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EXTREER 1. CAPITAL ADEQUACY RATIO
2006 2005
BEARFE R E Capital adequacy ratio 19.52% 20.12%
KR AR Adjusted capital
7R E adequacy ratio 19.42% 20.01%
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The CAR is computed on the consolidated basis that
comprises the positions of the Bank and a subsidiary
specified by the HKMA for its regulatory purposes and in
accordance with the Third Schedule of the Banking
Ordinance.

The adjusted CAR taking into account market risk
exposure as at the balance sheet date is computed in
accordance with the guideline on “Maintenance of
Adequate Capital Against Market Risks” under the
Supervisory Policy Manual issued by the HKMA and on
the same basis as for the unadjusted CAR.

COMPONENTS OF CAPITAL BASE
AFTER DEDUCTIONS

The consolidated capital base after deductions used in
the calculation of the above capital adequacy ratios as at
31 December 2006 and 31 December 2005 and reported

N to the HKMA is analysed as follows:
2006 2005
BT BT
HK$’000 HK$'000
BOER Core capital:
HREBERE Paid up ordinary
T3 AR AR AR share capital 600,000 600,000
f#H Reserves 9,163,488 8,671,553
Iy 75 BR Income statement 566,079 428,719
10,329,567 9,700,272
Bt pn & 7 Supplementary capital:
X MHES Reserves on revaluation of
EHhHE holding of securities not
held for trading purposes 12,965 (33,048)
REERHZ Collective loan impairment
HEFEFEZREER allowances 109,018 112,664
ETE Regulatory reserve 452,982 437,069
BERERBE Total capital base 10,904,532 10,216,957
BEREMESE Deduction from
WHRIER ¢ total capital base:
FEMRBAAK Shareholdings in subsidiaries
52 {% 2~ B B R or holding company (20,050) (20,050)
HEEBRRNTN Exposures to connected
[ B AR companies (250) (250)
(20,300) (20,300)
R 18 B & R Total capital base
Atz after deductions 10,884,232 10,196,657
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LIQUIDITY RATIO

2006 2005
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Average liquidity ratio

46.68% 48.47%

The average liquidity ratio is calculated as the simple
average of each calendar month’s average liquidity ratio
of the Bank for the year.

The liquidity ratio is computed on the solo basis (the
Hong Kong offices only) and is in accordance with the
Fourth Schedule of the Banking Ordinance.

CURRENCY CONCENTRATIONS

The following is a summary of the major foreign currency
exposures arising from trading, non-trading and structural

o positions.
2006
BETREE
Equivalent in thousand of HK$
Ey AR
us Renminbi Hig#% st
Dollars Yuan Others Total
REEE Spot assets 26,399,220 2,728,467 5,400,095 34,527,782
REaE Spot liabilities (24,294,079) (2,456,101) (5,900,168)  (32,650,348)
RHEA Forward purchases 2,807,130 5,976 2,587,986 5,401,092
EHEH Forward sales (4,052,379) - (2,087,187) (6,139,566)
B/(B)&FHE Net long/(short) position 859,892 278,342 726 1,138,960
EEERFE Net structural position - 158,691 - 158,691
2005
BB TTEE
Equivalent in thousand of HK$
e AR
us Renminbi Hih g w@Er
Dollars Yuan Others Total

REEE Spot assets 23,790,196 1,910,288 7,688,145 33,388,629
REEE Spot liabilities (23,698,308) (1,651,933) (6,735,103)  (32,085,344)
EHEA Forward purchases 2,833,092 189 1,917,682 4,750,963
EHE L Forward sales (2,826,998) (189)  (2,871,941)  (5,699,128)
R/(@)8BFE Net long/(short) position 97,982 258,355 (1,217) 355,120
EEEBIE Net structural position 27,352 117,880 - 145,232
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5. 2EEH 5. SEGMENTAL INFORMATION
(a) RITEIEZEFENRA (a)  Sectoral analysis of gross advances to
H customers
BEEEBRANISRINAREE The information concerning gross advances to
AREZEBIELR DB ERPE customers has been analysed into loans used inside
HEBEARSTWET or outside Hong Kong by industry sectors of the

borrowers as follows:

2006 2005
BETR BETR
HK$'000 HK$'000
EERFERZER Loans for use in Hong Kong
THEemE Industrial, commercial and financial
- MEEE ~ Property development 2,088,741 1,927,291
- MERE ~ Property investment 6,177,439 5,795,899
- epx - Financial concerns 1,220,855 679,605
- REEL - Stockbrokers 241 258
- HERTEE - Wholesale and retail trade 1,116,607 915,648
- BiER - Manufacturing 1,613,788 1,369,501
- EHRERRE ~ Transport and
transport equipment 2,036,026 1,622,450
- Hfty - Others 3,817,635 4,500,427
BA Individuals
- REREHEERE ~ Loans for the purchase
MARE2RERE of flats in Home Ownership
LBEBEHEHEET Scheme, Private Sector
ZER Participation Scheme and
Tenants Purchase Scheme 1,841,452 2,130,622
b - BEEMAENEZLER ~ Loans for purchase of
ﬁ other residential properties 10,316,164 11,841,049
© - ERRER ~ Credit card advances = 174
§ - Hfty - Others 738,291 770,641
2
% EEBFRZERBE Total loans for use in Hong Kong 30,967,239 31,553,565
o
2
< BomA Trade finance 2,192,221 2,114,012
TEBBNIMER 2 ER Loans for use outside Hong Kong 11,773,180 8,731,072
BEFERLE Gross advances to customers 44,932,640 42,398,649
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5. SEGMENTAL INFORMATION
(Continued)

(b)

Geographical analysis of gross advances
to customers and overdue advances

The following geographical analysis of gross
advances to customers and advances overdue for
over three months is based on the location of the
counterparties, after taking into account the
transfer of risk in respect of such advances where
appropriate.

(i) EFEENAEZE (i) Gross advances to customers

2006 2005
BET T BT T
HK$’000 HK$'000
55 Hong Kong 36,008,003 35,091,532
AR A Mainland China 6,557,152 4,691,168
H b Others 2,367,485 2,615,949
44,932,640 42,398,649

(ii) WA= EAZEHX (ii) Advances overdue for over three months
2006 2005
BET T BT
HK$'000 HK$'000
BE Hong Kong 31,939 32,246
AR A Mainland China 6,838 28,808
HAh, Others 24,224 27,437

63,001 88,491
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6. EBEE#E 6. CROSS-BORDER CLAIMS
BEEREEANBEREBIRIHF 2 & The information on cross-border claims discloses exposures
BEBRZMWEIM  WEERRIXHEF to foreign counterparties on which the ultimate risk lies,
Rt AMERERER - —Km s - and is derived according to the location of the
BUEBEZERAMERREEE AT counterparties after taking into account any transfer of
[ kBB BFERITZEINDITER risk. In general, such transfer of risk takes place if the
HBeRAMNES—BR - HeRRABER claims are guaranteed by a party in a country, which is
BERERE cE% - HEEBREEI10%K different from that of the counterparty, or if the claims
AEz@EAEIITRBEENAT : 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 analysed
by geographical areas and disclosed as follows:

BITREAM
SREE
Banks and NHBE
other Public
financial sector Hity @t
institutions entities Others Total
BETT BETR BETR BETT
HK$'000 HK$'000 HK$'000 HK$'000
R2006% 128 31H At 31 December 2006
DM TEEER Asia, other than Hong Kong
— RERA - Mainland China 11,261,013 371,983 5,675,554 17,308,550
- Hit - Others 8,016,267 - 847,343 8,863,610
19,277,280 371,983 6,522,897 26,172,160
Bl Western Europe
— EH - Germany 6,683,083 - 2,647 6,685,730
- Hit - Others 17,188,498 54,001 264,981 17,507,480
23,871,581 54,001 267,628 24,193,210
b
"
S RITREM
S SRKE
g Banks and NHEHRE
Qq;'; other Public
= financial sector Hit Fob
§ institutions entities Others Total
< BETT BETL BT BETL
= HK$'000 HK$'000 HK$'000 HK$'000
;?k R2005%12831H At 31 December 2005
=
fﬁt DM TEEER Asia, other than Hong Kong
¥ — RERH - Mainland China 4,053,453 1,166,072 4,639,711 9,859,236
E - Hfb - Others 6,907,693 28,982 670,774 7,607,449
-
é 10,961,146 1,195,054 5,310,485 17,466,685
E
s A Bl Western Europe
) - &8 ~ Germany 5,713,208 - 41,141 5,754,349
g - Hfb - Others 19,184,674 33,407 307,910 19,525,991
<
>
<Zt 24,897,882 33,407 349,051 25,280,340
2




7.

7. OVERDUE AND RESCHEDULED
ASSETS
BHEXR Gross amount of overdue loans
2006 2005
HEFE tEPE
EE L] HEE
BAl Bl
% of gross % of gross
kX advances to Ex advances to
Amount customers Amount customers
BT BBTR
HK$'000 HK$'000
RPEFEE - Gross advances
BRE: to customers
which have been
overdue for:
-®BB3MEARAT ~ six months or less but
iB6fE A over three months 12,991 0.03% 22,275 0.05%
—-BiB6EAR - one year or less but
TRBIF over six months 15,310 0.03% 16,538 0.04%
-BEF ~ over one year 34,700 0.08% 49,678 0.11%
aHBB3MEA Advances overdue for
ZEH over three months 63,001 0.14% 88,491 0.20%

20065128318 K& 2005412
A318 - 2BaHBER3GEAZ
RITRHEMERMBBEER -

ERBEBAZER  FELXS
KA S BB RAARER - A7
R ER - BEMOMEEZ
R BER-ROHERD A
HRADAREE - RIS ERHE
B ANHERZEREDAE
RARZEEZEM - EERAKR
BETES  REF-—EBHE
RARBHMZBEERRE - 7N
I tEEL BB IR -

As at 31 December 2006 and 31 December 2005,
there were no advances to banks and other
financial institutions that were overdue for over
three months.

Advances with a specific repayment date are
classified as overdue when the principal or interest
is overdue and remains unpaid. Advances
repayable by regular instalments are classified as
overdue when an instalment payment is overdue
and remains unpaid. Advances 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 instruction or when the
advances have remained continuously outside the
approved limit that was advised to the borrower.
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7. BHRKELAEE (F) 7. OVERDUE AND RESCHEDULED
ASSETS (Continued)
(b) REHLAEFFER (b) Rescheduled advances to customers
2006 2005

HEFE EEPE
neE HEE
Bl Bk
% of gross % of gross
kX advances to Ex advances to
Amount customers Amount customers

BT BB

HK$'000 HK$'000

LERRFPER Rescheduled advances

to customers 72,332 0.16% 108,507 0.26%

742006512 431H K 2005512
HA318  RERERZRITRA
e BEBER

REEEFDIEEF E A KK
HABENWHERMELESR
BERERERFEZER M
A ET 2 & AR AR (AR = 5
ERE) LI —RBEMESK - &
FUENE BIR 2 R EBHEE RN
BHEE3EA - AeRaEni
BN - FIRZ R EAERIT K
R EERE -

As at 31 December 2006 and 31 December 2005,
there were no rescheduled advances to banks and
other financial institutions.

Rescheduled advances are those advances that
have been restructured or renegotiated because
of deterioration in the financial position of the
borrower or of the inability of the borrower to
meet the original repayment schedule and for
which the revised repayment terms, either of
interest or of repayment period, are non-
commercial. Rescheduled advances, which have
been overdue for more than three months under
the revised repayment terms, are included in

b overdue advances. Rescheduled advances are
ﬁ stated before deduction of loan impairment
§° allowances.
s WEEE 8. REPOSSESSED ASSETS HELD
O
o<
T
g 2006 2005
< BT T BT T
HK$'000 HK$'000
el EEZ Estimated market value
HEtmE of repossessed assets held 25,574 11,420

WEEEZERNERRBRGRERAS
EREEH MG A FRKEHINEE -
BEMERES (PIEREERFX
BEHRERANBFRTE) -

Repossessed assets are properties or securities in respect
of which the Group has acquired access or control (e.g.
through court proceedings or voluntary actions by the
borrowers concerned) for release in full or in part of the
obligations of the borrowers.
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10.

CAPITAL MANAGEMENT

The Group's policy is to maintain a strong capital base to
support the development of the Group’s business over a
long time horizon and to meet the statutory capital
adequacy ratio requirement. As disclosed in Note 1 above,
both the Group’s adjusted capital adequacy ratio
incorporating market risk of 19.42% and the unadjusted
ratio of 19.52% as at 31 December 2006 were well above
the statutory minimum requirement.

MANAGEMENT OF RISKS

The Overview

The principal types of risk inherent in the business of the
Group include credit risk, liquidity risk, market risk, interest
rate risk, foreign exchange risk and operational risk. The
Group's risk management goal is to raise its risk-adjusted
return on capital while maintaining risk exposure within
acceptable parameters.

Risk Management Structure

The Bank's Board of Directors (the “Board”) holds the
ultimate responsibility for the Group’'s overall risk
management. It determines the risk management
strategies and the risk management structure.

To achieve the Group's goals in risk management, the
Board sets up the Risk Management Committee, which
comprises of independent directors, to determine the risk
management policies.

According to the risk management strategies established
by the Board, risk management policies and controls are
devised and reviewed regularly by relevant departments
and respective management committees chaired by the
Chief Executive (the “CE").

The Risk Management Department develops policies and
procedures for identifying, measuring, monitoring and
controlling credit risk, market risk, foreign exchange risk,
operational risk, reputation risk, legal and compliance risk,
and strategic risk; to set appropriate risk limits; and to
continually monitor risks. The Finance Department is
responsible for developing policies and procedures for
measuring, monitoring and controlling bank-wide interest
rate risk and liquidity risk. The Risk Management
Department reports the risk levels to the Risk Management
Committee and the immediate holding company on a
regular basis.

The Auditing Department conducts independent reviews
on the adequacy and effectiveness of these policies and
controls to ensure that the Group is operating according
to the established policies, procedures and limits.
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10. ERERE (&)
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10.

MANAGEMENT OF RISKS
(Continued)

Risk Management Structure (Continued)

Independence is crucial to effective risk management. To
ensure the independence of the Risk Management
Department and the Auditing Department, they report
directly to the Risk Management Committee and the Audit
Committee respectively. Both committees are specialized
committees set up by the Board and all members are
directors of the Bank.

(i) Credit risk management

Credit risk is the risk that customers or
counterparties may be unable or unwilling to meet
the commitment that it has entered into. Credit
risk arises principally from the Group’s lending,
trade finance and treasury operations.

The Credit & Loans Management Committee,
another management committee chaired by the
CE, is responsible for the implementation of the
credit risk management strategies as well as the
formulation of credit policies that define the credit
extension criteria, the credit approval mechanism,
the reviewing and monitoring guidelines, the loan
impairment policy and the limits on exposures to
large customer groups and different industry
sectors. It also monitors various aspects of the
Group's loan portfolio such as asset quality, risk
concentration and specific segments of the
portfolio etc.

Retail Banking Department, Corporate Banking
Department and Offshore Banking Department
and their credit initiation units, act as the frontier
of the risk control. They are obliged to make
thorough assessment on every credit application
and are fully responsible for monitoring credit
performance, punctual repayments and collecting
payments from overdue accounts. The business
activities conducted should also be complied with
the credit policies and procedures.

The Risk Management Department is responsible
for identifying, measuring, monitoring and
controlling credit risk. It reports directly to the
Risk Management Committee and the CE and
operates independently from the business units.
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10. MANAGEMENT OF RISKS
(Continued)

Risk Management Structure (Continued)
(i) Credit risk management (Continued)

The credit risk management structure facilitates
the Group to meet its primary objectives of the
credit risk management by:

- establishing an appropriate credit risk
environment;

- enforcing prudent lending principles in
approving credits;

- maintaining effective credit administration,
measurement and monitoring processes;
and

- ensuring adequate independent review and
monitor on credit risk.

Being consistent with the overall risk management
objectives, the key principles that ensure effective
implementation of the Group’s credit risk
management strategies are:

- balancing the Group’s tolerance for risk
with the level of expected returns;

- diversifying the Group's loan portfolio by
geographic regions, industries, products,
customers, maturities and currencies;

- maintaining the independence of the credit
review process to ensure risk assessment
and monitoring are conducted in an

Annual Report 2006 £ 4 #f

objective, fair and comprehensive manner;

- complying with legal and regulatory
requirements;

- assigning clearly defined credit risk
management responsibilities and
accountability to each relevant operating
unit and people involved in the risk
management process;

- measuring credit risk exposures accurately
and disclosing them fully; and

NANYANG COMMERCIAL BANK R ¥ ¥R 1T
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10. ERERE (&)
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10. MANAGEMENT OF RISKS
(Continued)

Risk Management Structure (Continued)

(i)

Credit risk management (Continued)

Moreover, the Group has established a
comprehensive reporting system. Regular reports
on the performance of loan portfolio, loan asset
quality, and credit risk concentration are reviewed
by the Credit & Loans Management Committee
and the Risk Management Committee.

Credit approval procedures

All credit approval authorities are delegated from
the Board. Credit approval limits are assigned to
credit officers depending on their responsibilities,
professional expertise and skill.

The Group adopts multi-level credit approval
procedures. Each credit application will be assessed
by appropriate level of management according to
its amount and nature.

Credit risk assessment

Good lending decision is based on an objective,
fair and comprehensive credit risk assessment. The
purpose and structure of the loan, the customer’s
financial status, repayment ability, management
ability and style, risk of the industry associated
with the customer and collaterals available etc.
will be thoroughly assessed and evaluated in each
credit application. The overall credit risk of the
loan portfolio of the Group will also be considered
to avoid any over-concentration of risk.

Credit risk monitoring

The Group has well-established policies and
procedures on credit risk management and credit
monitoring. The Group has monitored credit risk
consistently and continuously by means of robust
and efficient administrative information systems.
An independent dedicated division in the Risk
Management Department conducts thorough and
comprehensive monitoring to identify and control
individual and overall credit risks of the Group’s
loan portfolio.

Furthermore, the Credit & Loans Management
Committee closely reviews and controls the asset
quality, movement in criticized loan level, asset
quality of the credit initiation units, debt recovery
strategies and collection progress of those loans
with significant exposures.
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10. MANAGEMENT OF RISKS
(Continued)

Risk Management Structure (Continued)

(ii)

Liquidity risk management

Liquidity risk is the risk of not able to fund
increases in assets or meet obligations as they fall
due without incurring unacceptable loss. It
includes both the risk of unexpected cash outflow
and the risk of being unable to liquidate a position
in a timely manner and/or at a reasonable price
to meet liquidity needs.

The Group's objective of liquidity risk management
is to manage the liquidity structure of its assets,
liabilities and commitments so as to ensure that
the Group is able, even under abnormal
conditions, to meet its obligations on time, to
fund its investment opportunities on a timely basis
and to be in compliance with the statutory ratio.
To ensure the Group has sufficient capacity to
meet the objective, the Group has formulated the
Liquidity Management Policy, which has been
reviewed and approved by the Risk Management
Committee. The Risk Management Committee and
the Assets & Liabilities Management Committee
("ALCQO") are responsible for monitoring and
controlling the liquidity risk from different
perspectives. The Finance Department is
responsible for developing the policy, measuring
the risk and reporting the risk level to the Risk
Management Committee and the ALCO on a
regular basis.

The Group monitors and controls the liquidity risk
through the following processes:

- maintaining strong liquidity ratio;

- maintaining a portfolio of liquid, high
quality debt securities that generally can
be realized at market price to meet
liquidity needs;

- maintaining a diversified and stable deposit
base;

- maintaining contingency plans to handle
liquidity crisis;
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10. MANAGEMENT OF RISKS
(Continued)

Risk Management Structure (Continued)

(ii)

(iii)

Liquidity risk management (Continued)

- evaluating the Group’s liquidity position
by adopting simulation models with
stressful Group specific and market related
scenarios.

As disclosed in Note 3 above, the Group’s average
liquidity ratio was 46.68% for year 2006, which
was well above the statutory minimum ratio of
25%.

Market risk management

Market risk is the risk of losses that results from
movement in the market rates and prices

The Group’s market risk originates from its holding
of foreign exchange and debt securities in the
trading books. Those positions are valued on a
mark-to-market basis.

The Group’s objective in market risk management
is to protect its capital base from being
deteriorated by the losses arising from
unfavourable changes in the market prices of its
positions held. To meet the objective, the Group
has established risk limits and procedures to
control and monitor the market risk exposure. Risk
limits are set by products and risk types, which
basically comprise position limits and cut-loss
limits. Independent middle and back offices are
then assigned to monitor the risk exposure against
the risk limits, together with profit and loss reports
submitted to the management on a regular basis,
while exceptions to limits should be reported when
they occur.

In evaluating the overall impact of the market
risk exposure on the Group's capital base, the
Group calculates the market risk adjusted capital
adequacy ratio regularly, which consolidates the
market risk related positions. As shown in Note 1
above, the market risk adjusted capital adequacy
ratio was 19.42% as at 31 December 2006, which
was 0.10% less than the capital adequacy ratio
before incorporating market risk exposure. The
Group considers that the market risk exposure is
not material.
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10. MANAGEMENT OF RISKS
(Continued)

Risk Management Structure (Continued)

(iii)

Market risk management (Continued)

The average daily revenue earned from the
Group's market risk-related treasury trading
activities in 2006 was HK$15,000 (2005:
HK$2,000). The standard deviation of the daily
revenues was HK$165,000

(2005: HK$4,000).

An analysis of the frequency distribution of the
Group's market risk-related treasury trading
revenues is shown below. This shows 95 out of
247 days are loss making. The maximum daily
loss is HK$499,000 (2005: HK$12,000) and the
next maximum daily loss of HK$164,000 (2005:
HK$8,000). The most frequent result was a daily
revenue of between HK$0 and HK$2,500,000 with
152 occurrences. The highest daily revenue during
the year was HK$2,444,000 (2005: HK$38,000).
The Group considers that the market risk arising
from its trading activities is not material.

20064 ™ 5 @ B WA SRR 2 i 15 R

Frequency distribution of daily revenue from trading activities for the year of 2006
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10. MANAGEMENT OF RISKS
(Continued)

Risk Management Structure (Continued)

(iii)

Market risk management (Continued)

Interest rate risk management

Interest rate risk is the risk exposes the bank to
adverse movement in interest rates. The Group’s
interest rate risk exposure arises both from trading
and non-trading portfolios. Trading portfolios are
managed under the mechanisms and
methodologies described in page 168. For non-
trading portfolios, the primary sources of interest
rate risk arise from the timing difference in the
maturities and re-pricing of assets and liabilities,
and the imperfect correlation in the movement of
different pricing bases of different transactions
for different assets and liabilities within the same
re-pricing period.

To manage the risk, the Group has formulated
the Interest Rate Risk Management Policy, which
has been reviewed and approved by the Risk
Management Committee. The Risk Management
Committee and the ALCO are responsible for
monitoring and controlling the interest rate risk
from different perspectives. The primary objective
of the policy is to ensure the Group carries on its
ordinary business in an appropriate and absorbent
risk level and to limit the adverse impacts on the
Group's net interest income and economic value.

The Finance Department is responsible for
developing the policy, measuring the risk, setting
the risk limits and reporting the risk level to the
Risk Management Committee and the ALCO on a
regular basis. Gap analysis is a typical tool the
Group adopts to measure its exposure to interest
rate risk. The gap is the difference between the
amount of interest-bearing assets and interest-
bearing liabilities that mature or must be re-priced
within a specific time band. The magnitude of
the gaps indicates the extent to which the Group
is exposed to the risk of potential changes in the
margins on new or re-priced assets and liabilities.
In quantifying the risk level, the Group also adopts
simulation models to carry out stressful scenarios
so as to analyze and evaluate the Group’s risk
absorption capacity, which is regularly monitored
against the limits approved by the Risk
Management Committee.
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10. MANAGEMENT OF RISKS
(Continued)

Risk Management Structure (Continued)

(iii)

(iv)

Market risk management (Continued)
Foreign exchange risk management

Foreign exchange risk is the risk arising from
changes in foreign exchange rates on the Group’s
assets, liabilities and commitments, thus causing
profits or losses.

The Group's exchange exposures mainly comprise
of currency exposures originated by its commercial
banking business. It is the Group’s policy that
foreign exchange exposures must be within
approved limits. The Finance Department ensures
that all foreign currency transactions are
conducted in accordance with the guidelines
established by management.

Operational risk management

Operational risk is the risk of loss resulting from
inadequate or failed internal processes, people and
systems or from external events. The Board
recognizes operational risk as a distinct risk
category that should be managed with full
attention and should be kept up with the best
practice of the industry.

The Group has formulated and implemented the
Operational Risk Management Policy which
provides a bank-wide classification of operational
risks and sets out the requirements on
identification, assessment, reporting, monitoring
and mitigation.

To ensure operational risks being under proper
monitoring and supervision, effective internal
control system has been enforced by means of
computer systems and rigorous procedures. In
addition, through coaching and frequent training,
the Group has maintained teams of experienced
and competent staff in all business and
management areas to execute and monitor the
operations of the Group.
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10. MANAGEMENT OF RISKS
(Continued)

Risk Management Structure (Continued)

(iv)

v)

Operational risk management (Continued)

The Group’s policies and procedures will be
reviewed vigilantly and updated in accordance
with the new promulgated requirements from time
to time. Furthermore, the Auditing Department
performs independent checking to ascertain that
the procedures are properly followed and reports
discrepancies found directly to the Audit
Committee.

In order to meet regulatory bodies’ requirements
and to facilitate the implementation of operational
risk management framework, a dedicated division
in the Risk Management Department monitors,
collects, analyzes, reports the records and details
of the operational risk losses and incidents.

The Group has reviewed and enhanced the
Business Continuity Plan of all critical banking
services. To ensure practicality of the plan, drill
on contingency plans on certain critical business
functions has been duly performed annually and
the result was satisfactory.

Reputation risk management

Reputation risk is the risk that negative publicity
regarding the business practices, whether genuine
or not, will cause a potential decline in the
customer base or lead to costly litigation or
revenue erosion.

Reputation risk is inherent in every aspect of the
Group's business operation and covers a wide
spectrum of issues. Market rumors or public
perceptions are significant factors in determining
the level of risk in this category. In order to
mitigate reputation risk, the Group has formulated
and implemented a Reputation Risk Management
Policy, which establishes standards to prevent and
to manage reputation risk proactively at an early
stage. In order to eliminate or alleviate the
negative impact on the Group's reputation,
incidents related to reputation risk are handled
promptly in accordance with the Emergency
Contingency Plan and Special Reporting System
for Special Incidents.
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10. MANAGEMENT OF RISKS
(Continued)

Risk Management Structure (Continued)

v)

(vi)

(vii)

Reputation risk management (Continued)

In addition, precautionary measures have been
taken and special attention has been drawn in
the combat of the Anti-Money Laundering and
Anti-Terrorist Financing activities. Specific
procedure manuals and self-checking compliance
list have been issued and trainings have been
provided to all staff to stipulate the Group’s policy
and stance in order to prevent the Group's services
being used by the villains for illegal activities.

Legal and compliance risk management

Legal risk is the risk that unenforceable contracts,
lawsuits or adverse judgments may disrupt or
otherwise negatively affect the operations or
financial condition of the Group.

Compliance risk is the risk of legal and regulatory
sanctions, financial loss, or loss on reputation that
the Group may suffer as a result of its failure to
comply with all applicable laws, regulations,
international practices, local trade standards, codes
of conduct and standards of good practice. By
establishing and maintaining appropriate policies
and guidelines, the Group ensures to conduct its
business in compliance with the requirements of
relevant laws and regulations.

Strategic risk management

Strategic risk generally refers to the risks that may
induce some current or future negative impacts
on the earnings, capital, reputation or market
position of the Group because of poor strategic
decisions, improper implementation of strategies
and lack of response to the market. The Group
has developed its Strategic Risk Management
Policy that defines the responsibilities of the Board
and the Management when implementing its
desired strategies.
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11.

CORPORATE GOVERNANCE

The Group strives to achieve high standards of corporate
governance and has followed the module on “Corporate
Governance of Locally Incorporated Authorized
Institutions” under the Supervisory Policy Manual issued
by the Hong Kong Monetary Authority in September 2001.

Board of Directors and the Management

The Board is responsible for setting objectives and
formulating long-term strategies as well as managing the
Group’s overall business. It currently comprises ten
Directors with a variety of different experience and
professionalism. Among them, three are Executive
Directors, while the remaining seven are Non-executive
Directors. Of the seven Non-executive Directors, three are
Independent Non-executive Directors whose indispensable
function is to provide independent scrutiny. The Board
meets regularly and four board meetings were held in
the year with an average attendance rate of 92.5%. The
Management, led by the Chief Executive, is responsible
for formulating and implementing detailed programmes
to effect the approved strategies and policies, and to
provide detailed reports on the Group's performance to
the Board on a regular basis to enable the Board to
discharge its responsibilities effectively. In order to focus
its attention on strategic and material issues that have
significant impact on the Group’s finances and long-term
development, the Board has set up three committees to
oversee the major areas of the Group. The details of the
committees are given below:

Executive Committee

The Executive Committee has been delegated with power
directly from the Board to handle matters which require
the Board's review during the adjournment of the Board.
Its responsibilities include:

- approving policies, implementing plans and
management measures to effect the group-wide
development strategies and business plans
approved by the Board;

- reviewing the progress on implementation of the
strategies and business plans;

- recommending strategic proposals to the Board
for its consideration and approval; and

- approving the Group’s rules and regulations
according to the policies imposed by the
supervisory authorities and the holding company.

The members of Executive Committee during the year
were Ms. Li Jiwen (Chairman), Mr. Ho Shiu Chuen and
Mr. Yuen Wai Keung. All were Executive Directors of the
Bank.
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11.

CORPORATE GOVERNANCE
(Continued)

Audit Committee

The Audit Committee oversees the auditing activities of
the Group and monitor compliance with approved policies
and procedures, so that the effectiveness of financial
reporting process and internal control systems of the
Group can be assured. Its responsibilities include:

- reviewing and monitoring the effectiveness of the
internal control systems, the controls over financial
risks and the procedures of financial reporting and
auditing;

- assessing independently the effectiveness and
efficiency of financial reporting system and its
controlling mechanism, and the sufficiency of
operating policies and system; and

- monitoring the operation of the Group to ensure
the Group is running in compliance with the
relevant laws and regulations.

The members of Audit Committee during the year were
Mr. Ambrose Lau Hon Chuen (Chairman), Mr. David Lan
Hong Tsung and Mr. Law Man Wah. All were Non-
executive Directors of the Bank. Among them, Mr.
Ambrose Lau Hon Chuen and Mr. David Lan Hong Tsung
were Independent Non-executive Directors.

Risk Management Committee

The Risk Management Committee oversees the risk
management of the Group, to formulate the Group’s risk
management strategies, policies and procedures, and to
monitor the implementation of those strategies, policies
and procedures. Its responsibilities include:

- assisting the Board to measure and monitor the
risk exposures of the Group;

- recommending appropriate risk management
strategies to the Board; and

- formulating risk management related policies such
as the risk management policies and the
authorities and duties delegation policy in
accordance with the requirements set by the
Board.
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1. ©XER (H&) 11. CORPORATE GOVERNANCE
(Continued)
ARMEEZEE (&) Risk Management Committee (Continued)
FR - RREEEEeRE8EE/NE The members of the Risk Management Committee during
EHE(XE)  BXELLE BB E the year were Mr. Mao Xiaowei (Chairman), Mr. Law
* L BIEba e BT+ Ak Man Wah, Mr. Jao Yu Ching*, Mr. Ambrose Lau Hon
et o WEHABIRITZES - HRER Chuen, Ms. Li Jiwen and Mr. Ho Shiu Chuen. All were
BhEAEREEREAEY BB IEHITE Directors of the Bank. Among them, Mr. Jao Yu Ching
= o and Mr. Ambrose Lau Hon Chuen were Independent Non-

executive Directors.

* EME AR 2006681781 * Mr. Jao Yu Ching resigned as an Independent Non-
BRI B Y IERITESYRE executive Director of the Bank with effect from 17 June
B fTEARRETEZS @R 2006 and ceased to be a member of Risk Management
2 . Committee with effect from 17 June 2006.
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