
1 Principal accounting policies

(a) Basis of preparation

The accounts have been prepared under the historical cost convention as
modified by the revaluation of investment properties and investments in securities,
and in accordance with accounting principles generally accepted in Hong Kong
and comply with Statements of Standard Accounting Practice (“SSAP”) issued
by the Hong Kong Society of Accountants (“HKSA”).

(b) Basis of consolidation

The consolidated accounts include the accounts of the Bank and all of its
subsidiaries made up to 31 December.  All significant intercompany transactions
and balances within the Group are eliminated on consolidation.

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

(c) Joint ventures

A joint venture is a contractual arrangement whereby the Group and other
parties undertake an economic activity which is subject to joint control and
none of the participating parties has unilateral control over the economic
activity.

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

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

(d) Associated companies

An associated company is a company, not being a subsidiary, in which an
equity interest is held for the long-term and significant influence is exercised
in its management.

The consolidated profit and loss account includes the Group’s share of the
results of associated companies for the year and the consolidated balance sheet
includes the Group’s share of the net assets of the associated companies.

In the Bank’s balance sheet, the investments in associated companies are stated
at cost less provision for impairment losses.  The results of associated companies
are accounted for by the Bank on the basis of dividends received and receivable.
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1 Principal accounting policies (continued)
(e) Income recognition

The Bank and its subsidiaries are engaged in the provision of banking and
related financial services.

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

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.

(f) Advances to customers, banks and other financial institutions

All advances are recognised when cash is advanced to borrowers.  Advances
to customers, banks and other financial institutions are reported on the balance
sheet at the principal amount outstanding net of provisions for bad and doubtful
debts.  Advances to banks and other financial institutions include placements
with banks and other financial institutions for more than one year.  Cash rebates
granted in relation to residential mortgage loans are capitalised and amortised
to the profit and loss account on a straight line basis over three years.

(g) Provision for bad and doubtful debts

The Group internally classifies loans and advances into different categories.
The classification of loans and advances is largely based on the assessment of
the borrower’s 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 have been overdue are also taken into account when classifying the
loans and advances.

Provisions are 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 is 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.  Where it is not possible to reliably estimate the loss, the
Group applies pre-determined provisioning levels to the unsecured portion of
loans and advances based on the classification of the respective loans and
advances.

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

(h) 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.
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1 Principal accounting policies (continued)

(i) Fixed assets

(i) Premises

Premises represent those properties held for own use and are stated at cost
less depreciation.  Premises reclassified from investment properties are
transferred at their carrying value. Any previous revaluation reserve on the
reclassified assets is frozen in the investment properties revaluation reserve
until the disposal of the asset. On the disposal of the asset, the frozen
revaluation reserve is transferred directly to retained earnings.  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.

(ii) Investment properties

Investment properties represent those properties held for their investment
potential. Investment properties held on leases with unexpired periods of
greater than 20 years are not depreciated but are valued at intervals of not
more than three years by an independent professional valuer on an open
market value basis; in each of the intervening years, valuations are undertaken
by either external or internal professionally qualified valuers. Investment
properties held on leases with unexpired periods of 20 years or less are not
revalued but are depreciated over the remaining term of the leases.

Increases in valuations are credited to the investment properties revaluation
reserve; decreases in valuations are first set off against the investment
properties revaluation reserve on a portfolio basis and thereafter are
charged to the profit and loss account.

Upon the disposal of an investment property, the relevant portion of the
revaluation reserve realised in respect of previous revaluations is released
from investment properties revaluation reserve to the profit and loss
account.

(iii) Furniture and equipment

Furniture and equipment is stated at cost less depreciation calculated on a
reducing balance basis to write off the assets over their estimated useful
lives, at annual rates ranging from 20% to 30%.

(iv) Impairment and gain or loss on sale

At each balance sheet date, both internal and external sources of information
are considered to assess whether there is any indication that bank premises
and furniture and equipment are impaired.  If any such indication exists,
the recoverable amount of the asset is estimated and where relevant, an
impairment loss is recognised to reduce the asset to its recoverable amount.
Such impairment losses are recognised in the profit and loss account
except where the asset is carried at valuation and the impairment loss does
not exceed the revaluation surplus for that same asset, in which case it is
treated as a revaluation decrease.
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1 Principal accounting policies (continued)

(i) Fixed assets (continued)

(iv) Impairment and gain or loss on sale (continued)

The gain or loss on disposal of a fixed asset other than investment
properties is the difference between the net sales proceeds and the carrying
amount of the relevant asset, and is recognised in the profit and loss
account.  Any revaluation reserve balance remaining attributable to the
relevant asset is transferred to retained earnings and is shown as a movement
in reserves.

(j) Investment in securities

(i) Held-to-maturity securities

Held-to-maturity securities are dated debt securities for which the Group
has both the intention and ability to hold to maturity.  These securities are
stated at cost adjusted for the amortisation of premiums or discounts
arising on acquisition over the periods to maturity, less provision for
diminution in their value.  Provisions are made for the amount of the
carrying value which the Group does not expect to recover and are
recognised as an expense in the profit and loss account as they arise.

The amortisation of premiums and discounts arising on acquisition of
dated debt securities is included as part of interest income.  Profits or
losses on realisation of held-to-maturity securities are accounted for in the
profit and loss account as they arise.

(ii) Trading securities

Trading securities are securities which were acquired for the purpose of
generating a profit from short-term fluctuations in price and are stated at
fair value at the balance sheet date.  Fair value is the amount for which an
asset can be exchanged, or a liability settled, between knowledgeable
willing parties in an arm’s length transaction. Changes in fair value of
trading securities are recognised in the profit and loss account as they
arise.

(iii) Non-trading securities

Non-trading securities include debt and equity securities other than those
classified as held-to-maturity securities or trading securities. Non-trading
securities are stated at fair value at the balance sheet date.

Changes in the fair value of non-trading securities are recognised in the
investment revaluation reserve until the security is sold or determined to
be impaired, at which time the cumulative gain or loss is transferred from
the investment revaluation reserve to the profit and loss account.
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1 Principal accounting policies (continued)

(k) Deferred taxation

Deferred taxation is accounted for at the current taxation rate in respect of
timing differences between profit as computed for taxation purposes and profit
as stated in the accounts to the extent that a liability or an asset is expected to
be payable or receivable in the foreseeable future.

(l) Retirement benefit costs

The Group operates four staff retirement schemes comprising two defined
benefit schemes (including one with a defined contribution element) and two
defined contribution schemes (including one mandatory provident fund scheme).
The assets of these schemes are all held separately from those of the Group in
independently administered funds.  Retirement benefit costs are charged to the
profit and loss account as and when the contributions fall due.  For the defined
benefit schemes, the annual contributions are determined based on periodic
valuations by qualified actuaries of the assets and liabilities of the schemes.

(m) Operating leases

Leases where substantially all of the rewards and risks of ownership of the
asset remain with the leasing company are accounted for as operating leases.
Rentals applicable to such operating leases are charged to the profit and loss
account on a straight line basis over the lease term.

(n) Hire purchase contracts and finance leases

The amounts due from customers in respect of hire purchase contracts and
finance leases are included in “Advances and other accounts” at net investment
which represents the total rentals receivable under hire purchase contracts and
finance leases less unearned finance income.  Finance income implicit in the
rental receivable is credited to the profit and loss account over the lease period
or hire period so as to produce an approximately constant periodic rate of
return on the net investment outstanding for each accounting period.  Dealer
commission paid for hire purchase contracts or finance leases is amortised on
a straight line basis over the terms of the leases.

(o) Dividends

In accordance with the revised SSAP 9 “Events after the balance sheet date”
issued by the HKSA, the Group no longer recognises dividends proposed or
declared after the balance sheet date as a liability as at the balance sheet date.

As detailed in note 10, this change in accounting policy is applied retrospectively
and has resulted in a decrease in total liabilities of the Group and the Bank as
at 31 December 2000 by HK$267,019,000 and an increase in the shareholders’
funds of the Group and the Bank by the same amount.
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