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HONG KONG AND CHINA ECONOMIC OVERVIEW AND
ECONOMIC FORECAST

Hong Kong’s Economy
Hong Kong's economy stayed vibrant in 2007, with real GDP growing
by 6.3%. This represented an acceleration from the 6.1% growth

in the first half of the year and was distinctly above-trend growth.

Merchandise exports grew notably during the year. Merchandise
exports to Mainland China and many other emerging markets
performed well, while those to the EU grew further, but exports
to the US and Japan were lackluster. Meanwhile, the growth of
exports of services accelerated further, reflecting strong inbound
tourism, active financial market activities and a continued surge
in offshore trade.

Domestic demand played a key role in driving the economy during
the year. Private consumption spending grew strongly, supported
by an improving job market and rising household income. Overall
investment spending expanded further, albeit at a slower pace.
Yet business sentiment in almost all sectors remained buoyant.

With the economy sustaining strong growth momentum, the
unemployment rate edged down to 3.4% at the end of the year.
As labour market conditions tightened, wages and earnings picked

up somewhat. Job vacancies continued to surge.

With the full-fledged economic upturn over the year, inflation has
been climbing up gradually. The headline CPI inflation averaged
2.0% in 2007, and the underlying inflation at 2.8% after netting out
the effects of the rates concession and the waiver of public rentals
in February. Higher food prices, the weakness of the US dollar and,
along with it, Renminbi appreciation, as well as the recent resurgence
in oil prices should also lead to a slight pick-up in inflation in the
near term. The fact that the rise in imported inflation is more readily
passed through to consumers actually reflects the current strength
of local consumption. Yet sustained rapid increase in labour
productivity and continued expansion in productive capacity on the
supply side would continue to provide an alleviating effect.

20

ERHERPEREEMERFER

EBEE

—EELF BRELERISER BEAMEE
BERR 63% @ BRTEFREXF 6.1% 13
REEENR  UHESHRBIEER -

FR o AEBREAOBRZE LA AhHhER
R ZERMFTETSHEH ML ORREL - W
BHHARE-PRER  BHEERBANED
BB ARE - B RELAKERE—SN
R RRARIREREE - SRHSERIIEN
B REG -

FR - ABFERASFHEEERNED - £H
EMISRE REBALANZHET  BAEE
MXEREY - BRREMZ B UBERNIEEE
—HER - AT RSBITENREFEBHE -

EEFERDEFERDT  KEZNEFERTHE
2 34% c BIMSEREKR  STEHRKABE
B o B2 R A o

HRFAKEZEQY  BREBELS LA - =%
ZLENHEBYERETHER 2.0%  AK=A
NEBRZHERBREIBHENLER  EXE
IRER 28% - RMER LA - EXRBMARE
FHE  UREEREBEZA - THEIHBER
BHLEA - EDBRABRESEEZHEE
EHRRBSAEERT - AW - EBEED
FESARMEENERTEER  SEES
FEER -

BRIFNEREZBEE  —RENFHERME
BE-DPHRFER - ABHERTREEERDE

Fubon Bank #8817 Annual Report 2007 53§



Barring any abrupt adverse changes in the external environment,
the economy looks set for further good growth in 2008. Domestic
demand is likely to remain as a key driving force in overall economic
activity. Consumer spending will continue to hold up well in tandem
with upbeat consumption sentiment, rising incomes and strong
household financial positions. With activity expansion continuing
apace, business investment is poised for further expansion in the
months ahead.

The global credit market turbulence, which began in August last
year, while causing greater volatility, has begun to affect local
financial markets. While the Hong Kong economy was relatively
unscathed, the external trading environment has turned more
uncertain, and the repercussions of the credit market turbulence

have yet to play out fully.

Many external factors will continue to weigh on Hong Kong's future
economic performance which will likely result in real GDP growth
of 4 - 5% in 2008, with good local demand offsetting in part the

negative impact of a weaker US economy.

China’s Economy

China’s economy was remarkably robust in 2007, with real GDP
expanding by 11.4% compared with 11.1% in 2006. Although
growth moderated during the year, due to monetary tightening and
the introduction of administrative measures, the economy performed

well in the face of many challenges both internally and externally.

Growth contributed by domestic demand trended up steadily
throughout 2007, with real retail sales peaking at 13.8% in December
while nominal urban incomes rose sharply — partially aided by
strong investment income. The surge in domestic demand helped
offset the diminishing contribution from net exports from the middle
of the year. A moderation in industrial production appeared to have
reflected a significant deceleration in export demand, while import
growth held up well as domestic demand remained strong.
Reflecting this trend, the growth rate of industrial sales for exports

continued to trend down during the year, widening the gap with
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that of industrial sales for domestic use. Despite the deceleration
in exports, the trade surplus still reached US$260 billion for the
year as a whole. As export growth will likely slow significantly in
2008, as a US-led global downturn affects demand, the trade surplus

could narrow during 2008.

Fixed asset investment slowed markedly throughout 2007 as the
authorities prioritised projects and heightened administrative
controls. These controls were extended to loan accumulation,
which slowed to a 16% pace in December from the peak growth
in October of 17.7%. Interest rates were raised six times during

the year in an effort to rein in bank lending.

China’s inflation rate peaked at an alarming 6.9% in November with
food prices accounting for most of the spike. Although inflation
may moderate in 2008, due to slower export demand and
administrative measures, China’s core underlying price inflation will
likely remain elevated as the country continues to forge ahead with
its economic development.

China will be looking to extend its administrative efforts to engineer
a soft landing of the economy in 2008. At the same time, there
is a need for caution as the expected slowdown in global economic
activity, led by the US, could act as an imported, natural brake on
China's vibrant economy in this the year of the Beijing Olympics.

The US economy, overshadowed by the housing market slump,
sub-prime mortgage problem and also tightening credit, is likely
to slow in the coming months. The economic outlook for EU and
Japan is likewise clouded by the uncertainties stemming from the
US economy and the evolving global financial market situation,
although their economies have continued to expand at a rather
solid pace recently. The continuing surge in commodity prices has
also added uncertainty to the global trading environment. China's
exports are likely to be affected by the external environment.
However, good domestic demand should help offset any trade-
related weakness and allow real GDP to grow at a 10% pace
in 2008.
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OPERATING PERFORMANCE

The Bank recorded 41% growth in its full-year 2007 net profit to
a record of HK$461 million. The strong financial performance in
2007 was underpinned by broad-based business growth and
improved asset mix which brought net interest income and fee
income to new highs. The encouraging results also reflected
effective execution of the Bank’s business strategies and the tighter
integration with its parent company, Fubon Financial. Earnings per
share rose to 39.33 Hong Kong cents, compared to 27.91 Hong
Kong cents per share in 2006.

Gross interest income rose 12% to HK$2,826 million for 2007,
whereas gross interest expense increased 8% to HK$1,972 million
over the corresponding period. As a result, net interest income
grew by HK$157 million or 23% to HK$854 million. The increase
in net interest income was bolstered by strong demand for advances
with better interest margins, such as trade finance and SME loans,
improvement in investment yield and enhanced balance sheet mix,
which outweighed the unfavourable impact of narrowing Prime-
HIBOR spreads. Effective net interest margin (“NIM") improved
by 21 bps to 1.65% from 1.44% for 2006, which aptly reflected
the Bank's relentless efforts in enhancing its assets and deposits
mix, controlling funding costs and improving assets yield.

Other operating income including net fees and commission income
reached HK$658 million, which soared by 53% or HK$227 million
compared to 2006. After taking into account the mark-to-market
losses of HK$90 million for CDOs held on the investment books,
other operating income was recorded at HK$568 million, representing
a 32% or HK$137 million increase compared to 2006. In the past
two years, the Bank invested in building out its wealth management
platform, enhancing its product capabilities and strengthening its
customer franchise. The above initiatives have proven to be
successful. A robust growth of 78% or HK$177 million in wealth
management-related fee income to HK$405 million was recorded
from the sales of wealth management products, encompassing
financial markets investment and structured products, unit trusts
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and insurance. Benefiting from the buoyant Hong Kong equity
market and strong initial public offering (“IPO") activities, brokerage-
related commission income surged 90% or HK$51 million.

Operating expenses rose 17% from HK$717 million to HK$835
million. This increase was primarily due to higher compensation
and other staff expenses related to hiring of new staff for supporting
business growth and surging wage pressure, higher IT expenses
and increased premises costs for renting new office space at
Central Tower to support business expansion. Nevertheless, the
strong growth in net interest income and other operating income
outpaced the increase in operating expenses. The Bank managed
to lower its cost to income ratio by 5% to 59% for 2007. Operating
profits before gains and impairment losses rose 43% or HK$176
million to HK$587 million compared with HK$411 million in 2006.

In line with continued growth of the domestic economy which
supported corporate profitability and household income, the Bank
recorded a net charge of impairment losses on advances to
customers of HK$38 million, a decrease of HK$28 million when
compared to HK$66 million in 2006. Asset quality remained benign
as evidenced by the impaired loans ratio declining to 0.55% as of
31 December 2007 from 0.93% as of 31 December 2006.
Impairment losses on available-for-sale securities of HK$162 million
were provided for income notes issued by SIVs. The HK$162 million
impairment losses on SIVs represented approximately 60% of our
US$35 million SIVs holdings as at 31 December 2007. Net gains
from the disposal of available-for-sale securities rose to HK$132
million from HK$47 million in 2006 as conditions were conducive
for profit-taking on some equity investments. After accounting for
impairment charges, other gains and tax charges, profit attributable
to shareholders amounted to HK$461 million, representing a 41%
increase from HK$327 million for 2006. Return on average assets
and return on average equity improved significantly from 0.63%
to 0.81% and from 8.47% to 11.43% respectively when compared
with 2006.
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With diversified sources of funding and growth in customer deposits,
the Bank was able to support asset growth of 14% or HK$7.3 billion
to HK$60.6 billion as at 31 December 2007. Customer deposits
grew 23%, reaching HK$41.5 billion as at 31 December 2007. Net
loans portfolio reached HK$31.5 billion, an increase of 22% or
HK$5.7 billion over 2006 year-end balances. Trade finance increased
130% or HK$1.2 billion on the back of robust merchandise exports
and strong domestic demands. Loans for use outside Hong Kong
grew by 63% or HK$3.4 billion, mainly arising from the strong
momentum of Taiwan-related corporate lending and hire purchase
loans for use in Mainland China. The Group's capital and liquidity
positions remained strong. Consolidated Capital Adequacy Ratio
was 14.42% at the end of December 2007 and average liquidity
ratio for 2007 was at 44.35%.

Taiwan-related business continued to demonstrate impressive
growth during 2007. As at 31 December 2007, the loan and
customer deposit balances of Taiwan-related business represented
18% (2006 year-end: 10%) and 21% (2006 year-end: 16%) of the
total loan and deposit balances of the Bank respectively. For 2007,
Taiwan-related business contributed 34% (2006: 12%) of the
Bank's operating profits before gains and impairment losses.

The Bank will vigorously pursue its expansion into the Mainland.
Backed by strong ties from Fubon Financial, the Bank is well
positioned to capture growing trade and investment flows between
Taiwan, Hong Kong and Mainland China. The Bank will continue
to harness the collective strength within the Fubon Group, strengthen
its customer franchise, and extend and deepen its product range
and expertise. All these initiatives will enable the Bank to serve
its clients more effectively and create the fundamentals for
sustainable growth.
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