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1 Summary of significant accounting policies

(a) Basis of preparation

The consolidated financial statements have been prepared in accordance with
Hong Kong Financial Reporting Standards (“HKFRSs”, a collective term
which includes all applicable individual Hong Kong Financial Reporting
Standards, Hong Kong Accounting Standards (“HKASs”) and Interpretations)
issued by the Hong Kong Institute of Certified Public Accountants (“HKICPA”),
accounting principles generally accepted in Hong Kong and the requirements
of the Hong Kong Companies Ordinance. These consolidated financial statements
also comply with the applicable disclosure provisions of the Rules Governing
the Listing of Securities on The Stock Exchange of Hong Kong Limited.

The consolidated financial statements have been prepared under the historical
cost convention, as modified by the revaluation of available-for-sale financial
assets, financial assets and financial liabilities held for trading, financial assets
and financial liabilities (including derivative financial instruments) designated
at fair value through profit or loss and investment properties.

The preparation of financial statements in conformity with HKFRSs requires
the use of certain critical accounting estimates.  It also requires management
to exercise its judgements in the process of applying the Group’s accounting
policies.  The areas involving a higher degree of judgement or complexity, or
areas where assumptions and estimates are significant to the consolidated
financial statements are disclosed in note 3.

The HKICPA has issued a number of new/revised HKFRSs, which are effective
for accounting periods beginning on or after 1 January 2006. The Group
adopted the following new/revised HKFRSs which are relevant to its operation:

HKAS 39 (Amendment)
– The Fair Value Option

HKAS 39 (Amendment)
– Financial Guarantee Contracts

HKFRS – Int 4
– Determining whether an Arrangement contains a Lease

The adoption of the above HKFRSs did not result in significant changes to the
Group’s accounting policies and did not have significant impact on the Group’s
and the Bank’s results of operations and financial position.

Up to the date of issue of these financial statements, the HKICPA has also
issued certain new/revised HKFRSs and the Hong Kong Monetary Authority
has recommended additional disclosures, which are not yet effective for the
accounting year ended 31 December 2006 and which have not been early
adopted in these financial statements.
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1 Summary of significant accounting policies (continued)

(a) Basis of preparation (continued)

The Group is in the process of making an assessment of what the impact
of these new/revised HKFRSs and additional disclosures is expected to be
in the period of initial application. So far it has concluded that the adoption
of them is unlikely to have a significant impact on the Group’s result of
operations and financial position.

In addition, the following developments which are effective for accounting
periods beginning on or after 1 January 2007 may result in new or
amended disclosures in the financial statements:

HKFRS 7
– Financial instruments: disclosures

HKAS 1 (Amendment)
– Presentation of financial statements: capital disclosures

Banking (Disclosure) Rules

(b) Consolidation

The consolidated financial statements include the financial statements of
the Bank and all of its subsidiaries made up to 31 December.

Subsidiaries are those entities in which the Bank, directly or indirectly,
controls the composition of the Board of Directors, controls more than half
of the voting power or holds more than half of the issued share capital.

Subsidiaries are consolidated into the financial statements from the date
on which control is transferred to the Group. They are de-consolidated
from the date that control ceases.

Inter-company transactions, balances and unrealised gains on transactions
between group companies are eliminated in full in preparing the consolidated
financial statements. Unrealised losses are also eliminated unless the
transaction provides evidence of an impairment of the asset transferred.
Accounting policies of subsidiaries have been changed where necessary to
ensure consistency with the policies adopted by the Group.

In the Bank’s balance sheet, the interests in subsidiaries are stated at cost
less provision for impairment losses.  The results of subsidiaries are
accounted for by the Bank on the basis of dividends received and receivable.

(c) Jointly controlled entities

A jointly controlled entity is an entity which operates under a contractual
arrangement whereby the Group and other parties undertake an economic
activity which is subject to joint control and none of the participating
parties has unilateral control over the economic activity.
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NOTES TO THE FINANCIAL STATEMENTS

1 Summary of significant accounting policies (continued)

(c) Jointly controlled entities (continued)

The consolidated income statement includes the Group’s share of the
results of jointly controlled entities for the year and the consolidated
balance sheet includes the Group’s share of the net assets of the jointly
controlled entities.

In the Bank’s balance sheet, the interests in jointly controlled entities are
stated at cost less provision for impairment losses.  The results of jointly
controlled entities are accounted for by the Bank on the basis of dividends
received and receivable.

(d) Associates

An associate is an entity over which the Group has significant influence
but not control, generally accompanying a shareholding of between 20%
and 50% of the voting rights.

The consolidated income statement includes the Group’s share of the
results of associates for the year and the consolidated balance sheet
includes the Group’s share of the net assets of the associates.

In the Bank’s balance sheet, the interests in associates are stated at cost less
provision for impairment losses.  The results of associates are accounted
for by the Bank on the basis of dividends received and receivable.

(e) Income recognition

(i) Interest income and expense

Interest income and expense for all interest-bearing financial instruments
are recognised in the income statement on an accruals basis using the
effective interest method.

The effective interest method is a method of calculating the amortised
cost of a financial asset or a financial liability and of allocating the
interest income or interest expense over the relevant period. The
effective interest rate is the rate that exactly discounts estimated
future cash payments or receipts through the expected life of the
financial instrument or, when appropriate, a shorter period to the net
carrying amount of the financial asset or financial liability. When
calculating the effective interest rate, the Group estimates cash flows
considering all contractual terms of the financial instrument (for
example, prepayment options) but does not consider future credit
losses. The calculation includes all fees and points paid or received
between parties to the contract that are an integral part of the effective
interest rate, transaction costs and all other premiums or discounts.
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1 Summary of significant accounting policies (continued)

(e) Income recognition (continued)

(i) Interest income and expense (continued)

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

(ii) Premium income

Premium income represents gross insurance premium written less
reinsurance ceded, as adjusted for unearned premium. Gross premiums
written are recognised at date of risk inception.

(iii) Fee and commission income

Fee and commission income arises on financial services provided by
the Group and is recognised when the corresponding service is provided,
except where the fee is charged to cover the costs of a continuing
service to, or risk borne for, the customer, or is interest in nature. In
these cases, the fee is recognised as income in the accounting period
in which the costs or risk is incurred and is accounted for as interest
income.

(iv) Dividend income

Dividend income from unlisted investments is recognised when the
shareholder’s right to receive payment is established. Dividend income
from listed investments is recognised when the share price of the
investment is quoted ex-dividend.

(f) Financial assets

The Group classifies its financial assets under the following categories:
loans and receivables, trading securities, financial assets designated
at fair value through profit or loss, held-to-maturity securities, and
available-for-sale securities.  The classification depends on the purpose for
which the financial assets were acquired.  Management determines the
classification of its financial assets at initial recognition.

(i) Loans and receivables

Loans and receivables, including cash and short term funds, placement
with and advances to banks and other financial institutions, trade bills
and loans and advances to customers, are non-derivative financial
assets with fixed or determinable payments that are not quoted in an
active market. They arise when the Group provides money, goods or
services directly to a debtor with no intention of trading the receivable.
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1 Summary of significant accounting policies (continued)

(f) Financial assets (continued)

(i) Loans and receivables (continued)

Loans and receivables are carried at amortised cost using the effective
interest method less impairment losses.

(ii) Trading securities

A financial asset is classified as trading if it is acquired principally for
the purpose of selling in the short term.  Derivatives are also categorised
as held for trading unless they are designated as hedges.

Trading securities are stated at fair value.  Changes in fair value are
recognised as “Net gain/loss from trading securities” in the income
statement as they arise.

(iii) Financial assets designated at fair value through profit or loss

Financial assets at fair value through profit or loss are not those
financial assets acquired principally for the purpose of selling in the
short term but designated by management as such at inception 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 assets or recognising the gains and losses on them on
different bases;

– A group of financial assets 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 assets 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.

These financial assets are recognised initially at fair value and
transaction costs taken directly to the income statement.  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 in the period in which they arise.
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1 Summary of significant accounting policies (continued)

(f) Financial assets (continued)

(iv) Held-to-maturity securities

Held-to-maturity securities are non-derivative financial assets with
fixed or determinable payments and fixed maturities that the Group’s
management has the positive intention and ability to hold to maturity.
If the Group were to sell other than an insignificant amount of
held-to-maturity assets, the entire category would be tainted and
reclassified as available-for-sale.

Held-to-maturity securities are carried at amortised cost using the
effective interest method less impairment losses.

(v) Available-for-sale securities

Available-for-sale securities are non-derivatives that are either
designated in this category or not classified in any of the other
categories.  Available-for-sale securities are those intended to be held
for an indefinite period of time, which may be sold in response to
needs for liquidity or changes in interest rates, exchange rates or
equity prices.

Available-for-sale securities are stated at fair value.  Unrealised gains
and losses arising from changes in the fair value are recognised
directly in the investment revaluation reserve until the financial asset
is derecognised or impaired at which time the cumulative gain or loss
previously recognised in the investment revaluation reserve is
recognised in the income statement.

Purchases and sales of trading securities, financial assets designated at fair
value through profit or loss, held-to-maturity and available-for-sale securities
are recognised on trade-date — the date on which the Group commits to
purchase or sell the asset.  Loans are recognised when cash is advanced to
the borrowers.
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1 Summary of significant accounting policies (continued)

(g) Impairment of financial assets

(i) Financial assets carried at amortised cost

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.  A financial asset or a group of financial assets is impaired
and impairment losses are incurred if, and only if, there is objective
evidence of impairment as a result of one or more events that occurred
after the initial recognition of the asset (a “loss event”) and that loss
event (or events) has an impact on the estimated future cash flows of
the financial asset or group of financial assets that can be reliably
estimated.  Objective evidence that a financial asset or group of assets
is impaired includes observable data that comes to the attention of the
Group about the following loss events:

1. significant financial difficulty of the issuer or obligor;
2. a breach of contract, such as a default or delinquency in interest

or principal payments;
3. the Group granting to the borrower, for economic or legal reasons

relating to the borrower’s financial difficulty, a concession that
the lender would not otherwise consider;

4. it becoming probable that the borrower will enter into bankruptcy
or other financial reorganisation;

5. the disappearance of an active market for that financial asset
because of financial difficulties; or

6. observable data indicating that there is a measurable decrease in
the estimated future cash flows from a group of financial assets
since the initial recognition of those assets, although the decrease
cannot yet be identified with the individual financial assets in the
group, including:
– adverse changes in the payment status of borrowers in the

group; or
– national or local economic conditions that correlate with defaults

on the assets in the group.

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 that asset in a group of
financial assets with similar credit characteristics and collectively
assesses them for impairment.  Assets that are individually assessed
for impairment and for which an impairment loss is or continue to be
recognised are not included in a collective assessment of impairment.


