UNAUDITED SUPPLEMENTARY FINANCIAL INFORMATION
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(1) CAPITAL ADEQUACY RATIO AND CAPITAL BASE EXFZRLLRRERER

(a) Capital Adequacy Ratio (a) BAZRL=
2004 2003
% B E % B9 R

Unadjusted capital adequacy ratio as at

31st December R12A3N BRI REREERT R L% 16.2 17.2
Adjusted capital adequacy ratio as at

31st December R12A31 BEARB R E AT R X 16.1 17.1
The unadjusted capital adequacy ratio is computed on the consolidated basis which REABREART R R ZFE - RBEBEEES
comprises the positions of the Bank and its subsidiaries as required by the Hong BMEERIEAERERRNGEELEREE
Kong Monetary Authority for its regulatory purposes, and is in accordance with the CGRITEIGHDHIRS  SREBELEBRE T RRITR
Third Schedule to the Hong Kong Banking Ordinance. HIBAA -
The adjusted capital adequacy ratio which takes into account market risks as at the ABREARRLENHE - BIREFESH
balance sheet date is computed in accordance with the Guideline “Maintenance of ERRBEHNESIGETSRRERTRE
Adequate Capital Against Market Risks” issued by the Hong Kong Monetary Authority ) FEAEEEBNTISER - ARBOGRS
and on the same consolidated basis as for the unadjusted capital adequacy ratio. EEFRKRCHEEART L ERAMBIRNER -

(b) Group Capital Base after Deductions (b) EEIREBNERER
2004 2003
HK$’000 &% T HK$'000 % Tt

Core capital BLDER

Paid up ordinary share capital R AR BRI A 3,729,996 3,668,634

Share premium B mE 631,188 520,305

Reserves fEt 14,997,378 14,059,945

Minority interests DB R 165,655 24,418

Deduct: Goodwill A R - (2448156)  (2,343,408)

Total core capital (AN NG - 17,076,061 15929894
Eligible supplementary capital ARt E T INE AR

Reserves on revaluation of land and iR+ i BEE

interests in land (at 70%) & (A70%51 &) 822,725 659,956

General provisions for doubtful debts —RREEES 1,336,044 1,266,365

Term subordinated debt B ER AR - Amaa 4,260,751

Total eligible supplementary capital BREE iyt 6,429,893 6,187,072
Total capital base before deductions MRATE AR BT 23,505,954 22,116,966
Deductions from total capital base BAREREEHIRIEAR (969,261) (1,049,318)
Total capital base after deductions A& B AL R 22,536,693 21,067,648
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Average liquidity ratio for the year FEATHRDESLLE

The average liquidity ratio for the year is the simple average of each calendar month'’s
average liquidity ratio, which is computed on the consolidated basis as required by
the Hong Kong Monetary Authority for its regulatory purposes, and is in accordance
with the Fourth Schedule to the Hong Kong Banking Ordinance.

(i) By industry sectors
The analysis of gross advances to customers (net of suspended interest) by industry
sector is based on the categories and definitions used by the Hong Kong Monetary
Authority.

The Group £H
Loans for use in Hong Kong EEBEANER
Industrial, commercial and financial TreR
— Property development —MERRE
— Property investment —MERE
— Financial concerns —eRhE
— Stockbrokers —RELLE
— Wholesale and retail trade —HEBETER
- Manufacturing — g%
— Transport and transport equipment — B H B RE
- Others —Hfh
- Sub-total — /Nt
Individuals fEA
- Loans for the purchase of flats in —BEEEEEE 2
the Home Ownership Scheme, [AZZEETE R
Private Sector Participation Scheme [fEEEEEE]
and Tenants Purchase Scheme BFEHER
- Loans for the purchase of —BEEMEENE
other residential properties BE R
- Credit card advances —(EARER
- Others —Hfh
- Sub-total —/Nat
Total loans for use in Hong Kong EREBFERNEHREE
Trade finance BHRE
Loans for use outside Hong Kong EEBMERNER
Total advances to customers BEPERBE

2004 2003
% BOE % BHE

444 448

FEAFORBDESLLEREAFHLRNE
BYng - HAEERBEEESRERBE
RERERBIESEERE B ERITEEDD

(Hi5k4) -

() IRITESD

BEEEFEBORBRBRME)NTTES R
RERSREERBAMRANERNNER -

2004 2003
HK$'000 HK$'000
BT T BETT
4,398,093 4,969,798
14,536,729 11,883,891
1,507,153 2,045,115
277,903 322,112
1,569,771 1,790,164
1,822,971 1,250,396
4,507,233 4,564,759
6,032,368 4,500,757
34,652,221 31,326,992
1,522,173 1,848,337
34,928,247 34,595,575
1,649,200 1,432,687
3,230,750 2,950,460
41,330,370 40,827,059
75,982,591 72,154,051
4,092,162 3,314,514
37,184,000 27,440,271
117,258,753 102,908,836



(i) By geographical areas
The information concerning the breakdown of the gross amount of advances to
customers by countries or geographical areas is derived according to the location
of the counterparties after taking into account any transfer of risk. In general,
such transfer of risk takes place if the claims are guaranteed by a party in a
country which is different from that of the counterparty or if the claims are on an
overseas branch of a bank whose head office is located in another country.

(i) Z@EHDE
BEFEREERERIBENSE - —1R
BRSHFHHMEL  YEEREBRR
RE - —Ri = - ARERNERERSIL
FERZEFAEMABERN— TR - &
ZERNBEITHRERBRITNEINTT
MRZIRTT VA R BRI FF RN S T8
FrPEM - R EHER AH —EARREZ
Z— A% -

Advances overdue for
Total advances to customers Non-performing loans over three months
EFERAE TETER BEEANLNEFER
2004 2003 2004 2003 2004 2003

HKS$'000 % T HK$'000 B%Fr  HKS'000 B¥F 5

The Group £@

Hong Kong B 88,598,608 81,092,324 765,035
People’s Republic of China 2 ARE£HE 10,911,094 5,588,249 317,005
Other Asian countries HinTMHEIR 6,354,111 5,150,091 107,71
Others Hiy 11,394,940 11,078,172 175,621
Total ik 117,258,753 102,908,836 1,365,432

The information on cross-border claims discloses exposures to foreign counterparties
on which the ultimate risk lies, and is derived according to the location of the
counterparties after taking into account any transfer of risk. In general, such transfer
of risk takes place if the claims are guaranteed by a party in a country which is
different from that of the counterparty or if the claims 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 disclosed.

HK$'000 A% Fr  HKS'000%%Fx  HK$'000 BT

1,587,928 575,894 872,215
747,602 77,426 470,946
108,408 103,688 83,713

82,451 83,377 71,799

2,526,389 840,385 1,498,673

EREREHEESEIZZH T RRARLK
BN - WEBREBRARRAR - —K
ME  BRERNERESY IR SHFHE
HWHBERE—HER - RERNETERZ
RRITHBINDTT - MAZIRITEV I E R IE
RNRZEFH AN - BREERAH—E
EHREZI S —EEK - EX—HRAORRE
IERBRAEFER10%ZA L @R RERERE
FLAEE -

2004
Banks and
other financial Public
institutions sector entities Others Total
BIORAMEREE DNERE Hity ot
HK$'000 &% Tt HKS$'000 &%Fr HKS$'000 B%Fx HKS$'000 &% T
The Group 58

People’s Republic of China EAREAE 9,413,577 1,458,707 7,962,500 18,834,784

Asian countries, excluding HEBMEIR
People’s Republic of China (TEfERE AR ATE) 10,764,517 1,413,490 7,519,486 19,697,493
North America JEEM 5,129,033 7,886,401 5,182,553 18,197,987
Western Europe ey 26,577,806 255 2,016,679 28,594,740
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Unaudited Supplementary Financial Information (continued)
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(3) SEGMENTAL INFORMATION (continued) 2 S2B& ¥l @)

(b) Cross-border Claims (continued) (b) PSEIERE (8

2003
Banks and
other financial Public
institutions sector entities Others Total
POIREMEREE NEHE HAh ke
HK$'000 B#Fr  HK$'000BEFr HK$'000 B¥EF HK$'000 BEFT
The Group £ ]
People’s Republic of China I NREME 5,942,870 1,117,031 4,763,759 11,823,660
Asian countries, excluding HiTMER
People’s Republic of China (FRERE ARERME) 13,068,878 1,156,111 6,184,322 20,409,311
North America B 5,526,584 8,245,582 4,920,474 18,692,640
Western Europe THER 33,240,941 - 1,088,757 34,329,698
(4) OVERDUE, RESCHEDULED AND REPOSSESSED ASSETS #Hifff - REARKEEE
(a) Overdue and Rescheduled Advances (a) BIHARKEHER
2004 2003
% of total % of total
advances to advances to
customers customers
EEFERAE WEPERER
HK$'000 &% T 7 WEAL  HK$'000 BETT MBS
The Group £E
Advances to customers overdue for  EHIEFSEFR
- 6 months or less but —3EARLEE
over 3 months 618 A 242,893 0.2 276,799 0.3
— 1 year or less but over 6 months  —6{EAMN EZE1F 194,645 0.2 339,092 0.3
— Over 1 year —1FU%E 402,847 03 882,782 0.9
840,385 0.7 1,498,673 15
Rescheduled advances to customers &EHARFEH 472,335 0.4 1,123,114 1.1
Total overdue and rescheduled BEREBARP
advances EeE 1,312,720 1.1 2,621,787 2.6
Secured overdue advances BEAAEER 660,700 0.6 1,323,712 1.3
Unsecured overdue advances ER AR ER 179,685 0.1 174,961 0.2
Market value of security held BEMAEE
against secured overdue advances  HEB@TE 1,122,161 1,736,962

There were no advances to banks and other financial institutions which were overdue
for over 3 months as at 31st December, 2004 and 31st December, 2003, nor were
there any rescheduled advances to banks and other financial institutions on these

two dates.
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2004 2003
HK$'000 &% Tt HK$'000 & T
Overdue advances (Note 1) AR (M) 840,385 1,498,673
Rescheduled advances (Note 2) KEHEH (HT3E2) 472,335 1,123,114
Total overdue and rescheduled advances B RESHAETREE 1,312,720 2,621,787
Less: Overdue advances on which interest is
still being accrued - BRI REF S ER (157,696) (150,286)
Less: Rescheduled advances on which interest is
still being accrued B SRR TSR (63,283) (173,813)
Add: Non-performing loans which are
not overdue or rescheduled m: METESRE S B EH 273,691 228,701
Total non-performing loans TRITERERE 1,365,432 2,526,389
Notes: Bt E:
(1) Advances which are overdue for more than three months. (1) BEAEKENEEA3ME AL EMER
(2) Rescheduled advances which have been overdue for more than three months under the (2) BREEITEREHECBHEAEIAANLCEEER
revised repayment terms are included under overdue advances and not rescheduled advances. FBIABHERGE  YTBRKELAE
o
2004 2003
Accrued Other Accrued Other
interest assets* interest assets*
ZEHE HingE* ZEFE Hith & E*
HK$'000 %t HK$S'000 #%Fx HK$'000 8T HK$'000 BETFT
The Group £E
Other assets overdue for Hig i EE
-6 months or less but
over 3 months —3@EANEZ6(EA 1,653 305 1,699 2,592
— 1 year or less but over 6 months  —6{E A LA EZE 14 1,065 614 1,442 1,096
- Over 1 year —1FE 407 19,462 904 13,406
3,125 20,381 4,045 17,094
Rescheduled assets WERBE - - - 827
Total other overdue and Hi@ix
rescheduled assets KEREERRE 3,125 20,381 4,045 17,921

*  Other assets refer to trade bills and receivables.

*
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(4) OVERDUE, RESCHEDULED AND REPOSSESSED ASSETS (continued) BIH » REBARKEIEE @

(d) Repossessed Assets (d) WEEE
2004 2003
HK$'000 8% T  HK$'000 B%F

The Group £H
Repossessed properties* Eky E 107,745 176,265
Repossessed vehicles and machines UERENY = 340 671
Total repossessed assets Yol & E e 108,085 176,936
The amount represents the estimated market value of the repossessed assets as at UL EEEEEN 12 A31 BIEI B ERN G TE
31st December.
*  The balance included HK$26,293,000 (2003: HK$47,656,000) relating to properties that * R EITAREE 26,293,000 (2003 4F : B

were contracted for sale but not yet completed. 47,656,0007T) B #5494 EAB A K6 Y%

(5) CURRENCY CONCENTRATIONS & ™ &

The net positions or net structural positions in foreign currencies are disclosed when WA RISNE B B R R S A A B R RGP
each currency constitutes 10% or more of the respective total net position or total FAEINEFHRRERABIEFHAAEN
net structural position in all foreign currencies. 10%3KPA F » fEZA T UABEER -
2004
HKSMillion B¥EET

usb CAD GBP CNY Others Total

E i R N Hit ]
The Group £8
Spot assets REBE 49,928 4375 4,210 7,581 21,586 87,740
Spot liabilities REAE (52,103) (4,458) (6,690) (7,364) (22,592) (93,207)
Forward purchases EHEA 18,257 484 2,721 - 5,802 27,210
Forward sales EHEN (15.863) (289) (370) - (4,812) (21,334)
Net options position HREFE 16 (1) (1) - 3 17
Net long/(short) position &/ (R &% 235 11 (64) 217 (13) 486

2003
HKSMillion BB EE7T

usb CAD GBP CNY Others Total

7 m S N o ek
The Group £8
Spot assets REBE 50,041 4337 4374 2,544 14,498 75,719
Spot liabilities REAE (45,079) (5,088) (7,305) (2,508) (21,627) (81,607)
Forward purchases EHEA 23,881 1,674 2,110 - 14,465 42,130
Forward sales EHEN (27,768) (780) (a7) - (7318) (36,037)
Net options position HERFE 9) 2 (3) = (6) (16)
Net long/(short) position 5/ (B)838 1,066 145 (995) 36 12 264

144  The Bank of East Asia, Limited Annual Report 2004




usD CAD*
EY4 y*
Net structural position HELREFE 1,452 245
usb CAD
e me
Net structural position EEMRRTE 1,423 228

*  The currency constitutes less than 10% of the total net structural position in all foreign
currencies and is presented for comparative purpose only.

The net option position for 2004 is calculated using the model user approach, which
has been approved by HKMA. The net structural position represents the net asset
value of the Group’s foreign currency investment in overseas operations and their
related funding.

The Group recognises the benefits of sound corporate governance practice to its
shareholders. It has made reference to the Hong Kong Monetary Authority’s statutory
guidelines set out in the Supervisory Policy Manual “Corporate Governance of Locally
Incorporated Authorized Institutions”. There are thirteen specialised committees
formed under the Board of Directors. The roles, functions and composition of these
key committees are as follows:

Audit Committee (Please refer to Report of the Directors on page 52).
Nomination Committee (Please refer to Report of the Directors on page 52).
Remuneration Committee (Please refer to Report of the Directors on page 52).

Sealing Committee is responsible for directing the usage and custody of the Bank'’s
common seal. It comprises all Executive Directors and Non-executive Directors of the
Bank, as appointed from time to time.

Executive Committee is responsible for reviewing all major functions and critical
issues relating to the businesses and operations of the Group. It comprises the Chief
Executive, the Deputy Chief Executives, all Division Heads, the Head of Credit & Special
Asset Department and the Head of Legal Affairs Department.

Risk Management Committee is responsible for dealing with all risk management
related issues of the Group. It comprises the Chief Executive, the Deputy Chief
Executives, the Head of Investment Banking Division, the Head of Strategic Planning
& Control Division, the Head of Operations Support Division, the Head of Credit &
Special Asset Department and the Head of Risk Management Department.

2004
HK$Million ¥ EE&R

CNY Others Total
ARK Hity ot
564 394 2,655
2003
HK$Million ¥ EET
CNY Others Total
AR EAth k]
- 376 2,027

* WEIMER D RINE A R IR ARERA10% ©
ZYFRIELL B

2004F IR R F R A EAE AR
g WELEESREERRE - AEERE
FRERRAEBERBENSINEBNEEFE
REBHENES -

ATRRENEERAEERE A BRI
RITELREBSRE IR BAAMMEE R
FMA UM R A B R DRER) AAEE
5l - EEFEETEKUT 13EEEZEE -
EHNEZRAS - BRERAKIT ¢

HEZEERBREBATZIAENENER
BEEATTRREZRTESR
FENTES -

BITEESA RN EESRAMERLEER
MEBMEMEAREE - K8 BRETHBER -
BT - REREE FERAEZEER
TEMEREHBEE -

BREEERRA AL EESREHEARE
BEE - REBBTRER - BITREH
WABTEEE RURELETE  HEY
BEEE  EERAEBENIENARER
B -
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Credit Committee is responsible for carrying out lending related activities and in
particular, to monitor the lending portfolio for managing the overall credit risk of the
Group. It comprises the Chief Executive, the Deputy Chief Executives, the Head of
Investment Banking Division, the Head of Strategic Planning & Control Division, the
Head of Operations Support Division and the Head of Credit & Special Asset
Department.

Asset and Liability Management Committee is responsible for overseeing the
management of liquidity risk, interest rate risk, market risk and country risk of the
Group. It comprises the Deputy Chief Executives, the Head of Investment Banking
Division, the Head of Strategic Planning & Control Division, the Head of Personal
Banking Division, the Head of Corporate Banking Division, the Head of China Division,
the Head of International Division, the Head of Wealth Management Division, the
Head of Branch Distribution Department, the Head of Credit & Special Asset
Department, the Head of Treasury Department and the Head of Risk Management
Department.

Operational and Other Risks Management Committee is responsible for dealing
with all issues related to the management of operational, legal, reputation and strategic
risks of the Group. It comprises the Deputy Chief Executive, all Division Heads, the
Head of Credit & Special Asset Department, the Head of Legal Affairs Department,
the Head of Marketing & Communications Department and the Head of Organisation
and Productivity Department.

Investment Committee is responsible for formulating investment strategies and
making daily investment decisions on the overall investment portfolio of the Group.
It comprises the Deputy Chief Executives, the Head of Investment Banking Division
and the Head of Strategic Planning & Control Division.

Policy Committee is responsible for discussing and formulating various strategies
and policies for managing businesses and operations of the Group. It comprises the
Chief Executive, the Deputy Chief Executives, the Head of Investment Banking Division
and the Head of Strategic Planning & Control Division.

Crisis Management Committee is responsible for developing and reviewing the
Group's strategy for managing crisis scenarios and taking charge of crisis situations
which jeopardise or have the potential to jeopardise the Group in its reputation,
liquidity/financial position and business continuity. It comprises the Chief Executive,
the Deputy Chief Executives, all Division Heads and the Head of Organisation &
Productivity Department.

Steering Committee for the Basel Project is responsible for dealing with all issues
related to the implementation of the New Basel Capital Accord for the Group. It
comprises the Chief Executive, the Deputy Chief Executives, the Head of Investment
Banking Division, the Head of Strategic Planning & Control Division, the Head of
Operations Support Division and the Head of Credit & Special Asset Department.

The terms of reference of the Committees together with all the Policies within the
corporate governance regime are subject to an annual review in order to cope with
the latest development in the banking industry as well as other changes in the
regulatory requirements.

FEZESAEHNTAREREE LHRE
EEBRESEHANERBENEERR - K8

BETHRAE  BITTHAER RERTEE
& RENBEREE  LEXEETIEME
EREESHBIE -

BEABEEZERAEERSEEERDE
& FERERE  THEBREERER - KEE
BEITTRAR  RERTRIE - REIRHE
BEE  EARTEEE  CERTEIE -
TREBAREE  EREFRIE MEE
BEREE  HTEBHEE  FEREESHA
BEE BeHETERABREEINIE

EERHMAREEESSAEREEESA
BRLE A2 FEREBEARNEE - K
BEFRITTRAY MERTE  FEMREE
EEBEE  XREHIEE  WERIRE
AR BB R EENRERLE

REZEERABFIRIRERBREHAESE
EREAANRERK - KEBRBEITTHA
B RARTETEMREIRBIEREE -

BEEESERAENN RHFTRBEMBRIAE
IPEE IR MBI o KB BIERTTHRAEE
BITH AR, - B RITRE T E MR RBER

EFe

RREEZESAARTMNET SEEEER
M ERHRES - REREXEAIRELRE
SEEE RPESIUBINRRIFEXBE
ENEHRRARAKERE - KEBETHA
£ BIfTHEE - TARTEMABREEN
REBEE o

EEMERBEZEE SR ARESRERIAEH
EEEEMZBEMERNBHNEE - KEE
BITRAE - BIfTHMEE, - RERTEEE -
REIMRERTE  SEXERIENEER
BESHEMEE -

BEZESNRESENNBREXELRHE
MR - ASFFRTUESRITENEMEE
B FHNER ©



Risk management is an essential element of banking. The Group has in place a
comprehensive risk management system to identify, measure, monitor and control
the various types of risk which the Group faces and, where appropriate, to allocate
capital against those risks. The risk management policies of the Group are reviewed
regularly by the Management and related specialised committees, and
recommendations are made by the Risk Management Committee for the approval of
the Board of Directors. The internal auditors also perform regular audits on business
units to check compliance with policies and procedures. The Group has also established
an Investment Committee to plan the Group's investment strategies and to monitor
the performance and compliance of investment activities.

Credit risk arises from the possibility that a customer or counterparty in a transaction
may default. Such risk may arise from both lending and treasury activities. The Board
of Directors has delegated authority to the Credit Committee to oversee management
of the Group’s credit risk, independent of the business units. The Credit Committee
will report to the Board of Directors via the Risk Management Committee, which
deals with all risk management related issues of the Bank Group.

The Credit Committee is to deal with all credit risk related issues for the Bank Group,
including formulation of credit policies, credit approval and monitoring of asset quality.

In evaluating the credit risk associated with an individual customer or counterparty,
financial strength and repayment ability are always the primary considerations. Credit
risk may be mitigated by obtaining collateral from the customer or counterparty.
Concentration risk is monitored by adopting appropriate risk control measures, such
as setting limits on large exposures.

In this connection, comprehensive guidelines for management of credit risk have
been laid down in the Group’s Credit Manual. These guidelines stipulate delegated
lending authorities, credit extension criteria, credit monitoring process, 10-grade loan
classification system, credit recovery and provisioning policy.

The Group’s Credit Manual is regularly reviewed by the Credit Committee to ensure
the adequacy of credit risk management policies and systems.

REBRERRRITEBHNER IR - AREER
J—ERENRRERRS - ARG - EE -
ERREFANEEAARNSERRE - RE
ENBR T OREERUEEZERR - AEE
NEBEREBRIBEEENEENEEEZS
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& REREERGHE -  ABERETEHE
TSEPIEATEHITE R - AR ZE R IR
BT AN - AEBEVERYREZ S S AH
EALENRERE  RERREEHHORR
FERELEER -

FEERBRNREP AR ZH F RELBEITEE
¥ AIRAAKENERRMEEE - BT
EXAEENEERBRER  EFSEREAT
ZIEEZBEHITERE  MULERERRER
TBYNEERBEN - FEZESKARE
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The Asset and Liability Management Committee is authorised by the Board of Directors
to manage the assets and liabilities of the Bank Group. The function of the Asset and
Liability Management Committee is to oversee the Group’s operations relating to
interest rate risk, liquidity risk and market risk.

(M

Liquidity Risk Management

Liquidity risk is the risk that the Group cannot meet its current obligations. To
manage liquidity risk, the Group has established the liquidity risk management
policy, which is approved by the Board of Directors. The Group measures the
liquidity of the Group through the statutory liquidity ratio, the loan-to-deposit
ratio and the maturity mismatch portfolio.

The Asset and Liability Management Committee closely monitors the liquidity of
the Group on a daily basis to ensure that the liquidity structure of the Group'’s
assets, liabilities and commitments can meet its funding needs, and that the
Group remains in compliance with the statutory liquidity ratio. The Group’s average
liquidity ratio was 44.4% for 2004, which was well above the statutory minimum
ratio of 25%.

Adequate standby facilities are maintained to provide strategic liquidity to meet
unexpected, material cash outflows in the ordinary course of business.

Market Risk Management

Market risk is the risk arising from the net effect of changes in market rates and
prices on the Group’s assets, liabilities and commitments, thus causing profits or
losses. Interest rates, foreign exchange rates, equity and commodity prices, among
others, are monitored for market risk.

The Group’s market risk originates from its trading-book holdings of foreign
exchange, debt securities, equities and derivatives, which are valued at current
market prices (mark-to-market basis); from its investment and banking activities
in financial assets and liabilities, which are valued at cost plus any accrued interest
(accrual basis); and from its holdings of securities classified as other investments,
which are measured at fair value in the balance sheet.

The Group has established a market risk management policy that incorporates
guidelines, procedures and control measures to monitor its market risk exposures.

The Group’s derivative instruments trading activities mainly arise from the
execution of trade orders from customers and positions taken in order to hedge
other elements of the trading books.
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Financial derivatives are instruments that derive their value from the performance
of underlying assets, interest or currency exchange rates, or indices. The Group
principally uses financial derivative instruments as investment alternatives or to
manage foreign exchange, interest rate or equity risk, and is a limited end-user
of such instruments. Guidelines on participating in derivatives activities are included
in the Group's market risk management policy. The Group’s major trading activities
in derivative instruments involve exchange-traded HIBOR Futures contracts and
over-the-counter transacted currency options. Other over-the-counter transacted
foreign exchange forwards, interest rate swaps and option contracts are mainly
employed to hedge the interest rate risk and option risk of the banking book.

The Group'’s various market risk exposures are measured and monitored on the
basis of principal (or notional) amount, outstanding position, stop-loss and options
limits, and are controlled within established limits reviewed and approved by the
Asset and Liability Management Committee where applicable for each business
unit, business type and in aggregate. Independent middle and back offices monitor
the risk exposure of trading activities against approved limits on a daily basis. The
Group's market risk exposures are reviewed by the Asset and Liability Management
Committee and reported to the Board of Directors on a regular basis. Exceptions
to limits are reported when they occur.

The Group quantifies the market risk of the underlying trading portfolio by means
of value-at-risk (“VaR"). VaR is a statistical estimate that measures the potential
losses in market value of a portfolio as a result of unfavourable movements in
market rates and prices, if positions are held unchanged over a certain horizon
time period. The Group’s VaR is calculated using historical movements in market
rates and prices, a 99% confidence level and a one-day holding period, and
takes into account correlations between different markets and rates.

Prior to 2002, VaR was calculated to a 95% confidence level. From the beginning
of 2002, VaR is calculated at a 99% confidence level. This change has been
made to facilitate consistency with the regulatory guidance in confidence level
to measure market risk.
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Unaudited Supplementary Financial Information (continued)
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(7) RISK MANAGEMENT (continued) BB EIE (@)

(b) Liquidity Risk and Market Risk Management (continued) (b)
(2) Market Risk Management (continued) )
The VaR for the Group’s market risk-related treasury trading portfolio as at 31st
December, 2004 was HK$2.15 million (2003: HK$2.68 million). The average
daily revenue earned from the Group’s market risk-related treasury trading activities
in 2004 was HK$0.68 million (2003: HK$0.54 million). The standard deviation of
these daily revenues was HK1.54 million (2003: HK$1.24 million).

DAILY DISTRIBUTION OF MARKET RISK-RELATED TREASURY
TRADING REVENUES - Year 2004 vs Year 2003
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An analysis of daily distribution of the Group’s market risk-related treasury trading
revenues for 2004 (comparing with 2003) is provided above. This shows that 40
out of 249 days (2003: 14 out of 248 days) are in loss positions. The most frequent
results were daily revenue of between HK$0.5 million and HK$0.75 million and
between HK$0.75 million and HK$1 million, each with 41 occurrences (2003:
HK$0.50 million to HK$0.75 million with 84 occurrences). The maximum daily
loss was HK$19.41 million (2003: HK$12.29 million) and the next maximum
daily loss was HK$1.58 million (2003: HK$4.44 million). The highest daily revenue
was HK$4.75 million (2003: HK$9.52 million).
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Foreign exchange exposure

The Group’s foreign exchange risk exposure arises from foreign exchange
dealing, commercial banking operations and structural foreign currency
positions. All foreign exchange positions are managed by the Treasury units
of the Group within limits approved by the Asset and Liability Management
Committee.

The VaR related to foreign exchange dealing positions at 31st December,
2004 was HK$0.91 million (2003: HK$0.72 million). The average daily foreign
exchange dealing profit for 2004 was HK$0.66 million (2003: HK$0.54
million).

Foreign exchange positions which arise mainly from foreign currency
investments in the Group’s branches, subsidiaries and associates are excluded
from VaR measurements, as related gains or losses are taken to reserves.
Such foreign currency positions are managed with the principal objective of
ensuring that the Group’s reserves are protected from exchange rate
fluctuation.

Interest rate exposure

The Group's interest rate exposure arises from treasury and commercial
banking activities where interest rate risk is inherent in both trading and
non-trading portfolios. All trading positions are managed by the Treasury
units of the Group within limits approved by the Asset and Liability
Management Committee. For the non-trading portfolio, interest rate risk
primarily arises from the timing differences in the repricing of interest-bearing
assets, liabilities and commitments and the maturities of certain fixed rate
assets and liabilities. The interest rate risk of the non-trading portfolio is also
monitored by the Group’s Asset and Liability Management Committee.

The VaR related to interest rate exposure due to debt securities and derivatives
trading positions, excluding foreign exchange forwards and options, at 31st
December, 2004 was HK$1.76 million (2003: HK$2.11 million). The average
daily profit due to these activities for 2004 was HK$0.02 million (2003:
HK$0.002 million).

Equities exposure

The Group's equities exposure comprises trading equities and long-term
equities investments. The Group’s Investment Committee regularly reviews
and monitors the equities dealing activities. The VaR on equities trading
positions at 31st December, 2004 was HK$4.86 million (2003: HK$6.71
million).
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Operational Risk is the risk of loss resulting from inadequate or failed internal processes,
people and systems or from external events. The Board of Directors has designated
the Operational and Other Risks Management Committee to oversee the management
of operational risk of the Bank Group.

The Group has adopted a risk-based operational risk management approach so as to
focus on areas that are more vulnerable to operational risk. The Group has a
comprehensive Operational Risk Management Policy in place. Every year, the Group
conducts regular exercises to align its operational risk management framework with
the industrial practice. This includes annual operational risk self-assessment, review
of operating authorities, stress-testing and review of operation procedures.

The Group has also developed its Business Continuity Plan to provide a set of
procedures for contingency operations and business recovery. Besides, the Bank
maintains sufficient insurance coverage to minimise potential losses for the Group in
respect of operational risk.

The Group’s policy is to maintain a strong capital base to support the development of
the Group’s business and to meet the statutory capital adequacy ratio. Both the
Group’s adjusted capital adequacy ratio incorporating market risk of 16.1% and the
unadjusted ratio of 16.2% as at 31st December, 2004 were well above the statutory
minimum ratio.

Capital is allocated to the various activities of the Group depending on the risk taken
on by each business division. Where the subsidiaries or branches are directly regulated
by the appropriate regulators, they are required to maintain a minimum capital
according to rules of those regulatory authorities.
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