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The Directors (Directors) of The Hong Kong Mortgage Corporation
Limited (Company) have pleasure in presenting their report together
with the audited consolidated financial statements of the Company (for
the purpose of this report, together with its subsidiaries and subsidiary
undertakings, Group) for the year ended 31 December 2018 (Financial
Statements).

Principal Activities

The principal activities of the Group in the course of the year ended 31
December 2018 were:

(@ to purchase portfolios of mortgages or loans secured on properties
or other collateral situated in Hong Kong and to acquire debentures,
receivables, financial assets and choses in action of all kinds from
their originators, issuers, owners or vendors;

(b)  toacquire, by purchase or otherwise, any assets from government
bodies and agencies and related organisations, statutory bodies
and public bodies and to hold, sell, transfer, dispose of and deal in
any such assets so acquired,;

(c) toissue debt securities to investors;

(d)  to operate a centralised microfinance platform to support microfinance
loans;

(e) to develop new business initiative on infrastructure financing and
securitisation;

() to operate a scheme for the Government providing guarantee on
loans advanced by participating authorized institutions (Als) (as
defined in the Banking Ordinance) for local non-listed enterprises,
including small and medium enterprises (SMES);

(@ to provide mortgage insurance cover in respect of mortgage
loans, reverse mortgage loans and loans for premium settlement
originated by participating lenders and secured on residential
properties and, if applicable, other assets; and

(h)  to offer life annuity products in or from Hong Kong.
The corporate information and principal activities of the other members

of the Group in the course of the year ended 31 December 2018 are set
out in Note 22 to the Financial Statements.
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Business Review

1.

Business Segments

In the pursuit of its missions and social objectives, during the
year, the Group operated on prudent commercial principles and
engaged in business activities of loan participation, origination
and acquisition, mortgage insurance and life annuity mainly
through the development, implementation and operation of the
programmes, schemes and business initiatives below.

Mortgage Purchase Programme (MPP)

One of the missions of the Group is to enhance the stability of
the banking sector in Hong Kong by offering a reliable source
of liquidity. To achieve this mission, the Group stands ready to
purchase mortgage loans and other assets from approved sellers
as and when they have the need to offload. With ample liquidity
in the market during the year, there was low incentive for Als to
offload their assets.

Microfinance Scheme (MFS)

MFS is launched with the aim of offering loans at affordable rates
and ancillary supporting services to eligible persons who wish to
start their own businesses, become self-employed or achieve self-
enhancement through training, upgrading of skills or obtaining
professional certification. Subject to any extension as may be
commissioned by the Government and approved by the Board of
Directors, the MFS will expire in December 2019 and its current
lending cap is HK$200 million.
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Infrastructure Financing and Securitisation (IFS)

During the year, the Board of Directors approved an IFS business
plan, and a newly established IFS Division of the Group, manned
with experienced industry professionals, was formed to develop
this new business. The Group has started the new business since
2019 in accordance with the business plan based on prudent
commercial principles and under a robust risk management
framework.

The new IFS business will enable the Group to leverage its strong
credit standing and medium-to-long term funding capability to
further its mandates of promoting stability of banking sector
and development of debt market in Hong Kong by facilitating
infrastructure investment and financing flows against the
enormous and widening funding gap in the international
infrastructure financing market.

SME Financing Guarantee Scheme (SFGS)

SFGS is a market-based loan guarantee scheme providing 50%
to 70% guarantee on loans advanced by participating lenders for
assisting local non-listed enterprises (including SMES) to meet
their funding needs for working capital or acquisition of equipment
and assets in support of their business operations. In addition,
the Government has commissioned the Group to administer
the Government'’s special concessionary measures which aim
at providing 80% guarantee for loans advanced by participating
lenders for local non-listed enterprises (80% SFGS). Backed by the
Government's total guarantee commitment of up to HK$100 billion,
the Group administers the 80% SFGS on prudent commercial
principles at its own cost.

To further relieve the financial burden of local SMEs and assist
them to obtain financing, in particular, under the uncertain external
economic environment and trade performance during the year
and in the foreseeable future, the Government announced in
October 2018 to extend the application period of the 80% SFGS
for the seventh time consecutively to the end of June 2019, and to
introduce three enhancements to the 80% SFGS with effect from
mid November 2018. The three enhancements are: (a) reducing
by half the annual guarantee fee rate payable by borrowers, (b)
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raising the maximum facility amount available to borrowers from
HK$12 million to HK$15 million, and (c) lengthening the maximum
guarantee period from five years to seven years. During the year,
the Group promoted more active use and public awareness of the
80% SFGS by providing regular training sessions to the operational
teams of participating lenders, introducing the SFGS in SMES
seminars and sponsoring the World SME Summit organised by The
Hong Kong General Chamber of Small and Medium Business.

Mortgage Insurance Programme (MIP)

MIP is launched with the aim of promoting home ownership
in Hong Kong by enabling high loan-to-value financing for
homebuyers to reduce their down payment burden. Under the MIP,
the Group acts as insurer to provide mortgage insurance cover
for a premium on mortgage loans advanced by participating Als in
excess of the lending limits imposed by the Hong Kong Monetary
Authority. Since the inception in March 1999, the MIP has gained
increasing public receptiveness. In 2018, the total amount of
mortgage loans drawn down under the MIP was HK$32.5 billion.

Reverse Mortgage Programme (RMP)

RMP is launched with the aim of providing homeowners with
a new financial planning option to enhance their quality of life
on retirement. Through reverse mortgage, homeowners could
use their self-use residential properties as collateral in return
for lump-sum payouts and/or a stream of monthly payouts from
participating lenders over a payment term. Under the RMP, the
Group mainly acts as insurer to provide mortgage insurance
cover for a premium on reverse mortgage loans advanced by
participating lenders.

With the Group’s ongoing and focused educational initiatives
on the RMP, market receptiveness of the RMP has grown
continuously. The business recorded a steady growth in the
number of RMP applications received in 2018 by 7.5% as compared
to 2017.
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Premium Loan Insurance Scheme (PLIS)

PLIS is launched with the aim of facilitating owners of subsidised
sale flats to settle the land premium, thus promoting the for-rent or
sale market of subsidised housing. After settling the land premium,
the alienation restriction is removed and the owners may sell or
let their flats in the open market. Under the PLIS, the Group acts
as insurer to provide mortgage insurance cover for a premium
on lump-sum loans advanced by participating lenders primarily
for land premium settlement. PLIS currently covers subsidised
sale flats under the Home Ownership Scheme, the Private Sector
Participation Scheme and the Tenants Purchase Scheme of the
Hong Kong Housing Authority, as well as the Flat-for-Sale Scheme
and the Sandwich Class Housing Scheme of the Hong Kong
Housing Society.

HKMC Annuity Plan (Plan)

The Plan is launched with the aim of facilitating retirement planning
and promoting the development of the local annuity market. The
Plan provides an alternative retirement financial solution, and helps
the elderly turn their lump sum cash into a stream of fixed monthly
income for life. The Group acts as insurer to offer and issue annuity
policies for a premium under the Plan.

The inaugural launch of the Plan took place in July 2018, and
recorded 9,410 registrations of subscription intention for a total
subscription amount of around HK$4.94 billion. In response to
market feedback, the second launch took place in December
2018 with enhancements to the Plan offering greater financial
protection, more flexible product features and an open application
period to allow policy purchase at any time. In 2018, a total of 5,422
policies were issued under the Plan with a total premium receipt of
around HK$2.8 billion and an average premium receipt of around
HK$513,000 for each policy.
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Market Environment

Global economic growth continued into 2018 but started to lose
momentum in the second half of the year. The trade conflict
between the US and China weighed on economic sentiments
around the world, and its impacts on international trade flows and
investment activities were increasingly felt. Against this backdrop,
global market volatility was heightened along with ongoing
monetary policy normalisation in the US as well as across other
major economies. Growth momentum in many Asian economies
slowed in the second half of the year, as the impact of moderating
global economic growth and the US-China trade tension gradually
surfaced.

In Hong Kong, despite that the local economy decelerated visibly
in the second half of the year, we still managed to record another
year of above-trend growth for 2018 as a whole. Following
a moderate local interest rate hike and the Government'’s
announcement of numerous initiatives and policies to increase
land and housing supply, the buoyant residential property market
in Hong Kong consolidated somewhat towards the year end.
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Financial Performance

Profit attributable to shareholders was HK$127 million (2017:
HK$806 million) and the return on shareholders’ equity was 0.9%
(2017 8.6%). The decrease in profitability mainly reflected the
accounting loss due to the annuity business of HKMC Annuity
Limited (HKMCA), a wholly-owned subsidiary of the Company,
for maintaining prudent statutory reserves based on actuarial
assumptions, the non-recurrence in 2018 of a one-off investment
disposal gain in 2017 , the decrease in exchange gains mainly
arising from the revaluation of US dollar exposures in cash and debt
investments, and resources utilised for supporting certain policy
initiatives. Notwithstanding the reported loss on the HKMCA, the
embedded value (i.e. the sum of total equity and the present value
of future profits) of the HKMCA's annuity business at the end of
2018 was about HK$5.2 billion, indicating that the business should
be profitable in the long term. A summary of the Group's financial
performance is set out below.

R RN (B&ETT)

Profit attributable to 127 806
shareholders (HK$ million)

REESEIHE" Return on shareholders’ equity’ 0.9% 8.6%
B AR A L 2R 2 Cost-to-income ratio? 86.0% 26.8%
BARTERKS Capital adequacy ratio® 26.8% 21.0%
1 RERESERENFHETE - RRREGER 1 Return on shareholders’ equity is calculated by dividing profit attributable to

TR AR SR B ARIEBRAR R FEN T =8
AE AR o

2 RAERA LR E A RISE R
IAEEWA - RREAFR  BNFE R
ERAEARARZS FAeXHFERBES
H ey o

3 EARREWHESL AEAEBUEE
BB - 5 A 2B R 0 A LR 2
Hyt 5% o

4 BABEE-_T—FHERTLE  REEMNG
mAEL AR FSARIMNES - B
It EAEMRRERET - EFABRNRE
B < [0] ¥R 28 N AC B A B AN IR B SRAKOR
A5.158BT  5.1% 5.36.7% °

shareholders with the average of twelve month-end balances of capital and
reserves attributable to equity holders.

2 Cost-to-income ratio is calculated by dividing operating expenses with the
sum of operating income, net claims incurred, benefits paid, movement in
policyholders’ liabilities, and net commission and levy expenses.

3 Capital adequacy ratio is calculated as the ratio of the capital base to the sum
of the risk-weighted amount for credit risk, market risk and operational risk
exposures.

4 For better comparison with the figures for 2017, profit attributable to

shareholders would be adjusted to exclude the results of the HKMCA.
Accordingly, the adjusted profit attributable to shareholders, the adjusted
return on shareholders’ equity and the adjusted cost-to-income ratio would be
HK$515 million, 5.1% and 36.7% respectively.
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Key items in the Group’s income statement for 2018 are highlighted
as follows:

(@ netinterest income for the year increased by HK$28 million
to HK$536 million, mainly due to cost-effective pre-funding,
partially set off by the reduction of average loan portfolio as
a result of loan repayment and prepayment;

(b) net mortgage insurance premiums earned were HK$222
million (2017: HK$196 million);

() net insurance-related results for annuity business (i.e. the
sum of net premiums earned, net claims incurred, benefits
paid, movement in policyholders’ liabilities, and commission
and levy expenses) recorded a loss of HK$550 million (2017:
nil), mainly attributable to the prudent statutory reserves
based on actuarial assumptions, whereas investment returns
on capital and premiums placed with the Exchange Fund
were booked to other income;

(d) other income was HK$250 million (2017: HK$414 million),
mainly representing investment income of HK$185 million
(2017: nil) from placements with the Exchange Fund, and
dividend income of HK$59 million (2017: HK$83 million); and

(e) operating expenses rose by 35.5% to HK$412 million, less
than budget, largely attributable to the implementation of
annuity business.
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Financial Position

As at 31 December 2018, total assets of the Group amounted to
HK$62.5 billion. Key changes in the Group’s financial position are as
follows:

@)

cash and short-term funds increased by HK$4.1 billion to
HK$29.4 billion, mainly due to prudent pre-funding and
rundown in loan portfolio;

investment portfolio slightly reduced by HK$0.2 billion to
HK$17.2 billion, representing a total investment of HK$0.5
billion in exchange-traded bond funds and in real estate
investment trusts classified as investments at fair value
through profit or loss, and debt investments of HK$11.5
billion classified as amortised cost investments and of HK$5.1
billion classified as investments at fair value through other
comprehensive income;

placements with the Exchange Fund was HK$7.7 billion as
capital and premium investments of the HKMCA,;

loan portfolio recorded a rundown of HK$1.4 billion to HK$6.4
billion;

outstanding balance of debt securities issued increased by
HK$2.5 billion to HK$37.3 billion;

insurance liabilities were HK$4.6 billion (2017: HK$1.1 billion),
primarily due to the increase in insurance liabilities for
annuity business;

capital and reserves attributable to equity holders increased
by HK$5.1 billion to HK$14.9 billion, mainly reflecting the
share capital injection of HK$5 billion by the Exchange Fund
in April 2018 for the operation of annuity business; and

major off-balance sheet exposures were risk-in-force of the
MIP and of the RMP. Exposures borne by the Group for the
MIP after ceding to the approved reinsurers and for the RMP
were respectively HK$19.7 billion (2017: HK$17.6 billion) and
HK$9.6 billion (2017: HK$6.9 billion).
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Capital Management

During the year, to ensure that the Group would not incur excess
risk when expanding its business and balance sheet in proportion
to its capital base, the Group closely monitored capital adequacy
and use of capital, and complied with the Guidelines on Capital
Adequacy Ratio (Guidelines) issued by the Financial Secretary
with reference to Basel Il risk-based capital adequacy framework.

In accordance with the Guidelines, the calculation of capital
adequacy ratio (CAR) follows the basis of consolidation for
financial reporting with the exclusion of regulated subsidiaries
of the Company (i.e. HKMC Insurance Limited (HKMCI) and the
HKMCA, both being authorized insurers regulated by the Insurance
Authority and subject to respective statutory requirements for
maintaining adequate capital).

After excluding the investment cost of these two unconsolidated
regulated subsidiaries, the CAR of the Group remained solid at
26.8% as at 31 December 2018, well above the minimum ratio of
8% stipulated in the Guidelines. The respective solvency ratios of
the HKMCI and the HKMCA as at 31 December 2018 were about
42 times and 34 times, well above the respective 200% and 150%
minimum statutory requirements stipulated by the Insurance
Authority.

Principal Risks and Uncertainties facing the Group

The Group is exposed to the credit risk of its loan and investment
portfolios through mortgage purchase, mortgage insurance,
commercial loan guarantee, funding of retail loans and capital
investment. The Group is also exposed to interest rate, property
price and longevity risks under the reverse mortgage and related
business. Additional exposures in longevity, market and liquidity
risks have been put on since the Group’s launch of its new annuity
business in 2018. Furthermore, the Group assumes market
risk, mainly the interest rate risk and the asset-liability maturity
mismatch risk, for facilitating the business operation.

The risk exposures and the financial risk management during the

year ended 31 December 2018 are set out in Note 4 to the Financial
Statements.
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9.

The Group’s Environmental Policies and Performance

During the year, the Group continued to support and implement
various green measures to create a more environmentally friendly
office and to raise employees’ awareness of methods of waste
reduction and energy conservation.

The Group’s Compliance with Relevant Laws and Regulations
that have a Significant Impact on the Group

Insurance Ordinance

During the year, the Group maintained the status of authorized
insurer to operate insurance business under the Insurance
Ordinance.

Money Lenders Ordinance

During the year, the Group maintained exemptions from the
relevant provisions of the Money Lenders Ordinance as required
for the Group's operations.

Particulars of Important Events affecting the Group that
have occurred since end 2018

The Financial Secretary announced in the 2019-20 Budget that the
application period of the 80% SFGS would be extended to the end
of June 2020 together with the three enhancements to the 80%
SFGS as mentioned in sub-section 1 above of this Business Review.
Notwithstanding the extension and enhancement of the 80% SFGS
and the development of the new businesses may increase the
related operating costs of the Group, the Group will continue to
render full support to the Government in administering the 80%
SFGS and to develop the new businesses in the pursuit of its core
missions and social objectives. Please also refer to Note 34 to the
Financial Statements for any other relevant important events.
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10.

11.

Indication of Likely Future Developments in the Group’s
Business

The Group will continue to explore enhancement opportunities for
current programmes and schemes, and the feasibility of any new
business initiatives, and to carry out the IFS business plan, to cater
for the needs of the Hong Kong community with a view to attaining
its core missions. In addition, the Group will continue to maintain
its prudent pre-funding strategy to stand ready to provide liquidity
to the local banking sector when needed.

The Group’s Key Relationships with Its Employees and
Counterparties that have a Significant Impact on the
Group and on which the Group’s Success Depends

Employees

During the year, the Group continued to provide employees
with competitive remuneration packages and fringe benefits,
a promising career path and development opportunities, and
a healthy and safe working environment. Through system
automation and process re-engineering, the Group maintained a
lean and efficient workforce, despite an increase in the scope of
operations and the complexity of the products it offered.

The Group recognised the importance of ongoing staff training
and had devoted considerable resources to the continuing
enhancement of its employees’ professional knowledge and skills.
All new employees were provided with an induction session to
provide them with a foundation of knowledge about the Group’s
organisational structure, missions, functions and policies.

As at 31 December 2018, the permanent staff establishment of the
Group was 309 (2017: 261) and the staff turnover rate was 8.92%
(2017: 8.85%).

Counterparties

With respect to its loan and insurance portfolios, as at 31 December
2018, the Group maintained a panel of 34 approved sellers and 32
approved servicers under the MPP, 7 approved reinsurers under
the MIP as well as 4 non-governmental organisations under the
MFS. In addition, there were 23 participating lenders under the MIP,
9 under the RMP, 8 under the PLIS, 5 under the MFS and 31 under
the SFGS. In relation to the annuity business, there were 20 agent
banks for the Plan at the end of the year.
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DEBT SECURITIES

The Company issued notes with a total nominal value of HK$34.1 billion
under its multi-currency US$6 Billion Medium Term Note Programme
for a consideration of around HK$34 billion during the year ended 31
December 2018. The proceeds of the notes issued during the year were
used for the purpose of providing general working capital for the Group.
A summary of the debt securities issuance and redemption activities of
the Group is set out in Note 28 to the Financial Statements.

DIVIDEND

Having considered the capital requirements for the business development,
Directors recommended that no dividend be declared for 2018 (2017:
Nil).

DIRECTORS

Persons who served as Directors during the year or during the period
beginning with the end of the year and ending on the date of this report,
but preceding the forthcoming annual general meeting of the Company,
are as follows:

The Hon. Paul CHAN Mo-po, GBwm, GBS, MH, JP
Chairman and Executive Director

Mr Norman CHAN Tak-lam, css, i
Deputy Chairman and Executive Director

Mr Eddie YUE Wai-man, i
Executive Director

Mr Raymond LI Ling-cheung, »
Executive Director and Chief Executive Officer

The Hon. Jeffrey LAM Kin-fung, css, i
Non-Executive Director

The Hon. James Henry LAU Jr., r
Non-Executive Director (appointed on 19 April 2018)

The Hon. Frank CHAN Fan, »
Non-Executive Director (appointed on 19 April 2018)
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The Hon. Horace CHEUNG Kwok-kwan,
Non-Executive Director

The Hon. Dennis KWOK Wing-hang
Non-Executive Director

Professor WONG Yuk-shan, sss, sss,
Non-Executive Director

Professor CHAN Ka-keung Ceajer, css,
Non-Executive Director

Mr Thomas Brian STEVENSON, css, Jp
Non-Executive Director

Mr Albert WONG Kwai Huen, sss, i»
Non-Executive Director

Ms Anita FUNG Yuen-mei, sss, ip
Non-Executive Director

Mr Leong CHEUNG
Non-Executive Director

Ms Estella WONG Sheun-fun (alias Mrs CHIU, Estella Sheun-fun)

Non-Executive Director (appointed on 23 May

Mr NG Leung-sing, sss, i

2018)

Non-Executive Director (retired on 13 April 2018)

Ms Miranda KWOK Pui-fong

Non-Executive Director (retired on 13 April 2018)

Mrs Ann KUNG YEUNG Yun-chi

Non-Executive Director (retired on 13 April 2018)

Mr Lawrence LAM Yuk-kun

Non-Executive Director (retired on 13 April 2018)

Mr LEE Huat-oon

Non-Executive Director (retired on 13 April 2018).
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In accordance with Article 109 of the Company’s Articles of Association,
all those Directors who are not Executive Directors shall retire but shall
be eligible for re-election at the forthcoming annual general meeting.

Other than the Directors named above, persons who served on the
boards of the other members of the Group during the year or during
the period beginning with the end of the year and ending on the date
of this report are Mr Norman CHAN Tak-lam, Mr Eddie YUE Wai-man,
Mr Raymond LI Ling-cheung, Mr Leong CHEUNG, Ms Estella WONG
Sheun-fun (alias Mrs CHIU, Estella Sheun-fun), Mr LAU Ying-pan,

Ms LEUNG Ching-han, Mr POU Hak-wan (resigned), Mr Mansion
CHENG Man-shun, Mr LIU Chi-keung, Mr Desmond CHENG Kam-chuen,
Ms CHEUNG, Feliciana Siu Wai, Mrs SENG SZE Ka Mee Natalia (and
also served as Alternate Director to Ms LO Yee Har Susan), Ms LO Yee
Har Susan (and also served as Alternate Director to Mrs SENG SZE Ka
Mee Natalia), Intertrust Directors (Cayman) Limited and Company Kit
Secretarial Services Limited.

PERMITTED INDEMNITY

A permitted indemnity provision (as defined in the Companies
Ordinance) for the benefit of the Directors was in force during the year
ended 31 December 2018 and is in force as at the date of this report.

DIRECTORS’ MATERIAL INTERESTS IN TRANSACTIONS,
ARRANGEMENTS OR CONTRACTS

At no time during the year ended 31 December 2018, there subsisted
or entered into any transaction, arrangement or contract of significance
in relation to the Company’s business, to which any member of the
Group was a party, and in which any person who was a Director at any
time during the year or a connected entity (as defined in the Companies
Ordinance) of any such person had, directly or indirectly, a material
interest.
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AUDITOR
The Financial Statements have been audited by PricewaterhouseCoopers

who will retire, and, being eligible, will offer themselves for reappointment,
at the forthcoming annual general meeting of the Company.

On behalf of the Board of Directors

Chan Mo-po, Paul
Chairman and Executive Director

Hong Kong
30 April 2019
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