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Independent auditor’s report
to the members of Fubon Bank (Hong Kong) Limited
(incorporated in Hong Kong with limited liability)

OPINION

We have audited the consolidated financial statements of Fubon Bank (Hong
Kong) Limited (“the Bank”) and its subsidiaries (together “the Group”) set
out on pages 62 to 185, which comprise the consolidated statement of
financial position as at 31 December 2016, the consolidated statement of
comprehensive income, the consolidated statement of changes in equity
and the consolidated cash flow statement for the year then ended and notes
to the consolidated financial statements, including a summary of significant
accounting policies.

In our opinion, the consolidated financial statements give a true and fair view
of the consolidated financial position of the Group as at 31 December 2016
and of its consolidated financial performance and its consolidated cash flows
for the year then ended in accordance with Hong Kong Financial Reporting
Standards (“HKFRSs”) issued by the Hong Kong Institute of Certified Public
Accountants (“HKICPA”) and have been properly prepared in compliance with
the Hong Kong Companies Ordinance.

BASIS FOR OPINION

We conducted our audit in accordance with Hong Kong Standards on Auditing
(“HKSAS”) issued by the HKICPA. Our responsibilities under those standards
are further described in the Auditor’s responsibilities for the audit of the
consolidated financial statements section of our report. We are independent
of the Group in accordance with the HKICPA’s Code of Ethics for Professional
Accountants (“the Code”) and we have fulfilled our other ethical responsibilities
in accordance with the Code. We believe that the audit evidence we have
obtained is sufficient and appropriate to provide a basis for our opinion.
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KEY AUDIT MATTERS

Key audit matters are those matters that, in our professional judgement, were
of most significance in our audit of the consolidated financial statements of the
current period. These matters were addressed in the context of our audit of
the consolidated financial statements as a whole, and in forming our opinion
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thereon, and we do not provide a separate opinion on these matters.

Impairment of loans and advances

BEREKRERE

Refer to note 19 to the consolidated financial statements and the accounting policies on page 80.
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The Key Audit Matter
HRENEE

How the matter was addressed in our audit

BEMN BT WA EESE

The slowdown in economic growth in Hong Kong and Mainland
China has contributed to an overall increase in impairment of
loans and advances across the banking industry. The amount
of non-performing loans of the Group increased from HK$222
million as at 31 December 2015 to HK$334 million as at 31
December 2016, with total impairment allowances amounting to
HK$150 million as at 31 December 2016.
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Impairment of loans and advances is a subjective area due to
the level of judgement applied by management in determining
allowances.
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From the Group’s perspective, the portfolios which gave rise to
the greatest uncertainty in determining impairment allowances
for loans and advances were those where impairment was
derived from collective assessment models, where the loans and
advances are unsecured or where the loans and advances are
subject to potential collateral shortfalls.
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Our audit procedures to assess the impairment of loans and
advances included the following:
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®  assessing the design and operating effectiveness of key
internal controls over the approval, recording, monitoring
and restructuring of loans and advances, the credit grading
process and the measurement of impairment allowances for
individually assessed loans and advances;
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KEY AUDIT MATTERS (continued)

Impairment of loans and advances (continued)
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Refer to note 19 to the consolidated financial statements and the accounting policies on page 80. (continued)
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The Key Audit Matter
BRETEE

How the matter was addressed in our audit
RN ET A EESEE

The determination of the collective impairment allowance is
heavily dependent on the external macro environment and the
Group’s internal credit risk management strategy. The Group’s
collective impairment allowance is derived from estimates
including the Group’s historical losses for loans and other
adjustment factors.

EEFARERBRARZE LEORMNIINIZBRRER E8EA
HEERREERRE  BEEZKAREREELAGE
B BREEERZBEEFERREAMHBRAR -

Individual impairment allowances are estimated by management
once objective evidence of impairment becomes apparent.
Management exercises judgement in determining the quantum
of loss based on a range of factors. These include available
remedies for recovery, the financial situation of the borrower,
collateral valuation, the seniority of claim and the existence and
cooperativeness of other creditors. Whilst the Group appoints
external valuers for the valuation of certain property and other
illiquid collateral, enforceability, timing and means of realisation
also affect the ultimate collectability and thereby the amount of
impairment allowance as at the reporting date.
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We identified impairment of loans and advances as a key audit
matter because of the inherent uncertainty and management
judgement involved and because of its significance to the
financial results and capital of the Group.
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evaluating the validity of the models used and assumptions
adopted in the Group’s calculation of the collective
impairment allowance by critically assessing input
parameters involving subjective judgement, seeking
collaborative evidence from external sources and comparing
the historical losses with the Group’s other internal records
and our prior year records. As part of these procedures,
we challenged the Group’s revisions to estimates and input
parameters, the consistency of judgement applied in the
use of economic factors, the loss emergence period and the
observation period for historical losses. We compared the
economic factors used in the model to market information to
assess whether they were aligned with market and economic
developments. Having considered the above, we performed
re-calculations to assess the amount of collective impairment
allowance;
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assessing the impairment allowances for individually
impaired loans and advances by selecting a risk-based
sample for credit review through considering if any loss
event exists and how the Group intends to recover the loan.
We analysed the loan portfolio by industry sector to select
samples for credit review in industries more vulnerable to
the current economic slowdown. We also selected samples
based on other risk criteria and from the Group’s watch list
and overdue report;
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KEY AUDIT MATTERS (continued)

Impairment of loans and advances (continued)
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Refer to note 19 to the consolidated financial statements and the accounting policies on page 80. (continued)
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The Key Audit Matter
BERETEE

How the matter was addressed in our audit
RN ET A EESEE

to assess the completeness and accuracy of the watch
list, we checked the watchlist to the meeting minutes of
the Credit Quality Committee which decides whether to
downgrade the loan and advances that exhibit symptoms of
deterioration of credit quality. To assess the completeness
and accuracy of the overdue report, we involved our internal
information technology specialists to test the automated
controls over generation of the overdue report;
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critically assessing the forecast cash flows for impaired
loans, challenging the viability of the Group’s recovery plans,
evaluating the timing and means of realisation of collateral
and considering other sources of repayment asserted by
management through inquiry, applying judgement and
our own research. We also evaluated the consistency of
management’s application of key assumptions, assessed
any change in basis and compared the data to our own data
sources; and
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evaluating the competence and integrity of the external
valuers engaged by the Group to value certain collateral.
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KEY AUDIT MATTERS (continued)

Assessing the fair value of financial instruments

FEEMITANATEE

ARETTEE e

Refer to note 42 to the consolidated financial statements and the accounting policies on page 73.
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The Key Audit Matter
BERETEE

How the matter was addressed in our audit
RN ET A EESEE

At 31 December 2016 the fair value of the Group’s financial
instruments totalled HK$34,227 million of which HK$15,943
million, HK$18,050 million and HK$234 million were classified
under the fair value hierarchy as level 1, 2 and 3 financial
instruments respectively.
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The valuation of the Group’s financial instruments is based on
a combination of market data and valuation models which often
require a considerable number of inputs. Many of these inputs
are obtained from readily available data for liquid markets.
Where such observable data is not readily available, as in the
case of level 3 financial instruments, estimates need to be
developed which can involve significant management judgement.
In addition, the Group has developed its own models to value
certain level 2 and 3 financial instruments, which also involves
significant management judgement.
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Our audit procedures to assess the fair value of financial
instruments included the following:
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®m  assessing the implementation, design and operating
effectiveness of management’s key internal controls over
the valuation, independent price verification, front office/
back office reconciliations and valuation model approval for
financial instruments;
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®  assessing the fair values of all level 1 financial instruments by
comparing the fair values applied by the Group with publicly
available market data;
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KEY AUDIT MATTERS (continued)

Assessing the fair value of financial instruments. (continued)
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Refer to note 42 to the consolidated financial statements and the accounting policies on page 73. (continued)
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The Key Audit Matter
BERETEE

How the matter was addressed in our audit
RN ET A EESEE

We have identified assessing the fair value of financial
instruments as a key audit matter because of the degree of
complexity involved in valuing certain financial instruments
and the degree of judgement exercised by management in
determining the inputs used in the valuation models.
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INFORMATION OTHER THAN THE CONSOLIDATED

FINANCIAL STATEMENTS AND AUDITOR’S REPORT

THEREON

engaging our internal valuation specialists to evaluate the
appropriateness of the valuation models used by the Group
to value certain level 2 and level 3 financial instruments
and to perform, on a sample basis, independent valuations
of level 2 and level 3 financial instruments and compare
these valuations with the Group’s valuations. This included
comparing the Group’s valuation models with our knowledge
of current and emerging practice, evaluating inputs to the fair
value calculations and establishing our own valuation models
to perform revaluations;

ZEZMANABHEEERFE EREERAFEET &
A=z TANMGEELUNSERE  RARMETAE -
AR=FeBTRETELGE LHZFHERE B5HE
MEEETLER - WBEE SREMNGHEERERMYE
R BUOER T ARE TR - fT AR FEEEN AR
BARENHM A B ERENETER

assessing whether the financial statement disclosures
appropriately reflect the Group’s exposure to financial
instrument valuation risk in accordance with the
requirements of the prevailing accounting standards.
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The directors are responsible for the other information. The other information
comprises all the information included in the annual report, other than the
consolidated financial statements and our auditor’s report thereon. The other
information is expected to be made available to us after the date of this
auditor’s report.

Our opinion on the consolidated financial statements does not cover the other
information and we do not express any form of assurance conclusion thereon.

In connection with our audit of the consolidated financial statements, our
responsibility is to read the other information when it becomes available and, in
doing so, consider whether the other information is materially inconsistent with
the consolidated financial statements or our knowledge obtained in the audit or
otherwise appears to be materially misstated.
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RESPONSIBILITIES OF THE DIRECTORS FOR THE
CONSOLIDATED FINANCIAL STATEMENTS

The directors are responsible for the preparation of the consolidated financial
statements that give a true and fair view in accordance with HKFRSs issued by
the HKICPA and the Hong Kong Companies Ordinance and for such internal
control as the directors determine is necessary to enable the preparation of
consolidated financial statements that are free from material misstatement,
whether due to fraud or error.

In preparing the consolidated financial statements, the directors are
responsible for assessing the Group’s ability to continue as a going concern,
disclosing, as applicable, matters related to going concern and using the going
concern basis of accounting unless the directors either intend to liquidate the
Group or to cease operations, or have no realistic alternative but to do so.

The directors are assisted by the Audit Committee in discharging their
responsibilities for overseeing the Group’s financial reporting process.

AUDITOR’S RESPONSIBILITY FOR THE AUDIT OF THE
CONSOLIDATED FINANCIAL STATEMENTS

Our objectives are to obtain reasonable assurance about whether the
consolidated financial statements as a whole are free from material
misstatement, whether due to fraud or error, and to issue an auditor’s report
that includes our opinion. This report is made solely to you, as a body, in
accordance with section 405 of the Hong Kong Companies Ordinance, and for
no other purpose. We do not assume responsibility towards or accept liability
to any other person for the contents of this report.

Reasonable assurance is a high level of assurance but is not a guarantee that
an audit conducted in accordance with HKSAs will always detect a material
misstatement when it exists. Misstatements can arise from fraud or error
and are considered material if, individually or in the aggregate, they could
reasonably be expected to influence the economic decisions of users taken on
the basis of these consolidated financial statements.

As part of an audit in accordance with HKSAs, we exercise professional
judgement and maintain professional scepticism throughout the audit. We
also:

u Identify and assess the risks of material misstatement of the consolidated
financial statements, whether due to fraud or error, design and perform
audit procedures responsive to those risks, and obtain audit evidence
that is sufficient and appropriate to provide a basis for our opinion. The
risk of not detecting a material misstatement resulting from fraud is higher
than for one resulting from error, as fraud may involve collusion, forgery,
intentional omissions, misrepresentations or the override of internal
control.

u Obtain an understanding of internal control relevant to the audit in order
to design audit procedures that are appropriate in the circumstances but
not for the purpose of expressing an opinion on the effectiveness of the
Group’s internal control.

u Evaluate the appropriateness of accounting policies used and the
reasonableness of accounting estimates and related disclosures made
by the directors.
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AUDITOR’S RESPONSIBILITY FOR THE AUDIT OF THE
CONSOLIDATED FINANCIAL STATEMENTS (continued)

u Conclude on the appropriateness of the directors’ use of the going
concern basis of accounting and, based on the audit evidence
obtained, whether a material uncertainty exists related to events or
conditions that may cast significant doubt on the Group’s ability to
continue as a going concern. If we conclude that a material uncertainty
exists, we are required to draw attention in our auditor’s report to the
related disclosures in the consolidated financial statements or, if such
disclosures are inadequate, to modify our opinion. Our conclusions are
based on the audit evidence obtained up to the date of our auditor’s
report. However, future events or conditions may cause the Group to
cease to continue as a going concern.

u Evaluate the overall presentation, structure and content of the
consolidated financial statements, including the disclosures, and
whether the consolidated financial statements represent the underlying
transactions and events in a manner that achieves fair presentation.

u Obtain sufficient appropriate audit evidence regarding the financial
information of the entities or business activities within the Group to
express an opinion on the consolidated financial statements. We are
responsible for the direction, supervision and performance of the group
audit. We remain solely responsible for our audit opinion.

We communicate with the Audit Committee regarding, among other matters,
the planned scope and timing of the audit and significant audit findings,
including any significant deficiencies in internal control that we identify during
our audit.

We also provide the Audit Committee with a statement that we have complied
with relevant ethical requirements regarding independence and communicate
with them all relationships and other matters that may reasonably be thought
to bear on our independence and, where applicable, related safeguards.

From the matters communicated with the Audit Committee, we determine
those matters that were of most significance in the audit of the consolidated
financial statements of the current period and are therefore the key audit
matters. We describe these matters in our auditor’s report unless law or
regulation precludes public disclosure about the matter or when, in extremely
rare circumstances, we determine that a matter should not be communicated
in our report because the adverse consequences of doing so would reasonably
be expected to outweigh the public interest benefits of such communication.

The engagement partner on the audit resulting in this independent auditor’s
report is Lee, Dickson Hiu Fung.

KPMG

Certified Public Accountants
8th Floor, Prince’s Building
10 Chater Road

Central, Hong Kong

14 March 2017
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