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1 Summary of significant accounting policies (continued)

(g) Impairment of financial assets (continued)

(i) Financial assets carried at amortised cost (continued)

If there is objective evidence that an impairment loss on financial
assets carried at amortised cost has been incurred, the amount of the
loss is measured as the difference between the asset’s carrying amount
and the present value of estimated future cash flows (excluding future
credit losses that have not been incurred) discounted at the financial
asset’s original effective interest rate.  The carrying amount of the
asset is reduced through the use of an allowance account and the
amount of the loss is recognised in the income statement.  If the
financial asset has a variable interest rate, the discount rate for
measuring any impairment loss is  the current effective interest rate
determined  under  the contract.  As a practical expedient, the Group
may measure impairment on the basis of an instrument’s fair value
using an observable market price.

The calculation of the present value of the estimated future cash flows
of a collateralised financial asset reflects the cash flows that may
result from foreclosure less costs for obtaining and selling the collateral,
whether or not foreclosure is probable.

For the purposes of a collective evaluation of impairment, financial
assets are grouped on the basis of similar credit risk characteristics.
Those characteristics relevant to the estimation of future cash flows
for groups of such assets by being indicative of the debtor’s ability to
pay all amounts due according to the contractual terms of the assets
are considered.

Future cash flows in a group of financial assets that are collectively
evaluated for impairment are estimated on the basis of the contractual
cash flows of the assets in the group and historical loss experience for
assets with credit risk characteristics similar to those in the group.
Historical loss experience is adjusted on the basis of current observable
data on economic and credit environment to reflect the effects of
current conditions that did not affect the period on which the historical
loss experience is based and to remove the effects of conditions in the
historical period that do not exist currently.

Estimates of changes in future cash flows for groups of assets should
reflect and be directionally consistent with changes in related observable
data from period to period (for example, change in unemployment
rates, property prices, payment status, or other factors indicative of
changes in the probability of losses in the group and their magnitude).
The methodology and assumptions used for estimating future cash
flows are reviewed regularly by the Group to reduce any differences
between loss estimates and actual loss experience.
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1 Summary of significant accounting policies (continued)

(g) Impairment of financial assets (continued)

(i) Financial assets carried at amortised cost (continued)

When a loan is uncollectible, it is written off against the related
allowances for loan impairment.  Such loans are written off after all
the necessary procedures have been completed and the amount of the
loss has been determined.  Subsequent recoveries of amounts previously
written off decrease the amount of the allowances for loan impairment
in the income statement.

If, in a subsequent period, the amount of the impairment loss decreases
and the decrease can be related objectively to an event occurring after
the impairment was recognised (such as an improvement in the
debtor’s credit rating). The previously recognised impairment loss is
reversed by adjusting the allowance account. The amount of the
reversal is recognised in the income statement.

(ii) Financial assets carried at fair value

The Group assesses at each balance sheet date whether there
is objective evidence that a financial asset or a group of financial
assets is impaired.  In the case of equity investments classified as
available-for-sale, a significant or prolonged decline in the fair value
of the security below its cost is considered in determining whether the
assets are impaired.  If any such evidence exists for available-for-sale
financial assets, the cumulative loss measured as the difference between
the acquisition cost and the current fair value, less any impairment
loss on that financial asset previously recognised in profit or loss is
removed from the investment revaluation reserve and recognised in
the income statement.  Impairment losses recognised in the income
statement on equity instruments are not reversed through the income
statement.  If, in a subsequent period, the fair value of a debt instrument
classified as available-for-sale increases and the increase can be
objectively related to an event occurring after the impairment loss
was recognised in profit or loss, the impairment loss is reversed
through the income statement.

(h) Financial liabilities

The Group classifies its financial liabilities under the following categories:
trading liabilities, financial liabilities designated at fair value through
profit or loss, deposits, certificates of deposit issued and other liabilities.
All financial liabilities are classified at inception and recognised initially
at fair value.
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1 Summary of significant accounting policies (continued)

(h) Financial liabilities (continued)

(i) Trading liabilities

A financial liability is classified as held for trading if it is incurred
principally for the purpose of repurchasing in the short term.  It is
carried at fair value and any gains and losses arising from changes in
fair value are recognised in the income statement.

(ii) Financial liabilities designated at fair value through profit or loss

A financial liability is designated as fair value through profit or loss
if it is so designated at inception.  Financial liabilities so designated
include certain certificates of deposit issued and certain deposits
received from customers that are embedded with derivatives.  A
financial liability is typically so designated if it meets the following
criteria:

– The designation eliminates or significantly reduces a measurement
or recognition inconsistency (sometimes referred to as “an
accounting mismatch”) that would otherwise arise from measuring
the financial liabilities or recognising the gains and losses on
them on different bases;

– A group of financial liabilities is managed and its performance is
evaluated on a fair value basis, in accordance with a documented
risk management or investment strategy, and this is the basis on
which information about these liabilities is provided internally to
the management;

– It relates to those financial instruments embedded with derivatives
which significantly modify the cash flows that would otherwise
be required under the contract; or

– The separation of the embedded derivatives from the financial
instruments is prohibited.

Financial liabilities designated at fair value through profit or loss are
carried at fair value and any gains and losses arising from changes in
fair value are recognised as “Net gain/loss arising from financial
instruments designated at fair value through profit or loss” in the
income statement.

(iii) Deposits, certificates of deposit issued and other liabilities

Deposits and certificates of deposit issued, other than those classified
as trading liabilities or designated at fair value through profit or loss,
together with other financial liabilities are carried at amortised cost.
Any difference between proceeds net of transaction costs and the
redemption value is recognised in the income statement over the
period of the other financial liabilities using the effective interest
method.
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1 Summary of significant accounting policies (continued)

(i) Derivative financial instruments and hedge accounting

Derivatives are initially recognised at fair value on the date on which a
derivative contract is entered into and are subsequently re-measured at
their fair value.  Certain derivatives embedded in other financial instruments
are treated as separate derivatives when their economic characteristics and
risks are not closely related to those of the host contract and the host
contract is not carried at fair value through profit or loss.  All derivatives
are carried as assets when fair value is positive and as liabilities when fair
value is negative.  Subsequent changes in fair value are recognised depending
on the purpose of the derivatives.

The method of recognising the resulting fair value gain or loss depends on
whether the derivative is designated as a hedging instrument, and if so, the
nature of the item being hedged.  The Group designates certain derivatives
as either: (1) hedges of the fair value of recognised assets or liabilities or
firm commitments (fair value hedge); or, (2) hedges of highly probable
future cash flows attributable to a recognised asset or liability, or a
forecasted transaction (cash flow hedge).  Hedge accounting is used for
derivatives designated in this way provided certain criteria are met.

The Group documents, at the inception of the transaction, the relationship
between hedging instruments and hedged items, as well as its risk
management objective and strategy for undertaking various hedge
transactions.  The Group also documents its assessment, both at hedge
inception and on an ongoing basis, of whether the derivatives that are used
in hedging transactions are highly effective in offsetting changes in fair
values or cash flows of hedged items.

(i) Fair value hedge

Changes in the fair value of derivatives that are designated and
qualify as fair value hedges are recorded in the income statement,
together with any changes in the fair value of the hedged assets or
liabilities that are attributable to the hedged risk.

If the hedge no longer meets the criteria for hedge accounting, the
adjustment to the carrying amount of a hedged item for which the
effective interest method is used is amortised to the income statement
over the period to maturity.  The adjustment to the carrying amount
of a hedged equity security remains in retained earnings until the
disposal of the equity security.
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1 Summary of significant accounting policies (continued)

(i) Derivative financial instruments and hedge accounting (continued)

(ii) Cash flow hedge

The effective portion of changes in the fair value of derivatives that
are designated and qualify as cash flow hedges are recognised in
equity.  The gain and loss relating to the ineffective portion is recognised
immediately in the income statement.

Amounts accumulated in equity are recycled to the income statement
in the periods in which the hedged item will affect profit or loss.

When a hedging instrument expires or is sold, or when a hedge no
longer meets the criteria for hedge accounting, any cumulative gain
or loss existing in equity at that time remains in equity and is recognised
when the forecast transaction is ultimately recognised in the income
statement.  When a forecast transaction is no longer expected to
occur, the cumulative gain or loss that was reported in equity is
immediately transferred to the income statement.

Derivative financial instruments held for trading and those that do not
qualify for hedge accounting will be accounted for with changes in fair
value reported through the income statement.

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

(j) Valuation of securities and derivatives

The fair value of financial instruments is based on their quoted market
prices at the balance sheet date without any deduction for estimated future
selling costs.  Financial assets are priced at current bid prices while
financial liabilities are priced at current asking prices. For unlisted securities
and where the market for a financial instrument is not active, the Group
estimates fair value by using valuation techniques.  These include the use
of recent arm’s length transactions, reference to other instruments that are
substantially the same, discounted cash flow analysis, and option pricing
models refined to reflect the issuer’s specific circumstances.
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1 Summary of significant accounting policies (continued)

(k) Investment properties

Property that is held for long-term rental yields or for capital appreciation
or both, and that is not occupied by the companies in the consolidated
Group, is classified as investment property. Investment property comprises
land held under operating leases and buildings held under finance leases.
Land held under operating leases is classified and accounted for as investment
property when the rest of the definition of investment property is met.  The
operating lease is accounted for as if it were a finance lease.

Investment property is measured initially at its cost, including related
transaction costs. After initial recognition, investment property is carried
at fair value. Any gain or loss arising from a change in fair value or from
the retirement or disposal of an investment property is recognised in the
income statement.

When a property is transferred to investment property following a change
in its use, any difference arising at the date of transfer between the carrying
amount of the property immediately prior to the transfer and its fair value
is recognised in the bank premises revaluation reserve in accordance with
HKAS 16 “Property, plant and equipment”.  However, a revaluation
increase is recognised as income only to the extent that it reverses a
revaluation decrease of the same asset previously recognised as an expense.
Decreases are first set off against increases on previous valuations of the
same asset and thereafter are debited to the income statement. Upon
disposal of the property, the relevant portion of the bank premises revaluation
reserve is released and transferred from the bank premises revaluation
reserve to retained earnings.

When an investment property becomes owner-occupied, it is reclassified
as premises and its fair value at the date of reclassification becomes its cost
for accounting purposes of subsequent recording.

(l) Other properties and equipment

(i) Premises

Premises represent those properties held for own use and are stated at
cost less accumulated depreciation.  Where the land and building
elements of the leasehold properties held for own use can be allocated
reliably at the inception of the lease, the land element is accounted for
as operating lease.  As such, any leasehold land premiums for acquiring
the land leases, or other lease payments, are charged to the income
statement on a straight line basis over the period of the lease or where
there is impairment, the impairment is charged to the income statement.
Any buildings which are situated on such land leases continue to be
presented as part of premises.   Where the land and building elements
of the leasehold properties cannot be allocated reliably at the inception
of the lease, the land and building elements will continue to be treated
as finance lease and classified as premises.
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1 Summary of significant accounting policies (continued)

(l) Other properties and equipment (continued)

(i) Premises (continued)

Depreciation of premises is calculated on a straight line basis to write
off the assets over their estimated useful lives as follows:

– Leasehold land is depreciated over the unexpired terms of the
leases.

– Building and improvements thereto are depreciated over the lesser
of 40 years or the unexpired terms of the leases.

(ii) Furniture and equipment

Furniture and equipment is stated at cost less depreciation and
impairment losses.  Depreciation is calculated on a reducing balance
basis to write off the assets over their estimated useful lives, at annual
rates ranging from 20% to 30%.

The asset’s residual values and useful lives are reviewed, and adjusted if
appropriate, at each balance sheet date.

An asset’s carrying amount is written down immediately to its recoverable
amount if the asset’s carrying amount is greater than its estimated recoverable
amount.

(m) Impairment of other assets

Assets that have an indefinite useful life are not subject to amortisation,
but are tested annually for impairment and are reviewed for impairment
whenever events or changes in circumstances indicate that the carrying
amount may not be recoverable.  Assets that are subject to amortisation are
reviewed for impairment whenever events or changes in circumstances
indicate that the carrying amount may not be recoverable.  An impairment
loss is recognised for the amount by which the asset’s carrying amount
exceeds its recoverable amount.  The recoverable amount is the higher of
an asset’s fair value less costs to sell and value in use.

(n) Repossessed assets

Repossessed collateral assets are reported as “Other accounts” under
“Advances and other accounts” and the relevant loans are derecognised.
The repossessed collateral assets are measured at the lower of the carrying
amount and net realisable value.


