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5 Overdue and rescheduled assets (continued)

(c) Rescheduled advances

The Group’s rescheduled advances (net of those which have been overdue for over three
months and reported in item (a) above) are as follows:

2004 2003

HEFER HEFER

fEzEM fagzEflt

% of total % of total
advances to advances to
HK$'000  customers HK$'000 customers

Rescheduled advances to

customers 268,599 0.86 365,192 1.25

At 31 December 2004 and 31 December 2003, there were no rescheduled advances to
banks and other financial institutions.

(d) Reconciliation of overdue advances to non-performing loans

Overdue advances are reconciled to the non-performing loans, which represent advances
on which interest is being placed in suspense or on which interest accrual has ceased, as
follows:

AEE
The Group
2004 2003
HK$'000 HK$'000
Advances which are overdue for more than
three months 172,083 515,333
Add: advances which are overdue for three months or
less and on which interest is being placed in
suspense or on which interest accrual has ceased 77,134 153,746
Add: rescheduled advances on which interest is being
placed in suspense 78,832 172,490
Less: advances which are overdue for more than three
months and on which interest is still being accrued  (69,982) (112,747)
Non-performing loans 258,067 728,822
(e) Repossessed assets
AEE
The Group
2004 2003
HK$'000 HK$'000
Market value of repossessed assets 14,270 49,613
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Corporate Governance

The Group is committed to high standards of corporate governance with
reference to the guideline entitled “Corporate Governance of Locally Incorporated
Authorised Institutions” issued by the Hong Kong Monetary Authority and was

in compliance with the Code of Best Practice as set out in Appendix 14 of the
Rules Governing the Listing of Securities on The Stock Exchange of Hong
Kong Limited during the year ended 31 December 2004.

The Board of Directors (the “Board”) has established several specialised
committees, namely the Executive Committee, Audit Committee and
Remuneration Committee.

Executive Committee

The Executive Committee comprising the Chief Executive and three Executive
Directors meets regularly to review the management and performance of the
Group and operates as a general management committee under the direct
authority of the Board. They are responsible for the implementation of the
policies and execution of the business plans as approved by the Board, assisting
the Board to formulate the Group’s risk appetite and strategies for managing the
various types of risks to which the Group’s businesses are exposed, and the
implementation and maintenance of the overall risk management framework
across the Group’s businesses. The Committee also participates in evaluating
large credit applications and making credit decisions for those requiring approval
in excess of the Credit Committee’s authorities, and oversees the Asset and
Liability Management Committee and Risk Management Committee. The
latter three specialised committees are the main committees established by and
under the direct supervision of the Executive Committee.

Audit Committee

The principal duties of the Audit Committee include the review of the Group’s
financial reporting, the nature and scope of audit review as well as the effectiveness
of the system of internal control and compliance. They will also discuss matters
raised by the internal auditor, external auditors and regulatory bodies to ensure
that appropriate recommendations are implemented. The Committee is made
up of four Independent Non-executive Directors.

Remuneration Committee
The principal duties of the Remuneration Committee are to review and make
recommendations to the Board for the individual remuneration packages for

the Executive Directors and the General Manager. The Committee is made up
of three Independent Non-executive Directors.
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Risk management

The Group has established policies and procedures for the identification,
measurement, control and monitoring of credit, liquidity, foreign exchange,
interest rate and market risks. The adequacy and effectiveness of risk management
policies and procedures are regularly reviewed by the Executive Committee.
The Internal Audit Department also performs regular audits to ensure compliance
with policies and procedures.

(a) Credit risk management

Credit risk arises from the possibility that borrowing customers or counterparties
in a transaction may default on their payment obligations. It arises from the
lending, trade finance, treasury, derivatives and other activities undertaken by
the Group.

The Group’s credit policy defines credit extension criteria, the credit approval,
review and monitoring processes, and the system of loan classification and
provision.

The Group manages all types of credit risk on a prudent basis by evaluating the
creditworthiness of different types of customers and counterparties based on an
assessment of business, financial, market and industry sector and collateral
information applicable to the types of credit extended. To mitigate the risk, the
Group obtains collateral where appropriate. All credit decisions, whether or
not secured by collateral, are based on customers’ or counterparties’ repayment
capacity.

When a new product development opportunity is identified, a committee
comprising the senior management and the business managers concerned is
organised to review the product risk assessment and implementation plan,
which are also subject to internal audit checking. All new products are required
to be approved by the Executive Committee.

To avoid concentration risk, credit exposures to individual customers,
counterparties and industry sectors are carefully managed and monitored by the
use of limits. All credit risk limits are approved by the Executive Committee.
The Executive Committee is also responsible for the review and approval of the
largest credit exposures and portfolio management of risk concentrations.
Approval authorities are delegated to the Group’s Credit Committee and other
lending officers. Actual credit exposures, limits and asset quality are regularly
monitored and controlled by management and subject to checks by the internal
audit function.
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7 Risk management (continued)

(b) Liquidity risk management

(c

~

Liquidity risk is the risk to earnings or capital due to failure of the Group to
meet its funding requirements or to execute a transaction at a reasonable price.
The Group has established policies and systems to monitor the liquidity of its
assets, liabilities and commitments and to ensure that the Group maintains an
assured capacity to meet all obligations as they fall due. As disclosed in note
1 of this supplementary financial information, the Group’s average liquidity
ratio for the year was well above the statutory minimum of 25%.

Limits for liquidity ratio, loan-to-deposit ratio and other maturity positions
have been set to ensure that the Group is able to meet its funding requirements.
All limits are approved by the Executive Committee. Actual positions are
compared with the approved limits and monitored by the Asset and Liability
Management Committee.

A prudent level of realisable liquid assets is also maintained by the Group to
meet unexpected and material cash requirements. Stress testing on the Group’s
liquidity position is regularly performed.

Foreign exchange risk management

Foreign exchange risk is the risk to earnings or capital arising from movement

of foreign exchange rates. The Group’s foreign exchange exposures mainly
comprise foreign exchange dealing by the Treasury Department and currency
exposures originated by its commercial banking businesses. All exposures are
centrally managed by the Treasury Department on a daily basis within the

foreign exchange position limits approved by the Executive Committee.

Foreign currency exposures arising from customer transactions, including

currency options embedded in certain customer deposits, are normally offset
against other customer transactions or transactions with the market. Foreign
currency funding used to fund Hong Kong dollar assets is hedged using

currency swaps or forward exchange contracts to mitigate the foreign exchange
risk.
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(t) AP EE(E) 7 Risk management (continued)

T NEEBER (d) Interest rate risk management
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Interest rate risk is the risk to earnings or capital arising from movement in
interest rates. The Group’s interest rate risk mainly arises from the timing
differences in the repricing of interest bearing assets, liabilities and off balance
sheet positions. The Group has established policies and systems to monitor its
interest-sensitive positions and net repricing gap to ensure that they are all
properly managed under the limits approved by the Executive Committee.
Actual positions are compared with the approved limits and monitored by the
Risk Management Committee.

While the primary objective of interest rate risk management is to limit
potential adverse effects of interest rate movements on net interest income,
interest rate positions may be taken for yield enhancement within the risk
limits.

(e) Market risk management

Market risk is the risk of loss in assets, liabilities and commitments arising from
the net effect of changes in market rates and prices, such as interest rates,
foreign exchange rates and equity prices. The Group’s market risk primarily
arises from its positions in foreign exchange, securities and derivatives in its
trading book.

Financial instruments traded include debt, equity and other securities and
certain off balance sheet derivative financial instruments. Derivative instruments
are contracts whose value is derived from one or more underlying financial
instruments or indices defined in the contract. They mainly include forwards,
futures, swaps and options in foreign exchange, interest rate and equity contracts.

Financial instruments are also used to manage the Group’s own exposures to
market risk as part of its asset and liability management process. The principal
derivative instruments used by the Group are interest and foreign exchange rate
related contracts, which are primarily over-the-counter derivatives. The Group
also participates in exchange traded derivatives. Most of the Group’s derivative
positions have been entered to meet customer demand and to hedge these and
other trading positions.
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7 Risk management (continued)
(e) Market risk management (continued)

The Group’s market risk exposures in different activities are managed by way
of limits established by the Executive Committee. Exposures are measured and
monitored on the basis of contractual or notional amount, outstanding balances
and stop-loss limits. All market risk trading positions are subject to daily mark-
to-market valuation, monitored and managed by the Treasury Department.
Independent monitoring, checking and trade confirmation are undertaken by a
separate department independent of the Treasury Department. Regular checking
and reviews are also conducted by the Group’s internal audit function to ensure
compliance with risk limits. All exceptions are reviewed and approved by the
appropriate level of management and the Executive Committee. Actual positions
are monitored by the Risk Management Committee.

The average daily revenue in 2004 earned from market risk-related activities
by the Bank and certain subsidiaries, including trading-related net interest
income and other revenue was HK$540,000 (2003: HK$497,000). The standard
deviation of this daily revenue was HK$1,280,000 (2003: HK$1,388,000).
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