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NOTES TO THE ACCOUNTS

(m)FESHHBE(E) 1 Principal accounting policies (continued)

X~ WASR (&) Income recognition
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From 1 January 2004 to 31 December 2004

Interest income and expense were recognised in the profit and loss
account as it accrued, except in the case of doubtful debts where
interest was credited to a suspense account which was netted in the
balance sheet against the relevant balances.

Fees on loan origination were accounted for as and when they were
receivable. Cash rebates granted in relation to residential mortgage
loans were capitalised and amortised to the profit and loss account on
a straight line basis. The amortisation of premiums and discounts
arising on acquisition of dated debt securities was included as part of
interest income.

From 1 January 2005 onwards

Interest income and expense are recognised in the profit and loss
account by using the effective interest method.

The effective interest method is a method of calculating the amortised
cost of afinancial asset or afinancial 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 termsof thefinancial 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.

Onceafinancial asset has been written down asaresult of animpairment
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.
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Principal accounting policies (continued)

(e) Income recognition (continued)

®)

(i) 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) Other operating income

Fees, commission and rental income are accounted for as and when
they are receivable. Dividend income is recognised when the right to
receive payment is established.

Financial assets

From 1 January 2004 to 31 December 2004

All financial assets were carried at cost or amortised cost, net of impairment
provisions, except for those securities held for trading and non-trading
purposes which were held at fair value.

(i) Trading securities

Trading securities represented those securities which were acquired
for the purpose of generating a profit from short-term fluctuations in
price and were stated at fair value at the balance sheet date. Fair value
was the amount for which an asset could be exchanged, or a liability
settled, between knowledgeable willing parties in an arm’s length
transaction.

Changes in fair value of trading securities were recognised in the
profit and loss account as they arose.

(i) Non-trading securities

Non-trading securities included debt and equity securities other than

those classified as held-to-maturity securities or trading securities.

Non-trading securities were stated at fair value at the balance sheet
date.

Changes in the fair value of non-trading securities were recognised in
the investment revaluation reserve until the security was sold, or was
determined to be impaired, at which time the cumulative gain or loss
was transferred from the investment revaluation reserve to the profit
and loss account.

55



iR H i F#
NOTES TO THE ACCOUNTS

(=) EEZEBRGE)
- eRMEEE)

56

H —

OOLfE—H—HE

ASEE L GRE Y RO TR - B
T AR R 2 B TR - A H
1 R TR R Y LI -

(1)

(ii)

Bk e Uk I

B e 2 o R A 3 < e B
B B RFEISE R FEER -
REBMEFPER  WFHAREE
B AT HEE S 0 < B I T R T S
BN EEMERE - WIAERE
# R Es Afe & - Bk #
R AEEE R B TES -
B R e Wi TR T B B R A S T AR
B 1 B AR BB
RIEHEHRCHE

SRk A 3 300 P o B T A 2 < R R
aERFEEEMHR > LS FHEE
SINEEREEN - FEEEHRRE
O EERS) - R E IR A
oo B T RE 1R E H & o 38 25 5 A /1
o BREIEEERE AR - T4
TR ERFEEE AR -

(iii) A FEEEABRRC SMEE

DU SFEEEABRRE SMEE )
ARPEMN L ETEAZES =
R TR T o 2 72 HI
fEESIA SR

— %45 E RETH B B B R DU F]
A BRHEEE - AR H A
i H R A — B2 E B R R
PLOSME R Eateilic ) 5 B

- —EEEEANTETRZEMTE
WHEAT A TH A E AT E ST
HELCBESTHE  MIFEER/IL
HEMEE WA -

1 Principal accounting policies (continued)

(f) Financial assets (continued)

From 1 January 2005 onwards

The Group classifies its financial assets in the following categories. The
classification depends on the purpose for which the investments were
acquired. Management determines the classification of its investments at
initial recognition.

(i)

(ii)

Loans and receivables

Loans and receivables, including cash and short term funds, placements
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.
Loans and receivables are carried at amortised cost using the effective
interest method.

Trading securities

A financial asset is classified as trading if it is acquired principally
for the purpose of selling in the short term and is stated at fair value
at the balance sheet date. Changes in fair value of trading securities
are recognised as “Net gain/loss from trading securities” in the profit
and loss account as they arise. Derivatives are also categorised as
held for trading unless they are designated as hedges.

(iif) Financial assets 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:

— it eliminates or significantly reduces a measurement or recognition
inconsistency (sometimes referred to as “an accounting mis-match”)
that would otherwise arise from measuring assets or liabilities or
recognising the gains and losses on them on different bases; or

— it relates to those financial instruments embedded with derivatives
which significantly modify the cash flows of the financial
instruments, and which would otherwise require separate
accounting.



() EREAHERGE)
2 SMAEEH)

H=

OO#LfF—H—HE(#)

(iii) DUAPHEEFE A H IR < SR & (1)

I 55 A A Se DL PR E AR
HEZGRA BRI ABSEIRA » &F
E 2B L A RS A H it
BRAE R DU P EEE AR R R
TRFKR/EHR S -

(iv) ffEEHE

(V)

REFMESHARBZEREEHE
TE ) B BE T 2 0 i o [ 5 B ] i
ENSEERAEEFNZIEMTES
R E > W EEDE A ST e
SRS ARSI - AR R
EEWERE  BRAEREEIN > M
KA 5 A 2 ok 8 P Y EEOR o R T
&R -

] R R

A ERES I ABFRENREAEE
K] JE 9 B < TR ORI R R SR
e F R EB N HE > WS EE
YIRCEE - NV HERHFELZ
Bt G EREER AR > EESRM
BEARIRE DI S E > R
RE 2 9 LU E RS o SR At 1R 28 4R
IR PRS-

FREEEMRCES LA P EEREAR
R EMEE - FFEI R ER

FMEABME > H 5 N (AIAEE
AR ARHERE L HHD IR - mE
MEARREE T HEIARIR -

®)

Principal accounting policies (continued)

Financial assets (continued)

From 1 January 2005 onwards (continued)

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

(iv)

v)

These financial assets are recognised initially at fair value and
transaction costs taken directly to the profit and loss account. Changes
in fair value are recognised as “Net gain/loss arising from financial
instruments at fair value through profit or loss” in the profit and loss
account in the period in which they arise.

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
and are carried at amortised cost using the effective interest method.
Were the Group to sell other than an insignificant amount of held-to-
maturity assets, the entire category would be tainted and reclassified
as available-for-sale.

Available-for-sale securities

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
and are stated at fair value. Gains and losses arising from changes
in the fair value are recognised directly in equity, until the financial
asset is derecognised or impaired at which time the cumulative gain
or loss previously recognised in equity is recognised in the profit and
loss account.

Purchases and sales of trading securities, financial assets 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 Principal accounting policies (continued)

(g) Impairment of financial assets

From 1 January 2004 to 31 December 2004

Provisions were made against specific loans and advances as and when the
Group has doubt on the ultimate recoverability of principal or interest in
full. Specific provision was made to reduce the carrying value of the asset,
taking into account available collateral, to the expected net realisable
value based on the Group’s assessment of the potential losses on those
identified loans and advances on a case-by-case basis. For loans and
advances where assets had been repossessed, provision was made for any
shortfall between the expected net realisable value of the repossessed
assets and the outstanding advances.

Where it is not possible to reliably estimate the loss, the Group applied
pre-determined provisioning levels to the unsecured portion of loans and
advances based on the Group’s loan classification procedures. The Group
internally classified loans and advances into different categories. The
classification of loans and advances was largely based on the assessment
of the borrowers’ capacity to repay and on the degree of doubt about the
collectibility of interest and/or principal. The periods that payments of
interest and/or principal had been overdue were also taken into account
when classifying the loans and advances.

In addition, amounts had been set aside as a general provision for bad and
doubtful debts. Both specific and general provisions were deducted from
“Advances and other accounts” and “Trade bills” in the balance sheet.
When there was no realistic prospect of recovery, the outstanding debt was
written off.

Financial assets, other than loans and advances, were reviewed at each
balance sheet date to determine whether there was any indication of
impairment. If the recoverable amount of the asset was estimated to be
less than its carrying amount, the carrying amount of the asset was reduced
to its recoverable amount and the impairment loss was recognised in the
profit and loss account. For non-trading securities carried at fair value
through equity, any losses previously recognised in equity was transferred
to the profit and loss account.
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1 Principal accounting policies (continued)
(g) Impairment of financial assets (continued)
From 1 January 2005 onwards

(i) Financial assets carried at amortised cost

Impairment allowances are made on a financial asset when there is
objective evidence of impairment as a result of the occurrence of
certain loss events after the initial recognition of the financial asset,
and these loss events will have impact on the estimated future cash
flows of the financial asset.

Impairment loss is assessed individually for individually significant
financial assets, and individually or collectively for financial assets
that are not individually significant. Financial assets which have been
assessed individually and determined to have no objective evidence
of impairment are grouped by similar credit characteristics and
collectively assessed for impairment.

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 profit and loss account.

For the purposes of a collective evaluation of impairment, financial
assets are grouped on the basis of similar credit risk characteristics.
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.

(i) Financial assets at fair value

Available-for-sale securities are assessed for objective evidence of
impairment at each balance sheet date. When the available-for-sale
securities are determined to be impaired, the cumulative losses
previously recognised in equity are transferred to the profit and loss

account.
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1 Principal accounting policies (continued)
(h) Financial liabilities

From 1 January 2004 to 31 December 2004

Financial liabilities except short positions in trading securities were carried
at cost or amortised cost. Short positions in trading securities were carried
at fair value and any gains and losses arising from changes in fair value
were recognised through the profit and loss account.

From 1 January 2005 onwards

The Group’s financial liabilities are recognised based on the following
classification:

(i) Trading liabilities

Short positions in trading securities are carried at fair value. Gains
and losses arising from changes in fair value are recognised through
the profit and loss account.

(i) Financial liabilities at fair value through profit or loss

Financial liabilities at fair value through profit or loss, including
certain structured certificates of deposit issued, are designated by
management as such at inception according to the classification
criteria of financial liabilities at fair value through profit or loss set
out under the caption of “Financial assets at fair value through profit
or loss”.

Gains and losses arising from changes in fair value are recognised as
“Net gain/loss arising from financial instruments at fair value through
profit or loss” in the profit and loss account.

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

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

(i) Derivative financial instruments and hedge accounting

From 1 January 2004 to 31 December 2004

Off-balance sheet financial instruments included derivatives such as futures,

forward, option and swap transactions undertaken by the Group in the

foreign exchange, interest rate and equity markets. The accounting for

these instruments was dependent upon whether the transactions were
undertaken for trading purposes or to hedge risk.

Derivative financial instruments other than those transacted to hedge risk
were deemed to be held for trading purposes.

Transactions undertaken for trading purposes were marked to market
value and the gain or loss arising was recognised in the profit and loss
account as “Net gain/loss from foreign exchange trading” or “Net gain/
loss arising from derivative products”. Unrealised gains on transactions
which were marked to market were included in “Advances and other
accounts” on the balance sheet. Unrealised losses on transactions which
were marked to market were included in “Other accounts and accruals”.

The fair value of derivatives that were not exchange-traded was estimated
at the amount that the Group would receive or pay to terminate the contract
at the balance sheet date based on a range of methodologies and assumptions
regarding risk characteristics of various financial instruments, discount
rates, estimates of future cash flows and other factors.

On the date a derivative contract was entered into, the Group might
designate certain derivative transactions as hedges. Derivatives were
classified as a hedge when the following criteria were met:

(i) the derivative instrument must be reasonably expected to match or
eliminate a significant proportion of the risk inherent in the assets,
liabilities or net positions being hedged which resulted from potential
movements in exchange rates, interest rates and market values; and

(i) therewas adequate evidence of the intention to hedge and linkage
with the underlying risk inherent in the assets, liabilities or net
positions being hedged, was established at the outset of the transaction.

Transactions designated as hedges were valued on an equivalent basis to
the assets, liabilities or net positions that they were hedging. Any profit or
loss was recognised in the profit and loss account on the same basis as that
arising from the related assets, liabilities or net positions.

If the derivative transaction no longer met the criteria for a hedge set out

above, the derivative was deemed to be held for trading purposes and was
accounted for as set out above.
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1 Principal accounting policies (continued)

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

From 1 January 2005 onwards

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 profit and loss
account, 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 profit and loss
account 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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Principal accounting policies (continued)

Derivative financial instruments and hedge accounting (continued)
From 1 January 2005 onwards (continued)

(i) 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 profit and loss account.

Amounts accumulated in equity are recycled to the profit and loss
account 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 profit
and loss account. 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 profit and loss account.

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 profit and loss account.

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.

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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Principal accounting policies (continued)
Charge for insurance claims

Full provision is made for all insurance claims. Outstanding insurance
claims are assessed by reviewing individual claims and include an estimate
for claims incurred but not reported at the balance sheet date. This
provision, although not capable of precise assessment, has been made in
the light of available information and after taking into account the related
claims settling expenses and possible recoveries from other parties.

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.

Foreign currencies

Transactions in foreign currencies are translated at exchange rates ruling
at the transaction dates. Monetary assets and liabilities denominated in
foreign currencies are translated at rates of exchange ruling at the balance
sheet date. All exchange gains and losses are dealt with in the profit and
loss account.

Fixed assets
(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 profit and
loss account on a straight line basis over the period of the lease or
where there is impairment, the impairment is charged to the profit and
loss account. 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.

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.





