Review of Operations

INTRODUCTION

The core businesses of the Company and its subsidiaries and associates
consist of property investment, property development, hospitality
related activities and financial services. The Company is a subsidiary
of Allied Group Limited (“Allied Group”). The Company’s interests in
property investment and development and hospitality related activities
in Hong Kong are mainly held through its wholly owned subsidiaries
or the 50% owned Allied Kajima Limited (“Allied Kajima”), and in
respect of property investment and development and hospitality related
activities in The People’s Republic of China (“PRC”), through Tian An
China Investments Company Limited (“Tian An”), being an associate
held by Sun Hung Kai & Co. Limited (“Sun Hung Kai”). The Company’s
financial services business is mainly conducted through its 65.17%
holding in Sun Hung Kai. During the year under review, Sun Hung
Kai acquired the entire issued capital of UAF Holdings Limited (“UAF
Holdings”), which holds 50.91% in UAF, and additional interests in
QHA. Consequent to the acquisitions, UAF and QHA became 58.18%
and 51.15% subsidiaries of Sun Hung Kai respectively. The Group’s core
businesses expanded into the consumer finance sector.

FINANCIAL REVIEW

Results

The revenue of the Group for 2006 was approximately HK$2,166.4
million, which was an increase of 125% compared with 2005. The
increase in revenue was due to:—

e stronger performance from Sun Hung Kai;

e higher rental income received from the Group’s investment
properties; and

e consolidation of the revenues of UAF and QHA, which became
subsidiaries of the Group in August and October 2006 respectively.

The profit attributable to the equity holders of the Company for the year
was approximately HK$1,070.2 million (2005: HK$935.3 million).
Earnings per share amounted to HK$1.99 (2005: HK$1.74).

The increase in profit was due to:—

e increased contributions from Sun Hung Kai and the Group’s
investment properties; and

e aprofit on the deemed disposal of a portion of the Group’s interest
in Sun Hung Kai amounting to HK$303.9 million.
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Review of Operations (Cont'd)

FINANCIAL REVIEW (CONT’D)

Results (Cont'd)

The increase in profit was partially offset by a number of issues
including:—

provisions by Tian An for past years Land Appreciation Tax
(“LAT”) in Mainland China amounting to approximately
HK$67.4 million attributable to the Company, a deemed loss
of approximately HK$44.3 million attributable to the Company
arising from the conversion of 78,800,000 warrants of Tian An by
Wachovia Investment Holdings, LLC, as well as a deemed loss of
approximately HK$8.7 million attributable to the Company arising
from the placing of 175,000,000 Tian An shares to a number of
institutional investors.

We believe, however, that the consequent cash injection into Tian
An in respect of the conversion of Tian An warrants and placement
of Tian An shares above has in fact strengthened its balance sheet
and its capacity to pursue its development projects and has thus
enhanced the long term value of the Group’s investment in Tian
An;

an impairment provision of approximately HK$37.9 million
attributable to the Company in relation to the carrying value of the
interest in the Kuala Lumpur hotel joint venture with New World
Development Company Limited (“NWDC”"); and

a loss on the derecognition by Yu Ming Investments Limited (“Yu
Ming”) of its investment in CR Airways Limited (now known
as Hong Kong Airlines Limited, “Hong Kong Airlines”) and
receivables in an aggregate amount of approximately HK$27.8
million attributable to the Company.

Segmental Information

Detailed segmental information in respect of the Group’s revenue and
segmental results as well as other information is shown in note 8 to the
consolidated financial statements.

Material Acquisitions and Disposal

(a)

A

Acquisition of additional interests in QHA

During the year, Sun Hung Kai concluded an option agreement
with CLSA Capital Limited (“CLSA") in relation to the option shares
and option warrants of QHA for a consideration of approximately
HK$11.1 million. The option entitled Sun Hung Kai to acquire from
CLSA 34,156,666 shares in QHA at an aggregate exercise price of
approximately HK$99.9 million, and for warrants leading to the
subscription of 7,056,232 shares in QHA.
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Review of Operations (Cont'd)

FINANCIAL REVIEW (CONT’D)

Material Acquisitions and Disposal (Cont'd)

(a)

(b)

(c)

(d)

Acquisition of additional interests in QHA (Contd)

On 29th September, 2006, Sun Hung Kai exercised the option over
the option shares of QHA and in October 2006 CLSA transferred
all the option warrants of QHA to Sun Hung Kai. The exercise
of the option over the option shares of QHA required Sun Hung
Kai to make a general offer for all the issued shares of QHA not
already owned by it. Sun Hung Kai increased its interests in QHA
from approximately 34.40% as at 1st January, 2006 to 50.13%
after the closing of the general offer in November 2006. On 27th
November, 2006, Sun Hung Kai exercised warrants of QHA to
subscribe for 5,000,000 QHA shares and increased Sun Hung Kai’s
interests in QHA to approximately 51.14%.

Acquisition of interests in UAF Holdings

On 24th August, 2006, Sun Hung Kai completed an agreement
with Allied Group and AG Capital Holding Limited (“AGCH"),
a wholly-owned subsidiary of Allied Group, for the purchase of
the entire issued share capital of UAF Holdings, a wholly-owned
subsidiary of AGCH, together with the assignment of related
shareholder’s loan at an aggregate consideration of HK$4,328.0
million. The consideration was settled by cash of HK$628.0
million, a short-term loan of HK$900.0 million and three year
bonds with a principal amount of HK$2,800.0 million.

UAF Holdings holds 50.91% interest in UAF. Consequent to the
acquisition, Sun Hung Kai’s interests in UAF increased from 7.27%
to 58.18%. UAF and its subsidiaries are principally engaged in
consumer finance loans throughout Hong Kong.

Deemed disposal of interests in Sun Hung Kai arising from share
placing and top-up subscription

The Company, through its wholly-owned subsidiary, had
completed share placing of 169,000,000 shares (“Tst Share
Placing”) and 79,000,000 shares (“2nd Share Placing”) of Sun
Hung Kai on 22nd May, 2006 and 10th August, 2006 respectively.
The top-up subscription of 248,000,000 new shares of Sun Hung
Kai was completed on 10th August, 2006. The net proceeds of the
placing and top-up subscription was approximately HK$1,685.5
million. The shareholdings in Sun Hung Kai held by the Company
before the st Share Placing and after top-up subscription were
74.99% and 62.54% respectively.

Deemed disposal of interests in Tian An arising from share placing
and top-up subscription and exercise of unlisted warrants by a
subscriber

In April 2006, Sun Hung Kai completed the placing and top-up
subscription of 175,000,000 shares in Tian An. Subsequently, a
third party exercised its rights under unlisted Tian An warrants for
the conversion of 78,800,000 shares in Tian An. The shareholdings
in Tian An held by Sun Hung Kai decreased from 48.6% as at st
January, 2006 to 39.59%, as at 31st December, 2006.
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Review of Operations (Cont'd)

FiNnanciAL Review (ConT'D)
Material Acquisitions and Disposal (Cont'd)

Other than the above acquisitions and deemed disposals, there were no
material acquisitions or disposals of subsidiaries, associates and jointly
controlled entities during the year.

Financial Resources, Liquidity and Capital Structure

A bonus issue of warrants on the basis of one warrant for every
five shares held was proposed by the Board on 12th April, 2006.
107,430,380 warrants were issued on 5th June, 2006.

The warrant holders are entitled to subscribe in cash for one fully paid
share at an initial subscription price of HK$10 per share, subject to
adjustments, at any time from 7th June, 2006 to 6th June, 2009 (both
days inclusive). During the year ended 31st December, 2006, 147,625
warrants were converted into 147,625 ordinary shares at a subscription
price of HK$10 per share. Accordingly 107,282,755 warrants were
outstanding at 31st December, 2006. Exercise in full of the outstanding
warrants would result in the issue of 107,282,755 additional shares with
an aggregate subscription value of approximately HK$1,072.8 million.

The net proceeds received from conversion of warrants was used to
finance the general working capital of the Group.

On 10th November, 2006, the Company issued convertible bonds
amounting to HK$537.3 million. The convertible bonds bear interests
at 7% p.a. for the period from 10th November, 2006 to 30th June, 2009
and 4% p.a. for the period from 1st July, 2009 to 9th November, 2011,
the maturity date. Bondholders have rights to convert the bonds into new
shares of the Company at an initial conversion price of HK$10 (subject
to adjustments) during the conversion period commencing from 1st July,
2009. Subsequent to the balance sheet date, the Company had partially
redeemed the convertible bonds. Details are set out in the section
“Events After The Balance Sheet Date” below.

Sun Hung Kai completed share placings and top-up subscription of
total 248,000,000 shares in August 2006, bringing total net proceeds of
approximately HK$1,685.5 million to the Group. Part of the proceeds
raised by Sun Hung Kai was used to finance the HK$4,328.0 million
acquisition of UAF Holdings. While the transaction has affected the
Group’s overall gearing ratio, the Group’s balance sheet continues to be
strong.

The Group is principally financed by banking facilities granted by the
banks and proceeds from issue of shares by the Company and subsidiary,
and bonds and convertible bonds issued. The banking facilities of the
Group are reviewed from time to time and new banking facilities will
be obtained or renewed to meet the funding requirements for capital
commitments, investments and operations of the Group.

At 31st December, 2006, the current ratio (current assets/current
liabilities) of the Group was 1.90 times, which increased from the 1.76
times applicable at the end of the preceding year.
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Review of Operations (Cont'd)

FINANCIAL REVIEW (CONT’D)

Financial Resources, Liquidity and Capital Structure (Cont'd)

At 31st December, 2006, the Group’s net borrowings amounted to
HK$5,043.5 million (2005: HK$1,408.0 million), representing bank and
other borrowings, loan notes, short-term loan due to a fellow subsidiary,
bonds due to a fellow subsidiary and convertible bonds totalling
HK$6,500.1 million (2005: HK$1,890.2 million) less bank deposits,
bank balances, treasury bills and cash of HK$1,456.6 million (2005:
HK$482.2 million) and the Group had equity attributable to equity
holders of the Company of HK$8,368.4 million (2005: HK$7,070.5
million). Accordingly, the Group’s gearing ratio of net borrowings to
equity attributable to equity holders of the Company was 60.3% (2005:
19.9%). The increase in borrowings was mainly due to the finance raised
for the acquisition of UAF Holdings.
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More than five years TR E - 57,610
2,445,721 1,825,996
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Short-term loan due to a fellow subsidiary R —[H] R 2 B A ) 22 e A Bk 700,000 -
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Bonds held by a fellow subsidiary repayable o GE i NGRS el
within five years AR B R 2 A5 2,800,000 -
6,500,143 1,890,248

The short-term loan and bonds due to a fellow subsidiary and most of the
bank borrowings of the Group are charged at floating interest rates. The
convertible bonds and the loan notes are charged at fixed interest rates.
There are no known seasonal factors in the Group’s borrowing profiles.

Risk of Foreign Exchange Fluctuation

The fluctuation in exchange rates and market prices does not impose a
significant risk to the Group as its level of foreign currency exposure is
relatively immaterial.

Contingent Liabilities

Details of contingent liabilities are set out in note 53 to the consolidated
financial statements.
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FINANCIAL REVIEW (CONT’D)

Material Litigation Update

(a)

A

By the Judgment of High Court on 1st April, 2004 (“Judgment”) in
HCA 3191/1999 between NWDC and Stapleton Developments
Limited (“SDL”) against SHKS, the Court held that SHKS had a
12.5% interest in a 50/50 joint venture entered into between
NWDC and IGB Corporation Berhad to purchase land and build
2 international hotels plus a 200-unit service apartment in Kuala
Lumpur, Malaysia (“Joint Venture”). In particular the Court found
that: (i) as to SHKS'’s interest in Great Union Properties Sdn. Bhd.
(“GUP”) that SDL, a corporation ultimately owned 100% by
NWDC, holds 12.5% of the issued shares of GUP (“GUP Shares”)
on trust for SHKS, and that SHKS is entitled to the transfer to it of
the legal title to the GUP Shares, upon payment of certain amounts
to NWDC; (ii) as to the Joint Venture, that SHKS beneficially
owns 25% of NWDC’s entire interest in the Joint Venture; (iii)
as to the shareholder’s loans, that SHKS beneficially owns 25%
of the loans advanced to GUP by SDL in a principal amount
equivalent to HK$114,904,023.60. SHKS was ordered to pay
NWDC the sum of HK$105,534,018.22 together with interest on
the principal sum of HK$80,117,652.72 at judgment rate from
16th December, 1998 until payment, pursuant to the terms of an
oral agreement which the Court found. As at 17th June, 2004, the
date when the Judgment sum was paid, the Judgment amounted
to HK$150,115,681.54 (being HK$105,534,108.22 plus interest
of HK$44,581,663.32). SHKS has paid the Judgment amounts.
SHKS filed an appeal against the Judgment both as to liability and
quantum to the Court of Appeal. That Court of Appeal handed
down the judgment (“Court of Appeal Judgment”) in which the
Court of Appeal ordered a repayment to SHKS of part of the
interest element for the period from 16th December, 1998 to 31st
March, 2004 previously ordered against SHKS in the Court of First
Instance but otherwise broadly confirmed the Judgment. The sum
repayable amounted to HK$14,783,090.86 and has been repaid.
SHKS obtained leave to appeal the Court of Appeal Judgment to
the Court of Final Appeal (“Final Appeal”). The Final Appeal was
heard on 19th, 20th and 21st June, 2006. On 10th July, 2006,
the Court of Final Appeal delivered its decision (“Final Appeal
Judgment”), dismissing the Final Appeal except to the extent that
the principal sum awarded in favour of NWDC should be reduced
by HK$629,448.15. This amount together with interest thereon of
HK$647,991.43 totalling HK$1,277,439.58 has now been paid
to SHKS by NWDC. Pursuant to the Final Appeal Judgment, SHKS
was ordered to pay costs of the appeal.

ALLIED PROPERTIES (H.K.) LIMITED
BEHE(EB)ERLA

755 1ol Jgi (#8)

B 5 R (48)
BEARRBEREN

(a)

HRPE = S R B U4 Y H — H gt A
#%J Bl Stapleton Developments Limited ([ SDLJ)
HT 6 2 Gl 54 2 R (R A B R
FRFA— JLILILAE S 3191 55) ARt 2 3 vk (T %
P 1) > I R T S U 2 AL S A T P R
IGB Corporation Berhad B 37 4 45 — 2+ 45 DA
I 5 2 T A A I — st 7 % B g e o] %
SR 55 0 — W A 200 18 B8 A7 1 M 5 AR e
FHAECETRERE] THA12.5%1H
fi o HLHETT S > RBERRAE © () Wipis A E 75
Great Union Properties Sdn. Bhd. (GUP) Y
HE4R M > SDL (—FK gt A et ik 2 i
HEA B A A A GUPE B8 4T B4y (TGUP it
13 1) 19 12.5% MG B A BB 3L E 5 75 A
T ST 3965 22 B 2 76 1) 7 1 AL 9 e S A5 3 T i IH
% > AN GUP AR Y5 2 BT A RE MG 2
BT () A BN S B T
Al R RN AN TR 25% ;
(i) S A KT & > B8 2 3 25 B 38 AT
SDL #4417 GUP AR & BHAHSE A 114,904,023.60
IR 25% M4 o MBEREREN O
S 1 8 PN T B 2 B0 O R 25 ) 4
i AL 8% R AT 44%6105,534,018.22 5 o0 > #
[F] A 4 4: 86 80,117,652.72 5 7ot — JLIL /AR
T A S B R AT R E R R E R 2
FIE o i “FFEIAENA BB (RIS HE
SHEH) AL ARC A e SR A
#H £ 150,115,681.54 % JC (B 105,534,108.22
U [A] F) 2 44,581,663.32 4 JC) © Bk %
FE 5 O 1) b FR I Bt R R R A% R e 2 R
TR RE SRS L3 o DRkt & Mk
([ EFRkBed e 1) > J 4 38 35 5640 s g 3%
FIE 25 40 IR A T e P T 2 A5 e — UL
AN HRGFE -ZTNFE=H =+—HZF
B MEREE R Eofh R e o MR IR SR AL
14,783,090.86 #5 I » A #8 £ #R # o By 6 3L GF
S VR 1) 4% B e L R e B R R
([H# L)) - B LB R - FEZNENH
THHE Y Z AR —HERBE o R F
FEARFLHTH » KRR ([ Hi b
FRAEE D) o A BRIl A R RIS 1)t A
B JE S AT 2 AR S HR ) 629,448.15 5 TC 1Y D
BYBRAN) o 37 T AL 5% R BB ) 3738 2 3L 5 = A+
M5 4 g R A S 647,991.43 R OT - BRBH
1,277,439.58 ¥ JC o ARYE AL E R > BTG
FEREF W R AT LR

Annual Report 2006
L E RN F R B



Review of Operations (Cont'd)

FINANCIAL REVIEW (CONT’D)

Material Litigation Update (Cont'd)

(a)

(Contd)

SHKS received new claims contained in (i) a writ containing
an endorsement of claim issued by NWDC in April 2004
(“HCA 813/2004”) for the sums of HK$27,237,489.51 and
HK$7,697,418.42 together with interest on such sums from 1st
March, 2000 and 2nd January, 2001 respectively at such rate
as the Court considers appropriate, although as at the date of
this report, the writ in HCA 813/2004 had not been served on
SHKS; and (ii) a writ including a statement of claim issued by
NWDC and SDL in February, 2006 (“HCA 376/2006") for what
are asserted to be amounts advanced by NWDC on behalf of
SHKS as pro-rata contributions to shareholders’ loans. The sum
of HK$37,498,011.41, being the aggregate of the contributions
claimed from SHKS, together with interest thereon at such rate and
for such period as the Court considers appropriate is claimed in
HCA 376/2006, although as at the date of this report, that writ had
not been served on SHKS. In October 2006, SHKS made payment
to NWDC of HK$37,498,011 in settlement of the principal amount
of the new claims, and in December 2006, it made payment to
NWDC of HK$10,081,950 in settlement of interest on the new
claims. SHKS has now paid all amounts of principal and interest
due to be paid to NWDC. The final amount of NWDC'’s costs and
disbursements, that SHKS is liable to pay has yet to be determined.
SHKS has given notice to NWDC and SDL, among other things, of
its demand that the legal interest in the GUP Shares be transferred
to it and that its portion of the shareholder’s loans be assigned to it.

On 4th February, 2004, Sun Tai Cheung Credits Limited (“STCC”)
and Sun Hung Kai Investment Services Limited (“SHKIS”), both
indirect wholly-owned subsidiaries of Sun Hung Kai, were served
with a writ including a statement of claim (“200/2004") by
Shanghai Finance Holdings Limited (“SFHL"), claiming, inter alia,
an order that the sale of the shares in Shun Loong Holdings Limited
(“SLHL”) (“Shun Loong Shares”) by STCC as assignee to SHKIS (at
a consideration of HK$36,500,000 subject to additional amounts
in a total sum not exceeding HK$15,700,000 which might have
been payable one year from the date of completion under certain
conditions) pursuant to a sale and purchase agreement dated
25th June, 2003 be set aside, or alternatively, as against STCC for
damages and an account as to the money obtained by STCC in
respect of the Shun Loong Shares. The action was dismissed by
consent on 27th October, 2006.

Shun Loong Finance Limited and SLHL (together the “Petitioners”),
both indirect wholly-owned subsidiaries of Sun Hung Kai, filed a
winding-up petition on 19th February, 2004 in the British Virgin
Islands (“B.V.1.”) seeking an order that SFHL be wound up by
reason of its failure to pay debts owing to the Petitioners. The B.V.I.
proceedings were discontinued by consent on 10th November,
2006.
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Review of Operations (Cont'd)

FINANCIAL REVIEW (CONT’D)

Material Litigation Update (Cont'd)

(d)

Sun Hung Kai, STCC and SHKIS filed a writ on 7th February, 2004
(“230/2004") naming as defendants Shanghai Land Holdings
Limited, Stephen Liu Yiu Keung, Yeo Boon Ann, The Standard
Newspapers Publishing Limited and Hong Kong Economic Times
Limited and claiming damages for libel, injunctive relief, interest
and costs. The action was dismissed by consent on 27th October,
2006.

Details on the case regarding Chang Zhou Power are set out in
paragraph (b) of note 53 to the consolidated financial statements
on “Contingent Liabilities”.

Pledge of Assets

Details regarding pledge of assets are set out in note 57 to the
consolidated financial statements.

Events After the Balance Sheet Date

(a)

A

In January 2007, Sun Hung Kai sold 43,950,000 shares in Lippo
Limited, an available-for-sale investment, through a number of on-
market transactions on The Stock Exchange of Hong Kong Limited
(“Stock Exchange”) at an aggregate consideration of approximately
HK$131.9 million which gave rise to a profit of approximately
HK$48.0 million. Sun Hung Kai ceased to have any interest in
Lippo Limited after the disposal.

On 22nd February, 2007, the Company announced a partial
redemption of the convertible bonds, being HK$5 out of
the principal amount of HK$10 per convertible bond. The
redemption monies, together with accrued interest amounting to
approximately HK$274.8 million were payable on 22nd March,
2007. The effect to consolidated income statement arising on the
transaction was immaterial.

As stated in the prospectus dated 12th October, 2006 issued by the
Company, one of the major reasons for the issue of the convertible
bonds was to enable the Company to restore, to the extent
possible, its shareholding percentage in Sun Hung Kai, which
was diluted in the top-up placing arrangement of SHK in August
2006. Following completion of such top-up placing arrangement,
one of the placees has become a substantial shareholder of Sun
Hung Kai, whose shares in Sun Hung Kai are, by such reason, not
regarded as being held in public hands for the purposes of The
Rules Governing the Listing of Securities on The Stock Exchange of
Hong Kong Limited (“Listing Rules”). Public disclosures reveal that
since then, such placee has not disposed of any of its shares in Sun
Hun Kai. Any increase in the Company’s shareholding percentage
in Sun Hung Kai may therefore have further impact on the public
float of Sun Hung Kai and give rise to the risk of the public float
of Sun Hung Kai not being maintained in accordance with the
requirements under the Listing Rules. Accordingly, the Directors
do not foresee any opportunity, in the short or medium run, for the
Company to apply any significant part of the proceeds of the issue
of the convertible bonds to restore its shareholding percentage in
Sun Hung Kai.

The Directors consider that the partial redemption of the
convertible bonds provides a good opportunity for the Group
to reduce its liabilities and interest payment obligations and to
improve its financial position.

ALLIED PROPERTIES (H.K.) LIMITED
BEHE(EB)ERLA

755 1ol Jgi (#8)

B RS ()

BARHFAERES ()

(d) Hred - W BIRE MO E R E R —EF
PU4E AL H I EigH A RARA R - B
MR ~ A SCEE ~ BEOC R A PR A R R
AR H AT BRA A (] A 45 ) 85 AR Ak
(1230/2004]) » B R FEREEHE ~ BSR4
A LR e 2 FIE R wh o MEREAR
FENEFH b B AR s o

() HHRMENZZMUFE » CHIINGE A MBE
AL 53 JE [ BUR A (b) BEN o

BEERKIF

H G E IR 2 FEE R A M IR R B RE A 57

TH o

HERLBZEE

(@ MEEELE—H > BridERNEEEH &S0

AR ) ([ 22 T ) FE 4 BUR Y R 3e 5
43,950,000 % 1 8 A BR 2> w0y (a] 4t B 4%
%) s HUE R 4131,900,000#7C > HILEE
#148,000,000 ¥ T2 i Bl o HrBIEIA R B R
ERFHEA T B A FRA A Z s o

ATERBLAEZ AT TH s RN R E MG
o) ] R A 2 o B AR AT HR AR 10 W T
A PR 5 s o o TR ] S T A ] R R 4
£45274,800,000% 0> B - EELFE = H
T AT o 22 G EEE A AR IR BT EE AR R
BAAREK o

MAA A TR ZFFREH A+ H gz =
Fepid > AT n] BRI Ho b 2 S B R i
AN FTE R] e 2 R BT I AR T il o 2 BB
T4 b (OB AL — BN N AT e
A5 T I 6 4 DT DR ) o W2 B ARRT L 4
Proemidz - Hoep— CUR B R 2 B 2
B R > R I 5 5 5 PR IRA R
TRLA (T TR 1) > JFCA e 2 2 By A 1
BT A REA o HARAPHEE 2 EREUR
2R AL A 8 HAT AR I8 28 2 ety o AR
AR 2 JBORE 7 43 oA A AT b T slgr (K g
HE— P BRI 2 N AR IR > I T RE ] 2L
BB R REHERE L TR U BT B 2 A R R I
LR o PR > T ST A A A 7E S 0 B b
M > S8 A AR TR B ) 8847 AT iR R 2
PR R AT R R > DA AR LB 2
ZIEHETT A3 EL

A5 R ] P 07 T R P R o A A P i 3t
D RTHs R A i B AL B B B BSIR DL 2 R4
e o

Annual Report 2006
L E RN F R B



Review of Operations (Cont'd)

OPERATIONAL REVIEW

Properties
Hong Kong

The local property market continued to benefit from the stable economy
and the buoyant stock market. Capital values of properties rose
moderately and positive rental trends continued during the year. China
Online Centre, Allied Cargo Centre, Park Place as well as Century Court
all achieved higher rental income. Contribution from Ibis North Point
continued to strengthen resulting from both higher occupancy and
average room rates.

Property valuation has been carried out by independent qualified
professional surveyors in respect of the Group’s investment properties
held as at 31st December, 2006. The Group’s investment properties
were valued at HK$2,959.3 million, the net increase in fair value of
approximately HK$261.3 million being reported in the consolidated
income statement for the year.

Allied Kajima, 50% indirectly owned by the Group and holding
properties including Allied Kajima Building, Novotel Century Hong
Kong hotel and the Philippine Plaza Hotel, contributed a profit increase
of 50.7% in 2006 as compared to 2005. The increase was mainly due
to a revaluation of its investment property and a strong performance by
Novotel Century Hong Kong hotel which recorded significantly higher
average room rates.

Mainland PRC

The profit attributable to equity holders of Tian An, a listed associate of
Sun Hung Kai and the Group’s PRC property unit, was approximately
HK$51.5 million (2005: HK$202.5 million), representing a 75%
decrease over the previous year. The decrease was attributable to the
recognition in the current year by Tian An, in the interest of prudence,
of a provision for both past years and year 2006 LAT previously noted
as a contingent liability. These provisions amounted to approximately
HK$261.6 million and HK$35.8 million respectively. Had these
provisions not been made, the profit attributable to equity holders of
Tian An would have increased to HK$334.6 million (2005: HK$202.5
million). This increase, before the provision for additional LAT, would
have resulted from an increase in the fair value of its investment
properties, a gain on its disposal of a jointly controlled entity, and a
substantial increase in rental income.
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Review of Operations (Cont'd)

OPERATIONAL ReviEw (CoNT’D)

Properties (Cont'd)
Mainland PRC (Contd)

Pursuant to its strategy of increasing rental income and maximizing
development profit, Tian An managed its portfolio so as to retain more
real estate for the generation of rental income. Tian An recorded sales
of approximately 79,100 m” total GFA in 2006, compared to 138,000 m’
in 2005. The benefits of this strategy should be realized in 2008 and
2009 when substantial developments held for sale will be available
for marketing. These developments include Shanghai Tian An Place in
Cao Bao Lu, Shanghai Tian An Villa in Sheshan, The Manhattan in Wuxi
and Shenzhen Tian An Golf Garden (Phase 3). These properties have
significantly increased in value in recent years and Tian An expects to
record substantial profit on any disposals. The rental income increased
by 70% in 2006 and is expected to continue to increase in the next
few years as a larger portion of Tian An’s investment properties are
completed, including the “Flour Mill” project in Shanghai.

Tian An has a current landbank of total GFA of approximately 6,322,000 m’
(total GFA attributable to Tian An is approximately 4,615,000 m’®,
consisting of 222,000 m® of completed investment properties and
4,393,000 m* of properties for development), located mainly in
Shanghai and Shenzhen, as well as other cities.

Financial Services
Broking and finance

Sun Hung Kai, the Group’s broking arm, recorded a profit attributable
to its equity holders of HK$486.8 million (2005: HK$401.5 million),
representing earning per share of HK36.2 cents (2005: HK32.2 cents).
Revenue for the year was HK$1,984.4 million, compared to HK$793.6
million for the previous year. The increases in the revenue and profit
reported were due to the combined effect of the consolidation of the
results of UAF and QHA, which became subsidiaries of the Group in
August and October 2006 respectively, and the strong performance
of Sun Hung Kai itself. Sun Hung Kai enjoyed a strong year with all
operating divisions showing marked increases in both revenue and profit
reported. The principal reason for Sun Hung Kai reporting a modest
increase of 21.2% in the profit attributable to its equity holders was
due to the inclusion of several significant non-recurring items, which
included some non-cash charges, as detailed in the Results section
above. Sun Hung Kai’s 2006 results, excluding the above non-recurring
items, showed solid operational improvements and growth with
earnings per share of HK58.5 cents for the year.

Securities broking continued to be a significant contributor to the
revenue in Sun Hung Kai. Third party execution provided to non-
exchange participants also produced ongoing revenue. Institutional and
investment bank clients remained a source of stable income.

The buoyant stock market conditions were reflected in a substantial
increase in Sun Hung Kai’s margin book. The term lending book
remained stable despite keen competition in alternate financing through
the capital markets using IPOs and placements.
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OPERATIONAL ReviEw (CoNT’D)

Financial Services (Cont'd)
Broking and finance (Contd)

The fund management business experienced pleasing growth in 2006.
Assets under management grew by 150% from approximately US$260
million at the end of 2005 to US$650 million at the end of 2006. Sun
Hung Kai grew its platform from three to six funds and continued to
recruit experienced investment professionals to join its platform as well
as launching additional Asian hedge funds.

The corporate finance division successfully launched and sponsored
four IPOs on the main board and one IPO on the GEM board of the Stock
Exchange. It was also actively involved in a number of underwriting
exercises for IPOs. Sun Hung Kai participated in 37 issues of sub-
underwriting, placements and IPOs generating substantial income from
IPO placement and trading commissions as a result of the upsurge of
IPO launches especially from H-shares. The division was also appointed
as the independent financial advisor in respect of several major
transactions and connected transactions of various listed companies.

Sun Hung Kai continued to strengthen its existing relationships with
Mainland Chinese financial institutions and is exploring potential
avenues to expand its China business.

The Shun Loong group of companies which was acquired in 2003
was fully integrated with the operations of Sun Hung Kai to maximise
operational efficiencies and cost savings.

Sun Hung Kai, during the year, raised approximately HK$1,685.5
million through two placements and a top-up subscription with its
majority shareholder to strengthen its balance sheet and finance its
acquisition of UAF.

Consumer finance

In 2006, the Group expanded into the consumer finance sector, through
the acquisition by Sun Hung Kai in August of UAF (and in which now
Sun Hung Kai holds 58.18%). Given UAF’s proven expertise in the
industry and growth potential in both Hong Kong and China’s consumer
finance market, the Group believes this strategic acquisition will
strengthen and diversify the Group’s earnings base significantly.

UAF is a leading consumer finance company that had 36 branches in
Hong Kong at the end of 2006 (2005: 32), providing a versatile range
of personal loan products. UAF achieved a 13.9% increase in revenue
during the year and a 10.6% growth in the balance of loans and
advances to consumer finance customers at the year end. In 2007, UAF
will continue to focus on improving its service, expanding its branch
network, and exploring further business initiatives.

UAF believes that significant untapped market demand for consumer
finance products exists in China and accordingly has set up a team
to explore the potential of a retail chain to develop consumer finance
businesses in China and to formulate an appropriate action plan for
development of same. We anticipate that UAF should be able to
launch a viable consumer finance business in Mainland China in
the foreseeable future after appropriate preparatory work has been
effectively established.
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OPERATIONAL ReviEw (CoNT’D)

Financial Services (Cont'd)
Consumer finance (Contd)

The Hong Kong Building and Loan Agency Limited (“HKBLA"), a listed
company in Hong Kong and 74.99% owned subsidiary of UAF since
September 2005, was principally engaged in the provision of mortgage
finance, investment holding and treasury investments. HKBLA recorded
a pleasing increase in profit for the year to HK$11.3 million (2005:
HK$1.2 million), mainly driven by its treasury management activities.

Investments
QHA

Following Sun Hung Kai’s purchase of the additional shares of QHA
from CLSA in October 2006 upon its exercise of an option granted
by CLSA and a consequent general offer, QHA became a 51.15%
subsidiary of Sun Hung Kai.

QHA reported a net profit of HK$65.1 million in 2006, a 16% increase
compared to net profit of HK$56.1 million in 2005. Turnover for QHA in
2006 increased by 8.6% to HK$893.7 million from HK$822.8 million in
2005.

The continued growth in profit resulted from ongoing enhancement to
customer services, improvements in operational efficiency, and closer
teamwork between frontline and back office staff. The total number of
client visits to QHA's medical network continued to increase, and there
was overall growth in the total number of corporate clients.

QHA continued to expand its medical network in 2006 with the
establishment of new centres and the expansion and relocation of
existing centres. The expertise and reputation of QHA’s third party
administration and call centre continued to strengthen and QHA has
been appointed by international insurers to handle China claims and
health plans.

Yu Ming

Yu Ming, a 22.43% owned listed associate of Sun Hung Kai, incurred a
loss attributable to its equity holders of HK$155.7 million (2005: profit
of HK$ $144.7 million). The loss was mainly due to the derecognition of
the investment and the receivables originally held in Hong Kong Airlines
in an aggregate amount of HK$190.2 million. We understand that Yu
Ming is studying the legal implications of the exchange of its interest in
Hong Kong Airlines for its stake in Grand China Air Company Limited.

At the end of 2006, the major investments of Yu Ming were in
AsiaWorld-Expo, retail shops in Mongkok and Causeway Bay, Grand
China Air Company Limited and a portfolio of debt securities and equity
investments.
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Review of Operations (Cont'd)

OPERATIONAL ReviEw (CoNT’D)

Investments (Cont'd)
Shanghai Allied Cement Limited (“SAC”)

SAC, a 54.77% owned listed subsidiary of Tian An, reported a profit
attributable to its equity holders of HK$0.4 million (2005: loss of
HK$35.2 million). The improvement in profit was principally due to the
higher cement price. In addition, the sales volume of cement and clinker
amounted to 2.186 million tonnes, representing an increase of 23% as
compared to the previous year. SAC’s Shanghai cement factory is located
on an attractive site in Shanghai. The property is carried at cost in the
books and the management of SAC is examining alternative avenues to
realise its value.

MAjor CUSTOMERS AND SUPPLIERS

The aggregate sales attributable to the Group’s five largest customers
accounted for less than 30% of the total turnover for the year. Also, the
aggregate purchases attributable to the Group’s five largest suppliers
taken together were less than 30% of the Group’s total purchases for the
year.

EMPLOYEES

The total number of staff of the Group as at 31st December, 2006 was
3,111 (2005: 1,662). The increase was mainly due to the consolidation
of UAF and QHA. Total staff costs, including Directors’” emoluments,
amounted to HK$409.1 million (2005: HK$224.5 million). The Group
reviews remuneration packages from time to time. In addition to
salary payments, other staff benefits include contributions to employee
provident funds, medical subsidies and a discretionary bonus scheme.

MANAGEMENT OF Risks

Financial Services Business
Policies and Procedures

The Group has established policies and procedures for risk
management over the Group which are reviewed regularly by the
respective management, the relevant risk control unit (“RCU”) and risk
management committee (“/RMC”), which reports to the respective board
of directors, to ensure the proper monitoring and control of all major
risks arising from the group’s activities at all times. The group’s internal
audit and compliance departments have responsibilities to perform
periodic reviews to supplement the various internal control measures
adopted by the management and various divisions within the Group, to
ensure compliance with policies and procedures.
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MANAGEMENT OF Risks (CoNT’D)

Financial Risk

The Group’s financial risk management is discussed in note 5 to the
consolidated financial statements which includes the management of
market risk, credit risk, liquidity risk and interest rate risk.

Operational Risk

Operational risk has been defined as the risk of loss resulting from
inadequate or failed internal processes, people and systems or from
external events. It includes legal and compliance risks.

The Group has put in place an effective internal control process and
places importance on clear lines of responsibility, proper segregation
of duties, effective internal reporting and contingency planning, and
the establishment of detailed policies and control procedures for all its
key activities. Business line management is responsible for managing
and reporting operational risks specific to their business units on a day-
to-day basis by identifying, assessing, mitigating, and continuously
monitoring the risks inherent in business processes, activities and
products. Business line management is required to declare and submit
periodically its “responsibility statement for internal control procedures”
for review by the respective RCU and internal audit department (“IAD”).
In addition, respective RCUs formulate corporate-level policies and
procedures concerning the operational risk management which are
approved by the RMCs. Senior management, the relevant RCUs and
IADs (through regular audits) are involved in reviewing overall risk
exposure to ensure the Group maintains an acceptable risk level.

Reputational Risk

A key factor for businesses in the financial services sector is their
reputation for financial probity and prudence. In our case, with our
important and valuable “brand”, we manage these risks through our
strong internal controls and risk management regime, by comprehensive
employee training and operational manuals in key areas, and by the
strength and independence of our IAD which reports independently to
the chairman and audit committee of respective companies.
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BusiNEss OuTLOOK

The market expects the Hong Kong economy to have further growth in
2007, although at a more moderate rate when compared with last year.
Again, the Hong Kong investment property market is expected to be
satisfactory and the financial market is forecast to benefit from strong
investor confidence and continuing inflows of capital. Nevertheless,
the Group will keep alert on any potential impacts arising from the
persistently high fuel price, possible additional austerity measures
imposed by the Mainland Government and the unsettled disputes in the
Middle East.

The Group will continue to develop its core financial services and
property investment and development businesses both in Hong Kong
and Mainland China for the benefit of all shareholders.

APPRECIATION

The Board would like to thank all the staff for achieving the
commendable results for 2006, and would like to express appreciation
to the shareholders for their continual support.

Patrick Lee Seng Wei
Chief Executive
Hong Kong, 16th April, 2007
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