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HONG KONG AND CHINA ECONOMIC OVERVIEW AND
FORECAST

Review of Hong Kong’s Economy in 2010

Hong Kong's GDP grew by 6.8% in real terms during 2010, which
was higher than market expectations and reflected Hong Kong's
continuing recovery from the financial crisis of 2008.

Other indicators of economic activities in Hong Kong also
improved. In December 2010, retail sales (year-on-year) were
up 18.6% in terms of value and 16% in terms of volume. The
employment environment is also getting better. At the end of
August 2009, the unemployment rate reached 5.5%. As of the
end of December 2010, it was down to 4%, the lowest level since
the financial crisis.

Low interest rates and plenty of liquidity helped the rising trend
of Hong Kong's property market in 2010. The HIBOR rate during
2010 ranged from around 0.06% to 0.52%. The low HIBOR rate
reduced the interest payment of mortgages, which encouraged
rising property price. Although the Hong Kong Government
implemented new measures to curb short-term speculative
activities, the property market only experienced a short-term
correction in terms of price and volume.

As of the end of December 2010, the value of export growth was
12.5% year-on-year and the value of import growth was 14.8%
year-on-year. This was mainly due to the economic recovery of
global markets.

During 2010, the European debt crisis and the tightening economic
policy of China caused volatility in Hong Kong's equity market. As
with other Asian countries, Hong Kong faced inflation pressure in
2010. The Composite Consumer Price Index (“CPI1") rose 3.1%
year-on-year as of the end of December 2010. Inflation was also
higher than market expectations.

Outlook for Hong Kong’s Economy in 2011

It is expected that the economic recovery in Hong Kong will
continue in 2011, assuming that no key economic shocks
occur. Real GDP growth in 2011 is expected to be 4.6% to 5%.

The employment environment will continue to improve.
Consumption spending will benefit from rising incomes and the
improved employment environment. The strong economic growth
in China will continue to encourage tourism from the Mainland
in Hong Kong. According to the Hong Kong Tourism Board,
the monthly average visitor arrivals to Hong Kong were around
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3 million during 2010. The hotel room occupancy rate reached
93% in December 2010. The trend is expected to continue in
2011. The figures from the Hong Kong Trade Development Council
showed that shopping by Mainland tourists made up 17.8% of
local retail sales. With the expectation of RMB appreciation in
2011, the demand for Hong Kong services will increase further.

Reducing the unemployment rate will encourage the retail sales
and property markets. On the other hand, it is also expected that
the Chinese government will continue tightening its economic
policy. This will put negative pressure on market sentiment
in Hong Kong. However, under the USD-linked exchange
rate system, Hong Kong will most likely maintain low interest
rates in 2011, which will have a positive affect on the overall
business environment.

The Quantitative Easing (“QE") policies of the United States in
particular provided plenty of liquidity to the market. The launching
of the second round of QE put downward pressure on the US
dollar which is transferred from the USD to HKD by the peg
mechanism. As a result, both property and equity markets will
be inflated by the weak HKD. The CPI is expected to be around
4% for the whole year.

Review of China’s Economy in 2010

Although the Chinese government imposed tightening economic
policies, the GDP growth of China was 10.2% in 2010 and the
CPI was up 3.3%. Inflationary pressure was getting stronger
during 2010.
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By the end of December 2010, export and import growth were
17.9% and 25.6% respectively. This was due in part to the global
economic recovery, especially for the emerging market region.
At the end of 2010, the FDI increased by 15.6%.

In order to prevent the economy from overheating, China raised
the 12-month lending rate two times during 2010. The 12-month
lending rate was raised from 5.31% to 5.81%. In addition, the
People’s Bank of China (“PBOC") raised the required reserve ratio
six times during the year, from 15.5% to 18.5%. Although the
Chinese government imposed various measures to cool down
the economy, the property market did not experience a significant
correction in 2010.

Food inflation and a commodity price surge encouraged inflation
in China. Together with the rising CPI, the PPI rose 5.9% in
December 2010. China’'s economic growth improved with the
surge of inflation throughout the year.

Outlook for China’s Economy in 2011

With the tightening economic policies in China, we expect the
GDP growth will slow down to 9% to 10% in 2011. China will
also be under inflationary pressure in 2011. The CPI will be around
45% to 5.5%.

The PBOC raised the required reserve ratio from 18.5% to 19%
in January 2011 and further to 19.5% in February 2011. Before
the Lunar New Year holiday, the Chinese government imposed
several policies to cool down the property market. The key
reason was to prevent overheating in the economy, especially in
the property sector.

Inflationary pressure in China is not only due to property prices but
also to surging commodity prices. During December 2010, the
CRB Index reached a record high. This reflects that the surging
prices of commodities are no longer limited to precious metals;
prices of base metals and agricultural products are also growing.

The key reason for the rising trend of commodity prices is
QE policies in the US, UK and Japan. The increase in money
supply reduces the purchasing power of currencies. As a result,
commodities appreciate against major currencies.

Rising commodity prices increase the risk of inflation in emerging
countries. Inflation will continue to be one of the risk factors in
Hong Kong and China during 2011.
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OPERATING PERFORMANCE

Benefiting from steady domestic and Mainland economic growth,
the operating performance of the Bank and its subsidiaries (“the
Group”) improved significantly, with full-year 2010 net profits
of HK$266 million, representing a more than tenfold increase
from the HK$23 million reported in 2009. Amid more stable
market conditions and the Bank’s efforts to manage credit risk,
impairment losses on advances to customers and available-for-
sale securities reduced substantially year-on-year. The Bank also
saw higher fee-based revenues, especially from credit-related
services and the sale of unit trust and insurance products, on
the back of an improved economy and more positive investor
sentiment. Earnings per share were at 15.62 Hong Kong cents
after accounting for the dividend payment for preference shares.

Gross interest income declined 23% to HK$ 1,196 million for 2010
whereas gross interest expense decreased only 17% to HK$344
million over the corresponding period. As a result, net interest
income decreased by HK$290 million or 25% to HK$852 million.
The decline in net interest income was attributed to lower average
interest-earning assets, resulting from the gradual depletion of
the high-yield hire purchase portfolio and the Bank taking a more
cautious stance in loan underwriting during the first half of 2010.
Fierce price competition among peers for lending (especially in the
residential mortgage business) and the switch from higher yield
prime-based loans to HIBOR-based loans under the low interest
rate environment had adversely impacted the Bank's loan yield
in 2010. Moreover, credit spread tightening since the fourth
quarter of 2009 caused assets to be priced at lower spreads. At
the same time competition for deposits drove up interest paid.
As a result, effective net interest margin (“NIM") decreased by
38 bps to 1.56% from 1.94% for 2009.
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Net fee and commission income increased 22 % or HK$47 million
to HK$257 million in 2010, underpinned by higher business
volumes across consumer finance, wealth management and
corporate banking segments. Credit-related fees and commissions
increased HK$25 million, credit card related fees & commission
income increased HK$11 million, and commission income derived
from sales of insurance products and unit trust products increased
HK$25 million.

Credit spread tightening continued to affect the fair value of
financial instruments designated at fair value through profit or loss,
which resulted in decrease in other operating income. Including
the revaluation loss of HK$13.7 million on the CDO portfolio in
2010 (HK$0.7 million in 2009), total non-interest income, included
net fee and commission income and other operating income,
recorded a 3% increase or HK$8 million to HK$286 million in
2010.

With proactive cost containment initiatives and less cost incurred
for the repurchase of Lehman Minibonds from customers,
operating expenses were down 10% or HK$98 million year-on-
year to HK$856 million for 2010. Nevertheless, the cost-to-income
ratio increased to 75.2% for 2010, compared with 67.2% for
2009 as a result of falling net interest income which dragged
down operating income by 20%. The Bank will continue to build
new revenue streams, rationalize its operating expenses level
and enhance its operating leverage in order to improve its cost-
to-income ratio. Operating profits before gains and impairment
losses decreased 40% or HK$184 million to HK$282 million
compared with HK$466 million in 2009.

With lower impairment losses on advances to customers and
available-for-sale securities, total impairment losses registered
a year-on-year decrease of 91% or HK$500 million to HK$47
million for 2010. Of which, net charge for impairment losses on
advances to customers dropped 98% or HK$475 million to HK$10
million for 2010, mostly resulting from lower individual impairment
losses charged on SME and hire purchase loans. In addition,
improved credit quality in commercial lending led to the release
of collective impairment loss in 2010 compared to a charge for
collective impairment loss in 2009. With continual improvement
in asset quality in 2010, the impaired loans ratio further decreased
t0 0.66% as of 31 December 2010 (1.72% as of 30 June 2010,
1.78% as of 31 December 2009). The coverage of impaired loans
improved from 87% at 31 December 2009 to 95% at 30 June
2010 and further to 96% at 31 December 2010.
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Benefiting from the strong performance of Xiamen Bank, the
Bank's share of profits recorded an increase of 119% to HK$31
million, as compared with HK$14 million recognized for 2009.
In December 2010, the Bank fully subscribed for its allocated
39,580,200 Rights Shares in Xiamen Bank, maintaining its 19.99%
shareholding interest. The consideration for the Rights Shares,
which was RMB107,262,342 or RMB2.71 per share, was financed
from the Bank's own internal surplus funds.

After accounting for impairment charges, other gains and tax
charge, profits after taxation amounted to HK$266 million,
representing a more than tenfold increase from HK$23 million
for 2009. Return on average assets and return on average equity
increased from 0.04% to 0.43% and from 0.48% to 5.31%
respectively when compared with 2009.

Total assets as at 31 December 2010 were at HK$61.8 billion, an
increase of HK$0.8 billion from HK$61.0 billion as at 31 December
2009. Customer deposits grew by HK$2.8 billion or 6% in the
second half of 2010 to HK$46.0 billion as at 31 December 2010.
In terms of loan growth, during the first half of 2010, the Bank
maintained a prudent approach to credit underwriting and acquiring
new loans in light of uncertainties in external markets. The Bank
saw a contraction in the first half, followed by a moderate growth of
3.5% in the second half as the economy gradually showed signs of
stable recovery. Gross loans were maintained at HK$29.1 billion, a
similar level to that at the end of 2009 whereas net loans increased
1% or HK$0.3 billion to HK$28.9 billion as at 31 December 2010
from the 2009 year-end balance of HK$28.6 billion.
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On 30 November 2010, the Bank successfully completed the
issuance of US$200 million 10-year subordinated debt for
replenishing the outstanding US$200 million subordinated debt
callable in April 2011. The notes, rated BBB by Standard &
Poor’s, bear a fixed coupon rate of 6.125% per annum payable
semi-annually and qualify as the Bank's Tier 2 capital. The Group's
capital and liquidity positions remained strong. The consolidated
capital adequacy ratio was 18.23% (17.18% at 2009 year-end) at
the end of December 2010 and average liquidity ratio for 2010
was at 51.42%.

In 2010, the Bank adopted a growth-yet-prudent strategy to capture
market opportunities while minimizing risks and costs. The Bank
remained focused on its strategic priorities of establishing the local
franchise and reducing the overall risk profile. In September 2010,
the Bank launched a new branding campaign to re-position the
brand and to increase awareness and knowledge of the Bank in
the local market. Risk and control functions were strengthened
to enhance asset quality and build business resilience. While
adhering to strict cost discipline, the Bank continued to invest
in IT infrastructure and expand its product capabilities and solutions
to support its focus on building deep relationships with customers.
The marked improvement in the Group's earnings in 2010, mainly
driven by substantially lower credit impairment losses as a result
of prudent risk management, was testimony to the Bank delivering
on its strategy.

In 2011, the Bank will continue to build its local franchise, broaden
its customer base and expand its product and service offering
to bring in additional revenues. To strengthen its foothold in a
very competitive environment in Hong Kong, the Bank will focus
on attracting deposits while steadily growing its loan book, and
continue to invest in IT infrastructure to improve customer service
and product innovation while enhancing operational efficiency.
By building a solid platform in Hong Kong and benefiting from
the integration with its parent company, Fubon Financial Holding
Co., Ltd., the Bank is well positioned to capitalize on business
opportunities in the fast-growing Greater China region brought
about by the signing of the Economic Cooperation Framework
Agreement (“ECFA") between Taiwan and Mainland China and
further liberalization of the Renminbi.
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