitigations
and the Bank adheres to the criteria as stipulated in the Capital Rule when assessing
the eligibility.

Recognised collaterals include both financial and physical collaterals. Financial
collaterals include cash deposit, gold, shares and debt securities and mutual fund/
undertakings for collective investments in transferable securities, whilst physical
collaterals include commercial real estate, residential real estate, vehicles and
equipments. The exposure amount after mitigation is determined by applying
the standard supervisory haircut laid down in the Capital Rules as an adjustment
discount to the current collateral value.

Recognised guarantors are any sovereign entities, public sector entities, banks and
regulated securities firms with a lower risk weight than the borrower, or companies
that are internally rated with a rating equivalent to external rating of A- or better.

On-balance and off-balance sheet recognised netting is not adopted by the Bank.
No recognised guarantees and credit derivative contracts are applied as credit risk
mitigation for capital adequacy calculation at balance sheet date.

(a) BEKRIAEREEERRIERNEF

AITE FIEE B KRB EREEERBRIEHERN
B - MBRTEEEZRSHE  @ARN
A REEFEEREEAEETRERE
ERBARE  BEERSIMIETARSS|
MR ZHFERRREROREBARE - N
TEEFHEARESAERIEERNS
K - ATEEE —RIRTRBEEHRIE
EERBRIEE - AMTMZEREERD  E
BEEBHHERMEEEENER - HEES
BRVEMEFHE - MENGEREHE
% o

A EEEEAMS - REEAHRITT TH
R @ R IER T 7 AR AR A RIEE
BRI - ATEMERIEEERREE
ERAERE  @ETEARAREMNE
Al

RABAREBECRREYE M - SEE
RARBRRSER B R REBES
REBRAES ' SRREARITHERBHH X
% MENERARSEHELE X
E - BHKEE o RIERREAERAER
BIABARRAIGT TR EE HIRE AL
BTERmEENARRMET

RAERADEMIRER  REBM R
TERREEEFBHR - ARREBEBRMERA
RIE - AR AP RIS SRS EBRT
RA-FIA EFRAAT] ©

ATV EFNEEBBERAREERBERI
RAFREETE - REtER - ATAER
RARAEREEETET AR RERRBIERS
EREEE - AAtEEATRE

RERITHERAA
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REEZHT R BEEX (&)
W pap SEFgas TEE oapeuE  oan SEFgan  TEF aapWEE  aan

(9) CREDIT RISK MITIGATION (continued) K= ERERIEHE (&)

(b) Total Exposures Covered by Recognised Collateral under IRB Approach

(b) ABBEFAREETTE AT AR K RIREN

R\ BRI EE
Exposure amount covered
Exposure Class R BRI R B ERENRBRIESHE

2008 2007
HK$ Mn HK$ Mn
BEEET BHEEET
Bank #RIT 147 188
Corporate % 40,028 30,622
Retail =& 48,676 55,461
Total 4axE 88,851 86,271

72008412 A31H K% 20074128318
BT R B R B AR R 258 2 BRI EBEE AR
EEFEEATRREAELEN23.83% &
23.90% °

The total exposures indicated above represent 23.83% of the total exposure
amount under IRB Approach as at 31st December, 2008 and 23.90% as at 31st
December, 2007.

(c) Total Exposures Covered by Recognised Collateral under Standardised  (c) ZEFE AT LR TIK R E K R bR AIE
Approach Bz

Exposure amount covered

Exposure Class R BRAEEER ERENRBRESHE
2008 2007
HK$ Mn HK$ Mn
BEEHET BEEET
Bank iR17 2 3
Corporate E 3,225 2,180
Regulatory retail BEEETE 3 73
Residential mortgage FE&EB 161 87
Other exposures which are not past due 380 HA A E b B B AR 1,254 2,439
Past Due #HR - 31
Counterparty REEF 537 -
Off Balance Sheet BERAEKXINER 1,420 1,755
Total e 6,602 6,568

72008412 A31H &2007412A318 © L
MET R R A RE S AMERESTEET
R AYE A FER8.56% 52 10.20% °

The Total exposures indicated above represent 8.56% of the total exposure
amount under Standardised Approach as at 31st December, 2008 and 10.20% as
at 31st December, 2007.
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REEZHT I BEEX (&)
_EEFgan TEF oapeuE  aap SEFgan  TEF oapuul  aan S

(10) COUNTERPARTY CREDIT RISK-RELATED EXPOSURE EEXX 5 ¥ F = & F kA8 R 1Y R B Ak i

The Bank has adopted Current Exposure Method to determine the exposure RATRABRITRR AL L - UEFERITHR
amount for counterparty credit risk which arises from OTC derivative transactions RRZGEFHRBIMIETAERZRGSIBNRS
in banking book and trading book. HFEEERBORBAESHE o

At 31st December, 2008, there are no repo-style transactions nor credit derivative 7200812 A31H » AT EEIER AR
contracts in the Bank. No recognised credit derivative contracts is held as credit SR EETETASR ° K2008412 A31
protection for counterparty credit risk-related exposures while credit protection B AIHEARAIERARELSERZFHFE
adopted by the Bank for counterparty credit risk-related exposures at 31st ERBAERNRBREENEERE - EHE
December, 2008 includes commercial real estates, financial cash and financial RAERDEERENE  eRESERR
non-cash. Credit equivalent amount after credit protection under IRB approach MemFReBERR  BYFIBERAE
amounts to HK$1,690 million (2007: N/A) while the credit equivalent amount after ENMETEAR - AETREEHEET
credit protection under Standardised approach amounts to HK$238 million (2007: TEEERERENEESESERBE
N/A). 1,690,000,000 7T (2007 €F: T ) + e

BEGEEITIZEERERENEESE
HUAE R 575 238,000,0007T (20074 : i@

A) -
(a) Counterparty Credit Risk-Related Exposures under IRB Approach (a) ABTREEFEETERZUFEERK
TEEA Y R BRI
The following table indicates the information of counterparty credit risk-related 2008412 A31H %2007412H318 * T
exposures under IRB approach by exposure class as at 31st December, 2008 and RO RIBE TR R RBR AR R E 5 5 A EB
31st December, 2007 respectively: FEARELEST B TR 58 F 2 5 R AE
MR AENEH
2008
Credit equivalent Risk weighted
Current exposure amount amount
Exposure class R AEER BT R AR FESESE R INEEEE
HK$ Mn EB¥EHET HKSMnEBEHET HKSMnEYEERT
Corporate 1 106 212 79
Bank #RIT 687 4559 451
Total Rk 793 1,771 530
2007
Credit equivalent Risk weighted
Current exposure amount amount
Exposure class [R B A HERR R WRITR R A EEEEHE [BB NS RR
HK$ Mn B EEI  HKSMn BB EET  HKS Mn B¥EEET
Corporate 1 198 251 141
Bank #RIT 389 R L 260
Total R 587 1,282 401
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REEZHT R BEEX (&)

(10) COUNTERPARTY CREDIT RISK-RELATED EXPOSURE (continued) E23 5 ¥ FEE R EARMNERAE @)

(b) Counterparty Credit Risk-related exposures under Standardised Approach (b) BEAFEATHISHFEERBRAERNR
S
The following table indicates the information of counterparty credit risk-related 72008412 A31H k2007412 A31H * T
exposures under Standardised Approach as at 31st December, 2008 and 31st RORBTREEFEEZTEIZHFEER
December, 2007 respectively: BABRAR RS AENER
2008
Current exposure Credit equivalent amount Risk weighted amount
BRITR AR FEZESE E R nES R
HK$ Mn B¥EHE T HKS Mn B¥EHE T HKS Mn B¥EHE T
598 775 208
2007
Current exposure Credit equivalent amount Risk weighted amount
BT B A EESESHE [\ B e & 58
HK$ Mn BB EE T HKS$ Mn B EE T HKS$ Mn &#5E & 7T
303 849 825

(11) ASSET SECURITISATION ¥EEF %1t

During the year, the Bank only acts as an investor in all securitisation exposures. FA - ANMTEMBERHCERIRRAEEE
Ratings from Moody's Investors Service and Standard & Poor’s are adopted in RIREE o FHEBH LR R R A R A
assessing securitisation exposures. Since the securitisation exposures held by the BHRE RS RFELBOTR o ARAKIT
Bank are all rated by recognised ECAI designated by the Capital Rule, Ratings- 18 5 50 1A B R B A PR 1 48 8 AN R Al 45
based Approach is used to calculate the risk-weighted amount for the exposures. TERRAIINBEETHEERE TR - WEAT
The Bank closely monitors the risk arising from these exposures. WAL EOE UG E AR AR INE S

o AMTBEBEREBHRBAERELSNR

B -
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REEZHT I BEEX (&)

Al securitisation exposures are rated and those with investment grades are under A CIRR R R AR EFR - BREFNR
senior positions backed by granular pools. The following table indicates the total MBFCERIRBARESHERASNE T
principal amount and the respective risk weighted amount of all securitisation HEZRHOERIFRE o TRETNK20084F12
exposure as at 31st December, 2008 and 31st December 2007: A318 k2007912 A31 B FTA EHLEERIR

AN A S EERAENRRIESE

Principal Amount Risk Weighted Amount
b2 RimESE

2008 2007 2008 2007
Risk weight mBEE HKS Mn % EEx  HKSMn 5% EET HKS MnigkEgn  HKSMnB%EET
20% - 235 - 47
50% - 2,599 - 1,299
60% 10 - 6 -
75% - 525 - 394
100% - 335 - 335
250% - 287 - "7
425% - 728 - 3,093
Total k) 10 4,709 6 5,885
Capital requirement of securitisation exposure under IRB approach at 31st 72008412 A31H %2007 12 A31H -
December, 2008 was HK$0.5 million and HK$499 million at 31st December, A ER AT AR B R EUA T 58 7 L E B R R
2007. The deductible items from core and supplementary capital under asset FEE B B 7R B 5k &7 500,000 7T K B K
securitisation at 31st December, 2008 amounted to HK$0.05 million and HK$238 499,000,0007T ° 720084 12 A31H %2007
million at 31st December, 2007. F12A318 - BEEZFH LT EZO KM N

B AR 9 IR B &7 #50,0007T K 7B B
238,000,0007T °
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REEZHT R BEEX (&)

(12)EQUITY EXPOSURES BOOKED IN BANKING BOOK $R{TER T fY IR R /o B 7 42

The Bank deducts those equity holdings taken for relationship and strategic reasons BATH E BRI i 4 A MO PRAE AR
from the core & supplementary capital and includes those equity holdings taken O R INE RN - REgEEMIE R
for other reasons in the risk-weighted assets for capital adequacy ratio purpose. BRAENRESFEERBINEESEN  LAAE

FHHERFERLLE -

The Bank applies the same accounting techniques and valuation methodologies as RTEEMAHEESREE » BIEHRT

detailed in the Bank’s notes on accounts for all available-for-sale financial assets, BTG AIER  HHEBEF3R

including equity exposures booked in banking book. There are no significant AT BEBEM SRR @G R G

changes during the annual reporting period. R AHEESFAEFAFREHATES K
R o

For the year ended
31st December, 2008

HZ2008F12A318 1L
2B EE
The Group The Bank
£H: $RAT
HKS$ Mn B¥EE T HKS Mn B EE T
Cumulative realised gains or (losses) REHEMERFERIES
arising from sales and liquidations of REEH Wk (E5E)
equity exposure 185 186
Total unrealised gains or (losses) ERFBAER  BRBLERR
recognised in the Bank’s reserves but ABRK AR BT Was sk (B518 ) /48T
not through the profit and loss account (703) (467)
Unrealised gains included in or (losses RETEE AT R = T e 3EAEHT
deducted from) the Bank's supplementary BRANNEMABTIRKZH SN
capital for capital adequacy ratio (HER BT ANE AN R HR A R B 2R R 18
purpose HEFE) 159 159
For the year ended
31st December, 2007
EZE2007412A318 1
ZHREE
The Group The Bank
&H #RIT
HK$ Mn 78# 5 E 7T HKS Mn BB E T
Cumulative realised gains or (losses) REHEMERFERER
arising from sales and liquidations of RFEFR WS (EE)
equity exposure 665 662

Total unrealised gains or (losses) recognised — EREBATER - B8 KB E AR

in the Bank's reserves but not through AR F IR WSS (E18) 45T

the profit and loss account (386) (220)
Unrealised gains included in or (losses ARt EEARTE B R M e FEEN N

deducted from) the Bank’s supplementary BARANERABIRWKEH S FEDS

capital for capital adequacy ratio (HE %I AN E 2N R H1R B R B 2R R 18

purpose &) 2 2
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