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UNAUDITED SUPPLEMENTARY FINANCIAL INFORMATION
FEEERRREMBEREH

(1) CAPITAL ADEQUACY RATIO AND CAPITAL BASE BEXZ ELL R R EXRER

(a) Capital adequacy ratio (a) EAFZELEE

Capital adequacy ratio as at 31st December R12A31BNEARFT B X

Core capital adequacy ratio as at 31st December

Capital ratios at 31st December, 2009 and 31st December, 2008 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)

AEERHETMBER (&)

(1) CAPITAL ADEQUACY RATIO AND CAPITAL BASE (conTiINUED) BEAXAZ ELL B R EXRER @)

(b) Group capital base after deductions

Core capital

Paid up ordinary share capital
Share premium
Reserves
Profit or loss account
Minority interests
Deduct: Goodwill
Net deferred tax assets

Other intangible assets

Less: Core capital items deductions

Total core capital

Eligible supplementary capital
Reserves attributable to fair value gains
on revaluation of holdings of
land and building

Revaluation reserves for fair value gains
on revaluation of holdings of
available-for-sale equities and debt securities

Unrealised fair value gains arising from
holdings of equities and debt securities
designated at fair value through
profit or loss

Regulatory reserve for general
banking risks

Collectively assessed impairment
allowances

Surplus provisions
Perpetual subordinated debt

Term subordinated debt

Less: Supplementary capital items deductions

Total supplementary capital
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(b) EEIIREKNEARERE

2009
HKS$ Mn B EET

2008
HKS$ Mn B8 EE T

Total capital base BARER BT

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 non-banking related businesses.

4,623 4,183
4,526 4,922
17,647 18,308
1,553 (71)
3,826 =
(1,624) (1,624)
(317) (119)
(27) (29)
30,207 25,570
(3,672) (2,749)
26,535 22,821
916 801
63 =
424 -
134 156
153 42
435 1,024
3,743 3,356
8,910 8,899
14,778 14,278
(3,672) (2,749)
11,106 11,529
37,641 34,350
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UNAUDITED SUPPLEMENTARY FINANCIAL INFORMATION (CONTINUED)
AEBERHERUBEN(E)

(2)LIQUIDITY RATIO HRENE & =R

2009 2008
% B2 E % B DI
Average liquidity ratio for the year FEANFHREE S L E 43.3 38.4

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 EElEHE

FEATHRDARLFREATHLES
METH - AHERRBEELRERS
TEBIEREBENEA L EREB(RTH
INGEDE

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
disclosed.

Banks and
other financial

2009

BRERENREHEINRZHTRARER
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institutions  Public sector entities Others Total
BITREMEREE NERE Hity BE
HKS$ Mn B¥EET HKSMn B¥EER HKSMnB¥EET HKSMnBY¥EER
The Group 58

People’s Republic of China  Fi#E A REFIE 9,717 1,683 37,795 49,195

Asian countries, excluding  EAb g HER

People’s Republic of China  (FafEH#EAR
) 17,241 2,464 12,917 32,622
North America SIES)| 9,147 382 12,927 22,456
Western Europe iz 5§ 50,624 - 1,490 52,114
2008
Banks and
other financial
institutions Public sector entities Others Total
PITREM S R NERE Hfth B
HK$ Mn B EEIT  HKSMn A% EET  HKSMn BB EET  HKSMn BEEET
The Group £E

People’s Republic of China & A R4EFIE 6,385 1,120 31,888 39,393

Asian countries, excluding  E A g R

People’s Republic of China  (TEEFEAR

=) 17,388 1,703 11,797 30,888
North America JEENM 11,688 10 10,028 21,726
Western Europe TR 70,048 - 2,383 72,431
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UNAUDITED SUPPLEMENTARY FINANCIAL INFORMATION (CONTINUED)
AEBERHTUBEER (F)

(4)NON-BANK MAINLAND EXPOSURES RithIEER1THEE F Rk

M IFIRTT IR P B 5 A B AR S EL M Bl AL

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

allowances are as follows: BEBOT :
2009
On-balance Off-balance Individual
sheet sheet impairment
exposure exposure Total allowance
BESEXR EESER
Type of counterparties RAHFHER AR B E BUSM EL B am EBIR B EE
HKS Mn B¥EET HKSMn B¥EET HKS Mn B¥EET HKSMn B¥EER
Mainland entities N E 97,002 22,570 119,572 36
Companies and individuals outside EERARAMN
the Mainland where the credit is LGN
granted for use in the Mainland TAA BRI 15,085 2,302 17,387 10
Other counterparties the exposures HEpXSUFmE
to whom are considered to be B RTE AN
non-bank Mainland exposures JERTETEER 7,540 12 7,552 -
Total 1B 119,627 24,884 144,511 46
2008
On-balance Off-balance Individual
sheet sheet impairment
exposure exposure Total allowance
BEBER BEARR
Type of counterparties RSEFREER VAR R B PAANE [ Bt 1B R EZER
HKS Mn B EEIT HKSMn BB EET HKSMn B¥EET HKSMn BEEET
Mainland entities it E 5 92,563 14,764 107,327 60
Companies and individuals outside FERARAM
the Mainland where the credit is [REE NGNS
granted for use in the Mainland ARSI 13,804 2,192 15,996 37
Other counterparties the exposures Hih R HEFmE
to whom are considered to be B AR RTE RN
non-bank Mainland exposures FERITHEEFPRER 4,266 43 4,309 =
Total g 110,633 16,999 127,632 97
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UNAUDITED SUPPLEMENTARY FINANCIAL INFORMATION (CONTINUED)

AEBRHAVBZER(E)

(5)OVERDUE, RESCHEDULED AND REPOSSESSED ASSETS #ff - KEHARWEIEE

(a) Overdue and rescheduled advances

(a) BRRREHAERN

2009 2008
% of total % of total
advances to advances to
customers customers
HEFR s
BRaE B
HK$ Mn B¥EER WESL HKSMn BEEET S ER
The Group £
Advances to customers overdue for AHEREER
— 6 months or less but over 3 months - 3{& A LA =61 A 9% 0.1 233 0.1
— 1 year or less but over 6 months -6{EAAEZ15 515 0.2 229 0.1
— Over 1 year - 150 E 280 0.1 171 0.1
891 0.4 633 0.3
Rescheduled advances to
customers RERRFER 234 0.1 239 0.1
Total overdue and rescheduled MR EER
advances REED 1,125 0.5 872 0.4
Secured overdue advances BERERER 561 0.2 261 0.1
Unsecured overdue advances ER IR EE R 330 0.2 372 0.2
Market value of security held against BEREHER
secured overdue advances A TE 2,168 1,542
Individual impairment allowance
made on loans overdue for BEA3E AL LB
more than 3 months ERIREERE 309 231

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.
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UNAUDITED SUPPLEMENTARY FINANCIAL INFORMATION (CONTINUED)

AEERHETMBER (&)

(5)OVERDUE, RESCHEDULED AND REPOSSESSED ASSETS (conTinuep) HIEA ~ REBARKEIEE @)

(a) Overdue and rescheduled advances (continued)
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;

() 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.

|u

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:

(a) 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, 2009 and 31st December, 2008,

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)

(b) Other overdue and rescheduled assets

AEBRHAVBZER(E)

(b) AftBH R KEAEE

2009 2008
Accrued interest Other assets* Accrued interest Other assets*
SRS HitEE* FEETFIS Hih &z
HKS Mn B¥EET HKSMn B EET HKSMn E¥EEETT HKSMn BEEET
The Group &M
Other assets overdue for Hih@ & E
-6 months or less but over 3 months - 31& A LA F&
618 A - - - 3
— 1 year or less but over 6 months -6 AR EZE1EF - - 1 -
— Over 1 year -1FUE - 1 - -
- 1 1 3
Rescheduled assets CEREE - - - -
Total other overdue and Hitha i s S48
rescheduled assets BETE - 1 1 3
*  Other assets refer to trade bills and receivables. * EMEEFIEESEEREKE -
(c) Repossessed assets (o) KEEE
2009 2008
HK$ Mn B8 EET HKS Mn B8 EET
The Group £8
Repossessed land and buildings* {EESTsE==1/4 48 57
Repossessed vehicles and equipment W [E75 5 B sR - 1
Total repossessed assets IdEky:358 48 58

The amount represents the estimated market value of the repossessed assets as at

31st December.

*  The balance included HK$5 million (2008: HK$37 million) relating to properties that were

contracted for sale but not yet completed.

WESEEMN2ANBREEENGHT
o

* AR EIIEAR(E B 5,000,000 7T (2008 4 -
JEB 37,000,000 TT) B FAIHEBIIARKR
BB -

(6)PRINCIPAL RISKS AND CAPITAL ADEQUACY T ERBRELAZTEE

(a) Summary of approach to assess capital adequacy (@)
Different approaches are adopted for assessing capital adequacy as follows:

AHEEAR R EN T AR
SHEER TR ERBA T TR -

Risk areas Approach for assessing capital adequacy
[ B g5 E TEERT RN E

Credit Risk Foundation Internal Ratings-Based (“IRB”) Approach
EERER EHE AT RE R EE

Market Risk Internal Models Approach

SRR AR A ED=

Operational Risk Standardised Approach

EERR R
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UNAUDITED SUPPLEMENTARY FINANCIAL INFORMATION (CONTINUED)

AEERHEEMBHEN (&

(6)PRINCIPAL RISKS AND CAPITAL ADEQUACY (conTiNueED) FERBREEEXAZEE @)

(b) 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, strategic risk, legal risk and reputation 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, Senior Advisors, Deputy
Chief Executives and the Group Chief Risk Officer, for the approval of the Board
of Directors. There is an independent centralised risk management unit, Risk
Management Division, 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.
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UNAUDITED SUPPLEMENTARY FINANCIAL INFORMATION (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. Credit Risk Management Department under Risk Management Division
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.

AEBERBARYBER (F)
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UNAUDITED SUPPLEMENTARY FINANCIAL INFORMATION (CONTINUED)
AEERHETMBER (&)

(6)PRINCIPAL RISKS AND CAPITAL ADEQUACY (conTiNueED) FERBREEEXAZEE @)

(b) Principal risks (continued)
Credit Risk Management (continued)
(iii) Credit for treasury transactions

(iv

(vi

=

=

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.

Credit-related commitment

The risks involved in credit-related commitments and contingencies are
essentially the same as the credit risk involved in extending loan facilities to
customers. These transactions are, subject to the same credit application,
portfolio maintenance and collateral requirements as for customers applying
for loans.

Concentration of credit risk

Concentration of credit risk exists when changes in geographic, economic
or industry factors similarly affect groups of counterparties whose aggregate
credit exposure is material in relation to the Group’s total exposures. The
Group's portfolio of financial instruments is diversified along geographic,
industry and product sectors.

The Group monitors its concentration risk by adopting appropriate risk control
measures, such as setting limits on exposures to different industries and loan
portfolios.

Capital requirement for credit risk by exposure class

The following table indicates the capital requirement for credit risk on
each class of exposure at 31st December, 2009 and 31st December, 2008
respectively:

(b) EZ= R (@)

FERRER (&)
(i) WERXFHOEERR

(iv

(vi
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ERBEAERRNEERBREARZEK
TR BIFERR2009F 12 A31H %2008
F12A31ABERARAEENNEER
RERERIER

Capital
requirement
BEAER

Capital
requirement

Exposure class R B AR A B
Bank #RIT
Corporate =3
Residential mortgage FxikE
Qualifying revolving retail AERERTE
Other retail HpEE
Equity booked on banking book under SRITER T HOBRAE
Simple Risk-weight Method - ARG B R A &
Equity booked on banking book under SRITER T HYBRAE
Internal Models Method - LB G EARE
Securitisation feezd
Others* Hitn*

* Including cash items, other IRB exposures and insignificant credit portfolios in which

the Bank adopted Standardised Approach for assessing capital adequacy.

2009

HKS Mn B EET
2,508

12,354

704

497

423

184

175

3,998

2008
HK$ Mn BB E T
2,313

10,559

661

428

416

155

103

3,474

* BREDEE - EEHERANER
EEX R ALE  RATRAZEE
FHEEHEE A T R EAIFFEEEEM

A
= o
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UNAUDITED SUPPLEMENTARY FINANCIAL INFORMATION (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.

(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 Markets Division within the
limits approved by the Board of Directors. The instruments used to manage
interest rate risk include interest rate swaps and other derivatives.
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(6)PRINCIPAL RISKS AND CAPITAL ADEQUACY (conTINuED) FERMRER T B E @)

(b) Principal risks (continued)

Market risk management (continued)

(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.

(b) EERERE (&)

miERBRER (8)

(iii) A 17 @B
AEEBHRMDITEREARGEZE RALT
B 80 17 70 3 75 48 B 00 ) A2 3 0 Ak ) BB
o ROBBEREDZESSIAEN
REGELETAEER

miERARZEHRERE TREXRALEZE
EBNERTE - EZSFMLLEHIRE
TREAEAREEZESEMABES
RE - EERERGEEER - MHRKETH
BERERE - W BRAEBRBEIZERF o

Eithm EEABERZESRARERA
SEAEMSRRAEE - BRERRER
miERARERAEENREBRAZHBER - A
SESEEEERRAEBR - AR
ERRBNIEENZESIREA -

AEBERRRERENMABRHAEHT
BER - BRERST RN - ARE
ERE-—FRAFEEFTEOERT -
M58 R RERHTHKE T 5| ZRAE ™
BBEEE -

AEBRBL2EEATHAEERZEEHR
Bl - 2P RBREDEBEERNNEH
FERBAENERE - 2 EARKIRBA
IR B REERAKE - 9% EFKFE - 18
FE BN RSB ERA TRSEENIF
BEBRE - Wit ATRTS RS E/IER
TR S -

DITRHB A R R R IR E E A RSN
EFE TS EEETEIINER ZFAE AR

°

B

it



REMITHERDF | 2009 F | | 259
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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:
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Market risk Market risk
capital charge capital charge
TIERABERER TSR ERER
As at As at
31st December, 31st December,
2009 2008
HK$ Mn B¥EET HKS Mn B¥EET
Internal Models Approach NEENETEE
— General Market Risk - —RRmISE R 381 648
Standardised Approach BESEE
— Specific Market Risk Debt Charge _ErEmERREEER 14 2
— Specific Market Risk Equity Charge - BT RERRN Ek 110 92
— Vega Risk e 1 2
Total wE 506 744

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. 1 exceptions is
found during 2009 (4 exceptions during 2008), 99% confidence level and 250-day
observation period.
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(6)PRINCIPAL RISKS AND CAPITAL ADEQUACY (continuep) EERBRREARATEE @)

(b) Principal risks (continued)
Market risk management (continued)
Back testing exceptions

(b) EZ= R (@)
TISEREE (H)
B398 54 B 1 S SR

27th November, 2009

200911 H27H
Year 2009 &£ HKS$ Mn B EHET
Loss of total trading activities RS EBHIEIE 56
VaR for total trading activities at corresponding date MEE B ERRE 49

22nd January, 5th September, 16th September, 8th October,

2008 2008 2008 2008

2008414228 200849 A5H 200897 16H 200810 A8H

Year 2008 4 HKS Mn BB EET  HKS Mn BEEET  HKSMn ABEET  HKS Mn B EET

Loss of total trading activities % 5 EENRIEE 86 104* 47 85
VaR for total trading activities %1 & BHY

at corresponding date [EB1E 78 42 45 68

*  The large exception on 5th September, 2008 was due to an employee in manipulating
the valuation of certain equity derivatives held by the Bank which was uncovered in
September, 2008. An announcement was made by the Bank to the Stock Exchange on

18th September, 2008.

In addition, stress testing on market risk is performed for the Group as a
supplement to the daily VaR assessment. The Group applies sensitivity analysis
and scenario analysis, on individual portfolios and/or on the Group’s consolidated
positions, to assess the potential impact of extreme movements in market prices

on the Group’s earnings.

* 2008 %F 9 A5 H.zZBISh 7 2008 F 9 A
RITIEH — LR B RIEARTATHE FRRALT
T AMEE - KITEMKEEE LTI
Yl 2N

kSN - AR BN AT S RRE R AR =
B SRR (L - AEEHERIES K&
FAEBRSFRETHRESNRESR D
1 ARHE IS ERN AR KRB HAEER
AT EELNTE -

Value-at-risk statistics BB
At 31st December Maximum Minimum Mean
M12A318 B5 BiE ¥4
Year 2009 F HKS Mn B¥ BB HKSMnBY¥EET HKSMn B¥EHERT HKSMn BEEER
VaR for total trading R EEH
activities Bl ht] 45 76 43 59
VaR for foreign exchange SNERZ BIEEH
trading positions* [E\ B EnEE* 7 21 5 11
VaR for interest rate FRZZHEH
trading positions EBREEE 3 4 1 3
VaR for equity trading RIARSFEH)
positions El ¢ 37 61 35 46
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At 31st December Maximum Minimum Mean
M12A318 &= E5qiy ¥
Year 2008 HK$ Mn BB EEIL  HKSMn B EEIT HKSMn B EET HKSMn BEEET
VaR for total trading R EEH)
activities [RRR SR RB AR RR 70 139 39 73
VaR for foreign exchange INER SR
trading positions* [E R EEE* 12 21 1 5
VaR for interest rate FERZ SR
trading positions B EEE 1 2 - L
VaR for equity trading RS EH
positions e g 57 123 38 69
* Included all foreign exchange positions but excluded structured foreign exchange *  BIEEINER A AT EIERAE I INEEE -
positions.
The average daily profit for all trading activities (including foreign exchange, MN2009FF - FIEXRSEBH(BEEYE - 7
interest rate and equity trading activities) in 2009 was HK$3.08 million (average X RHORZEH)AENEFETHRAR
daily loss of HK$1.64 million in 2008). The standard deviation of the daily profit/ 785 % 3,080,000 7 ( 2008 FF H) & H F 918 2K
loss was HK$20.75 million (standard deviation of HK$29.96 million for 2008). The A7 #1,640,0007T) - FEEFEBIEN
frequency distribution of daily profit/loss is shown below: 1Z A 22 575 #520,750,000 7T ( 2008 4F /4 75 K

29,960,0007T) ° AT~ A& BT, EErIE
RO MER -

DAILY DISTRIBUTION OF TRADING ACTIVITIES RELATED PROFIT/LOSS

- Year 2009 vs Year 2008
NMugslaes %ag B ZEEHBENERBIESE H 2 E—2009F 5220085
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(b) Principal risks (continued)

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.
Operational Risk Management Department under Risk Management Division 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, Operational Risk Management Department under Risk Management
Division 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 had been reviewed
independently by the Internal Audit Department.

Capital Charge for Operational Risk
As at 31st December 2009, capital charge for operational risk amounted to
HK$1,252 million (2008: HK$ 1,134 million).

Liquidity risk management

The purpose of liquidity management is to ensure sufficient cash flows to meet all
financial commitment and to capitalize 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 Markets Division within the limits approved by the Board
of Directors. Asset and Liability Management Department under Risk Management
Division of the Group is responsible for monitoring the activities of the Treasury
Markets Division 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 analyze 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 Markets Division within the limits
approved by the Board of Directors. Asset and Liability Management Department
under Risk Management Division of the Group is responsible for monitoring the
activities of the Treasury Markets Division 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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(b) Principal risks (continued) (b) EEREM (@)

Interest rate risk management (continued)

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
yield curve on both sides of the balance sheet and performed on monthly basis.
Sensitivity limits are set to control the Bank’s interest rate risk exposure under both
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:
2009
HKD 7t  USD X7t CNY ARM
HKS$ Mn HK$ Mn

BREET BEEERT BREER

Impact on earnings over the next 7= _t 820018 E 2k

12 months if interest rates HARR12EAH

rise by 200 basis points B8 (112) (72)
Impact on economic value if ﬁﬂ’%‘@t%ﬂZOOﬂ%Eﬁ

interest rates rise by 200 HICERENTE

basis points (231) (312)

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) there is a parallel shift in the yield curve and in interest rates;

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

(iii) no loan prepayment is assumed as the majority of loans is on a floating rate
basis; and

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

Actual changes in the Bank’s net interest income and the economic value resulting
from the increases in interest rates may differ from the results of this sensitivity
analysis.

(152) (98)
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(o) EXEHE

(c) 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, 2009 and 31st December, 2008
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, 2009 and 31st December, 2008 and the Group is well above the
minimum required ratio set by the HKMA.
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(7)CREDIT RISK UNDER INTERNAL RATINGS-BASED (“IRB"”) APPROACH

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.

(a) 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.
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(b) Use of internal ratings

(c

~

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.

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.

(d) 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 justification 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.

(e) 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 mortgages, qualifying revolving retail
exposures and other retail exposures.
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(7)CREDIT RISK UNDER INTERNAL RATINGS-BASED (“IRB"”) APPROACH (CONTINUED)

REABTREEFELHENEERRE @

(f) 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.

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.
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UNAUDITED SUPPLEMENTARY FINANCIAL INFORMATION (CONTINUED)

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.

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.
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(7)CREDIT RISK UNDER INTERNAL RATINGS-BASED (“IRB"”) APPROACH (CONTINUED)

REABTREEFELHENEERRE @

(9) 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.

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 income statement. 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.
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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.

(h) 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, 2009 and
31st December 2008 respectively:

Exposure amount
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Exposure amount

Exposure class [ PR 2R B B REEREE [\ AR AR

2009 2008

HK$ Mn B¥EET HKS Mn B8 EET

Bank RIT 80,059 97,062

Corporate 1 205,615 186,711
Equity booked on banking book FERITER TARE R

under Simple Risk-weight Method B A E 2 IR 542 458
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(7)CREDIT RISK UNDER INTERNAL RATINGS-BASED (“IRB") APPROACH (CONTINUED)
BREANDAREESELFENEERR @

2008 respectively:

For bank exposure

2009

Borrower grade
BRAZER

0 NOoO U WN =

\e)

10
11
12
13

For bank exposure

2008

Borrower grade
ERAER

0 NOoO Ul WN =

(i) Risk assessment for IRB exposure classes
The following tables indicate the exposure amount, exposure weighted average
risk weight and exposure weighted average PD under bank exposure and
corporate exposure across borrower grade and the exposure amount under retail
exposures across facility grade as at 31st December, 2009 and 31st December,

Exposure amount
B AR B
HK$ Mn
BEEET
3,832
12,079
10,238
22,177
6,466

7,223

4,927

7,316

2,235

1,501

1,838

229

1

Exposure amount
[ B A B
HK$ Mn
BERET
407

39,474
21,671
17,278
7,174

4,819

3,144

1,395

501

273

907

16

2

(i) MERPAREERRIEER MR

&2 BIEE R A 20094 12 A 31 B & 20084
12 A31 B ERERAERITRB RIS R
ERFE TR AEERRE - THRBAE
IR ES RERAENETFHES A

F o AREERBETERBAETHRAR

R

SHIRTTREEEM S

Exposure weighted
average risk weight
P EBAENERREE

14.89%
17.34%
23.09%
31.62%
39.29%
45.16%
49.55%
58.26%
69.04%
87.85%
103.33%
116.32%
129.66%

Exposure weighted
average PD
ERAENETHRBEIRE

0.03%
0.04%
0.06%
0.11%
0.16%
0.21%
0.26%
0.34%
0.50%
0.87%
1.39%
2.12%
3.10%

FREIRITRBRAER =

Exposure weighted
average risk weight
FHRBAENERREE

14.41%
19.17%
24.79%
31.97%
38.03%
43.76%
48.64%
57.65%
73.10%
85.34%
105.42%
143.93%
193.43%
562.50%

Exposure weighted
average PD
[\ B A AR I3 B SR

0.03%
0.05%
0.07%
0.11%
0.15%
0.20%
0.25%
0.34%
0.56%
0.81%
1.49%
4.42%
10.05%
100.00%
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For corporate exposure

2009

Borrower grade

ERAZER

0 N O Ul b

9

10
11
12
13
14
15
16
17
18
19
20

For corporate exposure

2008

Borrower grade

ERAZR

0 N o Ul b

11
12
13
14
15
16
17
18
19
20

Exposure amount
BB REREE

HK$ Mn B¥EHE T
4,303

2,689

8,206

6,473

11,985

27,169

40,770

6,949

2,322

5,211

2,241

3,503

2,151

2,747

651

397

10

Exposure amount
[E B AR ER
HK$ Mn BB E T
4,067

2,778

8,817

8,220

10,342

26,617

32,985

4,656

603

2,011

4,766

747

1,036

904

334

376

2
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S ERBAEMS

Exposure weighted
average risk weight

R BRI R R E

32.02%
36.11%
35.69%
36.61%
51.06%
60.32%
69.51%
63.89%
81.12%
108.92%
81.06%
120.23%
158.03%
111.23%
440.95%
277.96%
542.50%

Exposure weighted
average PD

EREE R EERRE

0.13%
0.16%
0.20%
0.25%
0.34%
0.58%
0.83%
1.47%
2.02%
2.94%
4.49%
6.45%
9.09%
23.45%
100.00%
100.00%
100.00%

MR RBRAEREN S

Exposure weighted
average risk weight

15 [ g A DA R S B

27.79%
32.33%
40.43%
34.57%
43.82%
58.05%
66.16%
64.76%
80.52%
85.96%
27.72%
122.85%
140.64%
138.79%
497.57%
335.69%
484.23%

Exposure weighted
average PD

[\ A I T DR B S A

0.11%
0.15%
0.20%
0.25%
0.34%
0.56%
0.81%
1.49%
2.08%
2.88%
4.42%
6.84%
10.05%
17.98%
100.00%
100.00%
100.00%
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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 (continued) (i) AEPTREER A EER N E ST
(#&)

For residential mortgages ST EIRIBT =
Facility grade Exposure amount
BMBER ERSREHE

2009 HKS$ Mn 2008 HK$ Mn

BYEERT BEEET

3 3,318 2,622
4 19,253 18,247
5 17,170 13,246
6 1,726 2,025
7 3,519 3,273
8 32 77
11 1,823 2,141
12 20 24
17 144 157
For qualifying revolving retail exposures HEERBRTERAMAEMNS
Facility grade Exposure amount
RUEZER RS REHE

2009 HKS$ Mn 2008 HK$ Mn

BYEET BEEET

5 5,400 7,587
6 4,125 2,724
7 4,537 5,434
8 2,279 1,420
9 326 572
10 3,597 3,534
11 96 171
12 63 51
13 55 62
14 130 165
15 45 49
16 84 121
17 180 101
19 - 51

20 a4 2
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AEBERHERUBEN(E)

For other retail exposures HEMBERBRAENS
Facility grade Exposure amount
MEZR AR B

2009 HK$ Mn 2008 HK$ Mn

BEEERT BEEET

3 69 74
4 750 2
> 4,124 3,364
6 4 1
7 1,244 1,217
8 13 23
9 1,318 2,193
10 218 340
11 1,304 1,347
12 512 203
13 61 77
14 - 2
17 92 109
19 59 42
20 33 28
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(7)CREDIT RISK UNDER INTERNAL RATINGS-BASED (“IRB"”) APPROACH (CONTINUED)

REABTREEFELHENEERRE @

(j) 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, 2008 against the actual outcome for the same
portfolios during the financial period ended 31st December, 2009.

Comparison of actual loss and estimated loss

The following tables indicate the actual loss during the financial year ended 31st
December, 2009 and 31st December, 2008 which are compared against the
estimated loss at 31st December, 2008 and 31st December 2007 of the respective
portfolio. Actual loss refers to impairment loss allowance and charge-off charged
to the Group's income statement during the financial year ended 31st December,
2009 and 31st December, 2008. The difference between the actual loss for the
financial year ended 31st December, 2008 and 31st December, 2009 is immaterial
when compared with the Group's loan portfolio in the respective period.

() LEEBEIRGFTEHERHT
LARA2008F 12 A31 A A EEITHEEASE
B —F R h A EEE = 2009F 12 318 LEFF
BERRERAE N ERBFELR °

LR ERR B EHER

TREBREZE 2009412 A31H K% 20084 12
A3BIEMBEENEREBAL - WEAAER
HAEHE2008% 12 A31HK%20074 12 A
31HMEFTRKRLLE - BRRBXIEHE2009
128318 K%2008512 A31 B ILHBRFEH
BB KRR R AR EBERROME -
#ZE=2008412 A318 REHE 2009412 A31
BEERIEX - HURAEENEREETE
ARENERE  WREEAND A

2009

Actual loss for

the year ended

31st December, 2009
B Z2009%12A3181E

Exposure class BB A IE B 2B FEENEREX

HK$ Mn

BYEEER

Bank |7 -

Corporate 1% 313

Residential mortgage FEIEH -

Qualifying revolving retail BEREREE 80

Other retail HEihTE 17

Total HaEE 410
2008

Actual loss for

the year ended

31st December, 2008

E(Z2008F 12 A31H 1k

Exposure class JE R AEYELE R 2B FENERIBR

HK$ Mn

B EET

Bank RIT -

Corporate e 328

Residential mortgage FEEH 1

Qualifying revolving retail BERBREE 57

Other retail Ht T8 24

Total k] 410

Estimated

1-year loss at

31st December, 2008
#2008 12A31H
AfhEtE)— 18R
HK$ Mn
BEEET

48

361

83

146

73

711

Estimated

1-year loss at

31st December, 2007
72007412 A31H
WfbETR—F1E%
HK$ Mn
BEEET

50

499

95

165

75

884
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Comparison of actual default against estimated probability of default hREREEEAGETERKAE

The following tables indicate the actual percentage of default during the financial TRETEZE20094F 12 A31H % 20084 12
year ended 31st December, 2009 and 31st December, 2008, which is compared A3BLMBEENEREEG L - WA
against the estimated 1-year probability of default (PD) at 31st December, 2008 HEFEREE £ B 2008412 A31H &20074F
and 31st December, 2007 of the respective portfolio. 12A318H Bat—FRERAKLE -
2009

Actual percentage
of default for Estimated 1-year
the year ended probability of default
31st December, 2009 at 31st December, 2008

#Z2009F12831H 7200812 A31H

b2 BABUF Y AfEET e —F

Exposure class BB EIEER BERESEIL BERAE

Bank RIT 0.00% 0.18%

Corporate 2 1.70% 2.59%

Residential mortgage FEZE 0.24% 0.93%

Qualifying revolving retail BEREREE 0.43% 0.68%

Other retail HEhTE 2.03% 2.77%
2008

Actual percentage

of default for Estimated 1-year

the year ended probability of default

31st December, 2008 at 31st December, 2007

HZ=2008412A31H 72007912 A31H

1EZ A E Y AfEET e —F

Exposure class [R\ A IE LR R EREEADL EENAE

Bank R1T 0.19% 0.15%

Corporate 1 1.66% 3.27%

Residential mortgage FEi%E 0.19% 1.07%

Qualifying revolving retail BERERTE 0.47% 0.69%

Other Retail HTE 1.19% 2.68%

(8)CREDIT RISK UNDER STANDARDISED APPROACH BEGtEZTHEERER

This section presents information on the Group's risk management for credit R EINNAEEERERREFEEAEER
exposure in which the Bank adopted Standardised Approach for capital adequacy A7 BEMNEERBAENRDREZER
assessment.

(a) Ratings from external credit assessment institutions (ECAI) (a) HPERE B R (L HAB RYST AR
Credit ratings from Moody’s Investors Service and Standard & Poor’s are used for B E RS RIZELBOEETRARE
all classes of credit exposures under Standardised Approach. The Bank follows A EETHEREERBALE - R1TIRE
the process prescribed in Part 4 of the Capital Rules to map the ratings to the BARBNEAMREHIZR - T REEARTT

exposures booked in the Bank’s banking book. FRITRRENS I 0 LB AR o
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(8)CREDIT RISK UNDER STANDARDISED APPROACH ZEEEZTHEEEK

(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, 2009

and 31st December, 2008 respectively:

2009

Exposure type

Sovereign

Public sector entities

Bank

Corporate

Regulatory retail

Residential mortgage

Other exposures that are not past due
Past due

Off balance sheet exposure
Counterparty exposure

Total

2008

Exposure type

Sovereign

Public sector entities

Bank

Corporate

Regulatory retail

Residential mortgage

Other exposures that are not past due
Past due

Off balance sheet exposure
Counterparty exposure

Total

Total exposure

BREEAE

HKS$ Mn

BREEER BEEERT
FiE 38,610
N 1,804
47 17,645
% 14,788
EETE 165
FERIE 5,390
Akl e 4,988
paak:t 100
BEBERIERAE 4,023
RSHFEBAE 426
fet 87,939
Total exposure

B A ERTE

HK$ Mn

BB AR BEBET
FiE 33,169
NEWE 420
17 19,169
% 10,621
EETE 157
FERH 2,824
Akl 5,423
ekt 287
BEBBERIMBERAE 4314
RSHFRBAEE 775

pak] 77,159

S

(b) BESE AT BRI E R &9 =

TRERD BIA20094 12 A31H & 200845
12831 B KRB EHINIEE TS

R SRR R AEER T M EBRASESRE
K Rl it 2AE

Total exposure
after credit risk mitigation

ERRERERBERER
WRREREE
Rated Unrated
BT ETR
HKS$ Mn HKS$ Mn
BEEER BEBEL
38,606 4
1,804 -
15 17,630
- 12,036
- 164
- 5,047
- 2,603
- 70
- 2,380
- 182
40,425 40,116
Total exposure
after credit risk mitigation
ERRIE SRR %
MEBREEE
Rated Unrated
TR TR
HK$ Mn HK$ Mn
BERET BERET
33,165 4
420 -
29 19,138
- 7,396
- 154
= 2,663
- 4,169
- 287
- 2,894
- 239
33,614 36,944

Risk weight amount
after credit risk mitigation
ERRERERRENES

WERIERE
Rated Unrated
BT EIR
HK$ Mn HKS$ Mn
BEEEL BEBET
4,302 -
353 -
7 6,496
- 12,036
- 123
- 5,037
- 2,603
- 132
- 2,305
- 145
4,662 28,877

Risk weight amount

after credit risk mitigation

ERREEERRIEER

R AR
Rated Unrated
TR BT
HK$ Mn HK$ Mn
BERET BEEET
4,730 -
84 -

15 6,534

- 7,396

- 116

- 2,567

- 4,169

= 324

- 2,835

- 208

4,829 24,149
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(9)CREDIT RISK MITIGATION REE & Ek g e

(a) Process of managing and recognising credit risk mitigation

(a) EERAERE %EJ—L[@E?&E’@E’JEF‘

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.

RITE §ilE B 1R RBERES ERBRE B
BE  MBERTEEEZESHE  BRAR
ﬁBE:F?&g/ﬂ%aJr;:/f&Tﬁ/ﬂ%ﬁ;:iTuffﬂ%
BB - BIEEASIMTET AR S5
ﬁﬁ'b«%ﬁ?ﬁﬁﬁﬂ 248 B ) R PR AE o K
TEENGERGEESAEREREERNS
K o RITEHEE —RIIRITRRBEBEERIE
FERBRERE ATHZEREERD &
BIESHAERIELBEENER - BEZEH
BRYEMERE - MENGERIEHES -

MAHEEEAMS - REBEANRAET TH
RAER R RERT IR AR NREER
RERiEN - ATEFERERSERRERE
BREWRE - FETERRARERER

RAEARBEEREEDERR - SRUE
AReRReRFR 82 BRORER
REBESD ER %xéﬁ’\—l@?ﬁm%%ﬂ’li
% MmENERAREEHELE X
E - BHLERE o RERRENERREEER
BIABARRAGT TR EEEHIRIERY
BITERREENARDRMETE

RAERADEMNIEER RSB R
TEREEEFBNR - HRREBEBRMERA
RIE - HAERR AP RIS RN ET
RA-FUA EFRH AT

$Tﬂlﬂ%fﬁ§§% ERAREEB BRI
RAFHEEE o METE R » ANTTI &I
a/m—fﬁ%‘ﬁﬁﬁgﬁilﬁ/f\ﬁfﬁ?%fﬁ“ﬁ%

EREBEN - AFTEERTRE °
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(9)CREDIT RISK MITIGATION (conTinuep) JRE S BB IE I @)

(b) A EBEFARE ST E AT LARR AT 47
Ar R 2 Y R B R AR AR

(b) Total exposures covered by recognised collateral under IRB
Approach

Exposure amount covered

ERENRBRRIESHE

2009 2008

Exposure class BB RE R HK$ Mn HK$ Mn
BEEET BEEET

Bank #]RIT 413 147
Corporate (=E 43,370 40,028
Retail =& 53,460 48,676
Total Rk 97,243 88,851

72009412 A31H }%2008412A31H » L
PR B R BR AR R EE  RE NPT AR E A
FHEE TR AE B EER25.47% }23.83% ©

The total exposures indicated above represent 25.47% of the total exposure
amount under IRB Approach as at 31st December, 2009 and 23.83% as at 31st
December, 2008.

(o) BEFTE AT LR AHE R mRER
R PR E AR

(c) Total exposures covered by recognised collateral under
Standardised Approach

Exposure amount covered

ERENRBRRESHE

2009 2008

Exposure class BB AIEER HK$ Mn HK$ Mn
BEEET BHEET

Bank #RIT 1 2
Corporate 1 2,753 3,225
Regulatory retail EETE 1 3
Residential mortgage FEiziE 343 161
Other exposures which are not past due R 360 A A ELAth | g A 2,384 1,254
Past due B HA 30 -
Counterparty RHEF 245 537
Off balance sheet BEBBERINER 1,643 1,420
Total HaEE 7,400 6,602

The total exposures indicated above represent 8.41% of the total exposure amount
under Standardised Approach as at 31st December, 2009 and 8.56% as at 31st

December, 2008.

742009412 A31H &2008F12A31H » k£
AR BB A E AR D BIER RS EOAT

[RSAEIE LB EERY8.41% [ 8.56% ©
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(10COUNTERPARTY CREDIT RISK-RELATED EXPOSURE

EXSHFEER AR RREE

AEBERBARYBER (F)

The Bank has in place a set of internal policies and a comprehensive framework to
effectively manage the counterparty credit risk which arises from OTC derivative
transactions in banking book and trading book. Under this management
framework, distinct credit limits for counterparty credit exposure for individual
counterparties are determined based on the credit standing of the counterparties
while the exposure amount are measured and monitored by the credit equivalent
amount which comprises replacement cost and potential exposure.

At 31st December, 2009, there are no repo-style transactions nor credit derivative
contracts in the Bank. No recognised credit derivative contracts is held as credit
protection for counterparty credit risk-related exposures while credit protection
adopted by the Bank for counterparty credit risk-related exposures at 31st
December, 2009 includes commercial real estates, financial cash and financial
non-cash. Credit equivalent amount after credit protection under IRB approach
amounts to HK$ 1,448 million (2008: HK$ 1,690 million) while the credit equivalent
amount after credit protection under Standardised approach amounts to HK$182
million (2008: HK$238 million).

(a) Counterparty credit risk-related exposures under IRB Approach

The following tables indicate the information of counterparty credit risk-related
exposures under IRB approach by exposure class as at 31st December, 2009 and
31st December, 2008 respectively:

2009

Current exposure

RITEBRAE

Exposure class R EEER HK$ Mn

BYEEHER

Corporate f1SES 51

Bank $R1T 496

Total BEE 547
2008

Current exposure

AT

Exposure class [E B R R HK$ Mn

BEEET

Corporate 2 106

Bank #R1T 687

Total HaE 793

AITEHFI — R A BER R T E R E R
B UERERATHRITRER ZES
BISIMTET ARSI BNRZHFERER
B EEEERET TRARZHFHRS
HFRBREERESREENZSHFNE
AARRETE - MR ERAESERE A
BHERKAREERBREARNEESESHE

HERE

2009412 A31 8 » K773 & B AR
RGKEETETREAR - K2009F12 A
318 AR ERABHFREARI S Y
FRERBRABORAREAENEERE -
ETFHRAUEARBEDELE  SHE
SEFRNERIFRCEAR  BXTE
BRAGETETAEAR - REFHELE
HEATIAZEERERENEESES
%8 /5 78 11,448,000,000 7T (2008 F : i &
1,690,000,0007T ) * M EREFEETT
ZEERERENEESEBEIABE
182,000,000 7T (2008 4F : % # 238,000,000
JT) °

AR EEGELTHRZHF
EE R kiR B R
M2009412 A31H %2008 12A318 *
R BB RIEA R R R AEE R E 58 R EE
AREREAEETERSHFEERKRIEHE
HEBREAERER

Credit equivalent Risk weighted
amount amount
EELSESE BB MESE
HK$ Mn HK$ Mn
BERERT BETER

161 36

1,394 533

1,555 569

Credit equivalent Risk weighted
amount amount
EEEESHE R INESRE
HK$ Mn HK$ Mn
BEEET BEBEET

212 79

1,559 451

1,771 530
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(10)COUNTERPARTY CREDIT RISK-RELATED EXPOSURE (CONTINUED)

HRXZHEFEERMERNRRAE @

(b) Counterparty credit risk-related exposures under Standardised
Approach
The following tables indicate the information of counterparty credit risk-related
exposures under Standardised Approach as at 31st December, 2009 and 31st
December, 2008 respectively:

(b) BEFEEZTRRZHFEERR

il RNl S

72009412 A31H 2008512 A31H + T
KA NBRPEHEE TR G UFEER
R RIS ASE AR -

2009
Current exposure Credit equivalent amount Risk weighted amount
BRITRAYE FESESHE E R nES
HK$ Mn HK$ Mn HKS$ Mn
BEEET BEEET BEEERT
248 426 145
2008
Current exposure Credit equivalent amount Risk weighted amount
BITR AR EESEDRE [R\fe it & 5
HK$ Mn HK$ Mn HK$ Mn
BEBEST BEBEET BERET
598 775 208

(11)ASSET SECURITISATION &EFE# 1t

During the year, the Bank only acts as an investor in all securitisation exposures.
Ratings from Moody’s Investors Service and Standard & Poor’s are adopted in
assessing securitisation exposures. Since the securitisation exposures held by the
Bank are all rated by recognised ECAI designated by the Capital Rules, Ratings-
based Approach is used to calculate the risk-weighted amount for the exposures.
The Bank closely monitors the risk arising from these exposures.

FA - ATERBRESFCERIRBAGEESE
REFEE - FHEEHCER AR AERRK
BIMEE R RAFELBAOR - ARAKTT
FAMESMCERRBAEDEEARKAE
TE BRI MBS B R A BRI AR - tR(ERT
REERTEDRUASH R R AE R R e i
B AMIETERAHARAEMELNR

% -
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Al securitisation exposures are rated and those with investment grades are under BB R R AR EFR - BRENR
senior positions backed by granular pools. The following table indicates the total HWEACER AR AESRBERRNS T
principal amount and the respective risk weighted amount of all securitisation HAEZFHNERFR o TRERN2009F12
exposure as at 31st December, 2009 and 31st December 2008: A31H %2008%12 A31H A & HL 7RI

AEEN A RERERNRRIMESE

Principal amount Risk weighted amount
EEE EBEINESE

2009 2008 2009 2008

Risk weight EREE HK$ Mn HK$ Mn HKS$ Mn HK$ Mn
BEEET BEEET BERER BEESET

20% - - - —
50% - - - =
60% - 10 - 6
75% - — - -
100% - - - =
250% - = - =
425% - = - -
Total 4z - 10 - 6
Capital requirement of securitisation exposure under IRB approach at 31st 720094F 12 A31H &20084F 12 A31H + A
December, 2009 was HK$0.02 million and HK$0.5 million at 31st December, BR ST AR B EGT EUA T B AR R R B AR
2008. The deductible items from core and supplementary capital under asset BEARE K AEE20,0007T & &8 500,0007T °
securitisation at 31st December, 2009 amounted to HK$Nil and HK$0.05 million at 720094F 12 A31H &20084F 12 A31H + &
31st December, 2008. EBEHFT B0 R INEARRHIEREIER

AP Z T ) B #50,0007T °
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(12EQUITY EXPOSURES BOOKED IN BANKING BOOK $R1TBR T HY IR #& 3 B AR &

The Bank deducts those equity holdings taken for relationship and strategic reasons
from the core & supplementary capital and includes those equity holdings taken
for other reasons in the risk-weighted assets for capital adequacy ratio purpose.

The Bank applies the same accounting techniques and valuation methodologies as
detailed in the Bank’s notes on accounts for all available-for-sale financial assets,
including equity exposures booked in banking book. There are no significant
changes during the annual reporting period.

AT I R B AR B SRS 13 Pl T 4% 7 RO B AAE
oL R M INE AR - KA E A IR f
HENREREERRIMEEEA - LAE
FHHARFERLLE

BITREA AT RN ESRAE - BERT
BT HRERRAE 195 2 55
AT 2 BRI R AR 2 @ T BT R
= o BRI A E A REBRLREAR
B o

For the year ended 31st December, 2009
HZE2009F12A31A L2 HBEE

The Group The Bank
58 BT
HK$ Mn HK$ Mn
BEEET BYEEER
Cumulative realised gains or (losses) arising from g & H & 1 5 3R 15 g
sales and liquidations of equity exposure 2B ER WL (E51E) 76 -
Total unrealised gains or (losses) recognised in  fEf#RRAER @ EREKLIEER
the Bank's reserves but not through ABRRARER S (Bi8)
the income statement HAaET 514 223
Unrealised gains included in or (losses BETEE AR R R e EEHTN
deducted from) the Bank’s supplementary BARNHEMRER W a5
capital for capital adequacy ratio 3 (HEZMANE AN R )
purpose ARERGIENSFE) 424 424

For the year ended 31st December, 2008
HZE2008F 12 A31H L2 BFE

The Group The Bank
£E R1T
HK$ Mn HK$ Mn
BEEET BEEET
Cumulative realised gains or (losses) arising from & B H & A0 3,27 15 5 A% hE &
sales and liquidations of equity exposure Z2REERKES (B8) 185 186
Total unrealised gains or (losses) recognised in  7EREERRER - B8 AENKEER
the Bank's reserves but not through ABRMAREFR WSk (FE)
the income statement B 4Bt (703) (467)
Unrealised gains included in or (losses BETEERT R LR M EEN N
deducted from) the Bank's supplementary BEARARIEAAREIRWZEHE 5B
capital for capital adequacy ratio 3k (s M A& 2 e
purpose AELBENEE) 159 159
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