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Core Missions

To enhance the stability of the banking sector through
the offering of a reliable source of liquidity, thereby
reducing the concentration and liquidity risks of
mortgage lending of the banks,;

To promote wider home ownership in Hong Kong; and

To facilitate the growth and development of the debt
securities and mortgage-backed securities markets in

Hong Kong.
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Financial Highlights

2012 2011 2010

HK$'000 HK$'000 HK$'000

Net interest income 812,099 854,813 970,581
Profit attributable to shareholders 1,125,393 1,255,731 1,233,532
Loan purchases 865,116 9,682,571 4,748,181
Debt issuance 19,098,302 28,549,278 8,279,703
Net premiums written 444,538 529,533 950,458
Loan portfolio, net 25,895,399 33,135,818 35,258,937
Total assets 52,864,957 56,501,346 55,032,978
Debt securities issued 36,404,627 41,097,207 39,127,735
Mortgage-backed securities issued 214,672 367,137 1,529,749
Mortgage insurance - risk-in-force’ 13,807,812 14,147,266 15,234,179

OTHER STATISTICS

Net interest margin 1.5% 1.7% 1.8%
Capital adequacy ratio/Capital-to-assets ratio’ 20.2% 19.7% 10.8%
Cost-to-income ratio 15.4% 11.8% 11.0%
Return on assets 1.9% 2.3% 2.2%
Return on shareholders’ equity 12.4% 15.5% 17.5%

The risk-in-force excludes exposure that has been covered by quota-share reinsurance arrangement.

The capital adequacy ratios as at 31 December 2012 and 2011 were compiled in accordance with the Guidelines on the Capital Adequacy Ratio
stipulated by the Financial Secretary on 7 October 2011 for replacement of the previous guidelines on the capital-to-assets ratio for the prior years. As
there are modifications between the two guidelines, the capital ratios are not directly comparable.
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Chairman’s Statement

Faced with a slowing
global economy and a

sluggish Hong Kong economy

in 2012, the Corporation
continues to uphold its
strategic policy roles.

John C Tsang
Chairman

In 2012, there was a slowdown in the growth of the global
economy which continued to be affected by the lingering
European sovereign debt crisis and slow economic growth
in the United States. Affected by such factors, the Hong
Kong economy remained sluggish.

Monetary easing policies continue to prevail in the
major economies including the European Central Bank's
agreement to purchase an unlimited amount of sovereign
bonds of the euro zone states and the US Federal Reserve's
asset purchase programme. While these quantitative
easing measures have led to improved market sentiment,
they have also contributed to huge capital inflows into Hong
Kong, raising the risk of higher inflation and the creation
of an asset bubble in the property market. Faced with
such risks, the Government introduced two new control
measures to cool the market — the Special Stamp Duty and
Buyer’s Stamp Duty.

In view of the increasing risks in the property market,
the Corporation also tightened its Mortgage Insurance
Programme (MIP).

Enhancing Banking and Financial Stability

Banks benefited from ample liquidity due to the monetary
easing policies adopted by major economies and had
no need to offload their assets for liquidity purposes.
Consequently, in 2012, the total amount of local assets

purchased by the Corporation was only about HK$0.9 billion
compared with HK$9.7 billion in 2011.

The Corporation will be watchful for any measures by the
major economies to adjust or discontinue the current
monetary easing policies which may adversely impact on
the Hong Kong economy. The Corporation will be prepared
to take appropriate action if there is any sign of a liquidity
shortage within the banking sector.

Promoting Wider Home Ownership

After the introduction of further prudential measures
for residential mortgage loans by the Hong Kong
Monetary Authority, the Corporation, as part of its own
risk management process, tightened the MIP criteria in
September 2012 by lowering the debt-to-income ratio
for certain categories of applicants and shortening the
maximum loan tenor for all applicants. As a result of such
tightening measures, the total amount of loans drawn down
under the MIP decreased to around HK$22 billion, from
HK$26.3 billion in 2011.

The MIP plays an important role in the property market
in Hong Kong with the aggregate MIP loans drawn down
accounting for 11.5% of the total mortgage loans drawn
down in Hong Kong in 2012. Since 1999, the MIP has
helped more than 103,000 families to buy their own homes.
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Chairman’s Statement

Development and Growth of the Local
Debt Market

The Corporation issued debt securities amounting to
HK$19.1 billion in 2012 and was the most active corporate
debt issuer in the Hong Kong dollar debt market. It also
safeguarded its credit ratings of AAA from Standard &
Poor's and Aa1 from Moody's.

The Corporation has always maintained a prudent pre-
funding strategy to meet the Corporation’s business needs
and will continue to do so, especially when uncertain
market conditions lay ahead.

Business Initiatives in Support of its
Social Objectives

To fulfil its social objectives, the Corporation carried out a
number of business initiatives including:

Enhancements to the Reverse Mortgage
Programme

Since its inception in July 2011, the Reverse Mortgage
Programme (RMP) has been well received by the public. To
meet the growing needs of the community in Hong Kong,
the Corporation broadened the reach of the programme
by introducing three enhancements to the RMP in
November 2012, namely, the increase of the maximum
specified property value for payout calculation from HK$8
million to HK$15 million; the lowering of the minimum
age of borrowers from 60 to 55; and the increase in the
maximum lump-sum payout amount. These enhancements
substantially expanded the number of people eligible to
enjoy the benefits of the RMP.

Launch of the Microfinance Scheme

In my 2011-2012 budget speech, | requested the
Corporation to study the feasibility of establishing a
microfinance scheme in Hong Kong to assist people without
financial means to start their own businesses or take self-
enhancement training.

A study group was formed and it submitted a report
recommending the launch of a microfinance pilot scheme
based on certain guiding principles. After considering
the report, | requested the Corporation to work with
banks, voluntary agencies and other stakeholders to
launch a sustainable microfinance pilot scheme based
on commercial principles. In June 2012, the Corporation
successfully launched the Microfinance Scheme which
will run for an initial period of three years, with a tentative
aggregate loan amount of HK$100 million.

Launch of the 80/20 SME Financing Guarantee
Scheme

After the Government terminated the Special Loan
Guarantee Scheme in 2011, the Corporation launched
the 80/20 Small and Medium-sized Enterprises Financing
Guarantee Scheme (80/20 SFGS) in May 2012 whereby
the Corporation acts as the operator of the 80/20 SFGS
and offers an 80% loan guarantee product to banks at a
relatively low guarantee fee. The 80/20 SFGS forms part
of the support measures established by the Government
for small and medium-sized enterprises (SMEs). With the
Government's financial support, these special concessionary
measures help banks to better manage their credit risk
exposures, thereby enhancing their incentives to increase
lending to SMES.

The total guarantee commitment for covering credit
losses arising from these special concessionary measures
amounts to HK$100 billion. As at 31 December 2012, there
were 5,068 approved 80/20 SFGS applications covering an
aggregate guaranteed amount of about HK$18.2 billion.

Performance in 2012

Faced with a slowing global economy and a sluggish Hong
Kong economy, the Corporation achieved a satisfactory
financial result in 2012. Profit attributable to shareholders
was HK$1,125 million and the return on shareholders' equity
was 12.4% with capital adequacy ratio at 20.2%.
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In support of its strategic policy role and social objectives,
all the businesses carried out by the Corporation are and
will continue to be underpinned by prudent commercial
principles.

Qutlook for 2013

The global economic and financial outlook is unclear and
it is possible that Hong Kong will continue to see large
fund inflows and outflows and sharp fluctuations in the
financial markets in 2013. Moreover, the monetary easing
policies adopted by major economies will continue to
affect consumer and asset prices in Hong Kong. In such
challenging times, the Corporation will remain vigilant and
stand ready to face any financial turbulence in the year
ahead in performing its strategic policy role.

I ' would like to take this opportunity to extend my sincere
appreciation for the dedication, professionalism and hard
work of my fellow Directors, Management and all staff of
the Corporation, and will continue to work closely with them
to navigate the Corporation through the challenges ahead.

John C Tsang
Chairman
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Board of Directors

The Hon. John TSANG Chun-wah, Mr. Norman T. L. CHAN, cBs, JP

GBM, JP Deputy Chairman and Executive Director
Chairman and Executive Director Chief Executive
Financial Secretary Hong Kong Monetary Authority

7

Professor the Hon. K C CHAN, Professor the Hon. Anthony Mr. Peter PANG Sing-tong, Jp Mr. Eddie YUE Wai-man, Jp
GBS, JP CHEUNG Bing-leung, 6Bs, JP Executive Director Executive Director

Director Director Deputy Chief Executive Deputy Chief Executive
Secretary for Financial Services and Secretary for Transport and Housing Hong Kong Monetary Authority Hong Kong Monetary Authority

the Treasury

v

The Hon. Ms. Starry LEE The Hon. CHAN Kin-por, BBs, JP The Hon. Andrew LEUNG Kwan- The Hon. Abraham SHEK Lai-
Wai-king, Jp Director yuen, GBS, SBS, JP him, sBs, JP
Director Member of Legislative Council Director Director
Member of Executive Council Member of the China Advisory Member of Legislative Council Member of Legislative Council
Member of Legislative Council Board Chairman, Sun Hing Knitting Factory

Munich Reinsurance Company Hong Limited

Kong Branch
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Dr. the Hon. David LI Kwok-po,
GBM, GBS, Hon. LLD (Cantab), JP
Director

Chairman and Chief Executive
The Bank of East Asia, Limited

Mr. Andrew FUNG Hau-chung,
JP

Director

Executive Director and Head of
Global Banking and Markets
Hang Seng Bank Limited

Ms. Eva CHENG, cBs, JP
Director
(retired on 1 July 2012)

Mr. Eddy FONG Ching, 6Bs, JP
Director

Chairman of the Council

The Open University of Hong Kong

Ms. Diana CESAR

Director

(appointed on 30 April 2012)

Head of Retail Banking and Wealth
Management Hong Kong

The Hongkong and Shanghai
Banking Corporation Limited

Mr. Ryan FUNG Yuk-lung
Director

(retired on 30 April 2012)

Head of Unsecured Lending, HK and
Greater China

Consumer Banking

Standard Chartered Bank (Hong
Kong) Limited
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Miss Tanya CHAN
Director

Mr. Lester Garson HUANG, Jr
Director

Barrister-at-law Partner, P. C. Woo & Co.

Mr. LEE Huat-oon

Director

(appointed on 30 April 2012)
General Manager/Chief Executive
Public Finance Limited

Mr. Jason YEUNG Chi-wai
Director

(retired on 30 April 2012)

Deputy Chief Executive

Bank of China (Hong Kong) Limited



Management Team

Chief Executive Officer Chief Executive Officer
Mr. Raymond Li, JP Mr. James H. Lau Jr., JP
(from 1 January 2013) (until 31 December 2012)

Senior Vice President Senior Vice President Senior Vice President General Counsel and
(Operations) (Finance) (Risk) Company Secretary
Mr. Stanley Chan Mr. Raymond Liu Mr. Desmond Cheng Ms. Susie Cheung
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Management Team

Vice President Vice President Vice President Vice President

(Marketing and Business (Operations 1) (Operations 2) (Mortgage Insurance)
Development) Ms. Irene Mok Mr. Joseph Seto Mr. Maurice Yip

Ms. Angela Leung

Vice President Vice President Vice President

(Financial Control) (Treasury) (Information Technology)
Mr. Raymond Luk Mr. Calvin Tam Mr. Zarino Tong

Vice President Vice President

(Pricing and Quantitative Risk) (Risk Management)
Mr. Mickey Chan Ms. Kathleen Yeung

Counsel Counsel Counsel
Ms. Josephine Chan Mr. Wayne Law Mr. Godfrey Wong

Chief Internal Auditor Vice President
Mr. Victor Chiu (Administration and Human
Resources)

Ms. Joyce Wong
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Organisation Structure

HKMC Board

Chief Executive
Officer

Asset and
Liability
Committee

Credit
Committee

Audit
Committee

Corporate Risk
Management
Committee

Transaction
Approval
Committee

Operational
Risk
Committee

Senior Vice
President
(Operations)

Senior Vice
President
(Finance)

Senior Vice
President
(Risk)

General Counsel
and Company

Secretary

Vice President
(Marketing and Business
Development)

Ms. Angela Leung

Vice President
(Operations 1)
Ms. Irene Mok

Vice President
(Operations 2)

Mr. Joseph Seto

Vice President
(Mortgage Insurance)
Mr. Maurice Yip

Vice President
(Financial Control)
Mr. Raymond Luk

Vice President
(Treasury)
Mr. Calvin Tam

Vice President
(Information Technology)
Mr. Zarino Tong

Vice President
(Pricing and
Quantitative Risk)
Mr. Mickey Chan

Vice President
(Risk Management)
Ms. Kathleen Yeung

Legal Counsel
Ms. Josephine Chan
Mr. Wayne Law
Mr. Godfrey Wong

Chief Internal
Auditor
Mr. Victor Chiu

Vice President
(Administration and
Human Resources)
Ms. Joyce Wong
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Corporate Governance Report

Corporate Governance Practices

The roles of the Corporation are to promote:
¢ banking and financial stability

e wider home ownership

e development of the local debt market

The Corporation operates on prudent commercial
principles and is committed to ensuring a high standard of
corporate governance to improve the overall accountability,
transparency and long-term sustainability of its operations.
The Corporation’s corporate governance practices are
set out in the "Corporate Governance Code” (the Code)
approved by the Board. The Code is premised on the
principles of fairness, transparency, accountability and
responsibility to all stakeholders and has been issued to the
shareholders, Directors and staff. The Code is also available
on the Corporation’s website and accessible to the public.

Monitoring of compliance with the Code starts with self-
assessment by each department. An annual compliance
report will then be submitted for review by the Board. The
Board is empowered to require that appropriate action be
taken in relation to any non-compliance. The Chief Internal
Auditor, based on the audit findings on the Corporation’s
internal control systems and the Self-assessment Forms for
2012, was of the opinion that there was no material breach
of the Code in 2012.

Enhancements to the Corporate
Governance Code

Maintaining a robust and sensible framework of corporate
governance for the effective and prudent management of
the Corporation is always a top corporate priority. In order
to ensure that the Corporation’s corporate governance
practices commensurate with the best standards, the
Corporation will review the Code from time to time and will
take on board any relevant development in the corporate
governance practices.

Shareholders

All the shares of the Corporation are beneficially owned by
the Financial Secretary of Hong Kong as Controller of the
Exchange Fund.

The Board

The Board is responsible for leading the Corporation and
promoting its success in an accountable and effective
manner. To provide strategic leadership and effective
control of the Corporation, the Board meets in person
at least four times a year to oversee the Corporation’s
business strategy and policies, budgeting and planning,
organisational and financial performance, risk management,
human resources as well as community relations. In order to
ensure that well-balanced decisions are made by the Board,
the composition of the Board includes officials from the
government, representatives from political parties, banking
sector, insurance sector, relevant industry associations, the
accounting and legal professions, and also the Consumer
Council. The Corporation encourages Directors to attend
meetings to ensure that issues are properly discussed.

Directors are provided with appropriate information before
such Board meetings in order to enable them to be updated
on the affairs of the Corporation and make informed
decisions at the Board meetings. In 2012, the Board held
five meetings.

Directors are requested to declare their direct or indirect
interests, if any, in any transactions to be considered at
Board meetings and to withdraw from the meetings, as
appropriate. Any Director who may have a conflict of interest
in a matter to be considered by the Board will abstain
from voting on such matter. In respect of each financial
reporting period, the Corporation will seek confirmation
from the Directors in respect of their material interests in
transactions involving the Corporation or its subsidiaries.
Material related party transactions between the Corporation
and its counterparties will be identified and disclosed in the
notes to the financial statements in accordance with the
Hong Kong Financial Reporting Standards.
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Corporate Governance Report

As at 31 December 2012, there were 17 Directors, all of
whom were duly appointed by the Financial Secretary in
his capacity as shareholder of the Corporation. Information
about the Directors is set out in the Report of the Directors
published in the Annual Report and on the Corporation’s
website (www.hkmc.com.hk). All Directors, other than the
four Executive Directors, are non-executive and are not
actively involved in the day-to-day management of the
Corporation. Non-Executive Directors, however, do play
an important role in bringing their independent judgment,
considerable knowledge and diverse expertise to the
Board's deliberations, which in turn provide effective steer
to Management in pursuit of the Corporation’s policies. The
Corporation does not remunerate its Directors.

For newly appointed Directors, the Corporation will provide
an induction briefing on the business activities, strategies
and objectives of the Corporation.

The term of a Non-Executive Director is one year, and Non-
Executive Directors are typically appointed at an Annual
General Meeting. Under the Articles of Association of the
Corporation, all Non-Executive Directors will retire at the
next Annual General Meeting following their appointment
but are eligible for re-election.

The Corporation maintains a directors’ and officers’ liability
insurance policy for its Directors and officers against legal
proceedings and other claims arising in the course of
discharge of their duties.

Chairman and Chief Executive Officer

In 2012, the post of Chairman was held by Mr. John C. Tsang.
The post of the Chief Executive Officer was held by Mr.
James H. Lau Jr. until 31 December 2012 (inclusive) and, at
the direction of the Board, Mr. Raymond Li Ling Cheung was
appointed as the Chief Executive Officer of the Corporation
with effect from 1 January 2013. The segregation of the
posts of Chairman and Chief Executive Officer ensures a
clear division of responsibilities between the Board and
the executive functions of the Corporation’s Management.
The Board is responsible for laying down strategic direction
and business guidelines, approving financial objectives and
closely monitoring the Corporation’s performance on an on-
going basis. The Chief Executive Officer, who is accountable

to the Board, is responsible for leading Management
in implementing the Board’s decisions in a proper and
efficient manner. The Chief Executive Officer ensures that
adequate information relating to the Corporation’s business
is reported to the Board on a regular basis.

Company Secretary

The Company Secretary is accountable to the Board and
her main duty is to ensure that all company secretarial
procedures are followed by the Corporation and the
Board. In addition, the Company Secretary also ensures
that Board papers are provided to Directors in a timely
and comprehensive manner prior to each Board meeting.
Directors have free access to the advice and services of
the Company Secretary concerning corporate governance
matters, and the Company Secretary provides guidance
to Directors for making appropriate declarations to avoid
conflicts of interest.

The schedule for 2012 Board meetings was provided to
Directors in advance to facilitate Directors’ attendance
at Board meetings. Board papers are generally sent to
Directors at least seven days before the relevant Board
meeting so that Directors could be properly briefed before
the Board meeting. Board papers typically contained
comprehensive background and/or explanatory information
about the subject matters and included supporting
documents, analyses, research findings, projections,
budgets and forecasts, where appropriate. However, any
Director adjudged to have a conflict of interest in the
subject matter under discussion in a Board paper will not
be provided with the relevant Board paper.

All the minutes of Board meetings and Audit Committee
meetings are generally taken in sufficient detail, including
the matters considered, decisions reached, concerns
raised by Directors and dissenting views expressed at
the meetings. All minutes of Board meetings and Audit
Committee meetings are kept by the Company Secretary
and made available for inspection by any Director, except
as regards any materials with respect to an agenda item
in which that Director is perceived to have a conflict of
interest, in such case, the relevant papers and minutes
would be withheld from such Director.
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Audit Committee

The Audit Committee members during the year were:
¢ Dr. David Li, Non-Executive Director
(Chairman of the Audit Committee)
e Mr. Peter Pang, Executive Director
e Mr. Eddie Yue, Executive Director
e Mr. Eddy Fong, Non-Executive Director
e Mr. Andrew Leung, Non-Executive Director
e Mr. Abraham Shek, Non-Executive Director

The Audit Committee is responsible for reviewing the
Corporation’s financial statements, the composition
and accounting principles adopted in such statements,
the results of the financial audits and the Corporation’s
management procedures to ensure the adequacy and
effectiveness of internal control systems. The Terms of
Reference of the Audit Committee are published on the
Corporation’s website.

The Audit Committee holds regular meetings with
Management, the Chief Internal Auditor and external auditor.
The Audit Committee also meets on an ad hoc basis to
consider special issues requiring its attention. The Chairman
of the Audit Committee summarises the reviews conducted

Audit Committee Meeting

by the Audit Committee and highlights the major issues in
a report for submission to the Board for consideration by
Directors. In 2012, the Audit Committee held two meetings.

Internal Auditor

The Corporation has an Internal Audit Department which
operates independently of Management and plays a major
role in monitoring the internal control systems of the
Corporation. The Internal Audit Department is led by the
Chief Internal Auditor who reports directly to the Chairman
of the Audit Committee on all matters relating to the internal
control systems. The Chief Internal Auditor also reports to
the Chief Executive Officer on the day-to-day administrative
functions of the Internal Audit Department, and is entitled
to communicate freely with the Chairman of the Audit
Committee without reference to Management.

Each year, the Audit Committee formally approves the
annual Internal Audit Plan drawn up by the Chief Internal
Auditor based on his independent risk assessment and
other risk management issues observed by him at the
regular Operational Risk Committee and Corporate Risk
Management Committee meetings. In accordance with the
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annual Internal Audit Plan, the Internal Audit Department
adopts a risk-based audit approach in conducting its
periodic independent reviews of the Corporation’s
internal control systems. After each review, the Internal
Audit Department discusses the audit findings and
recommendations with the relevant department heads
and Senior Management. Internal audit reports are first
submitted to the Internal Audit Committee which is chaired
by an Executive Director. The Internal Audit Committee
comprises two Executive Directors, the Chief Executive
Officer, the Senior Vice Presidents, General Counsel and the
Chief Internal Auditor. The internal audit reports and meeting
minutes prepared for the Internal Audit Committee are then
submitted to the Audit Committee for further review and,
thereafter, to the Board for information.

Over the years, Management has taken an active approach
in considering the audit findings and recommendations
made by the Chief Internal Auditor and closely monitored
their due implementations. In 2012, the Internal Audit
Department conducted 13 reviews and two consultancy
projects.

External Auditor

The Corporation’s external auditor is PricewaterhouseCoopers.
Detailed information in respect of the auditor’'s remuneration
is disclosed in the Corporation’s financial statements. The
auditor is allowed to communicate freely with the Chief
Internal Auditor and the Audit Committee. To ensure its
independence with respect to the Corporation, the auditor
would issue a letter, on an annual basis, to the Audit
Committee to confirm its independence based on the
requirements set out in Section 290 of the Code of Ethics
for Professional Accountants of the Hong Kong Institute of
Certified Public Accountants. For the purpose of the audit of
the Corporation’s financial statements for the year ended 31
December 2012, PricewaterhouseCoopers has confirmed
its independence to the Audit Committee.

Financial Reporting

The Corporation aims to present a clear, balanced and
comprehensible assessment of its performance, financial
position and prospects to its stakeholders and the general
public. Directors are responsible for the preparation of the
financial statements, and there is a statement by the auditor
about its reporting responsibilities in the Auditor’'s Report
on the Financial Statements. The Directors are to ensure
that financial statements are prepared so as to give a true
and fair view of the financial status of the Corporation.
The annual and interim results of the Corporation are
announced in a timely manner after the end of each
relevant period.

Internal Control

The Board has the overall responsibility for the Corporation’s
internal control systems and, through the Audit Committee,
conducts periodic review on the effectiveness and
efficiency of the systems.

Various committees have been established to ensure the
efficient operation and prudent risk management of the
Corporation. Those committees include the Corporate Risk
Management Committee which is chaired by an Executive
Director to oversee the financial and non-financial risks of
the Corporation from an enterprise-wide perspective; whilst
the Operational Risk Committee, the Credit Committee, the
Transaction Approval Committee and the Asset and Liability
Committee are executive committees chaired by the
Chief Executive Officer. Detailed description of these four
executive committees and the risk management framework
of the Corporation are set out in the section on Business
Overview in the Annual Report. The internal control systems
are designed to provide reasonable assurance against
material misstatement or loss, manage risks of failure in
the operational systems and the achievement of business
objectives, safeguard assets against unauthorised use,
ensure the maintenance of proper accounting records for
internal use and publication and ensure compliance with
applicable legislation and regulations.
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In February 2013, the Chief Internal Auditor duly conducted
an independent review of the Self-assessment Forms
provided by each Department in relation to compliance
with the Code for 2012. Based on the audit findings on
the Corporation’s internal control systems and the Self-
assessment Forms for the year, the Chief Internal Auditor
was of the opinion that there was no material breach of the
Code in 2012.

Code of Conduct

The Corporation requires the highest standards of integrity
and conduct from its staff members. The requirements and
the relevant legal obligations are clearly set out in a code
of conduct (Code of Conduct) incorporated into the Staff
Handbook. The Code of Conduct also sets out, in particular,
provisions as regards potential conflicts of interest which
may arise between staff members and the Corporation in
respect of which staff members should be aware, and other
provisions designed to ensure that they carry out their work
properly, ethically, impartially and free from any suggestion
of improper influence.

A copy of the Code of Conduct is posted on the
Corporation’s intranet to make it readily accessible by all
staff members.

Staff members are required to give written confirmation of
their compliance with the Code of Conduct on an annual
basis. Based on the confirmation received from the staff
members, Management was satisfied that staff members
have complied with the Code of Conduct in 2012.

Communication

The Corporation attaches great importance to
communications with the public at large. The Annual Report
of the Corporation contains comprehensive information on
its business strategies and developments. The Corporation’s
website (www.hkmc.com.hk) offers timely access to
the Corporation’s press releases and its other business
information. The Corporation also maintains a hotline
telephone system to service enquiries from the public.

Corporate Social Responsibility

The Corporation is committed to fulfil its responsibilities
to its staff and its corporate social responsibility (CSR).
In recognition of the Corporation’s contribution to the
community and its commitment to corporate social
responsibility in the past years, the Corporation has been
awarded the Caring Organisation Logo by the Hong Kong
Council of Social Service since 2008 and has now stepped
into the fifth year of CSR participation.

Conclusion

The Board was satisfied with the corporate governance
practices of the Corporation during 2012. In 2013,
the Corporation will continue to review its corporate
governance framework and improve those practices
in light of ongoing experience, regulatory changes,
international trends and developments in order to enhance
the Corporation’s efficiency and effective management in
pursuit of its business objectives.
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Calendar of Events

22

Apr

30

May

31

Debut Public
Benchmark Issuance
of AUD500 million
Notes

Announcement of the
Financial Results and
Business Performance
for 2011

Publication of the
Annual Report 2011

May
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Financing Guarantee
Scheme’s Special
Cconcessionary
Measures



Jun
2 9 Launch of the Microfinance Scheme

Sep

1 5 Revisions to the

Mortgage Insurance

Programme

Sep

2 0 Announcement of

Financial Results

and Business
Performance for the
First Half of 2012

Sep

20

Nov

16

Announcement of
Mr Raymond Li as
new Chief Executive
Officer from 2013

Enhancements to the
Reverse Mortgage
Programme
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Business Overview

Performance Highlights

The major achievements of the Corporation for the year
included:

e Purchasing a total of HK$0.9 billion loan assets.

e Helping homebuyers borrow a total of HK$22 billion
mortgage loans through the Mortgage Insurance
Programme (MIP), representing a usage rate of 11.5%
(in terms of the total drawdown amount under the MIP
against the total market mortgage drawdown amount).

e Launching the Microfinance Scheme (MF Scheme) on
29 June 2012 to assist people who wish to start their
own businesses, become self-employed or achieve self-
enhancement through training, upgrading of skills or
obtaining professional certification.

¢ Introducing the Special Concessionary Measures under
the SME Financing Guarantee Scheme (SFGS) on 31
May 2012 as part of the package of support measures
announced by the Financial Secretary in the 2012-2013
Budget Speech for SMEs to tide over the uncertain
global economic environment and the possible financing
difficulties as a result of credit crunch.

e |ssuing HK$19.1 billion of debt securities in a cost-
effective manner, maintaining the Corporation’s position
as the most active corporate issuer in the Hong Kong
dollar debt market.

¢ Safeguarding excellent credit quality, with (over 90-day)
delinguency ratios of 0.002% for the mortgage insurance
portfolio, 2.41% for the SME guarantee portfolio (excluding
the 80/20 product under SFGS), 0.04% for the Hong Kong
residential mortgage portfolio (industry average of 0.02%),
zero for microfinance loan portfolio and 0.03% across all
asset classes as at 31 December 2012.

e Maintaining the HKMC's long-term foreign and local
currency ratings of AAA and Aa1 by Standard & Poor’s
(S&P) and Moody’s Investors Service, Inc. (Moody's)
respectively.

The Corporation registered solid financial results for 2012:

o Profit attributable to shareholders of HK$1,125 million.
e Netinterest spread of 1.4%.

e Return on assets of 1.9%.

e Return on shareholders’ equity of 12.4%.

e Capital adequacy ratio of 20.2%, well above the minimum
requirement of 8%.

e Cost-to-income ratio of 15.4%, significantly lower than
the banking industry average of 45.6%.

Operational Highlights

Overall Business Strategy

Since its inception in 1997, the Corporation has been
committed to its three core missions, namely (1) to enhance
the stability of the banking system, (2) to promote home
ownership, and (3) to develop the debt market in Hong
Kong. In recent years, it has also launched a number of
new programmes, such as the SFGS, the Reverse Mortgage
Programme (RMP) and the MF Scheme to further strengthen
its policy roles and to bridge the market gaps.

In 2012, the Corporation maintained its prudent commercial
principles in executing its business strategy amid a very
challenging external environment. To better meet the
market needs, it introduced the Special Concessionary
Measures under the SFGS with the Government's support,
and three enhancements to the RMP, which have all
received very encouraging market response. Also, at the
request of the Financial Secretary, the Corporation launched
the MF Scheme with a trial period of three years to provide
not only capital loans but also ancillary entrepreneurial
support to the borrowers.

With a view to better focusing on its increasingly diversified
business in Hong Kong, the Corporation in 2012 began to
move away from its two overseas joint ventures in Mainland
China and Malaysia. As the Corporation has achieved
its objective of fostering the transfer of knowledge and
technology in the two markets over the past few years, it
was considered an appropriate time for the Corporation
to consolidate its resources to further develop its local
business and fulfil its core missions.
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Mortgage Insurance

In response to the prudential measures for residential
mortgage loans initiated by the Hong Kong Monetary
Authority in September 2012, the Corporation revised the
eligibility criteria of the MIP. The revisions were intended to
better manage the increased risk in high loan-to-value (LTV)
mortgage lending under the current market conditions and
to help homebuyers avoid overstretching themselves.

In 2012, the MIP drawdown loan amount was HK$22
billion, and the usage rate stood at 11.5%. The Corporation
continued to provide training seminars for frontline staff of
banks. This was an integral part of the strong partnership
between the Corporation and banks in promoting
mortgages to the public.

The Corporation maintained a high degree of processing
efficiency for MIP applications through automation and the
use of internet platforms. Most of the MIP applications were
processed within two business days.

Funding activities

The Corporation issued HK$19.1 billion of corporate
debt in different currencies, including Hong Kong dollars,
US dollars, renminbi, Australian dollars, British pounds,
Japanese yen and Singapore dollars, in a prudent and cost-
effective manner to support asset-purchase activities and
redemption of maturing debt. The Corporation was the most
active corporate issuer in the Hong Kong dollar debt market,
with issuance of HK$7.5 billion of debt securities in the local
institutional market.

Market Overview

General Economic Conditions

Hong Kong recorded a modest growth in 2012 due to
the subdued performance of the export sector as most
western countries suffering from shrinking economy and
high unemployment continued slashing their spending. The
election in the US as well as leadership changes in Mainland
China and Hong Kong, generated uncertainties which, to
some extent, undermined major central banks’ efforts in
implementing stimulus measures.

Amid the challenging external trading environment, the
Hong Kong economy decelerated notably to a scant growth
of 0.8% year-on-year in real terms in the first quarter of
2012. Since the second half of the year, signs of moderate
pick-up in economic growth turned more apparent in the
wake of the stabilisation of the euro zone sovereign debt
crisis. After several quarters of slowdown since 2010,
Mainland China’s economy saw a moderate rebound in
the fourth quarter, leaving the full year growth at 7.8%. The
rebound of Mainland China’s economy helped boost the
growth momentum in Hong Kong in the second half of the
year.

The third round of quantitative easing (QE3) introduced by
the US Federal Reserve in September provided impetus to
the progressive economic growth. Amid the uncertainties
in the market, Hong Kong's Gross Domestic Product grew
slower at 1.4% year-on-year in real terms in 2012, compared
with 4.9% growth in 2011.

Despite the strong external headwinds, the robust labour
market and buoyant property market provided solid support
to domestic consumption spending, which grew steadily
throughout 2012. The unemployment rate stayed at a low
level of around 3.2%-3.4%. On the back of more monetary
easing measures announced by the major advanced
economies and the tentative deal to avert the threat to the
US economy from the "fiscal cliff", the local stock market
rallied to end the year 23% higher than a year earlier.

Liquidity and Interest-Rate Environment

The liquidity condition in the banking sector eased
further towards the end of the year on the back of the
implementation of economic stimulus packages by many
central banks.

In response to the slowdown in the global economy, central
banks across major advanced economies such as Japan
and Europe rolled out a string of stimulus measures in
order to prevent the economies from falling into cyclical
recession. In the US, the Federal Reserve introduced the
QE3, and showed its intention to keep the interest rate near
zero as long as the unemployment rate remains above
6.5% and the projected inflation is no more than 2.5%. The
People’s Bank of China also moved to loosen its tightening
posture to guard against a hard landing.
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The launch of such stimulus policies led to a massive influx
of capital into Hong Kong, which pushed deposit rates and
mortgage rates lower. The Hong Kong dollar has been hitting
the upper limit of its peg to the US dollar at 7.75. Meanwhile,
the easing liquidity condition in Mainland China lessened
Mainland-related demand for offshore lending in Hong
Kong. As a result, Hong Kong dollar deposits grew faster
than Hong Kong dollar loans. The Hong Kong dollar loan-to-
deposit ratio declined mildly in 2012 (Figure 1).

Figure 1
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The low interest-rate environment in Hong Kong continued
in 2012 amid the ongoing monetary easing policy in the US.
While the Best Lending Rates (BLRs) remained stable at 5%
and 5.25% throughout the year, the Hong Kong Interbank
Offered Rates (HIBORs) declined progressively, with the
one-month HIBOR falling from 0.36% in January to 0.28% in
December, in terms of the period average'. As the banking
system in Hong Kong overflowed with global liquidity, local
banks resumed competition for mortgage lending business
by progressively reducing mortgage rates. As a result, BLR-
based mortgage rates slightly fell to the range of BLR-1.5%
to BLR-3.1% towards the end of 2012 from BLR-1.5% to BLR-
2.75% earlier in the year (Figure 2).

T Source: HKMA Monthly Statistical Bulletin
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Property Market

Amid the low interest-rate environment and acute demand-
supply imbalance, the residential property market stayed
buoyant throughout 2012 despite the global economic
slowdown. Market sentiment received another boost
after the US Federal Reserve announced another round of
economic stimulus measures in September.

Fuelled by the ample funding available in the banking sector,
residential property prices? at the end of 2012 surged by
a cumulative 25% year-on-year and surpassed the 1997
peak by around 31% (Figure 3). The price surge was even
more rampant in small-sized flats as new stabilisation
measures curtailed the demand for luxury flats. Small flats
with saleable area less than 40 square metres showed the
largest price appreciation, gaining 30% year-on-year while
large flats with saleable area of 160 square metres or above
rose 9%.

2 Source: The Private Domestic Price Index published by the Rating and
Valuation Department
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In response to the continuing rally in housing prices, the
Government reiterated its concern and took steps to
cool the market. To alleviate the risk of a property bubble,
the Government announced in August and September
measures aimed at increasing land supply and averting
the excessive growth of mortgage loans. In October, the
Government rolled out further measures to stabilise the
housing market by introducing the enhanced Special Stamp
Duty and the Buyer’s Stamp Duty.

Earlier in the year, the slow global economic growth and the
likelihood of Hong Kong's new Chief Executive introducing
more cooling measures to stabilise the housing market
dampened market sentiment, resulting in a sharp drop
in residential transaction volume in the first half of 2012.
Between January and June, the total property transactions
fell 25% year on year, while the total value of transactions
fell by 17%.

However, the market turned more active in the second half
of the year as central banks in major advanced economies
pledged to ease monetary conditions to stimulate economic
growth. Despite that, the transaction volume fell visibly in
December from the previous month due to the introduction
of another round of property cooling measures. In general,
the total number of property transactions in 2012 recorded
a decline of 4% year-on-year but the aggregate transaction
value rose by 2% (Figure 4).

Figure 3
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Figure 4
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Mortgage Market

In September 2012, noting that QE3 would further heat up
the local property market, the Hong Kong Monetary Authority
(HKMA) issued further prudential supervisory measures to
tighten the underwriting criteria for mortgages to borrowers
with multiple property mortgages and introduce a ceiling on
mortgage tenors.

In tandem with the reduction in residential property
transactions, mortgage lending also declined in the first half
of the year, with the gross value of new loans® dropping
by 45% year-on-year. However, another round of monetary
easing in the US in September eased market concern and
the decline in new mortgage lending narrowed to 16%
year-on-year (Figure 5) for the whole of 2012. Despite the
contraction in new mortgage lending, the total outstanding
value of all residential mortgage loans registered an annual
increase of 7.6% to HK$914.5 billion in 2012.

3 Source: HKMA's Monthly Residential Mortgage Survey ("The HKMA
Survey")
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BLR-based mortgage plans remained the mainstream
product in the mortgage market. The proportion of new
mortgage loans priced with reference to the BLR rose to
nearly 90.4% in December 2012, from 89.8% a year earlier,
with the largest portion priced at a mortgage rate of 2% to
2.25%. The share of HIBOR-based mortgages declined to
7.7% from 8.2% during the same period (Figure 6).

Figure 6
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With the stable labour market and the HKMA's prudent
supervision of the mortgage lending sector, the asset
quality of residential mortgage loans remained excellent in
2012. The over-90-day delinguency ratio of mortgage loans*
stayed at a historical low of 0.01% for most of the year,
reflecting the prudent underwriting standards adopted by
the banks. The combined ratio, which takes into account
both delinquent and rescheduled loans, also remained low
at between 0.02% and 0.03% for most of 2012 (Figure 7).
Given the continued surge in residential property prices, no
mortgage loans in negative equity were reported at end-
December.

Figure 7
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Banking-Sector Exposure

The total outstanding value of mortgage loans for private
residential properties increased to HK$872.6 billion at the
end of 2012 (end-2011: HK$805 billion), accounting for more
than one-fifth of total loans in Hong Kong (Figure 8). Adding
to this the lending for building and construction, along
with property development and investment, the amount of
property-related loans totalled HK$1,802 billion, representing
about half the total loan book of banks. The outstanding
value of mortgage loans for the purchase of flats in Home
Ownership Scheme, Private Sector Participation Scheme
and Tenants Purchase Scheme fell to HK$41.9 billion at the
end of 2012 (end-2011: HK$45.6 billion).

4 Source: The HKMA Survey
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Figure 8
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Asset Acquisition

The Corporation was actively engaged in discussions with
many banks during the year. In view of the ample liquidity
in the market and the improving capital adequacy of banks
in 2012, banks faced less pressure to offload assets. During
the year, the Corporation acquired HK$865 million of assets,
which included residential mortgage loans and other assets.

Special Concessionary Measures offering
80% guarantee under the SME Financing
Guarantee Scheme introduced

With the support of the Government, the Corporation
introduced the time-limited Special Concessionary Measures
under the SFGS on 31 May 2012. The Special Concessionary
Measures, offering new 80% loan guarantee on eligible
loans approved by Authorized Institutions in Hong Kong
at a substantially lowered guarantee fee rate for an initial
application period of nine months up to 28 February 2013,
were part of the package of support measures announced
by the Financial Secretary in the 2012-2013 Budget Speech
for SMEs to tide over the uncertain global economic
environment and the possible financing difficulties as a
result of credit crunch. The Government provides a total

guarantee commitment of HK$100 billion on the new
guarantee products. The Corporation administers the new
80% loan guarantee products on prudent commercial
principles.

The new 80% loan guarantee products have been well
received by the market because they provide higher
guarantee protection to encourage banks to lend to SMES
amidst uncertain global economic environment, and hence
alleviate the adverse effects on SMEs. By the end of 2012,
a total of 30 Authorized Institutions have joined the SFGS
as participating lenders, and more than 5,000 applications
for a total loan amount of approximately HK$23 billion were
approved under the Special Concessionary Measures,
benefiting over 3,700 local SMES and more than 106,000
related employees.

Mortgage Insurance

Over the years, the MIP has repeatedly demonstrated its
effectiveness in helping potential homebuyers overcome
the hurdle of meeting the substantial down payment
required to purchase a property. From the perspective of
the banking industry as a whole, the MIP allows banks to
engage in higher LTV lending without incurring additional
credit risks and affecting the overall stability of the entire
banking system. All in all, the programme creates a win-win
situation for both homebuyers and banks.

Since its inception in March 1999, the MIP has gained
increasing public acceptance and has played a significant
role in promoting home ownership in Hong Kong. In 2012,
the volume of loans drawn down amounted to HK$22 billion
and the usage rate (in terms of the total drawdown amount
under the MIP against the total market drawdown amount)
stood at 11.5% (Figure 9). It is notable that 96% of the MIP
applications received were for secondary market properties,
demonstrating that mortgage insurance has been crucial in
assisting homebuyers in the secondary market.
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Figure 9
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Since 1999, the MIP has helped over 103,000 families
achieve the dream of home ownership, with aggregate loan
drawdown of HK$232 billion.

MIP Revisions

In response to the prudential measures for property
mortgage loans announced in September 2012 by the
HKMA, the Corporation announced revisions to the MIP,
including (i) for applicants who have already borrowed or
guaranteed outstanding mortgage loans for two or more
residential or non-residential properties at the application
of MIP cover, the maximum debt-to-income (DTI) ratio is
lowered to 40% from 50% (Note: The maximum DTI ratio is
lowered to 35% from 45% for those applicants who are non-
professional self-employed persons applying for mortgages
with loan-to-value ratio above 85%); and (i) the maximum
term to maturity is shortened to 30 years from 40 years for
all MIP applications. The purpose of the revisions of eligibility
criteria was to better manage the increased risks of high
LTV mortgage lending under current market conditions and
to help homebuyers to avoid overstretching themselves.

Reverse Mortgage Programme

The RMP has received good market reception since its
launch in around mid-2011 to provide elderly people with an
additional financial planning option to enhance their quality
of life. By the end of 2012, the Corporation had received
over 4,000 public enquiries on reverse mortgage and had
approved more than 310 applications, with an average
property value of about HK$3.7 million. The average age
of borrowers was 71 years old, while the average monthly
payout amount was HK$13,400. To better meet the market
demands, the Corporation introduced three enhancements
to the RMP in November 2012, which included: (1)
lowering the minimum age of borrowers from 60 to 55,
(2) increasing the maximum specified property value for
payout calculation from HK$8 million to HK$15 million, and
(3) increasing the maximum lump-sum payout amount. All
these enhancements offered greater flexibility and benefits
to both existing and prospective borrowers.

Launch of Microfinance Scheme

To provide a platform for building social capital, the Financial
Secretary commissioned the Corporation to introduce the
MF Scheme. The Corporation launched the MF scheme
in June 2012 in collaboration with six banks and five non-
governmental organisations (NGOSs). The MF Scheme will run
for a trial period of three years with a tentative maximum
loan amount of HK$100 million. The MF Scheme offers
three categories of loans, namely Micro Business Start-up
Loan, Self-employment Loan and Self-enhancement Loan.
The target borrowers are business starters, self-employed
persons and those wanting to achieve self-enhancement
through training, upgrading of skills or securing professional
certification. Apart from extending loans, the MF Scheme
also provides mentoring services, entrepreneurial training
and ancillary support to the borrowers to improve their
business viability. So far, the MF Scheme has received
encouraging response from the market. By the end of 2012,
the MF Scheme had approved a total of 47 loans with a total
loan amount of HK$12.75 million.
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Education and Promotion Activities

To help banks better introduce the Corporation’s products
to their clients and to make the operation flow between
banks and the Corporation smoother, different training
courses are organised by the Corporation for the frontline
bank staff from time to time. These can effectively help the
frontline bank staff better understand the Corporation’s
programmes, and update them with any new developments.

The Corporation strives for raising the awareness of its
new products among different relevant stakeholders. To
this end, the Corporation continues to put great efforts
in conducting educational and promotional campaigns
through different channels, such as advertising, media
interviews, and information leaflets. The Corporation also
holds various types of education seminars and public talks
in collaboration with educational institutions, professional
bodies, governmental agencies and NGOs. In 2012, the
Corporation gave 20 sharing sessions and public seminars
on the MF Scheme, 22 on the RMP, and over 20 on the SFGS.

Joint Ventures Outside Hong Kong

The two overseas joint ventures including Cagamas HKMC
Berhad (CHKMC) and Bauhinia HKMC Corporation Limited
(BHKMC) had served their purpose to foster technology
transfer and cooperation among regional central banks. In
light of the need for the Corporation to focus on the local
market, the Corporation intended to phase out its overseas
joint ventures.

For the CHKMC, the Corporation completed the sale
of its 50% stake in the CHKMC to the joint venture
partner Cagamas at the end of 2012. For the BHKMC, the
Corporation is working on the disposal arrangement with
the joint venture partner.

Funding

The global financial markets continued to ride a bumpy
path in 2012 under the menace of the lingering European
debt crisis and sluggish US economic growth. In spite of the
challenging market conditions, the Corporation managed
to secure prudent pre-funding to cater for loan purchases
and refinancing. Given the Corporation’s strong background

as a wholly government-owned entity and its solid credit
rating, as well as investors’ flight-to-quality inclination, the
Corporation continued to be the most active Hong Kong
dollar corporate bond issuer. In 2012, a total amount of
HK$19.1 billion of debts were raised. At the end of 2012, the
Corporation’s total outstanding debt amounted to HK$36.4
billion.

The Corporation is committed to developing the local debt
market through regular debt issuances and the introduction
of new debt products. As one of the most active bond
issuers in Hong Kong, the Corporation will continue to
issue debt in both local institutional and retail markets, and
diversify its funding sources and investor base to overseas
institutional markets. This will not only help broaden the
Corporation’s funding base, but also provide institutional
and retail investors with high quality debt instruments
to satisfy their need for portfolio diversification and yield
enhancement.

The Corporation has three debt issuance programmes,
which allow the issuance of debt securities in an efficient
and effective manner. With its strong credit rating, the
Corporation’s debt issues are well received by the
investment community, such as pension funds, insurance
companies, investment funds, charities, government-related
funds and retail investors. The Corporation maintains a
proactive approach, updating investors regularly in local
and regional markets.

Medium Term Note Programme

The Corporation established the multi-currency Medium
Term Note (MTN) Programme in June 2007 to raise funds in
the international market and broaden its investor base and
funding sources. It was set up with an initial programme size
of US$3 billion, which was subsequently increased to US$6
billion in July 2011 to meet growing demand from overseas
investors. The multi-currency feature of the programme
enables the Corporation to issue notes in major currencies,
including Hong Kong dollars, US dollars, renminbi, euro
and Japanese yen, to meet demand from both local and
overseas investors. All foreign currency-denominated
MTN debt is fully hedged into either US dollars or Hong
Kong dollars. The programme incorporates flexible product
features and offering mechanisms for both public issuances
and private placements to increase its appeal to investors
with different investment horizons and requirements. As
at the end of 2012, an extensive dealer group comprising
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10 major international and regional financial institutions
had been appointed to support future MTN issuance and
provide secondary market liquidity.

In 2012, the Corporation launched 50 MTN private debt
issues, including debt denominated in Hong Kong dollars,
UsS dollars, renminbi, British pounds, Japanese yen and
Singapore dollars, totalling an equivalent of HK$14.9 billion.
The Corporation also made a debut public issue of AUD500
million of debt securities under the MTN, which was very
well received by a diverse group of Australian and overseas
institutional investors including central banks, agencies,
investment funds and banks. The issue has set a benchmark
for other issuers and also helped to encourage more Cross-
border funding and investment activities, thereby promoting
regional bond market development.

Debt Issuance Programme

The Debt Issuance Programme (DIP) was established in
July 1998 to target institutional investors in the Hong Kong
dollar debt market. It was set up with an initial programme
size of HK$20 billion, which was subsequently increased to
HK$40 billion in 2003. The DIP has since provided a flexible
and efficient platform for the Corporation to issue debt and
transferable loan certificates with a tenor of up to 15 years.
As at the end of 2012, a total of six Primary Dealers and 16
Selling Group Members had been appointed under the DIP
to provide wide distribution channels for both public and
private debt issues.

Retail Bond Issuance Programme

The Corporation is dedicated to promoting the local
retail bond market with the objective of extending the
Corporation’s investor base beyond its already strong
institutional investor community. In November 2001,
the Corporation successfully pioneered a new offering
mechanism for the retail bond market in Hong Kong.

To further spur the development of the retail bond market,
the Corporation established the HK$20 Billion Retail Bond
Issuance Programme and made its debut issuance in June
2004. Under this programme, placing banks use their retail
branch networks, telephone and electronic banking facilities
to place debt securities issued by the Corporation with retail
investors. To ensure the liquidity of the aforementioned
retail bonds, the placing banks are committed to making
firm bid prices for the bonds in the secondary market. Since
2001, the Corporation has issued a total amount of HK$13.7

billion retail bonds. Over the years, the Corporation’s retail
bonds have gained widespread recognition as a safe
and simple investment choice, with reasonably attractive
returns, giving retail investors an opportunity to invest in
high-grade debt securities issued by a wholly government-
owned corporation. When the market environment is
conducive, the Corporation aims to issue retail bonds
regularly to provide an additional investment tool for Hong
Kong's retail investors.

Revolving Credit Facility Provided by the Exchange
Fund

In January 1998, during the Asian Financial Crisis, the
Exchange Fund extended a HK$10 billion Revolving Credit
Facility to the Corporation through the HKMA. This Facility
enables the Corporation to maintain smooth operation
under exceptional circumstances, so that it can better
fulfil its mandate to promote banking and financial stability
in Hong Kong. While the Corporation obtains long-term
funding from local and international debt markets to fund
its operations, the Facility also stands as a liquidity fallback
for the Corporation. In light of the global financial crisis in
2008, the size of the Facility was subsequently increased to
HK$30 billion in December 2008, which demonstrated the
HKSAR Government’s recognition of the importance of, and
further support for, the Corporation.

The Corporation used the Revolving Credit Facility during
times of market stress in 1998 and 2008 to partially fund the
acquisition of Hong Kong residential mortgage assets from
local banks. At both times, the Revolving Credit Facility was
fully repaid by funds raised from the Corporation’s cost-
effective debt issuance when the markets stabilised. In
2012, there were no drawdowns under the Revolving Credit
Facility.

Credit Rating

The Corporation’s ability to attract investment in its debt
securities is underpinned by its strong credit rating,
equivalent to that of the HKSAR Government according to
S&P and Moody's.
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Credit Ratings of the HKMC

Standard & Poor’'s Moody's
Short-term  Long-term  Short-term  Long-term
Local Currency A1+ AAA (Stable) P-1 Aa1 (Stable)
(Outlook)
Foreign Currency A1+ AAA (Stable) P-1 Aa1 (Stable)
(Outlook)

The credit rating agencies have made very positive
comments on the Corporation’s credit standing. The
following comments are extracts from the credit rating
reports of S&P and Moody'’s after their annual surveillance
in May 2012:

S&pP

“S&P equalises the ratings on HKMC with the rating on
the Hong Kong Special Administrative Region. This reflects
our expectation of an "almost certain" likelihood of
timely and sufficient extraordinary support from the Hong
Kong government — the sole owner of HKMC - in events
of financial distress... In our view, HKMC's undertaking
of additional policy initiatives over the past two years
reinforces its integral link with the Hong Kong government.”

“Our view is based on the Corporation’s prudent credit
risk management, good asset quality, and strong liquidity
support. The HKMC also has a sound capital base, which its
strong earnings in recent years have enhanced.”

“The HKMC has a traditional and generally prudent
approach to risk management. The Corporation has
recognised credit risk as its focus of risk appetite. It has
adopted stringent policies, a simple and effective business
model and management structure, and various hedging
tools to mitigate other types of risks.”

“The HKMC's liquidity position is adequately managed...
The Corporation also maintains a reasonable level of liquid
assets in the form of marketable debt securities, cash and
bank deposits, which provides a liquidity fallback.”

Moody'’s

"HKMC's Aa1 rating is predicated on the government'’s
ongoing support for the company as it carries out public
policy mandates through its operation, as well as our
expectation of extraordinary support from the government

during times of economic stress as the company serves as
an alternative "lender of last resort" to the banking system.”

“The government provides HKMC with ongoing liquidity and
capital support in the form of HKD30 billion revolving credit
facility and HKD1 billion of shareholder capital callable on
demand. In the event HKMC's credit profile is weakened in a
stress scenario, Moody's expects the government to provide
timely extraordinary support.”

“HKMC has consistently maintained sound asset quality
since its establishment... Hong Kong residential mortgages
have historically performed very well. Even when property
values fell up to 70% between the Asian financial crisis
in 1997 and the SARS epidemic in 2003, overall mortgage
delinquencies never exceeded 2%. Current average loan
to value ratios on HKMC's Hong Kong mortgage portfolio
is below 50%, and debt servicing burdens for mortgage
borrowers should remain manageable even if interest rates
rise by a few percentage points.”

“As a wholesale funded entity without any deposit franchise,
HKMC relies on ongoing access to the debt capital markets
to fund its operation. Nevertheless, the company maintains
a very strong liquidity profile during normal economic
conditions. It has very good access to capital markets due to
its strong financial fundamentals and government affiliation.
In addition, the company has sufficient liquid assets and
available contingent credit facility from the government to
repay all of its outstanding debts as of end-2011."

Mortgage-Backed Securitisation

The Corporation strives to promote the development of the
mortgage-backed securities (MBS) market in Hong Kong.
MBS is an effective financial instrument that can channel
long-term funding from the debt market to supplement the
need for long-term financing generated by mortgage loans.
Banks and financial institutions can make use of MBS to
manage risks inherent in mortgage loans, such as credit
risks, liquidity risks, interest rate risks and asset-liability
maturity mismatch risks. A deep and liquid MBS market can
help enhance the development of an efficient secondary
mortgage market and further promote Hong Kong as an
international financial centre.
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The Corporation has issued a total of HK$13.2 billion MBS
since 1999. The US$3 billion Bauhinia Mortgage-Backed
Securitisation Programme was established in 2001 to
provide a convenient, flexible and cost-efficient platform
for the Corporation to issue MBS with various product
structures, credit enhancements and distribution methods.

Risk Management

The Corporation operates under prudent commercial
principles; and the principle of “prudence before
profitability” guides the design of the overall risk
management framework and discipline it uses in its day-
to-day business execution. Over the years, the Corporation
has continuously made refinements to its well-established,
robust and time-tested risk management framework to
reflect changes in the markets and business strategies.

Corporate Risk Management Committee

The Board is the highest decision making authority of
the Corporation and holds the ultimate responsibility for
risk management. The Board, with the assistance of the
Corporate Risk Management Committee (CRC), has the
primary responsibility for formulating risk management
strategies in the risk appetite statement and for ensuring
that the Corporation has an effective risk management
system to implement these strategies. The risk appetite
statement defines the constraints for all risk-taking activities
and these constraints are incorporated into risk limits, risk
policies and control procedures that the Corporation follows
to ensure that the risks are properly managed.

The CRC is responsible for overseeing the Corporation’s
various types of risks, reviewing and approving high-level
risk-related policies, overseeing their implementation, and
monitoring improvement efforts in governance, policies
and tools. It also assigns priorities and responsibilities to
individual departments to enhance the risk management
framework. The Committee is chaired by an Executive
Director, with members including another Executive
Director, as well as Chief Executive Officer, Senior Vice
President (Operations), Senior Vice President (Finance),
General Counsel, Senior Vice President (Risk), and senior
staff from the Risk Management Department.

The major types of risk the Corporation manages are credit
risk, market risk, operational risk, legal risk, leveraging risk
and longevity risk.

Credit Risk

Credit risk is the Corporation’s primary risk exposure. It
represents the default risk presented by loan borrowers and
counterparties.

(a) Default risk
To address default risk effectively, the Corporation
adopts a four-pronged approach to safeguard and
maintain the quality of its assets, MIP and SME
guarantee portfolios:

e Careful selection of Approved Sellers, Servicers,
Reinsurers and Lenders

e Prudent asset purchase, insurance and guarantee
application eligibility criteria

e Effective due diligence process for mortgage
purchase, default loss, insurance and guarantee
claims

e Enhanced protection for higher-risk mortgages and
transactions

Losses may arise if there are shortfalls in the recovery
amount received for defaulted loans that fall under
the Mortgage Purchase Programme (MPP). To mitigate
this default risk, the Corporation adopts prudent loan
purchase criteria and conducts effective due diligence
reviews as part and parcel of the loan purchase
process in order to maintain the credit quality of loans.
In addition, depending on the projected risk exposure
of each underlying loan portfolio, credit enhancement
arrangements, such as reserve funds for absorbing
credit losses, are agreed upon with sellers on a deal-
by-deal basis to reduce the potential credit losses that
could arise from the borrower’s default.

Losses may also arise from default on loans under
the MIP’s insurance coverage. Each MIP application
is underwritten by the Corporation in accordance
with a set of eligibility criteria, and each claim from
a participating bank is audited by the Corporation to
ensure the fulfilment of all MIP coverage conditions
and to detect any fraud elements. As a result, the
default risk for loans with MIP coverage has been
greatly reduced. To reduce the risk of possible
concentration of this default risk, the Corporation
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transfers a portion of the risk-in-force to Approved
Reinsurers via reinsurance risk-sharing and excess-of-
loss arrangements.

The Corporation adopts a three-pronged approach
to manage the default risk under the Microfinance
Scheme, which includes (a) prudent assessment of
borrowers’ repayment capability; (b) a vetting panel
to consider business viability and approval of the
loan applications; and (c) provision of training and
mentoring support to borrowers.

Portfolio performance and analysis reports are
compiled on a regular basis to provide management
with updated information on critical credit risk
indicators, such as loan delinguency ratios, equity
positions and cumulative credit losses, to enable
timely reviews and a swift response to changes in the
operating environment.

Stress tests are also conducted to analyse the
Corporation’s financial capability to weather extreme
scenarios when they arise.

Seller/Servicer counterparty risk

Counterparty risks may arise from the failure of
a Seller/Servicer of an acquired portfolio to remit
scheduled payments to the Corporation in a timely
and accurate manner. The Corporation has adopted
a counterparty risk limit framework that limits the
aggregate amount of assets it can purchase from
the Approved Sellers. There are also individual limits
set on the maximum amount of assets that the
Corporation can purchase from a counterparty. The
risk limit framework acts as a beneficial device for
managing counterparty exposure on the risk profile
basis of each Seller/Servicer and for avoiding the
concentration of acquisition from only a few Sellers.

The Sellers/Servicers are subject to regular review,
where their financial strengths, management
capabilities, loan servicing quality and transaction
experience are taken into consideration in the review.

Reinsurer counterparty risk
Reinsurer counterparty risk refers to the failure of
an Approved Reinsurer to make claim payments

(d)

(e)

to the Corporation. In order to mitigate reinsurer
counterparty risk effectively, the Corporation has
established a framework for the assessment of each
mortgage reinsurer’s financial strength, credit rating
and relevant experience in mortgage insurance.

The Corporation performs an annual review of
each Approved Reinsurer’s financial strength,
business proposal, reinsurance arrangements and
management capabilities. The review results are used
to determine the ongoing business allocation and risk-
sharing portions. The Corporation also has collateral
arrangements with Approved Reinsurers to reduce
counterparty risk exposures.

Treasury counterparty risk

Treasury counterparty risk arises when there is
a delay or failure from treasury counterparties
to make payments with respect to treasury
instruments transacted with the Corporation. Hence,
the Corporation has adopted a prudent treasury
counterparty limit framework, under which each
potential treasury counterparty is assessed on
the basis of its credit rating, financial strength and
capability in treasury products, etc. Based on the
evaluation results, a treasury counterparty limit is
assigned for each specific type of treasury instrument
exposure. The limits for treasury counterparties are
reviewed and adjusted on a regular basis, which are
based on their financial strength and the capital base
of the Corporation. To date, the Corporation has not
experienced any loss on a treasury transaction due to
a credit default by a counterparty.

Lender risk

The Corporation is exposed to lender risk in SME
lending that arises from: (a) a lender’s underwriting
being incompliant with its credit policy; (b) a lender’s
loosely formulated credit policy which is not specific
enough or sufficiently defined for compliance; and
(c) the moral hazard of a lender being less prudent
in underwriting a guarantee protected application.
The Corporation adopts prudent eligibility criteria for
application vetting, monitors delinquency and workout
plans, and conducts due diligence reviews on claims
to mitigate default risk on the part of borrowers and
moral hazard on the part of lenders.

The Hong Kong Mortgage Corporation Limited Annual Report 2012



At the heart of the Corporation’s credit risk
management framework are two committees: the
Credit Committee and the Transaction Approval
Committee.

Credit Committee

The Credit Committee is responsible for setting the
Corporation’s overall credit policies and eligibility
criteria, particularly for asset acquisition, mortgage
insurance, SME guarantee business and Microfinance
Scheme. The Committee operates under a framework
that has been approved by the Board. The Committee
is the approval authority for accepting applications to
become Approved Sellers/Servicers under the MPP,
Approved Reinsurers under the MIP, Approved Lenders
under SFGS and eligible treasury counterparties. It is
also responsible for setting risk exposure limits for
the counterparties. Should the business and operating
environment change drastically, credit policies will be
immediately subject to review and timely measures
based on the findings will be presented to the
Committee for approval.

Transaction Approval Committee

The Transaction Approval Committee conducts an in-
depth analysis of pricing economics and associated
credit risks for business transactions, whilst taking
into consideration the latest market conditions and
business strategies approved by the Board. Major
transactions approved by the Committee are subject
to endorsement by an Executive Director.

The Credit Committee and the Transaction Approval
Committee are both chaired by the Chief Executive
Officer, with members including Senior Vice President
(Operations), Senior Vice President (Finance), General
Counsel, Senior Vice President (Risk) and senior staff
from the relevant functional departments.

Market Risk
Market risks arise when the Corporation’s income or the
value of its portfolios decreases due to movements in
market prices. Market risk consists of interest rate risk,
asset-liability maturity mismatch risk, liquidity risk and
currency risk.

(@)

Interest rate risk

Net interest income is the predominant source of
earnings for the Corporation. It represents the excess
of interest income (from the Corporation’s loan
portfolio, cash and debt investments) over interest
expenses (from debt issuance and other borrowings).
Interest rate risks arise when changes in market
interest rates affect the interest income associated
with the assets and/or interest expenses associated
with the liabilities.

The primary objective of interest rate risk management
is therefore to limit the potential adverse effects of
interest rate movements on interest income/expense,
while maintaining stable earnings growth. The interest
rate risk faced by the Corporation is two-fold, namely
interest rate mismatch risk and basis risk. Interest rate
mismatch risk is the most substantial risk affecting
the Corporation’s net interest income. It arises mainly
as a result of the differences in the timing of interest
rate re-pricing for the Corporation’s interest-earning
assets and interest-bearing liabilities. Interest rate
mismatch risk is most evident in the loan portfolios
where the majority of the loans earn a floating interest
rate (benchmarked against the Prime rate, HIBOR or
Composite Interest Rate), whilst the majority of the
Corporation’s liabilities are fixed-rate debt securities.
The Corporation therefore makes prudent use of a
range of financial instruments, such as interest rate
swaps, interest rate swaptions, basis swaps, forward
rate agreements and issuances of MBS, to manage
interest rate mismatch risk. The proceeds of the
fixed-rate debt securities are generally swapped into
HIBOR-based funds via interest rate swaps in order to
better match the floating-rate incomes from mortgage
assets.

The Corporation also uses duration gap as an
indicator to monitor, measure and manage interest
rate mismatch risks. A duration gap measures the
difference in interest rate re-pricing intervals between
assets and liabilities. The wider the duration gap, the
higher the interest rate mismatch risk. A positive
duration gap means that the duration of assets
is longer than that of the liabilities, and therefore,
represents greater risk exposure to rising interest
rates. A negative duration gap, in contrast, indicates
greater risk exposure to declining interest rates.
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Depending on the prevailing interest rate outlook and
market conditions, the Corporation proactively re-
balances the duration gap of its asset-liability portfolio
under the guidance and supervision of the Asset and
Liability Committee (ALCO). A cap of three months
for the duration gap has been set to limit interest
rate mismatch risks. In 2012, the average duration
gap was kept at below one month, indicating that the
Corporation handles interest rate mismatch risk in a
very effective manner.

Basis risk represents the difference in the
Corporation’s Prime-based interest-earning assets
and its HIBOR-based interest-bearing liabilities.
However, there are only limited financial instruments
currently available in the market to hedge the Prime-
HIBOR basis risk fully. In general, basis risk can be
effectively addressed only when mortgage assets and
non-mortgage assets are based on HIBOR to match
the funding base, or when related risk management
instruments become more prevalent or economical.
Over the past few years, the Corporation has
consciously adopted a strategy that acquires more
HIBOR-based assets. At the end of 2012, about 70% of
the Corporation’s mortgage assets and non-mortgage
assets were HIBOR-based loans. As a result, the
Prime-HIBOR basis risk for the Corporation has been
substantially reduced. In addition, the Corporation
had issued Prime-based MBS and used hedging
derivatives in the past to mitigate such basis risk.

Asset-liability maturity mismatch risk

Even though the contractual maturity of a mortgage
loan can be up to 30 years, the actual average life
of a portfolio of mortgage loans is much shorter.
The average life depends on the speed of scheduled
mortgage repayments and unscheduled prepayments.
Higher prepayment rates shorten the average life
of a portfolio of mortgage loans. In Hong Kong,
prepayment occurs for two main reasons: (i) housing
turnover — borrowers repaying their mortgage loans
upon the sales of the underlying properties, and (ii)
refinancing — borrowers refinancing their mortgage
loans to obtain lower mortgage rates.

Asset-liability maturity mismatch risk can be more
specifically characterised as reinvestment risk and
refinancing risk. Reinvestment risk refers to the risk

(c

of a lower return from the reinvestment of proceeds
that the Corporation receives from prepayments and
repayments of its loan portfolio. Refinancing risk is the
risk of refinancing liabilities at a higher level of interest
rate or credit spread. The Corporation is exposed to
refinancing risk (in both funding amount and cost of
funds) when it uses short-term liabilities to finance
long-term, floating-rate loan portfolios.

Reinvestment risk is managed through the ongoing
purchase of new loans to replenish the rundown in
the retained portfolios and through the investment
of surplus cash in debt securities or cash deposits to
fine tune the average life of the overall assets pool. In
addition, the Corporation makes use of the issuance
of callable bonds and transferable loan certificates to
mitigate reinvestment risk. The call option included
in callable bonds and transferable loan certificates
allows the Corporation to adjust the average life of
its liabilities to match more closely that of the overall
pool of assets.

The Corporation manages its refinancing risk through
the flexible debt securities issuance with a broad
spectrum of maturities, ranging from one month to
15 years. This again serves to adjust the average life
of the overall liability portfolio in a dynamic fashion. In
addition, refinancing risk can be mitigated by adjusting
the maturities of assets in the investment portfolio or
off-loading mortgage assets through securitisation of
mortgage loans into MBS.

The asset-liability maturity gap ratio (ratio of the
average life of the total interest-earning assets to the
average life of the total interest-bearing liabilities) is
used to monitor and manage maturity mismatch risk,
with a target ratio set by the ALCO to ensure a proper
balance between the average life of the Corporation’s
assets and liabilities.

Liquidity risk

Liquidity risk represents the risk of the Corporation
not being able to repay its obligations, such as
the redemption of maturing debt, or to fund the
committed purchases of loan portfolios. The
Corporation implements its liquidity risk management
framework in response to changes in market
conditions. The Corporation has continuously
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monitored the impact of recent market events on
its liquidity positions, and has pursued a prudent
pre-funding strategy which has helped to contain
the impact the global financial turmoil had on its
liquidity. Liquidity risk is managed by monitoring the
daily inflow and outflow of funds, and by projecting
the longer-term inflows and outflows of funds
across the full maturity spectrum. The Corporation
measures its liquidity risk using a target liquid-asset
ratio (ratio of liquid assets to total assets), set by the
ALCO to monitor and manage its liquidity position.

The Corporation manages pre-funding prudently
through well-diversified funding sources, so that all
foreseeable funding commitments are met when they
fall due, in order to support the growth of its business
and the maintenance of a well-balanced liability
portfolio. Such diversification allows the Corporation
to pursue a prefunding strategy at the lowest possible
cost, whilst at the same time offering safeguards
against the inability to raise funds in distorted market
conditions. The current funding sources are illustrated
in Table 1 below:

Table 1: The Current Funding Sources for the HKMC

Funding Source

Description

US$6 Billion Medium Term Note (MTN)
Programme

There are 10 Dealers who underwrite and distribute local and foreign currency debt to
international institutional investors under the programme

HK$40 Billion Debt Issuance Programme (DIP)

There are 6 Primary Dealers and 16 Selling Group Members which underwrite and
distribute debt to institutional investors under the DIP The Transferable Loan Certificate
Sub-Programme under the DIP provides further diversification of its funding sources and
broadening of its investor base

HK$20 Billion Retail Bond Issuance Programme

This debt issuance programme has 19 Placing Banks which assist in offering retail bonds to
investors

US$3 Billion Bauhinia Mortgage-Backed
Securitisation Programme

With a total of 8 Dealers, this multicurrency mortgage-backed securitisation programme
permits the Corporation to originate MBS in both the local and international markets

Cash and Debt Investment Portfolio

This portfolio comprises mainly cash and bank deposits, commercial paper, high-quality
certificates of deposit, and notes that are readily convertible into cash

Money Market Lines

The Corporation has procured money market lines from a large number of local and
international banks for short-term financing

HK$30 Billion Revolving Credit Facility

The Exchange Fund commits to providing the Corporation with HK$30 billion in revolving

credit

Given its strong background as a wholly government-
owned entity and its solid credit rating, the
Corporation is efficient in raising funds from debt
markets with both institutional and retail funding
bases. This advantage is supplemented by the
Corporation’s portfolio of highly liquid investments,
which are held to enable a swift and smooth response
to unforeseen liquidity requirements. The HK$30
billion Revolving Credit Facility from the Exchange
Fund further provides the Corporation with a liquidity
fallback even if exceptional market strains last for a
prolonged period.

(d)

Currency risk

Currency risk arises from the impact of foreign
exchange rate fluctuations on the Corporation’s
financial position and foreign-currency-denominated
cash flows. The Corporation manages its currency risk
in strict accordance with the investment guidelines
approved by the Board and under the supervision
of the ALCO, which sets daily monitoring limits on
currency exposure.

In accordance with this prudent risk-management
principle, the net exposure of the foreign currency
denominated debts issued under the MTN
Programme and the overseas residential mortgage
loans purchased is fully hedged by the use of cross-
currency swaps.
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Control mechanism

Transaction execution is segregated among the front,
middle and back offices to ensure adequate checks
and balances. The Treasury Department, acting as
the front office, is responsible for monitoring financial
market movements and executing transactions in the
cash, derivatives, debt and securitisation markets, in
accordance with the strategies laid down by the ALCO.
The Financial Control Department, assuming the
middle-office role, monitors compliance with treasury
counterparties and market risk limits. The Operations
Department, acting as the back office, is responsible
for deal verification, confirmation, settlement and the
payment process.

Asset and Liability Committee

The ALCO is responsible for the overall management
of market risks of the Corporation. It follows the
prudent risk management principles and the
investment guidelines approved by the Board. It is
responsible for reviewing and managing the market
risk of interest rate risk, asset-liability maturity
mismatch risk, currency risk, liquidity and funding
risk of the Corporation. Regular meetings are held
to review the latest financial market developments
and formulate relevant asset-liability management
strategies for the Corporation.

The ALCO is chaired by the Chief Executive Officer,
and has among its members a Senior Vice President
(Finance), Senior Vice President (Operations), Senior
Vice President (Risk) and senior staff from the relevant
functional departments.

Operational Risk

Operational risk represents the risk of losses arising from
external interruptions, or inadequacies or the failure of
internal processes, people or systems.

The Corporation adopts a bottom-up approach in
identifying operational risk by carrying out an in-depth
analysis of new products, business activities, processes,
system enhancements and due diligence reviews of
new operational flows. Comprehensive validation rules,
management information system reports and audit trails
are in place to track and report any errors or deficiencies.

The Corporation actively manages operational risk with its
comprehensive system of well-established internal controls,
authentication structures and operational procedures.
The operational infrastructure is well designed to support
the launch of new products in different business areas,
including asset acquisition, mortgage insurance, SME
guarantee, reverse mortgages, microfinance loans, treasury
operations, debt issuances and overseas businesses.
Rigorous reviews are conducted before the implementation
of operational or system infrastructure in order to identify
possible operational risks and to ensure adequate
segregation of duties.

To prevent potential human error, and to ensure an efficient
and effective discharge of daily operations, the Corporation
pursues advanced technological solutions alongside robust
business logistics and controls to carry out its operational
activities and business processes. Steps have been taken
to ensure the accuracy, availability and security of these
systems, as they are critical to business operations and
risk management. The Corporation has also taken cautious
steps to institute adequate checks and balances in financial
controls to ensure that its operations are properly directed
and controlled. Effective financial controls also help to
minimise financial risk and safeguard its assets against
inappropriate use or loss, including the prevention and
detection of fraud.

The Corporation’s Information Security Manual (ISM)
documents security standards and practices relating to
information and data security for observance by all staff. All
system security measures must follow the requirements
stated in the ISM. The Corporation implements various
security measures, such as double firewall protection,
intrusion-detection systems, virus alerts, quarantine
systems and vulnerability scanning systems to minimise its
exposure to external attacks. Internally, the Corporation also
has a virtual Local Area Network with workstation security
policies to reduce damage in the event of a malicious
intrusion. The Corporation engages external consultants
when appropriate to conduct intrusion vulnerability tests in
order to enhance system security.
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To ensure a high degree of compliance, the Corporation’s
core operating systems and processes are subject to
regular audit and review by internal auditors. As part of
the annual statutory audit, these systems are also subject
to external auditors’ review. Furthermore, every year all
staff are required to sign an undertaking to comply with
the requirements in the ISM. The ISM is updated whenever
there is a new security measure or system. Any changes to
the ISM require approval from senior management.

Business Continuity Plan

The Corporation’s business recovery plan ensures that
maximum possible service levels are maintained at all
operation units to support business continuity and minimise
the impact of business disruption from different disaster
scenarios. Each business unit assesses the impact of
disaster scenarios and updates recovery procedures from
time to time. To ensure that business recovery procedures
are practical, a business recovery drill is conducted by
both IT and user departments annually. Daily back-ups and
offsite storage of back-up tapes are in place to protect the
Corporation from IT disasters.

Product Sign-off Mechanism

To ensure that all risk factors are considered when
designing and implementing a new product, the
Corporation developed a new product development
management framework under which proper sign-off of
product specification is conducted prior to any new product
launch. The product driver is clearly assigned at the start
of the product development process to be responsible
for instituting the sign-off process. Products can only be
launched after all functional departments have signed off
and confirmed functional readiness.

Complaint Handling Mechanism

The Corporation makes continuous effort to improve its
core processes to ensure that its products and services
meet customers’ expectations. To make sure customers’
feedback is attended to in a timely and appropriate manner,
the Corporation has put in place a formal complaint
handling mechanism to improve the tracking, reporting and
handling of complaints. An automated complaint handling
system is expected to be in place in 2013 to further
strengthen the work in this area.

Operational Risk Committee

The Operational Risk Committee (ORC) is responsible for
ensuring that all business entities and line functions in
the Corporation maintain an effective operational risk and
internal control framework. The ORC is also responsible
for providing directions and resolving issues related to
policies, controls and management of operational issues
referred to by line functions, as well as ensuring prompt and
appropriate corrective action in response to audit findings
related to operational risks or internal controls.

The ORC is chaired by the Chief Executive Officer. Other
members of the committee include Senior Vice President
(Operations), Senior Vice President (Finance), General
Counsel, Senior Vice President (Risk) and senior staff in the
relevant functional departments.

Legal Risk

Legal risk arises from uncertainty in the application or
interpretation of laws, regulations and legal documents,
or failure to comply with statutory, regulatory or legal
obligations. Legal risk also arises from the unenforceability
or ineffectiveness of legal documents or specific provisions
therein intended to safeguard the interests of the
Corporation.

The Legal Office, headed by General Counsel and Company
Secretary, advises the Corporation on legal matters with
a view to controlling legal risk. When new products or
business activities are considered, the Legal Office will
advise on the relevant laws (and the updates thereafter) and
regulatory environment, as well as the legal documentation,
and identify possible legal pitfalls with a view to protecting
the best interests of the Corporation. Where appropriate,
external counsel will be engaged to assist the Legal Office
in providing full legal support to the Corporation. The Legal
Office also works closely with the other departments of the
Corporation to advise on legal issues and documentation.

The ORC is the governance committee for legal risks.
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Leveraging Risk

In order to ensure that the Corporation would not incur
excessive risk when expanding its business and balance
sheet in relation to its own capital base, the Financial
Secretary, in his capacity as Financial Secretary and not
the shareholder, acted as the regulator of the Corporation,
by issuing a set of guidelines on capital-to-asset ratio for
compliance by the Corporation upon the establishment of
the Corporation in 1997. The guidelines have since been
updated from time to time to take account of new products
launched by the Corporation. The Financial Secretary
issued in October 2011 a new set of guidelines by reference
principally to the Basel Il risk-based capital adequacy
framework, the Guidelines on Capital Adequacy Ratio (CAR),
which took effect on 31 December 2011. The minimum
CAR stipulated in the new Guidelines is 8%, which is the
same minimum capital requirement under the Basel II. As
at 31 December 2012, the Corporation had a capital base of
HK$8.6 billion and a CAR of 20.2%.

The prudent use of regulatory capital is monitored daily
in accordance with the new capital guidelines. The Chief
Executive Officer (CEOQ) reports the CAR and the daily
minimum ratio to the Board of Directors on a quarterly basis.
An early warning system is also in place. If the CAR drops to
the threshold level of 14%, the CEO will alert the Executive
Directors. If the CAR falls to 12% or below, the Board of
Directors will be informed and appropriate remedial actions
will be taken.

Longevity Risk

Longevity risk refers to the heightening risk of larger payouts
under the Reverse Mortgage Programme. The longer the
payout period is, the larger the loan balance will be over
time, and the less buffer there will be for the sale of the
property to cover the outstanding loan balance. A loss may
arise if there is a shortfall in the recovery amount after the
disposal of the property. The termination rate of the loans
depends largely on the mortality rate (i.e. life expectancy) of
the borrowers.

Annual risk analysis is conducted in order to assess the
potential financial impact of longevity risk for Reverse
Mortgage loans, as well as the interaction among
the various risk factors under the Reverse Mortgage
Programme. The mortality assumptions are reviewed on a
regular basis by the Transaction Approval Committee.

Process Management and Information
Technology

Automation is instrumental in ensuring efficiency and
accuracy in daily operations. Since its inception, the
Corporation has devoted substantial resources and effort to
developing and upgrading its business operations, internal
controls and application systems.

A new treasury system was successfully rolled out in 2012
after satisfactory completion of comprehensive testing
and a parallel run with the existing treasury system. The
new system facilitates the timely development of new
treasury and hedging products. The Corporation is also
developing the other treasury risk system to have better risk
management surveillance and integration across various
products, counterparts and regions; and more robust and
responsive adaptations to meet future regulatory and
reporting requirements.

In 2012, the Corporation further automated the SFGS
operations to support the new 80/20 loan guarantee
products. The system can provide internal control and
process automation for application processing, post-
commitment monitoring, guarantee fee administration,
claim processing and management reporting for SFGS.
The existing internet-based business platform has also
been enhanced to facilitate straight-through processing for
handling high application volume of the new SFGS products.
This e-platform system has enabled the Corporation and
SFGS participating lenders to operate at higher efficiency
by automating the workflows, enhancing the quality of
application processing and shortening the application
turnaround time.

To support the launch of the MF Scheme in July 2012,
the Corporation developed the microfinance application
systems to facilitate the loan application processes and
servicing operations for both the pilot banks and the
Corporation. The pilot banks can opt to use the system to
serve their microfinance clients.

Further system modifications on the reverse mortgage
system have been implemented for handling the enhanced
features of the Reverse Mortgage Programme introduced in
November 2012.
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Corporate Social Responsibility

In recognition of the Corporation’s contribution to the
community and its commitment to corporate social
responsibility (CSR) in the past years, the Corporation has
been awarded the Caring Organisation Logo by the Hong
Kong Council of Social Service since 2008 and has now
stepped into the fifth year of CSR participation.

GUNE

caringorganisation

Awarded by The Hong Kong Council of Social Service
Hart TREEETaR

o BT
nership

for Innovation

Caring Company Recognition Ceremony

As a socially responsible organisation, the Corporation
cares for both its employees and the community. The
Corporation has underlined its commitment to corporate
social responsibility by caring for its employees’ well-
being, participating in charity activities and implementing
environmental protection measures.

Care for Employees

Staffing and Remuneration

The Corporation attracts and grooms talent to ensure the
efficient performance of its core mission of enhancing
stability in the banking sector, promoting wider home
ownership and facilitating the development of the debt
securities market. Employees are provided with competitive
remuneration packages and fringe benefits, a promising
career path and development opportunities, and a healthy
and safe working environment. The Corporation has also
adopted family-friendly practices by offering a five-day week
to help employees maintain a good work-life balance, as

well as comprehensive medical and dental insurance plans
which cover both the employees and their family members.

Through systems automation and process re-engineering,
the Corporation has maintained a lean and efficient
workforce, despite an increase in the scope of purchases
and the complexity of the products it offers. In 2012, the
permanent staff establishment of the Corporation was 178,
and the staff turnover rate was 8.31%.

Training and Development

The Corporation recognises the importance of ongoing
training and has devoted considerable resources to the
continuous enhancement of its employees’ professional
knowledge and skills. In 2012, the Corporation arranged
different programmes and workshops to help employees
enhance their product knowledge, and strengthen their
managerial and technical competence and soft skills.

The in-house training workshops covered a wide range of
topics such as treasury counterparty risk management,
effective communication, planning and organising,
negotiation in handling crisis, etc. A management
development programme was also introduced to
strengthen the managerial competence of senior staff
members. Language courses were held on business writing,
and IT desktop workshops were organised on software
applications.

Negotiation in Handling Crisis Seminar
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Management Development Programme

The Corporation also sponsored employees for external
job-related training and development courses covering
a wide range of topics, from mortgage-related issues,
risk management, corporate governance, finance and
accounting to information technology and leadership
training.

In addition, all new employees were provided with an
induction session to help them develop a positive working
relationship by building a foundation of knowledge about
the Corporation’s organisation structure, functions and
policies.

Health and Safety

AS a caring organisation, the Corporation is dedicated to
looking after both the physical and mental health of its
employees. An Employee Support Programme is in place to
provide confidential external counselling and consultation
services to employees and their family members, if needed.
A vaccination programme for the prevention of influenza
and health-check programmes at privileged rates were also
offered to employees.

The Corporation has further reviewed and strengthened
its contingency plans, such as split-team arrangements,
to ensure an immediate response to a possible outbreak
of influenza. The contingency plans aim to prevent the
spread of communicable diseases among employees
and to minimise any unexpected or sudden disruption to
business operations. Periodic drills are organised to make
sure employees are conversant with the activation of the
back-up facilities, contingency plans and communication
arrangements in case of emergency.

Employee Relations and Staff Activities

To promote a healthy work-life balance and foster a family-
friendly working environment, the HKMC Staff Club regularly
organises staff activities to cultivate better relationships and
communication among employees. In 2012, these activities
included social outings, barbecue gatherings, interest
classes, Work-Life Balance Week, and other staff gatherings,
all of which were well received by employees and their
families. Our employees also participated in friendly
table-tennis games with other organisations for fun and
team building. The e-newsletter “Mind Channel” regularly
disseminates short stories, epigrams and health tips to all
employees to create and maintain an optimum work-life
balance and fulfilment.
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Night Squid Fishing Tour

Barbecue gathering

To facilitate effective communication within the
Corporation, the intranet Staff Homepage is frequently
updated so that useful information can be shared among
different departments. There is also the Staff Suggestion
Scheme, which encourages staff to make suggestions for
improvements in work flow and the workplace.

Care for the Community

Charities and Social Activities

The Corporation promotes various charitable and
community functions, such as fund-raising events,
donation campaigns and voluntary services. Employees are
encouraged to support charity activities and join voluntary
work organised by the HKMC Volunteers Team, Caring
League.

In 2012, the Corporation organised donation campaigns,
such as Dress Casual Day 2012 for the Community Chest
and the HKMC charity concert for education projects on the
Mainland, and held its annual Blood Donation Day event
for the Hong Kong Red Cross, part of the Corporation’s
community programme.

Dress Casual Day

Employees have been keen to participate in voluntary
services, demonstrating their concern for the needy
by dedicating time and effort to various causes. The
Caring League has partnered with several social service
organisations to participate in a number of voluntary
services, including the following:

e Care for the environment — a recycling campaign in
partnership with the Salvation Army to collect books,
stationery, toys, etc.

Recycling Campaign
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e Care for the elderly — organised by HOPE worldwide and | e M) — ) o I I
the Mongkok Kai Fong Association Ltd — Chan Hing Social ~ #¥*1 & X NGl | e
Service Centre respectively, involving our volunteers
visiting the homes of elderly people living alone and
bringing them "lucky bags" with daily necessities to
welcome the Chinese New Year and Mid-Autumn
Festival.

"Lucky Bags" for the Elderly

3

e Care for the children — organised by HOPE worldwide,
our volunteers accompanied children from low income
families to practise oral English with foreigners and to
look for appropriate level of English reading books at
bookstores.

I
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Visiting the Elderly

Practising Oral English with Children
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Selecting English books with Children

Student Internship and Executive Trainee Programmes

To help nurture talent for the future, the Corporation
provides a number of internship and placement
programmes for undergraduates to give them a taste of the
real business world and help them better prepare for their
future careers. The students who joined the programmes
appreciated the learning experience and incredible work
opportunities they were exposed to.

In 2012, the Corporation launched its second Executive
Trainee Programme with the objective of attracting young
executives with good potential to meet the Corporation’s
operational needs and long-term staff development plan.
Throughout the two-year programme, the Executive
Trainees have the opportunity to undergo job rotations and
attend structured learning and development programmes
from time to time.

Environmental Protection

The Corporation continuously supports and implements
various green measures to create a more environmentally
friendly office and raise employees’ awareness of methods
of waste reduction and energy conservation. In 2012, the
Corporation organised a Green Office Campaign during
which useful green tips were shared among employees.
Employees are encouraged to adopt paperless working
practices by using more electronic communication. They
are also encouraged to collect waste paper and used
toner cartridges for recycling, and are reminded to switch
off their computers before leaving the office. Since 2006,
the Corporation has taken various measures, including
better control of office temperature, in the interest of
energy efficiency. The Corporation welcomes suggestions
from employees for green office ideas and encourages its
suppliers to use and offer more environmentally friendly
products whenever possible.
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Financial Review

In 2012, the Hong Kong economy faced strong external
headwinds amid the recession in the euro area, the slow
recovery of the US economy and the negative spillover
to Asia, which weighed heavily on Asian production and
trade flows. As a result, Hong Kong's total exports of
goods showed only moderate growth in the third quarter
after two quarters of slowing growth. Exports of services
also decelerated in the face of the prevailing external
conditions. Domestically, investment spending remained
strong on the back of robust private machinery and
equipment acquisition, intensive large-scale infrastructure
works, and a further surge in private sector building activity.
Meanwhile, private consumption expenditure grew steadily
amid generally stable job and income conditions. The
labour market too held largely stable, though some signs
of weakening emerged towards the end of third quarter
amid concerns the uncertainty in the external environment
would restrain economic growth. The seasonally adjusted
unemployment rate stayed at 3.3% in the last quarter. For
the year, the Hong Kong economy grew a modest 1.4%.

Inflation continued its easing trend in 2012 in tandem with
the slow economic growth. The underlying inflation rate
fell to 4.1% from 5.3% in 2011. However, pressure from
the rental component is likely to increase further amid the
gradual pass-through of rising property prices and rentals
for fresh leases. Risks to inflation have also increased with
additional quantitative easing in the US, through its potential
impact on global commodity prices and local property
prices. In the property market, the disconnection between
housing prices and economic fundamentals appeared to
have become more acute. In contrast to moderate income
growth, housing prices surged about 25% over the year.
The local economy still faces downside risks stemming
from external environment, while upside risks to inflation
and property prices remain amid loose global monetary
conditions.

Income Statement

Financial Performance

Despite the challenging economic environment, the
Corporation continued to achieve satisfactory financial
results. The profit attributable to shareholders for 2012
was HK$1,125 million, a decrease of HK$131 million or
10.4% compared with 2011 (Figure 1). The return on
equity was 12.4% (2011: 15.5%). Against the record financial
performance in 2011, the reduced profitability was mainly
due to loan portfolio rundown with tightening in net interest
spread, reduced contributions from the mortgage insurance
business amid a slower housing turnover, and increased
costs due to the launch of new policy initiatives such as
Special Concessionary Measures under the SME Financing
Guarantee Scheme and the Microfinance Scheme. The lower
return on equity was also attributable to the relatively low
dividend payout to shareholders over the past two years
in order to retain capital for new policy initiatives. Amid
the decrease in operating income with resources required
to support the new policy initiatives, the cost-to-income
ratio increased to 15.4 % from 11.8% in 2011. The capital
adequacy ratio remains solid at 20.2%, well above the
minimum 8% guideline stipulated by the Financial Secretary.

Figure 1

Profit attributable to shareholders
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Financial Review

Net Interest Income

The net interest income for the year declined 5% to HK$812
million (2011: HK$855 million), which was attributable mainly
to the loan portfolio runoff but partially offset by an increase
in cash and investments. The net interest spread fell to 1.4%,
from 1.6% in 2011, and the net interest margin dropped to
1.5% from 1.7%.

Net Mortgage Insurance Premiums Earned

In view of the volatile property price movements in 2012,
the Government announced successive supply side
measures, prudential measures requiring tighter mortgage
underwriting criteria and anti-speculative measures
with Special Stamp Duty to curb speculation, and the
introduction of Buyer's Stamp Duty to alleviate the supply
and demand stress in the residential property sector. New
mortgage loans drawn down in the residential property
market decreased to HK$192 billion from HK$227.8 billion
in 2011.  New business underwritten under the Mortgage
Insurance Programme (MIP) dropped to HK$22 billion from
HK$26.3 billion. The net premiums earned after commission
expenses decreased to HK$363 million from HK$550 million
a year earlier amid slower housing turnover. Taking into
account the write-back of provisions for outstanding claims
of HK$13 million (2011: a write-back of HK$19 million), the
net premiums earned decreased by 33.9% to HK$376 million
from HK$569 million.

Other Income

Other income rose 17.2% to HK$232 million (2011: HK$198
million). The net gain on disposal of investments was about
HK$97 million (2011: HK$65 million), which was mainly a
result of rebalancing and diversifying of the investment
portfolio. A dividend income of HK$90 million (2011: HK$65
million) was received from listed investment securities,
consisting of ABF Hong Kong Bond Index Fund, ABF Pan
Asia Bond Index Fund and a real estate investment trust.
The Corporation also recorded an exchange gain of HK$30
million (2011: HK$51 million), primarily due to the revaluation
of the approved US dollar and renminbi exposures.

Operating Expenses

The Corporation continued to maintain stringent cost
controls to contain expenses and improve operating
efficiency. Operating expenses recorded a 14.1% increase
year on year to HK$219 million, but this was HK$21 million
lower than that of the approved budget. Staff costs rose
9.2% to HK$143 million, attributable mainly to resources
required to support the launch of new policy initiatives and
enhancements to the Reverse Mortgage Programme. Staff
costs accounted for 65.3% of total operating expenses
(68.2% in 2011). Premises rentals and related costs
increased by HK$12 million to HK$28 million, mainly as
a result of additional rental expenses for a new office in
Sheung Wan after the expiry of a lease at Two International
Finance Centre.

Allowance for Loan Impairment

Asset quality remained strong, with the delinguency ratio
staying at 0.03%. Taking into account the development
of the residential property market and local economic
conditions, a collective assessment for loan impairment
of HK$6 million was charged back in 2012, according to
the approved prudent provisioning policy. During the year,
no loan was written off (2011: Nil) with a recovery of HK$2
million (2011: HK$2 million).

Financial Position

Loan Portfolio

During the year, the Corporation purchased Hong Kong loan
assets of about HK$0.9 billion (2011: HK$9.7 billion). After
accounting for the prepayments and repayments during
the year, the outstanding balance of the Corporation’s loan
portfolio recorded a normal runoff of HK$8.1 billion, leaving
an outstanding balance of HK$25.9 billion.
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Investment Securities

The Corporation adopts a prudent, low-risk approach in
managing its surplus funds and investment activities in
accordance with the Board’s investment guidelines. As
at 31 December 2012, the total investment portfolio was
HK$15 billion (2011: HK$10.6 billion), which included HK$5.8
billion of available-for-sale investments and HK$9.2 billion
of held-to-maturity investments. Following the prudent
investment guidelines, the Corporation did not directly
or indirectly hold any sub-prime investments, special
investment vehicles, collateralized debt obligations, high
risk European sovereign debt, or debt securities issued by
failed institutions in its investment portfolio. In 2012, there
was no impairment loss from investments.

Debt Securities Issued

In 2012, the Corporation issued HK$19.1 billion of debt
securities under the Medium Term Note Programme. All
the non-Hong Kong dollar debts were swapped into Hong
Kong dollars or US dollars for hedging purposes. As at 31
December 2012, the total outstanding balance of the debt
securities had decreased 11.4% or HK$4.7 billion to HK$36.4
billion from a year earlier. The reduction mainly reflected
the low level of loan purchases amid abundant liquidity in
the local banking sector.

Key Off-balance Sheet Exposure

Mortgage Insurance

The Corporation operates the MIP on a risk-sharing basis
with the approved reinsurers. At the end of 2012, the total
risk-in-force was about HK$16.6 billion (2011: HK$16.6
billion), of which HK$2.8 billion (2011: HK$2.5 billion) was
ceded to the approved reinsurers. The off-balance sheet
risk-in-force exposure borne by the Corporation decreased
marginally to HK$13.8 billion, as compared with HK$14.1
billion in 2011. Of this exposure, the excess loss of HK$1.8
billion of risk-in-force was hedged through the excess-of-
loss reinsurance arrangement to reinsure the middle layer
risk position, while the Corporation retains a portion of the
total risks comprising the first-loss and residual risks.

The provision for outstanding claims accounted for 0.31%
(2011: 0.37%) of the retained risk-in-force at end of 2012.
The delinquency ratio remained healthy at 0.002% (2011:
0%).

Dividend

At the Annual General Meeting held on 15 April 2013, the
shareholders, having considered the financial performance
and the capital requirements for business development,
approved a final dividend of HK$0.375 (2011: HK$0.175) per
share, totalling HK$750 million (2011: HK$350 million) and
representing a dividend payout ratio of 66.7%.
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Report of the Directors

EERMAREZEERRESRARAILENE
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FEB B A fib 3 [ B LA 26 Sl L At 44 am B
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(5) BLRAHE AT B AET YRR IR
BERRZEZBER  REZBRE
(6) BLATE AR A B R H I TR -
(@) MR AIHEATHE B AMEE Y R EE R
F_RBER BUREEEEZEER
BEEEBEXMNHE &

(b) ARAIRBRAETENT  PRAERIE
ERRAHHBOER &

7) RE—EPRFELAR/NEERAEE -
ARRHMBERR - KFRZEHEERAAETR

BEFNERATNARENREZEB DRI
REATEFREMITE22 « 23 % 34 ©

The Directors have pleasure in presenting their report together with the
audited financial statements of the Company and its subsidiaries (for the
purpose of this report, including the special purpose entities used for
issuing mortgage-backed securities) (together the “Group”) for the year
ended 31 December 2012.

Principal Activities
The general principal activities of the Company are:

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

(2) to acquire, 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 purchased or acquired;

(3) to issue notes or debt securities to institutional investors or retail
investors;

(4) to securitise mortgage portfolios through special purpose entities by
way of issuing mortgage-backed securities to investors;

(5) to provide mortgage insurance cover to Authorized Institutions (“Als”)
in respect of mortgage loans and reverse mortgage loans originated
by such Als and secured on residential properties;

(6) to provide financial guarantee cover to Als in respect of:

(@) second mortgage loans originated by such Als and secured on
residential properties for payment of premium to the Hong Kong
Housing Authority and the Hong Kong Housing Society; and

(b) loans originated by such Als to small and medium-sized
enterprises and non-listed enterprises in Hong Kong; and

(7) to operate a centralised microfinance platform to support
microfinance loans.

The corporate information and principal activities of the subsidiaries,
jointly controlled entity of the Company and special purpose entities
used for issuing mortgage-backed securities are shown in Notes 22, 23
and 34 respectively to the financial statements.
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Results and Appropriations

The results of the Group for the year ended 31 December 2012 are set
out in the consolidated income statement on page 104 together with
particulars of the proposed dividend.

Reserves

Movements in the reserves of the Group during the year are set out in
the consolidated statement of changes in equity on page 108.

Fixed Assets

Details of the movements in fixed assets of the Group and of the
Company during the year are set out in Note 25 to the financial
statements.

Debt Securities

The Company issued notes with a total notional value of HK$19.1 billion
under its US$6 Billion Medium Term Note Programme for a consideration
of around HK$19.1 billion during the year ended 31 December 2012. The
proceeds of the notes were used for the purposes of providing general
working capital for the Company. A summary of the debt securities
issuance and redemption activities is set out in Note 29 to the financial
statements.

Mortgage-backed Securities
A summary of the mortgage-backed securities redemption activities is
set out in Note 30 to the financial statements.

Directors

The Directors of the Company who served during the year were as
follows:

The Hon. John TSANG Chun-wah, GBM, JP
Chairman and Executive Director

Mr. Norman T. L. CHAN, GBS, JP
Deputy Chairman and Executive Director
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Mr. Peter PANG Sing-tong, JP
Executive Director

Mr. Eddie YUE Wai-man, JP
Executive Director

Ms. Diana CESAR
Director (appointed on 30 April 2012)

Professor the Hon. K. C. CHAN, GBS, JP
Director

The Hon. CHAN Kin-por, BBS, JP
Director

Miss Tanya CHAN
Director

Ms. Eva CHENG, GBS, JP
Director (retired on 1 July 2012)

Professor the Hon. Anthony CHEUNG Bing-leung, GBS, JP
Director

Mr. Eddy FONG Ching, GBS, JP
Director

Mr. Andrew FUNG Hau-chung, JP
Director

Mr. Ryan FUNG Yuk-lung
Director (retired on 30 April 2012)

Mr. Lester Garson HUANG, JP
Director

Mr. LEE Huat-oon
Director (appointed on 30 April 2012)

The Hon. Ms. Starry LEE Wai-king, JP
Director

The Hon. Andrew LEUNG Kwan-yuen, GBS, SBS, JP
Director

Dr. the Hon. David LI Kwok-po, GBM, GBS, Hon. LLD (Cantab), JP
Director
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The Hon. Abraham SHEK Lai-him, SBS, JP
Director

Mr. Jason YEUNG Chi-wai
Director (retired on 30 April 2012)

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 next annual general meeting.

Directors’ Interests in Transactions and Contracts

During the year, the Company provided insurance cover and financial
guarantee cover to The Hongkong and Shanghai Banking Corporation
Limited (“"HSBC") under the Mortgage Insurance Programme (“MIP”) and
the SME Financing Guarantee Scheme. HSBC was arranger and dealer
under the Company’s US$6 Billion Medium Term Note Programme.
Ms. Diana Cesar, a Director of the Company, is the Head of Retail
Banking and Wealth Management Hong Kong of HSBC.

During the year, the Company provided insurance cover to Bank of
China (Hong Kong) Limited (“Bank of China”) under the MIP. Mr. Jason
Yeung Chi-wai, who retired as a Director of the Company on 30 April
2012, is the Deputy Chief Executive of Bank of China.

Save for the above, there was no contract of significance in relation to
the Company’s business to which the Company or any of its subsidiaries
was a party and in which a Director had a material interest, either
directly or indirectly, which subsisted at the end of the year or at any
time during the year.

At no time during the year was the Company a party to any arrangement
to enable any of its Directors or members of its management to acquire
benefits by means of the acquisition of shares in, or debt securities of,
the Company or any other body corporate.

Additional Disclosures in Compliance with the
Provisions of the Insurance Companies Ordinance
(“1c0”)

During the year, the “Controllers” of the Company (as defined in the ICO)
were the Hon. John Tsang and Mr. James H. Lau Jr. (Chief Executive
Officer of the Company). Mr. Lau did not have any interests in the
transactions or the contracts which the Company had entered into
during the year ended 31 December 2012. Mr. Lau retired as Chief
Executive Officer and ceased to be a Controller of the Company with
effect from 1 January 2013 and Mr. Raymond Li Ling-cheung was
appointed as Chief Executive Officer and became a Controller of the
Company with effect from 1 January 2013.
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During the year, the Company did not carry on insurance business
relating to liabilities or risks in respect of which persons were required
by any Ordinance to be insured.

There were in existence reinsurance arrangements between the
Company and the following approved reinsurers: Asia Insurance
Company, Limited, Bank of China Group Insurance Company Limited,
China BOCOM Insurance Company Limited, China Taiping Insurance (HK)
Company Limited, QBE General Insurance (Hong Kong) Limited (formerly
known as Hang Seng General Insurance (Hong Kong) Company Limited),
QBE Mortgage Insurance (Asia) Limited (formerly known as PMI Mortgage
Insurance (Asia) Limited) and AIG United Guaranty Insurance (Asia)
Limited. During the year, the Company operated its mortgage insurance
business on a risk-sharing basis. Except for those mortgage insurance
covers in respect of which no reinsurance arrangement had been made,
the Company ceded up to 50% of the risk exposure under its mortgage
insurance to each approved reinsurer, with the remaining risk exposure
being retained by the Company. The Company entered into bilateral
“excess of loss” reinsurance arrangements with an approved reinsurer
in 2010 and 2011 which were subsisting during the year.

Auditor

The financial statements have been audited by PricewaterhouseCoopers
which retires and, being eligible, offers itself for re-appointment.

On behalf of the Board of Directors

John C Tsang
Chairman and Executive Director

Hong Kong
15 April 2013
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To the shareholders of The Hong Kong Mortgage
Corporation Limited
(incorporated in Hong Kong with limited liability)

We have audited the consolidated financial statements of The Hong
Kong Mortgage Corporation Limited (the “Company”) and its subsidiaries
(together, the “Group”) set out on pages 104 to 211, which comprise the
consolidated and company statements of financial position as at 31
December 2012, and the consolidated income statement, the
consolidated statement of comprehensive income, the consolidated
statement of changes in equity and the consolidated statement of cash
flows for the year then ended, and a summary of significant accounting
policies and other explanatory information.

Directors’ Responsibility for the Consolidated
Financial Statements

The directors of the Company are responsible for the preparation of
consolidated financial statements that give a true and fair view in
accordance with Hong Kong Financial Reporting Standards issued by the
Hong Kong Institute of Certified Public Accountants, 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.

Auditor’s Responsibility

Our responsibility is to express an opinion on these consolidated
financial statements based on our audit and to report our opinion solely
to you, as a body, in accordance with section 141 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.

We conducted our audit in accordance with Hong Kong Standards on
Auditing issued by the Hong Kong Institute of Certified Public
Accountants. Those standards require that we comply with ethical
requirements and plan and perform the audit to obtain reasonable
assurance about whether the consolidated financial statements are free
from material misstatement.

The Hong Kong Mortgage Corporation Limited Annual Report 2012
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An audit involves performing procedures to obtain audit evidence about
the amounts and disclosures in the consolidated financial statements.
The procedures selected depend on the auditor’s judgment, including
the assessment of the risks of material misstatement of the consolidated
financial statements, whether due to fraud or error. In making those risk
assessments, the auditor considers internal control relevant to the
entity’s preparation of consolidated financial statements that give a true
and fair view 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 entity’s internal control. An audit also includes
evaluating the appropriateness of accounting policies used and the
reasonableness of accounting estimates made by the directors, as well
as evaluating the overall presentation of the consolidated financial
Statements.

We believe that the audit evidence we have obtained is sufficient and
appropriate to provide a basis for our audit opinion.

Opinion

In our opinion, the consolidated financial statements give a true and fair
view of the state of affairs of the Company and of the Group as at 31
December 2012, and of the Group’s profit and cash flows for the year
then ended in accordance with Hong Kong Financial Reporting Standards
and have been properly prepared in accordance with the Hong Kong
Companies Ordinance.

PricewaterhouseCoopers
Certified Public Accountants

Hong Kong, 15 April 2013
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Consolidated Income Statement

BE-Z--S+-A=+—-HLEE
for the year ended 31 December 2012

2012 2011
THERT TET
HK$°000 HK$'000
MEYA Interest income 6 1,135,362 1,032,602
FMBEXH Interest expense 7 (323,263) (177,789)
FERE WA Net interest income 812,099 854,813
EmEHREFE Net premiums earned 8 533,536 658,854
H A Other income 9 232,471 197,865
mEWA Operating income 1,578,106 1,711,532
R BB 5 Net claims written back 8 6,642 17,618
e B %5 Net commission expenses 8 (162,541) (108,000)
X Operating expenses 10 (219,267) (191,932)
RETRERTHYAS &) A Operating profit before impairment 1,202,940 1,429,218
BRURER#(BE) Write-back/(charge) of
loan impairment allowances 13 5,680 (3,141)
A Operating profit 1,208,620 1,426,077
JE fi 2L [R)42E I B B Va7 Share of profit of a jointly controlled entity 23 2,450 2,830
BRBE A A Profit before taxation 1,211,070 1,428,907
HIE Taxation 14(a) (85,524) (173,225)
A R F Profit for the year 1,125,546 1,255,682
PEfRRF,(B518) ¢ Profit/(loss) attributable to:
Vi NN 51 Equity holders of the Company 1,125,393 1,255,731
R PRSI AR IR Non-controlling interests 153 (49)
1,125,546 1,255,682

F1NE21N EFTE M s ALR

BSRKRA—EF D ©

financial statements.

The notes on pages 111 to 211 are an integral part of these consolidated

BRR S

Proposed dividend

16

750,000

350,000
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Consolidated Statement of Comprehensive Income

HECR-——F+-A=t—-HILHEE

for the year ended 31 December 2012

2012 2011
TET F&T
HK$'000 HK$'000
RNEE @A Profit for the year 1,125,546 1,255,682
Htp 2wk - Other comprehensive income:
A E Available-for-sale securities:
%“‘iﬁhﬂﬁlﬁé}%ﬁ — net unrealised gains 32 357,875 107,682
— HERQFEZSEA — fair value changes transferred to
WK income statement on disposal 32 (38,230) (51,884)

— 5 — amortisation 32 39 663

— 1A — tax effect 32 (52,748) (9,316)
W& - Cash flow hedges:

— EETHEMEERE — net gains arising from hedges recognised

EoEapall eyl in other comprehensive income 32 - 2,396

—BARERE — fair value changes transferred to

NEEE) income statement 32 5,495 10,195

—HiIA — tax effect 32 (907) (2,078)
BEGINETSRE AR Exchange differences on translation of

fE R =5 foreign operations

— Fﬁ%’&‘? — subsidiary 1,015 5,366

HEBEH EE — jointly controlled entity 32 5,276 (3,784)
FEEHERIIESIZEEEMEE  Share of other comprehensive (losses)/

(&), e income of a jointly controlled entity 32 (32) 279
R B IR A Release of fair value reserve and translation

D) A A A reserve upon disposal of investment in

IE 5 a jointly controlled entity 32 (7,733) -
AEZHEMEEE Other comprehensive income for the year,

[EEAIGS net of tax 270,050 59,519
rEEXEKFEE Total comprehensive income for the year 1,395,596 1,315,201
EiE2mEmkaE2sE Total comprehensive income attributable to:

AARRER Equity holders of the Company 1,395,342 1,314,713

RS RERR R Non-controlling interests 254 488

1,395,596 1,315,201

F1NE2N BTSN AR A VSRR —25 ©

financial statements.

The notes on pages 111 to 211 are an integral part of these consolidated
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Consolidated Statement of Financial Position

R=ZZ—=—F+=A=+—H
as at 31 December 2012

2012
THET )
HK$'000 HK$'000
EE ASSETS
ReNEHES Cash and short-term funds 17 9,715,544 10,245,165
FEMF B R FE R Interest and remittance receivables 18 469,590 590,998
TTESRTIEA Derivative financial instruments 19 1,443,013 1,559,187
BB EFRE Loan portfolio, net 20 25,895,399 33,135,818
BHEE Investment securities:
—AHEE — available-for-sale 21(a) 5,812,827 2,303,703
—RAEIH — held-to-maturity 21(b) 9,237,808 8,269,148
HEEHIEEEIRE Investment in a jointly controlled entity 23 - 130,045
FENRIE - e REMEE Prepayments, deposits and other assets 24 39,641 27,097
EEEE Fixed assets 25 29,128 31,274
BREEE Reinsurance assets 28 222,007 208,911
BEHAE Total assets 52,864,957 56,501,346
a& LIABILITIES
FEFE Interest payable 26 235,756 237,244
& T‘HPEIE RS & Accounts payable, accrued expenses
Hip B fE and other liabilities 27 4,465,116 4,274,883
MESRTA Derivative financial instruments 19 175,095 139,582
EHBIEAE Current income tax liabilities 14(b) 101,587 134,785
EEFIEAE Deferred income tax liabilities 14(b) 109,404 52,672
REREE Insurance liabilities 28 1,545,863 1,630,595
2ETEEE S Debt securities issued 29 36,404,627 41,097,207
BETIRBES Mortgage-backed securities issued 30 214,672 367,137
=Rtk Total liabilities 43,252,120 47,934,105
s EQUITY
EmFE AR Capital and reserves attributable to
AR R RE the equity holders:
[N Share capital 31 2,000,000 2,000,000
{RER 4 7l Retained profits 5,302,410 5,173,228
BORAR S Proposed dividend 16 750,000 350,000
ENEELE contingency reserve 32 977,773 731,562
NS Fair value reserve 32 569,109 302,615
E RS Hedging reserve 32 (8,656) (13,244)
PE o Translation reserve 32 9,778 10,911
9,600,414 8,555,072
RIEHERRANER Non-controlling interests in equity 12,423 12,169
B Total equity 9,612,837 8,567,241
EEREREHE Total liabilities and equity 52,864,957 56,501,346

BEFERN-_ZT—=FHA+RBEIEREET] Approved and authorised for issue by the Board of Directors on 15 April
17 ° 2013.

BRER Norman T. L. Chan REX Eddie W. M. Yue
BlFE#FHTEFE  Deputy Chairman and Executive Director HITEE Executive Director

FINE21N EFFE T Atr A I EHER—585 o The notes on pages 111 to 211 are an integral part of these consolidated
financial statements.
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Statement of Financial Position

RZZ-—Z=—F+=A=+—H
as at 31 December 2012

2011
T
HK$'000
BE ASSETS
ReMEHES Cash and short-term funds 17 9,588,343 10,121,847
FE UL FI B K FE R Interest and remittance receivables 18 460,415 578,070
PTESBMTA Derivative financial instruments 19 1,443,013 1,559,187
BRHEEFE Loan portfolio, net 20 21,943,803 28,006,425
FHHIEE Investment securities:
— A E — available-for-sale 21(@a) 5,812,827 2,303,703
—REEIH — held-to-maturity 21(0) 9,237,808 8,269,148
i B AR E Interests in subsidiaries 22 3,943,669 4,986,708
HEEFIEEIRE Investment in a jointly controlled entity 23 - 120,554
TENHIE He hEHEMEE Prepayments, deposits and other assets 24 46,520 188,787
B E&E Fixed assets 25 29,116 30,949
BREBREE Reinsurance assets 28 222,372 208,911
EEHRE Total assets 52,727,886 56,374,289
aE LIABILITIES
FEH A B Interest payable 26 235,686 237,128
FEIRIE - BERAX R Accounts payable, accrued expenses
EmaE and other liabilities 27 4,687,729 4,634,004
TESRIA Derivative financial instruments 19 175,095 139,582
2 HRIEEE Current income tax liabilities 14(b) 100,563 135,131
REFHIEEE Deferred income tax liabilities 14(b) 109,103 52,696
REREE Insurance liabilities 28 1,548,076 1,630,595
BEBITESE S Debt securities issued 29 36,404,627 41,097,207
EEEE Total liabilities 43,260,879 47,926,343
B EQUITY
A AR Capital and reserves attributable to
R fef the equity holders:
N Share capital 31 2,000,000 2,000,000
REB = A Retained profits 5,178,781 5,077,455
o A% B Proposed dividend 16 750,000 350,000
2\ Bex {5 8 Contingency reserve 32 977,773 731,562
N ERHE Fair value reserve 32 569,109 302,173
H R Hedging reserve 32 (8,656) (13,244)
EREE Total equity 9,467,007 8,447,946
BERERETE Total liabilities and equity 52,727,886 56,374,289

BEROR-_Z—=FNA+HBIEREET] Approved and authorised for issue by the Board of Directors on 15 April
1T 2013.

BRER Norman T. L. Chan REX Eddie W. M. Yue
SIFEFHITESE  Deputy Chairman and Executive Director HITEF Executive Director

BN BE N A IS HREN—35 - The notes on pages 111 to 211 are an integral part of these consolidated
financial statements.
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Consolidated Statement of Changes in Equity

BE-Z--S+-A=+—-HLEE
for the year ended 31 December 2012

RARRREN
Attributable to equity holders of the Company
R TEE
: e
[ RE A * HifEE Non-
Share Retained Other controlling et
capital profits* reserves interests Total
THT THT THT THT THT
HK$'000 HK$'000 HK$'000 HK$'000 HK$'000
R-B-—5-F—-R&H Balance as at 1 January 2011 2,000,000 4,911,624 678,735 11,681 7,602,040
RNEER/ (BE) Profit/(oss) for the year - 1,255,731 - 49) 1,255,682
MEEEEFOATEMZFE - Netfairvalue gains of available-for-sale
[REAL securities, net of tax 2 - - 47,424 - 47,424
RemrnEeFg - Net change in cash flow hedges,
[l net of tax 32 = = 10,513 - 10,513
BEBNEBBEELN Exchange differences on translation of
BiERE foreign operations
—HBAR — subsiciary 2 - - 4,829 537 5,366
LR g — jointly controlled entity 32 - - (3,784) - (3,784)
FER2ENEEE Total comprehensive income for the year - 1,255,731 58,982 188 1,315,201
RRBENBEACRARR Transfer of 50% or 75% of net risk
REFBEHS0%K75% 2 premium earned from retained
il profits to contingency reserve 32 - (307,140) 307,140 - -
HEREREEDZREET Release of contingency reserve to
retained profits 2 - 13,013 (13,013) - -
BERZ5-TERE Dividend paid related to 2010 = (350,000) = = (350,000)
R=B-—F+-B=1+-R&#  Balance as at 31 December 2011 2,000,000 5,523,228 1,031,844 12,169 8,567,241
AEE T Profit for the year - 1,125,393 - 153 1,125,546
MEHEEAMATEKZEE - Netfar value gains of available-for-sale
BHBRFHE securities, net of tax 32 - - 266,904 - 266,904
BE RS FE - CIRHIE  Net change in cash flow hedges,
net of tax R - - 4,588 - 4,588
BENEBRELNELZE Exchange differences on translation of
foreign operations
—HBAF — subsidiary 2 - - 914 101 1015
LRGBS — jointly controlled entity 2 - - 5,276 - 5,276
HELRRHEERE Disposal of investment in
ajointly controlled entity 2 - = (7733 - (7733
AEELEREER Total comprehensive income for the year - 1,125,393 269,949 254 1,395,596
BREETHASRARR Transfer of 50% or 75% of net risk
REFEN 0% 75% 2 premium earned from retained
Gl profits to contingency reserve 32 - (266,266) 266,266 - -
BRRFREREZRART Release of contingency reserve to
retained profits 2 - 20,055 (20,055) - -
BT ——FRE Dividend paid related to 2011 - (350,000) - - (350,000)
R-ZE--FE+-A=1+-R#%&t  Balance as at 31 December 2012 2,000,000 6,052,410 1,548,004 12,423 9,612,837

@ RZZE——F+-_A=+—H BRRZ&EANHE ~* As at 31 December 2012, HK$750 million (2011: HK$350 million) of retained profits was
750,000,000 7T (== ——4 : 350,000,000/ 7T) earmarked as proposed final dividend from retained profits.
EREERAHIRS.

FINE2VN BTSN AR MRz —E65 < The notes on pages 111 to 211 are an integral part of these consolidated
financial statements.
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Consolidated Statement of Cash Flows

BE-Z-—-S+-A=+—-HLEE
for the year ended 31 December 2012

2012

B 5T TERT
Notes HK$'000

2011
FTAT
HK$'000

REXBABRERE Cash flows from operating activities
£ Al Operating profit 1,208,620 1,426,077
AT SIBEL R AZE Adjustment for:
A EMA Interest income (1,143,387) (1,043,095)
MEZH Interest expense 262,501 111,620
fig BUTA Dividend income 9 (90,135) (65,071)
e Depreciation 10 14,127 8,609
HEBRTEEERNEE Loss on disposal of fixed assets - 51
BT EIRE ST R Amortisation of discount on
debt securities issued 60,762 66,169
T OB (B8, B (Write-back)/charge of loan impairment
allowances 13 (5,680) 3,141
Wiz [a] 4 85 ) & 5K Recoveries of loans previously written off — 20(b) 2,110 2,452
EH HEZLFEIEES Amortisation of unrealised loss on
2 B B S T Y available-for-sale securities transferred
*@fﬁﬁﬂéﬁﬁﬁﬁ to held-to-maturity securities 32 39 663
BHIEE R EHE Amortisation of premium on
investment securities 7,985 9,830
HEXRE W F5E Net gain on disposal of investments 12 (90,260) (64,952)
HeEHdEEHI TR A Gain on disposal of investment in
a jointly controlled entity 9 (7,137) -
SR T AR EEE Change in fair value of
financial instruments (23,558) (5,999)
RIBRSRE A S Change in translation of financial assets
TRIEES under cash flow hedge 32 - 2,396
BAMGERIREREH Fair value changes of cash flow hedge
KA EES) transferred to income statement 32 5,495 10,195
B E Interest received 1,165,156 1,296,840
BHE Interest paid (263,989) (367,929)
REtREBERBEEZHE  Cash flows from operating activities before
KEEGMSHRESRE changes in operating assets and liabilities 1,102,649 1,390,997
RE|H B RE =18 %288  Change in time deposits with original
TEHFEREE maturity of more than three months (8,252,857) 1,101,734
FE UL PE SR ) Change in remittance receivables 99,644 (187,576)
%EH,TAIE B MHEMERE  Change in prepayments, deposits and
E) other assets (4,722) 897
ERHEEE) Change in loan portfolio 7,243,989 2,117,526
JEHEEIE JEfTFISZ B Change in accounts payable, accrued
BEEE expenses and other liabilities 189,979 (16,286)
R BEFHEEE Change in insurance liabilities, net (97,828) (147,090)
GNEE BB = KR Exchange differences (7,707) (25,063)
KESIRE Cash generated from operation 273,147 4,235,139
2 AEIE Taxation paid (115,645) (167,889)
KE TS IR & 958 Net cash generated from
operating activities 157,502 4,067,250
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4B EERER consolidated Statement of Cash Flows

2011

THAT
HK$'000

REFTHMEBRERE Cash flows from investing activities
BEETEE Purchase of fixed assets 25 (11,982) (22,877)
BEAHEEES Purchase of available-for-sale securities ~ 21(a) (4,161,064) (645,167)
BERAEEIHES Purchase of held-to-maturity securities 21(b) (1,926,101) (1,743,272)
& B E B EFTS 3IA Proceeds from disposal of fixed assets - 230
o H E | E e Disposal of a jointly controlled entity 23 137,394 -
i KB B A] i B 5 Proceeds from sale and redemption of
FriSskIE available-for-sale securities 1,059,051 1,867,014
HeE R EREA S RHE A Proceeds from sale and redemption of
FrfS8 308 held-to-maturity securities 962,170 1,508,858
AT EFE SR E Dividend received from
available-for-sale securities 82,313 64,740
w&EE (FTR),/ s Net cash (used in)/generated from
& /55 investing activities (3,858,219) 1,029,526
BMEMNRS (RE),/ Net cash (outflows)/inflows
AR before financing (3,700,717) 5,096,776
RMETHRSRESRE Cash flows from financing activities
BB E A TS RIE Proceeds from issue of debt securities 29 19,076,997 28,525,186
BB BITERES Redemption of debt securities issued (23,661,825) (26,707,868)
EETIRBESEN Repayment of mortgage-backed
securities issued 30 (152,465) (1,138,513)
B E Dividend paid 16 (350,000) (350,000)
wmEEE (FTA), s Net cash (used in)/generated from
&5 financing activities (5,087,293) 328,805
HePERKRELEHR Net (decrease)/increase in cash
CRiD), /B hnF5E and cash equivalents (8,788,010) 5,425,581
FUEERERESIEH Beginning cash and cash equivalents 9,986,013 4,545,074
EZUEERERES Effect of exchange rates on cash and
EHE® cash equivalents 6,126 15,358
FRASRERRLER Ending cash and cash equivalents 17 1,204,129 9,986,013

F1NE21NEFHEM FAGE

SRR —EF S ©

financial statements.
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Notes to the Consolidated Financial Statements

1. REEE

BRRBEFARABD(ARA]) REWMBAR
(il [ AR E ) s MEHmER - DIRREEL
SRR ((BEEMAE]) ROENFERE

SEA((BEUBREEL ) (BEMAER
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A1) - BRI EESH LR R2E)
BEARNGRE - UREB DR AEDIEAEE
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EFrEMNER—B -

REN BBV BRELENNMBHRRE - AKX
RETEXRGHEE MERERBAKES
BERE AR TTIELHE - BRERS HERE
MOER  ARJXLATEEEVEREIBER
RS - SEMEARE -

2. EFEEFBR
2.1. FPEEVHREEL

() REZE-—-F—-—A—BBERNHER
RAERT

BERBREEAF7HR(EFTA) [
E—omEENEER] EERSRE
EREENERENERAE  WEEA
EHREREME R R AR -
REBREEROMBRRNNETE - Bk
BT EZEMEMROMWE - BHY
AEBENHBARIIERIEEERY
-,

T F A HENPRFELR
BERER  MBAKEELEATE
MEBUHREER -

1. Basis of preparation

The consolidated financial statements of The Hong Kong Mortgage
Corporation Limited (the “Company”) and its subsidiaries (collectively the
“Group”) have been prepared in accordance with Hong Kong Financial
Reporting Standards (“HKFRSs” is a collective term which includes all
applicable individual Hong Kong Financial Reporting Standards (“HKFRS”),
Hong Kong Accounting Standards (“HKASs") and Interpretations) issued
by the Hong Kong Institute of Certified Public Accountants (“HKICPA”"),
accounting principles generally accepted in Hong Kong and the
requirements of the Hong Kong Companies Ordinance.

The consolidated financial statements have been prepared under the
historical cost convention, as modified by the revaluation of available-
for-sale investment securities, financial assets and financial liabilities
(including derivative financial instruments) carried at fair value.

The principal accounting policies and methods of computation used in
the preparation of these consolidated financial statements are
consistently applied to all the years presented, unless otherwise stated.

The preparation of financial statements in conformity with HKFRSs
requires the use of certain critical accounting estimates. It also requires
management to exercise its judgement in the process of applying the
Group’s accounting policies. The areas involving a higher degree of
judgement or complexity, or areas where assumptions and estimates
are significant to the consolidated financial statements, are disclosed in
Note 4.

2. Summary of significant accounting policies

2.1. Adoption of HKFRSs

(@) New standards and amendments effective on 1 January
2012

Amendments to HKFRS 7 Disclosures — “Transfers of Financial
Assets” are intended to promote transparency in the reporting
of transfer transactions and improve users’ understanding of
the risk exposures relating to transfers of financial assets and
the effect of those risks on an entity’s financial position. These
amendments mainly affect disclosures in the financial
statement and no material impact on the financial position or
profit and loss of the Group is expected.

There are no HKFRSs that are effective for the first time for the

financial year beginning on 1 January 2012 that have a material
impact on the Group.
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FE BB HIET Notes to the Consolidated Financial Statements
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(b) New standards, amendments and interpretations issued but
not yet effective

The following new standards and amendments relevant to the
Group have been issued but are not effective for the financial
year beginning on 1 January 2012 and have not been early
adopted:

m Amendment to HKAS 1 “Presentation of Financial
Statements” changes the disclosure of items presented in
other comprehensive income in the statement of
comprehensive income. The amendment requires entities to
separate items presented in other comprehensive income
into two groups, based on whether or not they may be
recycled to profit or loss in the future. Items that will not be
recycled will be presented separately from items that may
be recycled in the future. The amendment is applicable to
annual periods beginning on or after 1 July 2012 with early
adoption permitted. The Group is assessing the impact of the
amendment and intends to adopt the amendment upon its
effective date.

m HKFRS 9 “Financial Instruments” addresses the classification,
measurement and recognition of financial assets and
financial liabilities and replaces part of HKAS 39.

Financial assets are required to be classified into two
measurement categories: those measured at fair value, and
those measured at amortised cost. The decision is made at
initial recognition. The classification depends on the entity’s
business model for managing its financial instruments and
the contractual cash flow characteristics of the instrument.

For financial liabilities, the standard retains most of the HKAS
39 requirements. The main change is that, in cases where
the fair value option is taken for financial liabilities, the part
of a fair value change due to an entity’s own credit risk is
recorded in other comprehensive income rather than the
income statement, unless this creates an accounting
mismatch.

HKFRS 9 is mandatory for annual periods beginning on or
after 1 January 2015 with earlier application permitted. The
Group is considering the implications of the whole standard
including other phases of HKFRS 9 as well as the appropriate
timing of its adoption.
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m HKFRS 10 “Consolidated Financial Statements” replaces all of

the guidance on control and consolidation in HKAS 27
“Consolidated and Separate Financial Statements”, and
HK(SIC)-12 “Consolidation — Special Purpose Entities”. HKAS
27 is renamed “Separate Financial Statements” and it
continues to be a standard dealing solely with separate
financial statements. The existing guidance for separate
financial statements is unchanged. The revised definition of
control under HKFRS 10 focuses on the need to have both
power and variable returns before control is considered to
be present. Power is the current ability to direct the activities
that significantly influence returns. Returns must vary and
can be positive, negative or both. The determination of
power is based on current facts and circumstances and is
continuously assessed. The standard is applicable to annual
periods beginning on or after 1 January 2013 with early
adoption permitted. The Group is assessing the impact of
HKFRS 10 and intends to adopt HKFRS 10 upon its effective
date.

m HKFRS 12 “Disclosure of Interests in Other Entities” includes

the disclosure requirements for all forms of interests in other
entities, including joint arrangements, associates, special
purpose vehicles and other off balance sheet vehicles. The
standard is applicable to annual periods beginning on or
after 1 January 2013 with early adoption permitted. The
Group is assessing the impact of HKFRS 12 and intends to
adopt HKFRS 12 upon its effective date.

m HKFRS 13 “Fair Value Measurements” establishes a single

source of guidance under HKFRS for fair value
measurements and disclosure requirements for use across
HKFRSs. HKFRS 13 does not change when an entity is
required to use fair value, but rather provides guidance on
how to measure fair value under HKFRSs when fair value is
required or permitted. The standard is applicable to annual
periods beginning on or after 1 January 2013 with early
adoption permitted. The Group is assessing the impact of
HKFRS 13 and intends to adopt HKFRS 13 upon its effective
date.

There are no other HKFRSS or interpretations that are not yet
effective that would be expected to have a material impact
on the Group.
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2.2. Consolidation

The consolidated financial statements include the financial
statements of the Company and all its subsidiaries made up to 31
December 2012.

(@) Subsidiaries

Subsidiaries are all entities (including special purpose entities
(“SPE")) over which the Group has the power to govern the
financial and operating policies generally accompanying a
shareholding of more than one half of the voting rights. The
existence and effect of potential voting rights that are currently
exercisable or convertible are considered when assessing
whether the Group controls another entity. Subsidiaries are
fully consolidated from the date on which control is transferred
to the Group. They are de-consolidated from the date that
control ceases.

Inter-company transactions, balances and unrealised gains on
transactions between group companies are eliminated.
Unrealised losses are also eliminated unless the transaction
provides evidence of impairment of the asset transferred.
Accounting policies of the subsidiaries have been changed
where necessary to ensure consistency with the policies
adopted by the Group.

Non-controlling interests represent the portion of the net
assets of subsidiaries attributable to interests that are not
owned by the Company. They are presented in the
consolidated statement of financial position and consolidated
statement of comprehensive income, separately from equity
attributable to equity holders of the Company. Non-controlling
interests in the results of the Group are presented on the face
of the consolidated income statement as an allocation of the
net profit for the period between non-controlling interest and
equity holders of the Company.

In the Company’s statement of financial position, the
investment in the subsidiaries is stated at cost less provision
for impairment allowances. The results of the subsidiaries are
accounted for by the Company on the basis of dividends
received and receivable.
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(b) Transactions with non-controlling interests

~

The Group treats transactions with non-controlling interests
without change of control as transactions with equity owners
of the Group. For purchases from the non-controlling interests,
the difference between any consideration paid and the relevant
share acquired of the carrying value of net assets of the
subsidiary is recorded in equity. Gains or losses on disposal to
non-controlling interests are also recorded in equity.

Jointly controlled entities

Joint venture arrangements that involve the establishment of a
separate entity in which venturers have joint control over the
economic activity are referred as jointly controlled entities.
Investments in jointly controlled entities are accounted for
using the equity method of accounting and are initially
recognised at cost.

The Group's share of its jointly controlled entities’ profits or
losses is recognised in the income statement, and its share of
movements in reserves is recognised in reserves. The
cumulative movements are adjusted against the carrying
amount of the investment. When the Group's share of losses in
a jointly controlled entity equals or exceeds its interest in the
entity, including any other unsecured receivables, the Group
does not recognise further losses, unless it has incurred
obligations or made payments on behalf of the entity.

In the Company’s statement of financial position, the
investment in the jointly controlled entity is stated at cost less
provision for impairment allowances. The results of the jointly
controlled entity are accounted for by the Company on the
basis of dividends received and receivable.
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2.4,

The Hong Kong Mortgage Corporation Limited

Interest income and expense

Interest income and expense are recognised in the income
statement for all interest bearing financial instruments using the
effective interest method.

The effective interest method is a method of calculating the
amortised cost of a financial asset or a financial liability and of
allocating the interest income or interest expense over the relevant
period. The effective interest rate is the rate that exactly discounts
estimated future cash payments or receipts through the expected
life of the financial instrument or, when appropriate, a shorter
period to the net carrying amount of the financial asset or financial
liability. When calculating the effective interest rate, the Group
estimates cash flows considering all contractual terms of the
financial instrument but does not consider future credit losses. The
calculation includes all fees and points paid or received between
parties to the contract that are an integral part of the effective
interest rate, transaction costs and all other premiums or
discounts.

Once a financial asset or a group of similar financial assets has
been written down as a result of an impairment |0ss, interest
income is recognised using the rate of interest used to discount
the future cash flows for the purpose of measuring the impairment
loss.

Non interest income other than those arising from
insurance and guarantee contracts under Note 2.22

(@) Fee and commission income

Fees and commissions are generally recognised on an accrual
basis when the service has been provided. Upfront
arrangement fees that are an integral part of the effective
interest rate are recognised as an adjustment to the effective
interest rate in determining interest income on the loans.

(b) Dividend income

Dividend income is recognised when the right to receive
payment is established.

Annual Report 2012
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2.5. Financial assets

The Group classifies its financial assets in the following categories:
financial assets at fair value through profit or loss; loans and
receivables; held-to-maturity investments; and available-for-sale
financial assets. The classification depends on the purpose for
which the investments were acquired. Management determines
the classification of its investments at initial recognition.

(a) Financial assets at fair value through profit or loss

This category has two sub-categories: financial assets held for
trading, and those designated as at fair value through profit or
loss at inception. A financial asset is classified as held for
trading if acquired principally for the purpose of selling in the
short term or if it is part of a portfolio of identified financial
instruments that are managed together and for which there is
evidence of recent actual pattern of short-term profit-making.
Derivatives are also categorised as held for trading unless they
are designated as hedges.

A financial asset is typically classified as fair value through
profit or loss at inception if it meets the following criteria:

(i) the designation eliminates or significantly reduces a
measurement or recognition inconsistency (sometimes
referred to as “an accounting mismatch”) that would
otherwise arise from measuring the financial assets or
financial liabilities or recognising the gains and losses on
them on different bases; or

(i a group of financial assets and/or financial liabilities is
managed and its performance is evaluated on a fair value
basis, in accordance with a documented risk management
or investment strategy, and this is the basis on which
information about the financial assets and/or financial
liabilities is provided internally to the key management
personnel.

(i) Financial assets, such as debt securities held, containing
one or more embedded derivatives which significantly
modify the cash flows, can be designated at fair value
through profit or loss.
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(b) Loans and receivables

~

Loans and receivables are non-derivative financial assets with
fixed or determinable payments that are not quoted in an
active market and for which the Group has no intention of
trading immediately or in the short term.

Held-to-maturity

Held-to-maturity investments are non-derivative financial
assets with fixed or determinable payments and fixed
maturities that the Group’s management has the positive
intention and ability to hold to maturity. Where the Group sold
or reclassified held-to-maturity assets (i) other than due to an
isolated event that is beyond the Group’s control, is non-
recurring and could not have been reasonably anticipated by
the Group, such as a significant deterioration in the issuer’s
creditworthiness or (i) other than an insignificant amount of
held-to-maturity assets, the entire category would be
reclassified as available-for-sale.

(d) Available-for-sale

Available-for-sale investments are non-derivative financial
investments that are either designated in this category or not
classified in any of the other categories. Available-for-sale
investments are those intended to be held for an indefinite
period of time, which may be sold in response to needs for
liquidity or changes in interest rate, exchange rate or market
prices. They are initially recognised at fair value including direct
and incremental transaction costs. They are subsequently held
at fair value.

Financial assets are initially recognised at fair value plus
transaction costs for all financial assets not carried at fair value
through profit or loss. Financial assets carried at fair value
through profit or loss are initially recognised at fair value, and
transaction costs are expensed in the income statement.
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Available-for-sale financial assets and financial assets at fair
value through profit or loss are subsequently carried at fair
value. Loans and receivables and held-to-maturity investments
are carried at amortised cost using the effective interest
method. Gains and losses arising from changes in the fair value
of the “financial assets at fair value through profit or loss”
category are included in the income statement in the period in
which they arise. Unrealised gains and losses arising from
changes in the fair value of available-for-sale financial assets
are recognised in other comprehensive income and
accumulated in equity (fair value reserve), until the financial
asset is derecognised or impaired at which time the cumulative
gain or loss previously accumulated in equity is reclassified to
income statement. However, interest calculated using the
effective interest method is recognised in the income
statement. Dividends on available-for-sale equity instruments
are recognised in the income statement when the entity’s right
to receive payment is established.

The fair value of quoted investments in active markets are
based on current bid prices. If there is no active market for a
financial asset, the Group establishes fair value by using
valuation technigues. These include the use of recent arm’s
length transactions, reference to other instruments that are
substantially the same, discounted cash flow analysis and
other valuation techniques commonly used by market
participants.

The Group may choose to reclassify financial assets that would
meet the definition of loans and receivables out of the available-
for-sale categories if the Group has the intention and ability to hold
these financial assets for the foreseeable future or until maturity at
the date of reclassification.

Reclassifications are made at fair value as of the reclassification
date. Fair value becomes the new cost or amortised cost as
applicable, and no reversals of fair value gains or losses recorded
before reclassification date are subsequently made. Effective
interest rates for financial assets reclassified to loans and
receivables and held-to-maturity categories are determined at the
reclassification date.
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2.6. Impairment of financial assets

(@) Assets carried at amortised cost

The Group assesses at the end of each reporting period
whether there is objective evidence that a financial asset or
group of financial assets is impaired. A financial asset or a
group of financial assets is impaired and impairment losses are
incurred if, and only if, there is objective evidence of
impairment as a result of one or more events that occurred
after the initial recognition of the asset (a “loss event”) and that
loss event (or events) has an impact on the estimated future
cash flows of the financial asset or group of financial assets
that can be reliably estimated. Objective evidence that a
financial asset or group of assets is impaired includes
observable data that comes to the attention of the Group about
the following loss events:

m significant financial difficulty of the issuer or obligor;

m a breach of contract, such as a default or delinquency in
interest or principal payments,

m the Group granting to the borrower, for economic or legal
reasons relating to the borrower’s financial difficulty, a
concession that the Group would not otherwise consider;

m initiation of bankruptcy proceedings or other financial
reorganisation,

m the disappearance of an active market for that financial asset
because of financial difficulties; or

m observable data indicating that there is a measurable
decrease in the estimated future cash flows from a group of
financial assets since the initial recognition of those assets,
although the decrease cannot yet be identified with the
individual financial assets in the group, including:

—adverse changes in the payment status of borrowers in the
group; or

—economic conditions that correlate with defaults on the
assets in the group.
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The Group first assesses whether objective evidence of
impairment exists individually for financial assets that are
individually significant. For exposures which are not individually
significant, the Group will assess impairment either individually
or collectively. If the Group determines that no objective
evidence of impairment exists for an individually assessed
financial asset, whether significant or not, it includes the asset
in a group of financial assets with similar credit risk
characteristics and collectively assesses them for impairment.
Assets that are individually assessed for impairment and for
which an impairment loss is or continues to be recognised are
not included in a collective assessment of impairment.

If there is objective evidence that an impairment loss on loans
and receivables or held-to-maturity investments carried at
amortised cost has been incurred, the amount of the loss is
measured as the difference between the asset’s carrying
amount and the present value of estimated future cash flows
(excluding future credit losses that have not been incurred)
discounted at the financial asset’s original effective interest
rate. The carrying amount of the asset is reduced through the
use of an allowance account and the amount of the loss is
recognised in the income statement. If a loan or held-to-
maturity investment has a variable interest rate, the discount
rate for measuring any impairment loss is the current effective
interest rate determined under the contract.

The calculation of the present value of estimated future cash
flows of a collateralised financial asset reflects the cash flows
that may result from foreclosure less costs for obtaining and
selling the collateral, whether or not foreclosure is probable.

For the purposes of a collective evaluation of impairment,
financial assets are grouped on the basis of similar credit risk
characteristics which are relevant to the estimation of future
cash flows for groups of such assets by being indicative of the
debtors’ ability to pay all amounts due according to the
contractual terms of the assets being evaluated.
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Future cash flows in a group of financial assets that are
collectively evaluated for impairment are estimated on the
basis of the contractual cash flows of the assets in the group
and historical loss experience for assets with credit risk
characteristics similar to those in the group. Historical loss
experience is adjusted on the basis of current observable data
to reflect the effects of current conditions that did not affect
the period on which the historical loss experience is based and
to remove the effects of conditions in the historical period that
do not exist currently.

Estimates of changes in future cash flows for groups of assets
should reflect and be directionally consistent with changes in
related observable data from period to period which are
indicative of changes in the probability of losses in the group
and their magnitude. The methodology and assumptions used
for estimating future cash flows are reviewed regularly by the
Group to reduce any differences between loss estimates and
actual loss experience.

When a loan is uncollectable, it is written off against the related
allowance for loan impairment at the discretion of the Credit
Committee. Such loans are written off after all the necessary
procedures have been completed and the amount of the loss
has been determined. Subsequent recoveries of amounts
previously written off decrease the amount of the allowance
for loan impairment in the income statement.

If, in a subsequent period, the amount of the impairment loss
decreases and the decrease can be related objectively to an
event occurring after the impairment was recognised, the
previously recognised impairment loss is reversed by adjusting
the allowance account. The amount of the reversal is
recognised in the income statement.
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2.7.

(b) Assets classified as available-for-sale investments

The Group assesses at the end of each reporting period
whether there is objective evidence that an available-for-sale
investment or a group of available-for-sale investments is
impaired. For debt securities, the group uses the criteria
referred to in (a) above. In the case of equity investments
classified as available for sale, a significant or prolonged
decline in the fair value of the security below its cost is also
evidence that the assets are impaired. If any such evidence
exists for available-for-sale financial assets, the cumulative loss
— measured as the difference between the acquisition cost
and the current fair value, less any impairment loss on that
financial asset previously recognised in income statement — is
removed from equity and recognised in the income statement.
If, in a subsequent period, the fair value of the instrument
classified as available-for-sale increases and the increase can
be objectively related to an event occurring after the
impairment loss was recognised in income statement, the
impairment loss to the extent of such change is reversed
through the income statement.

—
(¢
-~

Renegotiated loans

Loans that are either subject to collective impairment
assessment or individually significant and whose terms have
been renegotiated are no longer considered to be past due but
are treated as renegotiated loans.

Financial liabilities

Financial liabilities are classified into two categories: financial
liabilities at fair value through profit or loss and other financial
liabilities. All the financial liabilities are classified at inception and
recognised initially at fair value.

Debt securities issued in the statement of financial position include
(i) notes and Transferable Loan Certificates issued under the Debt
Issuance Programme (“DIP"), (i) notes offered to retail investors
through the placing banks in standalone retail bond issues and
under the Retail Bond Issuance Programme (“RBIP”) and (iii) notes
issued under the Medium Term Note Programme (“MTN"). The
mortgage-backed securities (“MBS”) issued by SPE through the
US$3 Billion Bauhinia Mortgage-backed Securitisation Programme
(“MBS Programme”) are recorded as mortgage-backed securities
issued in the statement of financial position on consolidation of
the SPEs. These notes (including MBS) are initially designated as
either (i) financial liabilities at fair value through profit or loss or (i)
other financial liabilities.
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2.8.

The notes (including those issued with embedded derivative
instruments) designated as at fair value through profit or loss upon
initial recognition are carried at fair value, with changes in fair
value being recorded in the income statement. Those notes which
are designated as hedged items under a fair value hedge are
adjusted for the fair value changes subject to the risk being
hedged.

The notes designated as other financial liabilities are initially
recognised at fair value, which is the fair value of the consideration
received, net of transaction costs incurred. The notes are
subsequently stated at amortised costs; any difference between
proceeds net of transaction costs and the redemption value is
recognised in the income statement over the period of the debt
securities using the effective interest method.

On redemption/repurchase of the notes, the resulting gains or
losses, being the difference between the redemption/repurchase
amount and the carrying amount, are recognised in the income
statement in the period in which the redemption/repurchase takes
place.

Recognition and de-recognition of financial instruments

Purchases and sales of financial assets at fair value through profit
or loss, available-for-sale and held-to-maturity investments are
recognised on the trade date, the date on which the Group
purchases or sells the assets. Loans and receivables are
recognised when cash is advanced to the borrowers. Financial
assets are derecognised when the rights to receive cash flows
from the financial assets have expired or where the Group has
transferred substantially all risks and rewards of ownership.

Financial liabilities at fair value through profit or loss and debt
securities issued are recognised on the trade date. Other liabilities
are recognised when such obligations arise. Financial liabilities are
de-recognised from the statement of financial position when and
only when the obligation specified in the contract is discharged,
cancelled or expired.
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2.9. Derivative financial instruments and hedge accounting

Derivatives are initially recognised at fair value on the date on
which a derivative contract is entered into and are subsequently
remeasured at their fair value. Fair values are obtained from
market prices in active markets, including recent market
transactions, and valuation technigues, including discounted cash
flow models and options pricing models, as appropriate. All
derivatives are carried as assets when fair value is positive and as
liabilities when fair value is negative. Interest receivables and
payables arising from derivatives are separately presented in the
consolidated statement of financial position.

The best evidence of the fair value of a derivative at initial
recognition is the transaction price (i.e. the fair value of the
consideration given or received).

Certain derivatives embedded in other financial instruments are
treated as separate derivatives when their economic
characteristics and risks are not closely related to those of the
host contract and the host contract is not carried at fair value
through profit or loss. These embedded derivatives are measured
at fair value with changes in fair value recognised in the income
Statement.

The method of recognising the resulting fair value gain or loss
depends on whether the derivative is designated as a hedging
instrument, and if so, the nature of the item being hedged. The
Group designates certain derivatives as either: (i) hedges of the fair
value of recognised assets or liabilities or firm commitments (fair
value hedge); or, (i) hedges of highly probable future cash flows
attributable to a recognised asset or liability, or a forecast
transaction (cash flow hedge). Hedge accounting is used for
derivatives designated in this way provided certain criteria are
met.

The Group documents, at the inception of the transaction, the
relationship between hedging instruments and hedged items, as
well as its risk management objective and strategy for undertaking
various hedge transactions. The Group also documents its
assessment, both at hedge inception and on an ongoing basis, of
whether the derivatives that are used in hedging transactions are
highly effective in offsetting changes in fair values or cash flows of
hedged items.
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(a) Fair value hedge

Changes in the fair value of derivatives that are designated and
qualified as fair value hedges are recorded in the income
statement, together with any changes in the fair value of the
hedged asset or liability that are attributable to the hedged risk.

If the hedge no longer meets the criteria for hedge accounting,
the adjustment to the carrying amount of a hedged item for
which the effective interest method is used, is amortised to
income statement over the period to maturity.

(b) Cash flow hedge

The effective portion of changes in the fair value of derivatives
that are designated and qualified as cash flow hedges are
recognised in other comprehensive income and accumulated
in equity. The gain or loss relating to the ineffective portion is
recognised immediately in the income statement.

Amounts accumulated in equity are recycled to the income
statement in the periods in which the hedged item will affect
income statement.

When a hedging instrument expires or is sold, or when a hedge
no longer meets the criteria for hedge accounting, any
cumulative gain or loss existing in equity at that time remains
in equity and is recognised when the forecast transaction is
ultimately recognised in the income statement. When a
forecast transaction is no longer expected to occur, the
cumulative gain or loss that was reported in equity is
immediately transferred to the income statement.

e
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Derivatives not qualified as hedges for accounting purposes

Derivative instruments entered into as economic hedges that
do not qualify for hedge accounting are held at fair value
through profit or loss. Changes in the fair value of any
derivative instrument are recognised immediately in the
income statement.

2.10.0ffsetting financial instruments

Financial assets and liabilities are offset and the net amount
reported in the statement of financial position when there is a
legally enforceable right to offset the recognised amounts and
there is an intention to settle on a net basis, or realise the asset
and settle the liability simultaneously.
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2.11.Repossessed assets

Repossessed collateral assets are accounted as assets held for
sale and reported in “Other assets” and the relevant loans are
derecognised. The repossessed collateral assets are measured at
lower of carrying amount and fair value less costs to sell.

2.12.Segment reporting

Operating segments are reported in a manner consistent with the
internal reporting provided to the chief operating decision maker.
The chief operating decision maker is the person or group that
allocates resources to and assesses the performance of the
operating segments of an entity. The Group has determined the
Chief Executive Officer as its chief operating decision maker.

Income directly associated with each segment is included in
determining segment performance. Funding costs are allocated to
each segment by way of internal fund transfer pricing
mechanisms. Cost allocation is based on the direct costs incurred
by the respective segment and apportionment of management
overheads.

2.13.Foreign currency translation

(@) Functional and presentation currency

Items included in the financial statements of each of the
Group's entities are measured using the currency of the
primary economic environment in which the entity operates
("the functional currency”). The consolidated financial
statements are presented in thousands of units of Hong Kong
dollars (HK$'000), which is the Company’s functional and the
Company's and the Group's presentation currency.

(b) Transactions and balances

Foreign currency transactions are translated into the functional
currency using the exchange rates prevailing at the dates of
the transactions. Foreign exchange gains and losses resulting
from the settlement of such transactions and from the
translation at year-end exchange rates of monetary assets and
liabilities denominated in foreign currencies are recognised in
the income statement.
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Monetary items denominated in foreign currency are translated
with the closing rate as at the reporting date. Non-monetary
items measured at historical cost denominated in a foreign
currency are translated with the exchange rate as at the date
of initial recognition, non-monetary items in a foreign currency
that are measured at fair value are translated using the
exchange rates at the date when the fair value was
determined.

In the case of changes in the fair value of monetary assets
denominated in foreign currency classified as available-for-
sale, a distinction is made between translation differences
resulting from changes in amortised cost of the security and
other changes in the carrying amount of the security.
Translation differences related to changes in the amortised
cost are recognised in profit or loss, and other changes in the
carrying amount, except impairment, are recognised in other
comprehensive income.

Translation differences on non-monetary financial instruments
held at fair value through profit or loss are reported as part of
the fair value gain or loss. Translation differences on non-
monetary financial instruments classified as available-for-sale
financial assets, are included in the fair value reserve in equity.

Group companies

The results and financial position of all the Group’s entities
(none of which has the currency of a hyperinflationary
economy) that have a functional currency different from the
presentation currency are translated into the presentation
currency as follows:

m Assets and liabilities for each statement of financial position
presented are translated at the closing rate at the date of
that statement of financial position;

m Income and expenses for each income statement are
translated at average exchange rates (unless this average is
not a reasonable approximation of the cumulative effect of
the rates prevailing on the transaction dates, in which case
income and expenses are translated at the dates of the
transactions);

m All resulting exchange differences are recognised in other
comprehensive income;
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m Exchange differences arising from the above process are
reported in shareholders’ equity as translation reserve; and

m On consolidation, exchange differences arising from the
translation of the net investment in foreign entities, and of
borrowings and other currency instruments designated as
hedges of such investments, are taken to other
comprehensive income. When a foreign operation is
disposed of, or partially disposed of, such exchange
differences are recognised in the consolidated income
statement as part of the gain or loss on sale.

(d) Disposal of foreign operation

On disposal of foreign operation, all of the exchange
differences accumulated in equity in respect of that operation
attributable to the equity holders of the Company are taken to
the income statement.

2.14.Fixed assets

Fixed assets are stated at historical cost less accumulated
depreciation and impairment losses. Historical cost includes
expenditure that is directly attributable to the acquisition of the
items.

Subsequent costs are included in the asset’s carrying amount or
are recognised as a separate asset, as appropriate, only when it is
probable that future economic benefits associated with the item
will flow to the Group and the cost of the item can be measured
reliably. The carrying amount of the replaced part is derecognised.
All other repairs and maintenance are charged to the income
statement during the financial period in which they are incurred.

Depreciation is calculated using the straight-line method to
allocate their cost to their residual values over their estimated
useful lives.

Leasehold improvements
Furniture and fixtures

over the unexpired period of the lease
over the unexpired period of the lease

Computer 3years
Office equipment 3years
Motor vehicle 4 years
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The Hong Kong Mortgage Corporation Limited

The assets’ residual values and useful lives are reviewed, and
adjusted if appropriate, at the end of each reporting period.

Gain and loss on disposal is determined by comparing proceeds
with carrying amount. It is included in the income statement.

2.15.Impairment of investment in subsidiaries, jointly

controlled entity, and other non-financial assets

The Group assesses at the end of each reporting period whether
there is any objective evidence that its interests in jointly controlled
entity are impaired. Such objective evidence includes whether
there has been any significant adverse changes in the
technological, market, economic or legal environment in which the
jointly controlled entity operates or whether there has been a
significant or prolonged decline in value below their cost. If there is
an indication that an interest in an associate or jointly controlled
entity is impaired, the Group assesses whether the entire carrying
amount of the investment (including goodwill) is recoverable. An
impairment loss is recognised in the income statement for the
amount by which the carrying amount is lower than the higher of
the investment’s fair value less costs to sell or value in use. Any
reversal of such impairment loss in subsequent periods is reversed
through income statement.

Impairment testing of the investment in a subsidiary is required
upon receiving a dividend from that subsidiary if the dividend
exceeds the total comprehensive income of the subsidiary
concerned in the period the dividend is declared or if the carrying
amount of the subsidiary in the Company's statement of financial
position exceeds the carrying amount of the subsidiary’s net
assets including goodwill in the consolidated statement of financial
position.

2.16.Current and deferred income tax

The tax expense for the period comprises current and deferred
tax. Tax is recognised in the income statement, except to the
extent that it relates to items recognised in other comprehensive
income or directly in equity. In this case, the tax is also recognised
in other comprehensive income or directly in equity.

Current income tax is calculated on the basis of the tax rates

enacted or substantively enacted at the end of the reporting
period.
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Deferred income tax is provided in full, using the liability method,
on temporary differences arising between the tax bases of assets
and liabilities and their carrying amounts in the consolidated
financial statements. Deferred income tax is determined using tax
rates that have been enacted or substantially enacted by the end
of the reporting period are expected to apply when the related
deferred income tax asset is realised or the deferred income tax
liability is settled.

Deferred tax assets are recognised where it is probable that future
taxable profit will be available against which the temporary
differences can be utilised. Deferred income tax is provided on
temporary differences arising from investment in the subsidiary,
except where the timing of the reversal of the temporary
difference is controlled by the Group and it is probable that the
difference will not be reversed in the foreseeable future.

Deferred tax related to fair value re-measurement of available-for-
sale investments and cash flow hedges, which are charged or
credited directly to other comprehensive income, is also credited
or charged directly to other comprehensive income and is
subsequently recognised in the income statement together with
the deferred gain or loss.

2.17.Employee benefits

(@) Employee leave entitlements

Employee entitlements to annual leave are recognised when
they accrue to employees. An accrual is made for the
estimated liability for annual leave and long-service leave as a
result of services rendered by employees up to the end of each
reporting period.

Employee entitlements to sick leave, maternity or paternity
leave are recognised when the absence occurs.

(b) Bonus plans

The Group recognises a liability and an expense for bonuses,
based on a formula that takes into consideration the profit
after certain adjustments. The Group recognises a provision
where contractually obliged or where there is a past practice
that has created constructive obligations.
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(c) Pension obligations

The Group offers a mandatory provident fund scheme and a
defined contribution scheme, the assets of which are generally
held in separate trustee — administered funds. These pension
plans are generally funded by payments from employees and
by the Group.

The Group’s contributions to the mandatory provident fund
scheme and defined contribution scheme are expensed as
incurred and are reduced by the portion of employer
contributions being forfeited by those employees who leave
the scheme prior to full vesting of the employer contributions.

(d) Termination benefits

Termination benefits are payable when employment is
terminated before the normal retirement date, or whenever an
employee accepts voluntary redundancy in exchange for these
benefits. The Company recognises termination benefits when
it is demonstrably committed to either: terminating the
employment of current employees according to a detailed
formal plan without possibility of withdrawal; or providing
termination benefits as a result of an offer made to encourage
voluntary redundancy. Benefits falling due more than 12
months after the end of each reporting period date are
discounted to present value.

2.18.Provisions

Provisions are recognised when the Group has a present legal or
constructive obligation as a result of past events where it is more
likely than not that an outflow of resources will be required to
settle the obligation, and the amount has been reliably estimated.

Provisions are measured at the present value of the expenditure
expected to be required to settle the obligation using a pre-tax
rate that reflects current market assessments of the time value of
money and the risks specific to the obligation.
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2.19.Leases

(@) Operating leases

~

Leases in which a significant portion of the risks and rewards
of ownership are retained by the lessor are classified as
operating leases. The Group entered into operating leases
primarily as lessee. Payments made under operating leases
(net of any incentives received from the lessor) are charged to
the income statement on a straight-line basis over the period
of the lease.

When an operating lease is terminated before the lease period
has expired, any payment required to be made to the lessor by
way of penalty is recognised as an expense in the period in
which termination takes place.

Finance leases

Leases of assets where the Group has substantially all the risks
and rewards of ownership are classified as finance leases. The
Group entered into finance leases primarily as lessor. Finance
leases are capitalised as receivables at the lease’s
commencement at the lower of the fair value of the leased
property and the present value of the minimum lease
payments. The difference between the gross receivable and
the present value of the receivable is recognised as unearned
finance income. Lease income is recognised over the term of
the lease using the net investment method, which reflects a
constant periodic rate of return. Hire purchase contracts
having the characteristics of a finance lease are accounted for
in the same manner as finance leases. Impairment allowances
are accounted for in accordance with the accounting policies
set out in Note 2.6.

2.20.Cash and cash equivalents

For the purposes of the statement of cash flows, cash and cash
equivalents comprise balances with less than three months’
maturity from the date of acquisition, including cash and balances
with banks that are readily convertible to known amounts of cash
and which are subject to an insignificant risk of change in value.
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2.21.Financial guarantee contracts

Financial guarantees are contracts that require the Group to make
specified payments to reimburse the holder for a loss it incurs
because a specified debtor fails to make payments when due, in
accordance with the terms of a debt instrument.

Financial guarantees are initially recognised in the financial
statements at fair value on the date that the guarantee was given.
Subsequent to initial recognition, the Group’s liabilities under such
guarantees are measured at the higher of the amount determined
in accordance with HKAS 37 Provisions, Contingent Liabilities and
Contingent Assets and the amount initially recognised less
cumulative amortisation recognised. Any changes in the liability
relating to financial guarantees are taken to the income statement.

The guarantees given to investors of mortgage-backed securities
issued by the Company for the timely repayment of guaranteed
MBS are recorded as financial guarantees under HKAS 39 in the
Company'’s statement of financial position.

Other financial guarantee contracts are accounted for as insurance
contracts in accordance with the accounting policies set out in
Note 2.22 (b).

2.22.Insurance and other guarantee contracts

(@) Mortgage insurance contracts

The mortgage insurance business under the Mortgage
Insurance Programme of the Group is accounted for on the
annual accounting basis. Under the annual accounting
approach, the Group makes provisions based on credible
estimates of future income and outgoings to determine the
underwriting result for the current accounting period. The
underwriting result includes any adjustments arising from the
correction of the previous estimates.

Gross premiums represent direct business written through
Authorized Institutions (“Als”) as defined in accordance with
the Banking Ordinance during an accounting period. The gross
premiums after deduction of discounts, include the reinsurance
premiums to be paid to the approved reinsurers, the risk
premiums and servicing fees earned by the Group. The net
premiums are recognised as income on a time-apportioned
basis during the time the insurance coverage is effective.
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Unearned premiums represent that portion of net premiums
written which are estimated to relate to risks and services
subsequent to the end of each reporting period.

Provisions are made for outstanding claims, claims incurred
but not reported and loss reserve at the end of each reporting
period. For risk-sharing business, 50% or 75% of the net risk
premiums earned in a year depending on the respective
product is set aside as a Contingency Reserve for a period of
time in accordance with relevant regulatory guidelines and as
considered appropriate by the directors. Withdrawals from the
Contingency Reserve can be made to meet excess claims at
any time during the period. At the end of the reporting period,
the unutilised balance of the Contingency Reserve can be
released to general reserve.

Reinsurance contracts refer to contracts entered into by the
Group with reinsurers under which the Group is compensated
for losses on one or more insurance contracts issued by the
Group. Benefits to which the Group is entitled under its
reinsurance contracts held are recognised as reinsurance
assets. These assets consist of claims recoverable from
reinsurers and receivables that are dependent on the expected
claims and benefits arising under the related reinsured
insurance contracts. Amounts recoverable from or due to
reinsurers are measured consistently with the amounts
associated with the reinsured insurance contracts and in
accordance with the terms of each reinsurance contract.
Reinsurance assets are primarily premiums for reinsurance
contracts and are recognised as an expense.

Commissions are recognised in the income statement as
incurred.

(b) Other guarantee and insurance contracts

The Group provides financial guarantees for loan facilities
provided to eligible small and medium-sized enterprises and
non-listed enterprises (SMES), in return for guarantee fee, and
insurance coverage on reverse mortgage provided to elderly
people, in return for insurance premium.

EBRBBEERAT —E——gF% 135



FE BB HIET Notes to the Consolidated Financial Statements

KEBRRELNA DDA S 7R
8 ESESBEE S ERY
8ERT RN - MBFEETEERA
(R B IR B R MR TR &
KELTRE - R BEE S E
B -

REFHEERSIREEZRAREEN
BT - FRRERE IR E K 50% F R
BRIREMT75%  E—REREA - AEE
AR - BIAE B R FERE R
FARMBERR - REE2HRHPK - K
B A LR o A O A5 R P B D 2 — AR
1o

2.23 KB 7EC

3.1.
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The Group will assess if its recognised liabilities are adequate
on each reporting date, using the current estimates of future
cash flows under these contracts. If the assessment shows
that the carrying amount of its guarantee and insurance
liabilities are inadequate in the light of the estimated future
cash flows, the shortfall shall be recognised in the income
Statement.

50% of the guarantee fee earned and 75% of the insurance
premium earned in a year is set aside as a Contingency
Reserve for a period of time in accordance with relevant
regulatory guidelines and as considered by directors to be
appropriate. Withdrawals from the Contingency Reserve can
be made to meet excess claims at any time during the period.
At the end of the reporting period, the unutilised balance of the
Contingency Reserve can be released to general reserve.

2.23.Dividend distribution

3.1.

Dividend proposed or declared after the end of each reporting
period is disclosed as a separate component of shareholders’
equity and as a liability in the period in which the dividends are
approved by shareholders.

Financial risk management

Strategy in using financial instruments

The major activities of the Group are (i) to purchase portfolios of
mortgages or loans; (i) to raise financing for its purchase of assets
through issuance of debt securities; and (iii) to provide mortgage
insurance cover to Als in respect of mortgage loans originated by
such Als and secured on residential properties in Hong Kong; (iv)
to provide financial guarantee cover to Als in respect of loans
originated by such Als to SMEs in Hong Kong; (v) to provide
insurance cover to Als in respect of reverse mortgage loans
originated by such Als to elderly people; and (vi) to operate a
centralised microfinance platform to support microfinance loans.
By their nature, the Group’s activities are principally related to the
use of financial instruments including cash, loans, debts and
derivatives.
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3.2.

The Group's activities expose it to a variety of financial risks and
those activities involve the analysis, evaluation, acceptance and
management of some degree of risk or combination of risks. The
Group manages the risks in a prudent manner in sustaining the
Group'’s financial performance.

The Corporate Risk Management Committee is set up at corporate
level to provide oversight of the enterprise-wide risk matters
including financial and non-financial risks. The policies and limits
for various risks are monitored and reviewed regularly by various
management committees, including the Credit Committee, Asset
and Liability Committee (“ALCQ"), Transaction Approval Committee
(“TAC") and Operational Risk Committee (“ORC") which report to
Corporate Risk Management Committee.

The Credit Committee oversees the credit policies and standards
for asset acquisition and mortgage insurance. The ALCO oversees
the implementation of market risk management and investment
guidelines approved by the Board of Directors. The TAC conducts
an in-depth analysis of pricing economics and associated credit
risks for business transactions, whilst taking into consideration the
latest market conditions and business strategies approved by the
Board. The ORC is responsible for ensuring that all business
entities and line functions maintain an effective operational risk
and internal control framework. The ORC is also responsible for
providing directions and resolving issues related to policies,
controls and management of operational issues referred to by line
functions, as well as ensuring prompt and appropriate corrective
action in response to audit findings related to operational risks or
internal controls. In addition, Internal Audit is responsible for the
independent review of risk management and the control
environment. The most important types of risks are credit risk,
liquidity risk and market risk which includes currency risk, interest
rate risk and equity price risk.

Credit risk

The Group's principal financial assets are its loan portfolio,
investment securities, cash and short-term funds. The credit risk
on liquid funds and investment securities is limited because the
credit ratings of the counterparties, mainly sovereigns, quasi-
sovereign agencies, banks and companies, should meet the
minimum requirement in accordance with the investment
guidelines approved by the Board of Directors.

EBRBBREERAT —E——gF8% 137



FE BB HIET Notes to the Consolidated Financial Statements

138

AEENEERRTERGHEERES
BIfE TR ARSI B HRRF R A 2 BUE R ) R
® o AEBERRE2RPRECELNEIRIE
HOR E R -

RERREMED S LR ERE A5
BEYERBHINEHRBREE - AKH
AR EREERBRET TEERE °

RERBBEENRIBRIEEAGNER X%
] PR ER PO % SRS - () PR BR E 2 Rl R R A
B (VBRENEEBIERRRREBFE
RE (i) BRHERERT + R (V) ERES
RBNEERZHE B HNRE

AEENRBEREERRDHNRRAZE
ERRZEF  MAKERBEBRERE
RRAEFBNER -

AEELEIEHAEEFETHERSE
BE - REBHPIBEEZSER IR
25 77 W 19 R TR BR AN 0 B R A Bl TE R AT
B FYRITE - BEREMETRENE
MERBREBEEEZESMENIESIAK
am AR

iR R EMEE TR A

AEECDERENEIBUREEERR
BRI IERmAIESl - R FHELIE
HIETTRE -

BExME

RIBEFHEHAN T ZRR R BT 260E
MERRIERE (ME27)  ERREBRLD
FEAOIR AN ER B BREO L MR
ERR - BB E KA S MELE L R IR
R REAEEM - BATYEE AR E
BERAEATANAFHIEEEE

The Group's credit risk is primarily attributable to its loan portfolio,
which is the risk that a loan borrower will be unable to pay
amounts in full when due. Allowance for impairment is provided
for losses that have been incurred at the end of the reporting
period.

Significant changes in the economy and local property market
could result in losses that are different from those provided for at
the end of the reporting period. The Group therefore has a prudent
policy for managing its exposure to credit risk.

To maintain the quality of the asset and mortgage insurance
portfolios, the Group adheres to a four-pronged approach to (i)
select Approved Sellers with established criteria, (i) adopt prudent
asset purchasing criteria and insurance eligibility criteria, (iii)
conduct effective due diligence reviews and (iv) ensure adequate
protection for higher-risk assets or transactions.

Credit risk exposures on mortgage loans of the Group are spread
over a large number of customers and counterparties. The
underlying collaterals on the Group’s mortgage exposures are
located in Hong Kong and Korea.

The Group undertakes ongoing credit review with special attention
paid to problem loans. Operation units will monitor these loans
and take recovery action such as establishing relief plan with
borrowers in order to maximise recoveries. Loan impairment
assessment is performed regularly and impairment allowance is
charged to income statement in accordance with the guidelines
approved by the Credit Committee.

Collateral and other credit enhancements

The Group has implemented guidelines on the acceptability of
specific classes of collateral on credit risk mitigation, which are
subject to regular review.

Loan portfolio

The principal collateral types for mortgage portfolio mainly consist
of properties and the deferred consideration (Note 27). For finance
lease receivable, the collateral types include taxi and public light
bus licenses. Mortgage portfolio and finance lease receivable are
generally fully secured by collateral. The current collateral value of
properties is determined with the use of public indices on a
portfolio basis.
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Time deposits with banks and investment securities

Collaterals are generally not sought for time deposits with banks
as the exposures are considered to be low risk due to the nature
of the counterparties and short term maturity. Investment
securities are generally unsecured, with the exception of asset-
backed securities which are secured by properties or other assets.

Derivative financial instruments

The Group enters into International Swap Dealers Association
master agreement with all counterparties for derivative
transactions.

For financial instruments such as derivatives, exposures are
monitored against counterparty risk limits established in
accordance with the investment guidelines and credit risk policy of
the Group. These counterparty risk limits are subject to regular
review by the Credit Committee on a semi-annual basis. At any
one time, the amount subject to counterparty risk is limited to the
current fair value of instruments favourable to the Group (i.e.
assets with positive fair value), which in relation to derivatives is
only a small fraction of the contract, or notional values used to
express the volume of instruments outstanding. This counterparty
risk exposure is managed as part of the overall credit limits with
counterparties, together with potential exposures from market
movements.

Mortgage insurance contracts, other guarantee and insurance
contracts

The details are disclosed in Note 3.5.
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HERBFENEMURE  BHIBAE Settlement risk arises in any situation where a payment in cash,
SR WEHBWEEERS  BHIBRAN securities or equities is made in the expectation of a
BR e BRRERNEBEREME—HBHEN corresponding receipt in cash, securities or equities. Daily
ERSGELENFAZ#ERRNERE  HE settlement limits are established for each counterparty to cover
BRGEHFHREEREERE - the aggregate of all settlement risk arising from the Group’s market

transactions on any single day.

(@) ReTPTIE AT M EMEE L PR (@) Maximum exposures to credit risk before taking account of

BN sSEERBANOT collateral held or other credit enhancements are analysed as
follows:

REBMATSREAESSEERKE The maximum exposures to credit risk of the financial assets of

HIEESEEZ - BEABRINSS the Group and the Company are equal to their carrying

EERBRAFMT - amounts. The maximum exposures to credit risk of off-balance

sheet exposures are as follows:

KEE PN
The Group The Company
R-ZEB—-F RZZ 7
+=A=+—H
As at
31 December 31 December 31 December 31 December
2012 2011 2012 2011
FET FAL FEx FHBIT
HK$'000 HK$'000 HK$'000 HK$'000
ISR Financial guarantees
(IIBEH( 2 (contractual amount
ME4L5E) under the MBS
programme) - - 214,742 367,252
AR BRIR Total risk-in-force
— RIBRRER — mortgage insurance
business 16,614,898 16,624,427 17,101,150 17,401,041
—HmERR — other guarantee and
N ES S insurance business 1,152,296 874,638 1,152,296 874,638

17,767,194 17,499,065 18,468,188 18,642,931

140 The Hong Kong Mortgage Corporation Limited Annual Report 2012



b) EFHEENEEEZINAT (b) Credit quality of the loan portfolio is analysed as follows:

PN | VAN
The Group The Company
R-B-——-§F RIT——F RIB--F RZT——F
+=A=+—-B +=ZA=+—-H +=B=+-8 +=A=+—H

As at AS at As at AS at

31 December 31 December 31 December 31 December
2012 2011 2012 2011

FEx FHET FEx FHET
HK$'000 HK$'000 HK$'000 HK$'000

REENARRE Neither past due

nor impaired 25,518,011 32,706,938 21,607,824 27,605,741
BB RRE Past due but not impaired 379,243 431,579 337,812 403,239
ERE Impaired 2,197 4,923 2,197 4,923
EHBAEE Gross loan portfolio 25,899,451 33,143,440 21,947,833 28,013,903
EXRERE Allowance for
loan impairment (4,052) (7,622) (4,030) (7,478)
25,895,399 33,135,818 21,943,803 28,006,425
REFBARKGBHNKRENERAE The credit quality of loans that were neither past due nor
HEEE X  AI2EASERM AL impaired as at the end of the reporting period can be assessed
TR R AT TR © by reference to the internal rating system adopted by the
Group.

AEE PN
The Group The Company
R=B-=F RZFT——F R=B-=F RZIFT—F
t=A=t-A +=ZA=t—-8 +=A=+-B t+t=A=1+-H

As at As at As at As at
31 December 31 December 31 December 31 December
2012 2011 2012 2011
FET FHT TERT THT
HK$'000 HK$'000 HK$'000 HK$'000

PRl Grades:
1238 1103 25,500,399 32,693,002 21,595,505 27,591,895
A% 4 - - - -
54 5 17,612 13,936 12,319 13,846

25,518,011 32,706,938 21,607,824 27,605,741
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12 3R B IEEEE R e ool B & 8 2 Grades 1 to 3 include loans with either no credit risk or no
BIGENER  WEETEKENE recent past due history, and with different levels of credit
B nsaiEiG - RIFBIERERRS enhancements in addition to the collateral held as security for
B A A TN & 4 FE YR 510 HE R mortgage portfolio and finance lease receivable.

ﬁ:l'] °
AR BFEITER A A AR SR EC SRR B K Grade 4 includes loans with recent past due history and with
ARG N EKTFEE B L HE N5 1 i different levels of credit enhancement in addition to the
REBIERERRIEER feﬁ/\fﬂrﬂﬁﬁ collateral held as security for mortgage portfolio and finance
K FEWIR R A G o lease receivable.
SR B IED B B AR R SR B 5K Grade 5 includes loans with recent past due history and with
WA EREREBEZESTIREAMR collateral held as security for mortgage portfolio and finance
K FEUIIR FRAYHE F R © lease receivable.

(c) BEIERRENER (c) Loans past due but not impaired
T AEREHRPAREEBHERRENE The analysis below shows the gross amount of loans that were
AR - past due but not impaired at the end of the reporting period:

PN
The Company
RZZE——F RIB-ZF
+-A=+t—-H +=A=+-H

As at As at As at
31 December 31 December 31 December 31 December
2012 2011 2012 2011
FET TAT FTET THAT
HK$'000 HK$'000 HK$'000 HK$'000
B EARS ] Past due:

=AAZKAT Three months or less 376,078 429,889 334,647 401,687

NEBEAT Six months or less but
BRB=1EA4 over three months 561 1,174 561 1,036
a7~ E A Over six months 2,604 516 2,604 516
k] Total 379,243 431,579 337,812 403,239

HA MG REM  Of which fair value of
EEZHEmsaiE R collateral and other
AT E credit enhancement 2,531,140 2,357,591 2,429,776 2,269,314
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(@)

Individually impaired loans

Individually impaired loans of the Group and the Company
before taking into account the cash flows from collateral held
and credit enhancement amounted to HK$2,197,000 (2011:
HK$4,923,000).

The fair value of related collateral held and credit enhancement
of the Group and the Company for individually impaired loans
amounted to HK$8,175,000 (2011: HK$13,985,000).

Repossessed collateral

The Group and the Company obtained assets by taking
possession of collateral held as security.

Repossessed properties are sold as soon as practicable, with
the proceeds used to reduce the outstanding indebtedness.
Repossessed property is classified in the statement of financial
position within other assets.

Cash and short-term funds

According to the investment guidelines approved by the Board
of Directors, the Group can only place deposits with note-
issuing banks or banks with a certain minimum credit rating.
As at 31 December 2012 and 2011, the minimum acceptable
short-term credit ratings are A-2 (Standard and Poor’s), P-2
(Moody’s) and F-2 (Fitch).

Investment securities

According to the investment guidelines approved by the Board
of Directors, the Group can only invest in debt securities with a
certain minimum credit rating. The proportion of investments
according to rating categories is monitored and reviewed by
ALCO.
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The table below presents an analysis of debt securities by
rating designation as at the end of the reporting period, based
on external credit agency’s ratings (Standard and Poor’s,
Moody's and Fitch). In the absence of issue-specific ratings,

o the ratings for the issuers are reported.

BEZ

A HERS )R
AEBRAAT Available-for-sale  Held-to-maturity ok
R-BE-—F+=-A=t-H securities securities Total
The Group and the Company THER TER TET
As at 31 December 2012 HK$'000 HK$'000 HK$'000
AAA/Ada AAA/AQa 952,959 2,396,837 3,349,796
AA-Z AA+/AA3 E Adl AA- to AA+/Aa3 10 Aal 1,256,388 5,280,188 6,536,576
A-ZEA+/A3E AT A- 10 A+/A3 10 A1 284,983 1,560,783 1,845,766
Fak:E] 2,494,330 9,237,808 11,732,138

BEE

Al & B S FEIES
AEBRALDE Available-for-sale  Held-to-maturity mE
RZF——F+=-A=+—H securities securities Total
The Group and the Company FTAET FAT TAEL
As at 31 December 2011 HK$'000 HK$'000 HK$'000
AAA/Ada AAA/AQa - 2,403,398 2,403,398
AA- Z AA+/AA3 £ Aal AA- to AA+/Aa3 10 Aal 294,299 5,082,178 5,376,477
A-ZEA+/AZE AT A- 10 A+/A3 10 A1 = 783,572 783,572
Fak:S] Total 294,299 8,269,148 8,563,447
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3.3. Market risk

The Group takes on exposure to market risks, which is the risk that
the fair value or future cash flows of a financial instrument will
fluctuate because of changes in market prices. Market risks arise
from open positions in interest rate, currency and equity products,
all of which are exposed to general and specific market
movements and changes in the level of volatility of market rates or
prices such as interest rates, credit spreads, foreign exchange
rates and equity prices. The Group’s exposures to market risk
primarily arise from the interest rate management of the entity’s
financial instruments of different repricing characteristics, or from
the net exposure of the foreign currency denominated financial
instruments. The Group hedges a major proportion of its existing
interest rate risk of the fixed-rate bond issuance using fair value
hedges in the form of interest rate swaps by swapping into
floating-rate funding to better match the floating-rate assets. The
Group also hedges the net exposure of the foreign-currency
denominated debts issued and the overseas residential mortgage
loans by the use of cross-currency swaps as fair value hedges and
economic hedges respectively.

The management of market risk is principally undertaken by the
Treasury Department using risk limits approved by the Board of
Directors. Strategies on interest rate risk management, financing,
hedging, investments are formulated by ALCO. Regular meetings
are held to review the latest conditions in the financial markets
and the asset-liability portfolio mix. The Treasury Department is
responsible for monitoring financial market movements and
executing transactions in the cash, derivatives and debt markets in
accordance with the strategies laid down by ALCO. The middle
office monitors the compliance of risk limits and performs stress
tests to assess the potential size of losses that could arise in
extreme conditions. The results of the stress tests are reviewed by
ALCO.
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A principal part of the interest rate risk management is to monitor
the sensitivity of projected net interest income under different
interest rate scenarios and to mitigate the negative impact through
hedging operations. A 20 basis points parallel downward shift of
the interest rate curve as at 31 December 2012 would increase the
future net interest income for the next 12 months by around HK$1
million (2011: decrease by around HK$4 million) and decrease by
around HK$1 million (2011: increase by around HK$4 million) for a
similar upward parallel shift.

As at 31 December 2012, if interest rates at that date had
experienced a 20 basis points parallel shift downwards, profit for
the year would have been higher by less than HK$1 million (2011:
lower by less than HK$1 million) and the fair value reserve would
have been higher by less than HK$1 million (2011: HK$1 million) as
at 31 December 2012. If interest rates had experienced a 20 basis
points parallel shift upwards, profit for the year would have been
lower by less than HK$1 million (2011: higher by less than HK$2
million) and the fair value reserve would have been lower by less
than HK$1 million (2011: HK$1 million).

As at 31 December 2012, with all other variables held constant, if
the HK dollar had weakened by 100 price interest points against
the US dollar, profit for the year would have been around HK$11
million higher (2011: HK$8 million). Conversely, if the HK dollar had
strengthened by 100 price interest points against the US dollar,
profit for the year would have been around HK$11 million lower
(2011: HK$8 million).
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As at 31 December 2012, with all other variables held constant, if
the HK dollar had weakened by 100 price interest points against
foreign currencies other than US dollar, profit for the year would
have been around HK$18 million higher (2011: HK$8 million).
Conversely, if the HK dollar had strengthened by 100 price interest
points against foreign currencies other than US dollar, profit for the
year would have been around HK$18 million lower (2011: HK$8
million).

As at 31 December 2012, with all other variables held constant, if
the price of exchange-traded funds and real estate investment
trust had decreased by 1%, the fair value reserve would have been
around HK$33 million lower (2011: HK$20 million). Conversely, if
the price of exchange-traded funds and real estate investment
trust had increased by 1%, the fair value reserve would have been
around HK$33 million higher (2011: HK$20 million).

The increase or decrease represents management's assessment
of a reasonably possible change in interest rate, exchange rates
and market price for a 12-month period.
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(@) Currency risk

The Group takes on exposure to effects of fluctuations in the
prevailing foreign currency exchange rate on its financial
position and cash flows. The Board sets allowable currencies
for investment purposes. The ALCO sets limits on the currency
exposure that may be undertaken, which is monitored daily.

TR AEBNINEEZE R - KA
PRl mARBIZIREENENEEERR

The tables below summarise the Group’s exposure to foreign
currency exchange rate risk. Included in the tables are the

& WREBEED

iy, |
The Group

8o

Group's assets and liabilities at carrying amounts, categorised

by currency.

HK$'000

e
usb
TRT
HK$'000

Hihek
Other foreign
currencies
THL
HK$'000

okl
Total
TET
HK$'000

R-E-Z% As at 31 December 2012

+=B=+-H
BE Assets
BekhEfEse Cash and short-term funds 8,424,927 746,380 544,237 9,715,544
JEMRFI 8 T B 3R Interest and remittance

receivables 278,110 157,079 34,401 469,590

TESRTA Derivative financial instruments 1,303,778 139,235 - 1,443,013
ETBAFER Loan portfolio, net 21,540,141 4,355,258 - 25,895,399
BHEE Investment securities:

—AfhHE — available-for-sale 1,691,810 3,688,414 432,603 5,812,827

—FEZIEH — held-to-maturity 3,410,103 4,588,260 1,239,445 9,237,808
BIHE ek Prepayments, deposits and

HipEE other assets 39,601 - 40 39,641
EEEE Fixed assets 29,116 - 12 29,128
BRREE Reinsurance assets 222,007 - - 222,007
BELE Total assets 36,939,593 13,674,626 2,250,738 52,864,957
8 Liabilities
FERFI 2 Interest payable 128,050 82,926 24,780 235,756
IR - FEff B Accounts payable, accrued

REMERE expenses and other liabilities 4,463,882 716 518 4,465,116
fTESBIA Derivative financial instruments 174,082 1,013 - 175,095
EHNEERE Current income tax liabilities 101,464 - 123 101,587
ERFBAE Deferred income tax liabilities 109,404 - - 109,404
RBRERE Insurance liabilities 1,545,863 - - 1,545,863
BETEBES Debt securities issued 17,731,198 10,727,312 7,946,117 36,404,627
BRETIREES Mortgage-backed

securities issued 214,672 - - 214,672

BELER Total liabilities 24,468,615 10,811,967 7,971,538 43,252,120
BERE Net position 12,470,978 2,862,659 (5,720,800) 9,612,837
BEBERINELE  Off-balance sheet net

Bat notional position* (13,519,119) 5,559,632 7,930,584 (28,903)

tBEABRINFREFZREINESTESRT #  Off-balance sheet net notional position represents the difference between
B (XZERNREREBRERKBHER) the notional amounts of foreign currency derivative financial instruments,
MEESBEANTENER - which are principally used to reduce the Group’s exposure to currency

movements and their fair values.

148 The Hong Kong Mortgage Corporation Limited Annual Report 2012



Rt shes

BT Other foreign Fot ]
HKD currencies Total
AN TR j THER THEL
The Company HK$'000 HK$'000 HK$'000
R-B--f As at 31 December 2012
+=R=+-H
BE Assets
ReREHES Cash and short-term funds 8,421,586 746,380 420,377 9,588,343
JEMRI S T 3R Interest and remittance
receivables 269,647 157,079 33,689 460,415
THESBMIA Derivative financial instruments 1,303,778 139,235 - 1,443,013
ERRAFE Loan portfolio, net 17,588,545 4,355,258 - 21,943,803
BHRE Investment securities:
— A #HHE — available-for-sale 1,691,810 3,688,414 432,603 5,812,827
—RFEZIE — held-to-maturity 3,410,103 4,588,260 1,239,445 9,237,808
MBRERE Interests in subsidiaries 3,841,609 - 102,060 3,943,669
BEFE  &Ee Rk Prepayments, deposits and
Hin & other assets 46,520 - - 46,520
TEE Fixed assets 29,116 - - 29,116
BREREE Reinsurance assets 222,372 - - 222,372
BESE Total assets 36,825,086 13,674,626 2,228,174 52,727,886
aE Liabilities
e R B Interest payable 127,980 82,926 24,780 235,686
FERTIRS: - FERTRASZ  Accounts payable, accrued
REMERE expenses and other liabilities 4,686,763 716 250 4,687,729
TESmMIEA Derivative financial instruments 174,082 1,013 - 175,095
EHHIBAR Current income tax liabilities 100,563 - - 100,563
ERRBEARE Deferred income tax liabilities 109,103 - - 109,103
RigEE Insurance liabilities 1,548,076 - - 1,548,076
BRTEEESR Debt securities issued 17,731,198 10,727,312 7,946,117 36,404,627
BEERE Total liabilities 24,477,765 10,811,967 7,971,147 43,260,879
HEFE Net position 12,347,321 2,862,659 (5,742,973) 9,467,007

BEBRERINEGE  Off-balance shest net

Bet notional position* (13,519,119) 5,559,632 7,930,584 (28,903)
t BEABRINFRRFRIEINEITESRT #  Off-balance sheet net notional position represents the difference between

A (EZRUREARRBAREE KB HER) the notional amounts of foreign currency derivative financial instruments,

MEZESBEANTENZRE - which are principally used to reduce the Company’s exposure to currency

movements and their fair values.
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AEE
The Group

BT eI

HKD usD
TAT TAL
HK$'000 HK$'000

Hiohg
Other foreign
currencies
THL
HK$'000

FakH
Total
TEL
HK$'000

RZ_E——F As at 31 December 2011
+-A=t+-8
BE Assets
RehEHE: Cash and short-term funds 9,622,880 353,189 269,096 10,245,165
FEMRI S T 3R Interest and remittance
receivables 416,287 167,110 7,601 590,998
fTHESRITA Derivative financial instruments 1,345,990 213,197 - 1,559,187
EA T Loan portfolio, net 25,997,927 7,137,891 - 33,135,818
BHRE Investment securities:
—AfEHE — available-for-sale 648,884 1,654,819 = 2,303,703
—BAEZHH — held-to-maturity 3,450,593 4,231,068 587,487 8,269,148
HREZHERRE Investment in a jointly
controlled entity - - 130,045 130,045
BNHE  ZER Prepayments, deposits and
HihEE other assets 27,057 - 40 27,097
EEEE Fixed assets 30,949 = 325 31,274
BRREE Reinsurance assets 208,911 - - 208,911
BEZE Total assets 41,749,478 13,757,274 994,594 56,501,346
BE Liabilities
ERFE Interest payable 136,126 95,541 5,577 237,244
FERIRS: - EAFIZ  Accounts payable, accrued
REMEE expenses and other liabilities 4,271,207 1,958 1,718 4,274,883
fTHESRTA Derivative financial instruments 131,005 8,577 - 139,582
EHREAR Current income tax liabilities 134,785 - - 134,785
ELCHEEE Deferred income tax liabilities 52,672 - - 52,672
RigEE Insurance liabilities 1,630,595 = = 1,630,595
BETEEES Debt securities issued 23,152,749 15,212,992 2,731,466 41,097,207
BETIRIEES Mortgage-backed securities
issued 367,137 - - 367,137
BERE Total liabilities 29.876,276 15,319,068 2,738,761 47,934,105
FRFE Net position 11,873,202 (1,561,794) (1,744,167) 8,567,241
BEAGBRINESE  Offbalance sheet net
BAE! notional position* (10,441,252 7,844,974 2,694,529 98,251
t BEABRINFERRFREINETESRT # Off-balance sheet net notional position represents the difference between

A (X2ANHEREER SRR ER)
MAESHELNTENESR

the notional amounts of foreign currency derivative financial instruments,
which are principally used to reduce the Group’s exposure to currency
movements and their fair values.
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Hip ok
Other foreign fak]
currencies Total

BT eI

HKD UND)

AR THL AL THL THL
The Company HK$'000 HK$'000 HK$'000 HK$'000
RZF——F As at 31 December 2011

+-A=t-8
BE Assets
RehEHEe Cash and short-term funds 9,620,528 353,189 148,130 10,121,847
JEMRI S T SR Interest and remittance

receivables 403,959 167,110 7,001 578,070

TESMTA Derivative financial instruments 1,345,990 213,197 - 1,559,187
EXRAFE Loan portfolio, net 20,868,534 7,137,891 - 28,006,425
BHRE Investment securities:

—AHRHE — available-for-sale 648,384 1,654,819 = 2,303,703

—BAEZIH — held-to-maturity 3,450,593 4,231,068 587,487 8,269,148
MBRERE Interests in subsidiaries 4,884,648 - 102,060 4,986,708
HEAZHERRE Investment in a jointly

controlled entity - - 120,554 120,554

BEFE Bek Prepayments, deposits and

HipBE other assets 188,787 = = 188,787
EEEE Fixed assets 30,949 - = 30,949
BREEE Reinsurance assets 208,911 - - 208,911
BESE Total assets 41,651,783 13,757,274 965,232 56,374,289
B Liabilities
FERTFI 2 Interest payable 136,010 95,541 5,577 237,128
FERTIRS: - FERTRASZ  Accounts payable, accrued

LEMBE expenses and other liabilities 4,630,568 1,958 1,478 4,634,004
fTEeMIA Derivative financial instruments 131,005 8,577 - 139,582
EHFEEE Current income tax liabilities 135,131 - - 135,131
ELFHIEEE Deferred income tax liabilities 52,696 - - 52,696
RIREE Insurance liabilities 1,630,595 = = 1,630,595
BETELES Debt securities issued 23,152,749 15,212,992 2,731,466 41,097,207
BELE Total liabilities 29,868,754 15,319,068 2,738,521 47,926,343
BEEE Net position 11,783,029 (1,561,794) (1,773,289) 8,447,946
BEAGBRINELE  Off-balance sheet net

et notional position* (10,441,252) 7,844,974 2,694,529 98,251

BEABRRINFRERFAEINEITEASET
A (ZERANREARBAREBEREHERR)
MAZECHELNTENER

Off-balance sheet net notional position represents the difference between
the notional amounts of foreign currency derivative financial instruments,
which are principally used to reduce the Company’s exposure to currency
movements and their fair values.
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(b) Cash flow and fair value interest rate risk

Cash flow interest rate risk is the risk that the future cash flows
of a financial instrument will fluctuate because of changes in
market interest rates. Fair value interest rate risk is the risk that
the value of a financial instrument will fluctuate because of
changes in market interest rates. The Group takes on exposure
to the effects of fluctuations in the prevailing levels of market
interest rates on both its fair value and cash flow risks. Interest
margins may increase as a result of such changes but may
reduce or create losses in the event that unexpected
movements arise. The ALCO sets limits on the level of interest
rate mismatch that may be undertaken, which is monitored
regularly.

The tables below summarise the Group’s exposure to interest
rate risks. Included in the tables are the Group’s assets and
liabilities at carrying amounts, categorised by the earlier of
contractual repricing or maturity dates. The carrying amounts
of derivative financial instruments, which are principally used
to reduce the Group's exposure to interest rate movements,
are included under the heading “Non-interest bearing”.
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5@
The Group

—BAR

Upto
1 month
T
HK$'000

fBARE
Z=f8A
Over

1 month to
3 months
TiEn
HK$'000

=@EANL
£
Over 3
months to
1 year
Fax
HK$'000

—FLE
ZhE
over

1 year to
5 years
THT
HK$'000

BENE
over

5 years
THER
HK$'000

Tits
Non-
interest
bearing
TET
HK$'000

L
Total
TRR
HKS$'000

R-B——F As at 31 December 2012
+=A=+-H
EE Assets
RekEHES Cash and short-term funds 1,011,878 3,528,751 4,989,854 - - 185,061 9,715,544
FEUF B R B 51 Interest and remittance
receivables - - - - - 469,590 469,590
fTEEMIA Derivative financial instruments - - - - - 1,443,013 1,443,013
ERAARE Loan portfolio, net 24,657,088 1,169,067 36,512 23,996 8,736 - 25,895,399
BHERE - Investment securities:
—AfEE — available-for-sale 868,060 973,117 653,153 - - 3,318,497 5,812,827
—RHBEEHH — held-to-maturity 124,520 38,739 1,552,207 3,759,570 3,762,772 - 9,237,808
BAIHE - &e R Prepayments, deposits and
HihBE other assets - - - - - 39,641 39,641
EEEE Fixed assets - - - - - 29,128 29,128
BRBEE Reinsurance assets - - - - - 222,007 222,007
AEBE Total assets 26,661,546 5,709,674 7,231,726 3,783,566 3,771,508 5,706,937 52,864,957
aff Liabilities
FERFIS Interest payable - - - - - 235756 235,756
FEfTIRSN - FEftFIsz  Accounts payable, accrued
REMEE expenses and other liabilities 4,200,129 - - - - 264,987 4,465,116
fTESMIA Derivative financial instruments - - - - - 175,095 175,095
EHEEAR Current income tax liabilities - - - - - 101,587 101,587
EIEHBRE Deferred income tax liabilities - - - - - 109,404 109,404
REBAE Insurance liabilities - - - - - 1,545,863 1,545,863
BRTERES Debt securities issued 5,973,185 12,124,522 2,136,033 12,157,118 4,013,769 - 36,404,627
BRTIRIBES Mortgage-backed securities
issued 214,672 - - - - - 214,672
liviks Total liabilities 10,387,986 12,124,522 2,136,033 12,157,118 4,013,769 2,432,692 43,252,120
FISGURXEROME  Total interest
sensitivity gap* 16,273,560  (6,414,848) 5,095,693 (8,373,552)  (242,261)
FIEFTETAR Interest rate derivatives
(BEFENER (notional amounts of
£8) net position) (8,064,538) (8,973,851) 2,119,000 11,610,162 3,280,324
* REATESRTASTEYWERITEKE * before the repricing effect of derivative financial instruments on the debt

FHIRE - securities issued.
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—BAKE =@ARE —FHE

Z=f@A - ERE TEtE
—fBAR over over 3 Over HFNE Non-
Upto 1monthto monthsto  1yearto over interest okl
1month 3 months 1 year 5 years 5 years bearing Total
b NG| TR TR THET T THL TR T
The Company HK$'000 HK$'000 HK$'000 HK$'000 HK$'000 HK$'000 HK$'000
R-B-——F As at 31 December 2012
+=A=+-H
EE Assets
RekEHES Cash and short-term funds 899,615 3,515,067 4,989,854 - - 183,807 9,588,343
JEUF B K B 51 Interest and remittance receivables - - - - - 460,415 460,415
TESRIA Derivative financial instruments - - - - - 1,443,013 1,443,013
EREeFE Loan portfolio, net 20,713,162 1,169,067 35,680 18,871 7,023 - 21,943,803
BHRE - Investment securities:
— e — available-for-sale 868,060 973,117 653,153 - - 3,318,497 5,812,827
—BEZIH — held-to-maturity 124,520 38,739 1,552,207 3,759,570 3,762,772 - 9,237,808
HEARERE Interests in subsidiaries 3,838,132 - 810 - 1,667 103,060 3,943,669
BRHE - & Prepayments, deposits and
REWEE other assets 7,984 - - - - 38,536 46,520
EEEE Fixed assets - - - - - 29,116 29,116
BRREE Reinsurance assets - - - - - 222372 222,372
BAEHE Total assets 26,451,473 5,695,990 7,231,704 3,778,441 3,771,462 5,798,816 52,727,886
% Liabilities
FERF 8 Interest payable - - - - - 235,686 235,686
FERIRR « FELT Accounts payable, accrued
A kEMERE expenses and other liabilities 4,410,603 - - - - 277,126 4,687,729
fTESMIA Derivative financial instruments - - - - - 175,095 175,095
BHHBEAR Current income tax liabilities - - - - - 100,563 100,563
EREHERE Deferred income tax liabilities - - - - - 109,103 109,103
RBERE Insurance liabilties - - - - - 1548076 1,548,076
BETESLES Debt securities issued 5,973,185 12,124,522 2,136,033 12,157,118 4,013,769 - 36,404,627
AEEE Total liabilities 10,383,788 12,124,522 2,136,033 12,157,118 4,013,769 2,445,649 43,260,879
FEgRERD Total interest sensitivity gap*
B * 16,067,685 (6,428,532) 5,095,671 (8,378,677)  (242,307)
FIRFTETA Interest rate derivatives
(BRFaEngx (notional amounts of net
&8) position) (8,064,538) (8,973,851) 2,119,000 11,610,162 3,280,324
* RAATESRIASEEHBERITERE * before the repricing effect of derivative financial instruments on the debt
FRRE o securities issued.
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The Group

—fEAR
Upto

1 month
AT
HK$'000

Over

1 month to
3months
THT
HK$'000

months to

HK$'000

—ERE
ZARF
Over
1year to
5 years
FAT
HK$'000

1year
FHT

AELE
Qover
5years
FAR
HK$'000

B
Non-
interest
bearing
FTET
HK$'000

k]
Total
THT
HK$'000

RZZ——% As at 31 December 2011

+=-A=1+-8
BE Assets
ReREHES Cash and short-term funds 8,487,923 1,715,112 - - - 42130 10,245,165
FEUF B R B 51 Interest and remittance receivables - - - - - 590,998 590,998
fTEemIA Derivative financial instruments - - - - - 1559187 1,559,187
BN FE Loan portfolio, net 30,645025 2,388,984 63,331 24,971 13,507 - 33135818
BHRE - Investment securities:

—AftHE — available-for-sale - 294,299 - - - 2,009,404 2,303,703

—BEZEH — held-to-maturity = 144,342 772,017 3,879,018 3,473,771 - 8,269,148
HREEHEREE Investment in a jointly controlled

entity - - - - - 130,045 130,045

BB e R Prepayments, deposits and

Hth&E other assets - - - - - 27,097 27,097
EEEE Fixed assets - - - - - 31,274 31,274
BRBEE Reinsurance assets - - - - - 208,911 208,911
EELE Total assets 39,132,948 4,542,737 835,348 3,903,989 3,487,278 4,599,046 56,501,346
afE Liabilities
JERFIE Interest payable - - - - - 237,244 237,244
FERTIRFR - FERTRIY  Accounts payable, accrued

REMERE expenses and other liabilities 4,182,266 - - - - 92617 4,274,883
TEERIA Derivative financial instruments - - - - - 139,582 139,582
EHREEE Current income tax liabilities - - - - - 134,785 134,785
EIEHERE Deferred income tax liabilities - - - - - 52,672 52,672
R EE Insurance liabilities - - - - - 1,630,595 1,630,595
BRITEBES Debt securities issued 10803727 4203815  7,289711 13867908 4,932,046 - 41,097,207
BRTIRIBES Mortgage-backed securities issued 367,137 - - - - - 367,137
BfEREE Total liabilities 15,353,130 4,203,815 7,289,711 13,867,908 4,932,046 2,287,495 47,934,105
FIESREROMAEE*  Total interest sensitivity gap* 23,779,818 338922 (6,454363)  (9.963919)  (1444,768)
FIRFTETA Interest rate derivatives (notional

(BAFHEN4%E%E) amounts of net position) (12,242308) (12,365112) 7,256,541 13326420 4,122,710

* RFEAPTESR T ASE BYHE BITERKE * before the repricing effect of derivative financial instruments on the debt

FHFE o

securities issued.
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=EARE  —FALE

E—F FRE B
—fEAR Over Over3 Over  AFLAE Non-
Upto 1monthto  monthsto 1 year to Over interest )
1 month 3 months 1 year 5years 5years bearing Total
YN FTET THT FTHT FTHT THT FTET THT
The Company HK$'000 HK$'000 HK$'000 HK$'000 HK$'000 HK$'000 HK$'000
R-B—%& As at 31 December 2011
+-A=1+-H
B Assets
RekEHES Cash and short-term funds 8,404,644 1,675,625 - - - 41578 10,121,847
JEUF S K B 51 Interest and remittance receivables - - - - - 578,070 578,070
TESBTAE Derivative financial instruments - - - - - 1559187 1,559,187
EREeFE Loan portfolio, net 25,520,147 2,388,984 63,331 24,102 9,861 - 28006425
BHRE - Investment securities:
— e — available-for-sale - 294,299 - - - 2,009,404 2,303,703
—HEEIH — held-to-maturity = 144,342 772,017 3,879,018 3,473,771 - 8,269,148
RHEARRE Interests in subsidiaries 4,879,202 - - 856 3,590 103,060 4,986,708
LREEHERERE Investment in a jointly controlled
entity - - - - - 120,554 120,554
BB - BE K Prepayments, deposits and
HihgE other assets 187,313 - - - - 1,474 188,787
BFEE Fixed assets - - - - - 30,949 30,949
BRREE Reinsurance assets - - - - - 208,911 208,911
BEBE Total assets 38,991,306 4,503,250 835,348 3,903,976 3,487,222 4,653,187 56,374,289
afE Liabilities
RIS Interest payable - - - - - 237,128 237,128
FERTIRFR - FEfRIE  Accounts payable, accrued
REMEE expenses and other liabilities 4,541,195 - - - - 92,809 4,634,004
fESRIA Derivative financial instruments - - - - - 139,582 139,582
EHREAE Current income tax liabilities - - - - - 135,131 135,131
FEEFIERRE Deferred income tax liabilities - - - - - 52,696 52,696
Ri&E Insurance liabilities - - - - - 1,630,595 1,630,595
BRETEREES Debt securities issued 10,803,727 4,203,815 7289711 13,867,908 4,932,046 - 41,097,207
afEEE Total liabilities 15,344,922 4,203,815 7,289,711 13,867,908 4,932,046 2,287941 47,926,343
FISSREROMAE*  Total interest sensitivity gap* 23,646,384 299435  (6,454,363)  (9,963932)  (1,444,824)
FIRFTETA Interest rate derivatives (notional
(BaFEN4%4%8) amounts of net position) (12,242308) (12,365112) 7,256,541 13326420 4,122,710
* REAPTESRITASE BUE BITERE * before the repricing effect of derivative financial instruments on the debt
FHIFE o securities issued.
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nBEERBEAREREEEEINE
A RER/EEAHBENERREHESH
Bk AEESREAESRARRL -
WA TRAZ MR A0 EFEH
BEeRARRE - REEETRE SRR
XRFEXBERREFHENAEES -
BERBEEEZEEEMURBDESHIR
EITESE -

(@) RIFRBREREDM

TRIFAEER2HARZREBRED
FHRBEIFTESHAE  WFEEE
HBENTESRABNARBRELESE
MITESRTANRSRE - RAWE
MEBR/BRENRTRRERE - &
EREBERFOAEAOIHBEFAENR
EMBEXNFIEA - ARENITETASR
BRFREEGE NN iz A M RE
BEEGEENE KL -

() EOTER SR

PN ]
The Group

R=Z2—--F+=-H=+—H Asat 31 December 2012

=L Liabilities

BRITRERE S Debt securities issued

BB TIRIBES Mortgage-backed securities
issued

Liquidity risk

Liquidity risk represents the risk of the Group not being able to
repay its payment obligations or to fund committed purchases of
loans. Liquidity risk is managed by monitoring the actual inflows
and outflows of funds on a daily basis and projecting longer-term
inflows and outflows of funds across a full maturity spectrum. The
Group has established diversified funding sources to support the
growth of its business and the maintenance of a balanced portfolio
of liabilities. Sources of liquidity are regularly reviewed by ALCO.

(a) Undiscounted cash flows analysis

The tables below present cash flows payable by the Group
under non-derivative financial liabilities, derivative financial
liabilities that will be settled on a net basis and derivative
financial instruments that will be settled on gross basis by
remaining contractual maturities as at the end of the reporting
period. The amounts disclosed in the table are the projected
contractual undiscounted cash flows including future interest
payments on the basis of their earliest possible contractual
maturity. The Group's derivatives include interest rate swaps
that will be settled on net basis; and cross currency swaps that
will be settled on gross basis.

(i) Non-derivative cash outflows
—@AUE Z=@EANL —FHE

Z=f4A Z-F ZRE
—EAR over Over Over RELE

Upto 1monthto 3 months  1yearto Over kel
1month 3 months  to 1year 5 years 5 years Total
TR TR TR Ti#x TR TET
HK$'000 HK$'000 HK$'000 HK$'000 HK$'000 HK$'000

(684,799) (3,590,319) (11,609,866) (18,389,744) (3,749,700) (38,024,428)

(4,284)  (210,656) - - - (214,940)

(689,083) (3,800,975) (11,609,866) (18,389,744) (3,749,700) (38,239,368)
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VNG|
The Company

R-B-=f
+=B=+-H

af

BRTERES

—fEAR

Up to
1 month
TR
HK$'000

As at 31 December 2012

Liabilities

Debt securities issued (684,799)

—fEANE
Z=fiA
Over

1 month to
3 months
TR
HK$'000

(3,590,319) (11,609,866) (18,389,744)

=BANUL
2-F
over

3 months
to 1 year
TR
HK$'000

—E)t
Z1F
over

1 year to
5 years
TEx
HK$'000

BENUL
over HE
5 years Total
TR TR
HK$'000 HK$'000

(3,749,700) (38,024,428)

—@AR
Upto
1 month

—@ANUE
Z={AA
Over

1 month to
3months

PAE
2—F
Qver

3 months
to 1 year

—FN5E
ka3
Over AERE
1 year to Qver
5 years 5 years

AEE THAL TAL THL FTAEL TAL THL
The Group HK$'000 HK$'000 HK$'000 HK$'000 HK$'000 HK$'000
RZT—%F As at 31 December 2011
+=A=+—A

afE Liabilities
BETERES Debt securities issued (3,693567)  (1,027,594) (12,272,848) (21,350,131)  (4,789,991)  (43,134,131)
BETRIBES Mortgage-backed securities

issued (8,373) (15,481) (130,367) (215,381) - (369,602)

(3,701,940)  (1,043,075) (12,403215)  (21,565,512)  (4,789,991)  (43,503,733)

AR
The Company

R-ZT——F
+-A=t+-H

B

BR#TEBES

—{HAR
Upto

1 month
T
HK$'000

As at 31 December 2011

Liabilities

Debt securities issued (3,693,567)

—EANRE
Z={EA
Over

1 month to
3months
THT
HK$'000

(1,027,594)

=EANRLE

Qver

3 months
to 1year
THET
HK$'000

(12,272,848)

—FME

E0f
Over  RFEME
1year to Over
5years 5years
FHL FAT

HK$'000 HK$'000 HK$'000

(21,350,131)  (4,789,991)  (43,134,131)
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(i) FTEBRERAGRE) (i) Derivative cash inflows/(outflows)

ZEARE  —FHE
E-F ZhF

—fBAR Over over HEENE
Upto 1monthto 3months  1yearto Over ot
1month 3 months  to 1year 5 years 5 years Total
AEERAAH THET TR TR T#x THEx TET
The Group and the Company HK$'000 HK$'000 HK$'000 HK$'000 HK$'000 HK$'000
N-B-——F As at 31 December 2012
t=A=+-H
BT EEEER Derivative financial instrument
PTESRMIA : settled:
— R — on net basis 27,539 89,976 242,823 890,511 222,328 1,473,177
—BEEE — 0N gross basis
LA Total outflow (1,341,924) (2,539,994) (7,471,516) (9,979,682) - (21,333,116)
MABE Total inflow 1,351,759 2,585,725 7,567,155 10,312,326 - 21,816,965

37,374 135,707 338,462 1,223,155 222,328 1,957,026

ZEARE  —FNE

ZRE
—(EAR Over Over  AFME
Upto  1monthto 3 months 1yearto Over kel
1 month 3 months to 1 year 5 years 5 years Total
AEBRANT T TR FHEL T THT THT
The Group and the Company HK$'000 HK$'000 HK$'000 HK$'000 HK$'000 HK$'000
RZT——F As at 31 December 2011
+=A=+—H
BTIRELEER) Derivative financial instrument
THEERTIA - settled:
— R — 0on net basis (1,041) (3,041) 2,095 (30,531) (100) (32,618)
—BEEE — 0N gross basis
ittt Total outflow (821,675)  (1,726,619)  (4,320,424)  (3,255,500) - (10,124,218)
MABE Total inflow 815,632 1,730,655 4,310,093 3,239,425 - 10,095,805
(7,084) 995 (8,236) (46,606) (100) (61,031)
(i EEAERINEE (ili) Off-balance sheet items
R-ZE——F+-_A=+—H' ' & Financial guarantees of the Company as at 31 December
ARl —F AR BB ERERE 2012 amounting to HK$214,742,000 (2011: HK$152,510,000)
214,742,000% 7m( = & — — F: matures no later than one year.

152,510,000 7T) °
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(b) B A D47

TRIEEZRARE

BRPIH AR

RO B2 EERBBED

(b) Maturity analysis

The table below analyses the Group's assets and liabilities into
relevant maturity groupings based on the remaining period at
the end of the reporting period to the contractual maturity
date.

—fERt =Z@EARE  -FHE

HREE Z=fiA E-& ik
Repayable —fBAR& Over Over Over EHEHNE
on Upto 1monthto 3months 1yearto Over ERY ot

demand  1month 3months to1year  5years  5years  Undated Total
r5E Thx Thn Thx Thx Tix Thx Ti#n T#n
The Group HK$'000  HK$'000  HK$'000  HK$'000  HK$'000  HK$'000  HK$'000  HK$'000
R-ZE--#+-f=+-R Asat31December 2012
EE Assets
ReREHES Cash and short-term funds 185,886 1,011,053 3,528,751 4,989,854 - - - 9,715,544
6 Loan portfolio 7530 560,714 400,245 2,365,120 11,967,442 10,595,458 2,942 25,899,451
FHRE Investment securities
— e — available-for-sale: - 868,060 678912 947,358 - - 3318497 5812827
—HAZIH — held-to-maturity - 124520 - 1575497 3,775,019 3,762,772 - 9,237,808
BRBEE Reinsurance assets - - - - - - 222007 222,007

193,416 2,564,347 4,607,908 9,877,829 15,742,461 14,358,230 3,543,446 50,887,637
a8 Liabilities
RRAaRE Insurance liabilities - - - - - - 1545863 1,545,863
BRTERES Debt securities isstied - 642,467 3423461 11,109,164 17,215,766 4,013,769 - 36,404,627
BRTHREES Mortgage-backed securities issued - 4,198 210,474 - - - - 214,672

- 646,665 3,633,935 11,109,164 17,215,766 4,013,769 1,545,863 38,165,162

—fEsE Z@EARE  -FHE

BE2IE Z=fiA B-f ZHE
Repayable —f@R®& Over Over Over E&EHE
on Upto 1monthto 3months  1yearto Over BRE g

demand 1month 3months  to1year 5 years 5years  Undated Total
YN Tix THT TER TiEx THx THR TEr Tix
The Company HK$'000  HK$'000  HKS'000  HK$'000  HK$'000  HK$'000  HK$'000  HK$'000
M-Z--#£+-A=+-H Asat31December 2012
BE Assets
ReREHES Cash and short-term funds 180,602 902,820 3,515,067 4,989,854 - - - 9,588,343
EEA Loan portfolio 7038 546,386 370,268 2,229,903 11,224,860 7,566,496 2,882 21,947,833
BEHRE Investment securities
—mitihe — available-for-sale - 868,060 678912 947,358 - - 3,318,497 5812827
—REEHH — held-to-maturity - 12452 - 1575497 3775019 3,762,772 - 9,237,808
BRREE Reinsurance assets - - - - - - 222372 222,372

187,640 2,441,786 4,564,247 9,742,612 14,999,879 11,329,268 3,543,751 46,809,183
8 Liabilities
EthERTIE Other payable - 12,318 198,156 - - - - 210474
RBAR Insurance liabilities - - - - - - 1,548,076 1,548,076
BETERES Debt securities issted - 642,467 3,423,461 11,109,164 17,215,766 4,013,769 - 36,404,627

- 654785 3,621,617 11,109,164 17,215,766 4,013,769 1,548,076 38,163,177
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s
Repayable  —fEAA Qver BENE

on Upto Tmonthto  3months  1yearto QOver R
demand Imonth  3months  to1year 5 years 5years Undated Total
7 ST THT T BT TAT THL T Tin
The Group HK$'000 HK$'000 HK$'000 HK$'000 HK$'000 HK$'000 HK$'000 HK$'000

i

W=E——%+-F=1—H Asat31December 2011

AE Assets
ReREHEs Cash and short-term funds 43499 8486554 1,715,112 - - - - 10,245,165
EFAA Loan portfolio 5775 570,055 590,720 2895741 15274291 13,801,375 5483 33143440
EHkE Investment securities
— e — available-for-sale - - - - 294,299 - 2009404 2303703
—REEIH — held-to-maturity - - 93,235 772016 3930126 3473771 - 8269148
HBRREE Reinsurance assets - - - - - - 208911 208911
89274 9,056,609 239,067 3667757 19498716 17275146 2223798 54,170,367
A& Liabilities
RRaE Insurance liabilities - - - - - - 163059 1630595
BRETERES Debt securities issued - 3636717 890,024 11268017 20,370,403 4,932,046 - 41,097,207
BRETIREES Mortgage-backed securities issued - 8,207 14805 129453 214,672 - - 37137

- 364492 904829 11397470 20585075 4,932,046 1630595 43,094,939

= —FUE
il Z ' EiES
Repayable  —fEAM Over  BENME

on Upto 1monthto  3months  1yearto QOver ERH

demand Imonth  3months  to1year 5 years 5years Undated

VNG| T ThT Thx BT T THT Thx
The Company HK§'000 HK§'000 HK$'000 HK$'000 HK§'000 HK$'000 HK$'000

M=E——%+-F=1—H8 Asat31December 2011

BE Assets
ReREHis Cash and short-term funds 38642 8407580 1,675,625 - - - - 10,121,847
i Loan portfolio 5435 524961 542277 2687505 14313731 9934541 5453 28013903
BHRE Investment securities
—WfE — available-for-sale - - - - 294,299 - 2009404 2303703
—HEEHH — held-to-maturity - - 93235 772016 3930126 3473771 - 8269148
BRBAE Reinsurance assets - - - - - - 20891 208911
44077 8932541 2311137 3459521 18538156 13408312 2223768 48917512
BE Liabilities
EthEf0R Other payable - 7,074 15,691 59666 276498 - - 358929
RRaRE Insurance liabilities - - - - - - 163059 1630595
BRTERES Debt securities issued - 3636717 890,024 11268017 20,370,403 4,932,046 - 41,097,207

- 3643791 905715 11,327,683 20646901 4932046 1,630,595 43,086,731
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3.5.

Apart from the above, interest and remittance receivables,
prepayments and other assets, interest payable, accounts
payable, accrued expenses and current income tax liabilities
are expected to be recovered or settled within twelve months
from the reporting date. Other assets and liabilities included in
the statement of financial position are expected to be
recovered or settled in a period more than twelve months after
the reporting date.

In addition, the Exchange Fund has committed to providing the
Group with a HK$30 billion revolving credit under the Revolving
Credit Facility. The Facility enables the Group to maintain
smooth operation under exceptional circumstances, so that it
can better fulfil its mandate to promote banking and financial
stability in Hong Kong.

Insurance risk

The main insurance business of the Group is the mortgage
insurance which provides cover to the Als for first credit losses of
up to 25%-30% of the property value of a residential mortgage
loan with loan-to-value ratio below 90% at origination, or other
thresholds as specified from time to time. The Group also provides
financial guarantee cover to Als up to 50%-70% of the banking
facilities granted to SMES in Hong Kong and insurance cover to Als
in respect of reverse mortgage loans originated by such Als and
secured on residential properties.

The risk under any one insurance contract is the possibility that
the insured event occurs and the uncertainty of the amount of the
resulting claim. By the very nature of an insurance contract, this
risk is random and therefore unpredictable.

For a portfolio of insurance contracts where the theory of
probability is applied to pricing and provisioning, the principal risk
that the Group faces under its insurance contracts is that the
actual claims exceed the carrying amount of the insurance
liabilities. This could occur because the frequency or severity of
claims are greater than estimated. Insurance events are random
and the actual number and amount of claims and benefits will vary
from year to year from the estimate established using statistical
techniques.
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Experience shows that the larger the portfolio of similar insurance
contracts, the smaller the relative variability about the expected
outcome will be. In addition, a more diversified portfolio is less
likely to be affected across the board by a change in any subset of
the portfolio. The Group has developed a business strategy to
diversify the type of insurance risks accepted and within each of
the key categories to achieve a sufficiently large population of risks
to reduce the variability of the expected outcome.

The frequency and severity of claims can be affected by several
factors. The most significant are a downturn of the economy, a
slump in the local property market and a low mortality rate of
borrowers. Economic downturn, which may cause a rise in
defaulted payment, affects the frequency of claims and collateral
value. A drop in property prices, where the collateral value falls
below the outstanding balance of the mortgage loan, will increase
the severity of claims. Low mortality rate of borrowers means
longer payout period and larger loan balance will be over time.
This will affect the frequency and severity of claims as there is a
risk of the property value insufficient to cover the outstanding loan
balance in the future.

The Group manages these risks by adopting a set of prudent
insurance eligibility criteria. To ensure sufficient provision is set
aside for meeting future claim payments, the Group calculates
technical reserves on prudent liability valuation assumptions and
the method prescribed in the regulatory guidelines. The Group also
takes out quota-share reinsurance from its approved mortgage
reinsurers and excess-of-l0ss reinsurance arrangement in an effort
to limit its risk exposure under the mortgage insurance business.
The Group conducts comprehensive assessment including the
financial strength and credit ratings of the mortgage reinsurers in
accordance with the approved selection framework set by the
Credit Committee. The approved mortgage reinsurers are subject
to periodic reviews. For financial guarantee cover provided to Als,
the Group relies on the lenders’ prudent credit assessment on the
borrowers to mitigate default risk and any loss in the loan facility
will be shared proportionately between the Group and the lender
on a pari passu basis to minimise moral hazards. The mortality
assumptions of reverse mortgages are also reviewed on a regular
basis, to assess the risk of larger deviation between the actual and
expected operating results.

As at 31 December 2012, if combined ratio had increased by 1%,
profit for the year would have been HK$4 million (2011: HK$6
million) lower. If combined ratio had decreased by 1%, profit for
the year would have been HK$4 million (2011: HK$6 million) higher.
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CHEE Financial assets
RehEHEs Cash and short-term funds
EREATFE Loan portfolio, net
EREE Investment securities
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BERTERES Debt securities issued
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. Fair values of financial assets and liabilities

Fair value estimates are made at a specific point in time based on
relevant market information and the characteristics of the financial
instruments.

The following table provides an analysis of the carrying amounts
and fair values of financial assets and liabilities not wholly
presented on the Group’s statement of financial position at their
fair value. For quoted instruments, bid prices are used to estimate
fair values of assets, whereas offer prices are applied for liabilities.
For all other financial instruments that are not measured at fair
value, the fair value is approximately equal to their carrying value.

WREE AVE

Carrying value Fair value
2012 2011 2012 2011
THET FBT THET FHET
HK$'000 HK$'000 HK$'000 HK$'000
9,715,544 10,245,165 9,715,544 10,245,165
25,895,399 33,135,818 25,895,399 33,135,818
9,237,808 8,269,143 9,748,868 8,540,409
4,200,129 4,182,266 4,200,129 4,182,266
36,064,340 40,205,399 36,067,827 40,211,498
214,672 367,137 214,243 366,404

The following methods and assumptions have been used to
estimate the fair values of financial instruments:

(@) Cash and short-term funds

Cash and short-term funds include bank deposits. The fair
value of floating-rate deposits is the carrying amount. The
estimated fair value of fixed-rate deposits, which are normally
less than 3 months, is based on discounted cash flows using
prevailing money-market interest rates for debts with similar
credit risk and remaining maturity. Therefore, the fair value of
the deposits is approximately equal to their carrying value.
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Loan portfolio, net

Loan portfolio is stated net of impairment allowance. An
insignificant portion of loan portfolio bears interest at fixed
rate. Therefore, the carrying value of loan portfolio is a
reasonable estimate of the fair value.

Investment securities — held-to-maturity

Fair value for held-to-maturity assets is based on market prices
or broker/dealer price quotations. Where this information is not
available, fair value has been estimated using quoted market
prices for securities with similar credit, maturity and yield
characteristics.

Debt securities issued

The aggregate fair values are calculated based on quoted
market prices. For those notes where quoted market prices are
not available, a discounted cash flow model is used based on a
current yield curve appropriate for the remaining term to
maturity.

Mortgage-backed securities issued under the MBS
Programme

The aggregate fair values are calculated based on quoted
market prices. For those notes where quoted market prices are
not available, a discounted cash flow model is used based on a
current yield curve appropriate for the remaining term to
maturity.

Other liabilities — deferred consideration

These represent the deferred consideration used for credit
enhancement on the mortgage loans purchased from the
Government of the Hong Kong Special Administrative Region
(“the Government”) in December 2003 and January 2004 with
the fair value approximating the carrying amount.
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TRIRRAFEERILRBEA TR
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(g) Fair value hierarchy

The following table shows financial instruments recognised at
fair value, analysed between those whose fair value is based
on:

m Quoted prices in active markets for identical assets or
liabilities (Level 1),

m Those involving inputs other than quoted prices included in
Level 1 that are observable for the asset or liability, either
directly (as prices) or indirectly (derived from prices) (Level 2),
and

m Those with inputs for the asset or liability that are not based
on observable market data (unobservable inputs) (Level 3).

AEEREAAH AEERART
The Group and the Company The Group and the Company
R-ZZ-——£+-f=t-H RZZ——F+ZRA=1+—A
As at 31 December 2012 As at 31 December 2011

Ei=l] = o) E—E E-E ksl
Level 1 Level 2 Total Level 1 Level 2 Total
TET THT THT THAT THT THT
HK$'000 HK$'000 HK$'000 HK$'000 HK$'000 HK$'000

BE Assets
TESMIA Derivative financial instruments - 1,443,013 1,443,013 - 1,559,187 1,559,187
EHFERE Investment securities

—AHHE — available-for-sale 4,241,650 1,571,177  5812,827 2,009,404 294,299 2,303,703

4,241,650 3,014,190 7,255,840 2,009,404 1,853,486 3,862,890

&% Liabilities
fTHESRIA Derivative financial instruments - 175,095 175,095 - 139,582 139,582
MinERRETE R Debt securities issued

PARFEZEEA designated as at fair value

BRMBETES through profit or loss upon

o initial recognition - 340,287 340,287 = 891,808 891,808

- 515,382 515,382 = 1,031,390 1,031,390

There is no (2011: nil) financial instrument measured at fair
value using a valuation technique that is not supported by
observable market data (Level 3).

BAFEFENERTIAYE(ZF
——F  E\)ERBEEARBETSEE
ERNHETE(EZRE)
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3.7.

Capital management

The Group's objectives when managing capital, which is a broader
concept than the ‘equity” on the face of the statement of financial
position, are:

m To comply with the capital requirements set by the Financial
Secretary of the Government of the Hong Kong Special
Administrative Region (“Financial Secretary”);

m To safeguard the Group's ability to continue as a going concern
so that it can continue to provide returns for shareholders;

m To support the Group’s stability and growth;

m To allocate capital in an efficient and risk based approach to
optimise risk adjusted return to the shareholders; and

m To maintain a strong capital base to support the development of
its business.

Capital adequacy and the use of regulatory capital are monitored
daily by the Group’s management in accordance with the
Guidelines on the Capital Adequacy Ratio (“Guidelines”) issued by
the Financial Secretary, by reference largely to Basel Il risk-based
capital adequacy framework. The minimum Capital Adequacy Ratio
("CAR") stipulated in the Guidelines is 8%.

The Chief Executive Officer is required to submit a report to the
Board of Directors on a quarterly basis by reference to the
Guidelines issued by the Financial Secretary. Any breach or likely
breach of the Guidelines must be reported to the Financial
Secretary. During the year, the Group complied with all of the
capital requirement set out in the Guidelines by the Financial
Secretary.
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TRBMAAEER 2 RARNEAEREA The table below summarises the composition of capital base and
RERT R o the CAR of the Group as at the end of the reporting period.
2012 2011
FET FAT
HK$'000 HK$'000
i Share capital 2,000,000 2,000,000
REB & A Retained profits 5,302,410 5,173,228
[\ B 1o contingency reserves 977,773 731,562
H i Other reserves 316,484 173,958
SRz ) A 2 Non-controlling interest 12,423 12,169
A& A A ERORE Allowance for loan impairment under
FR{E2 B collective assessment 4,052 7,622
R Deductions (20,122) (159,962)
RN Total capital base 8,593,020 7,938,577
BARTBE Capital Adequacy Ratio 20.2% 19.7%
4. FARRGHEST IR 4. Critical accounting estimates and assumptions

AEERAYHT EHRFENEERAETIK
BAREZMETRER - ARESRBBELR
REMAR(BEREBBER THRAREREH
MAIRTEH) - FERT AP IELET R A -

The Group makes estimates and assumptions that affect the reported
amounts of assets and liabilities within the next financial year. Estimates
and judgements are continually evaluated and are based on historical
experience and other factors, including expectations of future events

that are believed to be reasonable under the circumstances.

4. BERESHRERE

AEBEEDBF R EEFAA UFHR
B BEREBBERE BT ARERE
AEEGHEBETEMNBRAGEE &
ARAEEFAS BN ERNTR ARRE
SRR RRESEETH®RNAIETE
2iEE - &tﬁ?ﬁff‘i‘\&%ﬁﬁlgﬁggﬁﬁﬁ
RRE—HERANETMARNEE ‘iﬁiﬁ
/\1IE|J§E@E|J?@KH KA B VA A AR

B EAET RN SRS A{KT}’EE

REBRFEBRERE B““Eﬁi*ﬁ‘?ﬁ%ﬁAﬁ%E’J
BEREERER ARESTHBRAHG
SERRBR SR B REEN T EREBRF -
AR MR IR R EREREROEER -
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4.1.

Impairment allowances on loan portfolio

The Group reviews its loan portfolio to assess impairment at least
on a quarterly basis. In determining whether an impairment loss
should be recorded in the income statement, the Group makes
judgements as to whether there is any observable data indicating
that there is a measurable decrease in the estimated future cash
flows from a portfolio of loans before the decrease can be
identified with an individual loan in that portfolio. This evidence
may include observable data indicating that there has been an
adverse change in the payment status of borrowers in a group or
economic conditions that correlate with defaults on assets in the
group. Management uses estimates based on historical loss
experience for assets with credit risk characteristics and objective
evidence of impairment similar to those in the portfolio when
scheduling its future cash flows. The methodology and
assumptions used for estimating both the amount and timing of
future cash flows are reviewed regularly to reduce any differences
between loss estimates and actual loss experience.
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4.2.

4.3.

4.4,

Fair value of derivatives

The fair value of financial instruments that are not quoted in active
markets are determined by using valuation techniques. Where
valuation techniques (for example, models) are used to determine
fair value, they are validated and periodically reviewed by qualified
personnel independent of the area that created them. All models
are validated before they are used, and models are calibrated to
ensure that outputs reflect actual data and comparative market
prices. To the extent practical, models use only observable data,
however areas such as credit risk, volatilities and correlations
require management to make estimates. Changes in assumptions
about these factors could affect reported fair value of financial
instruments. Sensitivity analysis is set out in Note 3.3.

Impairment of available-for-sale investments

The Group determines that available-for-sale investments are
impaired when there has been a significant or prolonged decline in
the fair value below its cost. This determination of what is
significant or prolonged requires judgement. In making this
judgement, the Group evaluates, among other factors, the normal
volatility in listed price. In addition, impairment may be appropriate
when there is evidence of deterioration in the financial health of
the investment, industry and sector performance, changes in
technology, and operational and financing cash flows.

Held-to-maturity investments

The Group follows the guidance of HKAS 39 on classifying non-
derivative financial assets with fixed or determinable payments
and fixed maturity as held-to-maturity. This classification requires
significant judgement. In making this judgement, the Group
evaluates its intention and ability to hold such investments to
maturity. If the Group fails to keep these investments to maturity
other than for the specific circumstances defined in HKAS 39 such
as due to significant deterioration of such investments or selling
close to maturity, it will be required to reclassify the entire class as
available-for-sale and measured at fair value, not amortised cost.
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4.5. Profits tax

The Group is subject to profits tax in Hong Kong. Significant
estimates are required in determining the provision for profits tax.
There are many transactions and calculations for which the
ultimate tax determination is uncertain during the ordinary course
of business. The Group recognises liabilities for anticipated tax
issues based on estimates of whether additional taxes will be due.

5. Segment analysis

The Group is principally engaged in mortgage business. Other activities
such as debt issuance to fund the mortgage purchase and investment to
reinvest the surplus funds from mortgage receipt are considered
ancillary to mortgage business. The Group is also organised in such a
way that performance is measured at Group level in a single segment for
mortgage business.

Although the mortgage business is managed as a single segment, the
mortgage business is located in four geographical areas, namely Hong
Kong, Korea, Malaysia and China. The segment for Hong Kong includes
mainly the mortgage business in Hong Kong. The segment outside Hong
Kong includes mortgage assets in Korea, an investment in a jointly
controlled entity in Malaysia disposed in December 2012 and an
investment in a subsidiary in Shenzhen, China. The chief operating
decision maker assesses the performance based on geographical
segments.
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TRELE DN - ar REMER o The following tables represent revenue, profit and other information for

operating segments of the Group.

&8

Hong Kong
FExT
HK$'000

BB
Outside
Hong Kong
F#ET
HK$'000

e
Total
TET
HK$'000

BE-ZE——=—F Year ended 31 December
+=ZB=1+—HBLEEE 2012

HEUA Interest income 1,019,858 115,504 1,135,362
FEXZH Interest expense (284,103) (39,160) (323,263)
F A B A Net interest income 735,755 76,344 812,099
EmilRE FE Net premiums earned 533,536 - 533,536
H A Other income 234,850 (2,379) 232,471
TGN Operating income 1,504,141 73,965 1,578,106
FA RO B 5 Net claims written back 6,642 - 6,642
e HFEsE Net commission expenses (162,541) - (162,541)
L Operating expenses (204,045) (15,222) (219,267)
REDRERTHA L% A Operating profit before impairment 1,144,197 58,743 1,202,940
B R E B # Write-back of loan impairment

allowances 5,680 - 5,680
FE(L RS EA25% K Share of profit of a jointly controlled

entity - 2,450 2,450
R B A A Profit before taxation 1,149,877 61,193 1,211,070
g Taxation (85,524)
IREE S H Profit for the year 1,125,546
FREXRFZ Capital expenditure during the year 11,982 - 11,982
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BB

Hong Kong
FAT
HK$'000

BB AN
Outside
Hong Kong
T
HK$'000

Rk
Total

T T
HK$'000

BHE_T—%F Year ended 31 December 2011
+—A=+—HIEFE
M BWA Interest income 867,718 164,884 1,032,602
FEZE Interest expense (124,694) (53,095) (177,789)
FF B ULA Net interest income 743,024 111,789 854,813
EmERE F5E Net premiums earned 658,854 - 658,854
E AU A Other income 206,191 (8,326) 197,865
TGN Operating income 1,608,069 103,463 1,711,532
FA RO B F 5 Net claims written back 17,618 - 17,618
A& HFsE Net commission expenses (108,000) - (108,000)
LT Operating expenses (166,875) (25,057) (191,932)
REDBERTH KL% Operating profit before impairment 1,350,812 78,406 1,429,218
BERRERE Loan impairment charge (3,141) - (3,141)
FE(E LRI HIEE2% 7 Share of profit of a jointly controlled
entity - 2,830 2,830
B A5 AT v ) Profit before taxation 1,347,671 81,236 1,428,907
] Taxation (173,225)
AR [ S 7| Profit for the year 1,255,682
FRNEARFAZ Capital expenditure during the year 22,877 = 22,877
AR
58 Outside
Hong Kong Hong Kong
FHExT F#&xT
HK$'000 HK$'000
R-ZB—=F As at 31 December 2012
+=—B=+-—H
DIEE Segment assets 48,366,698 4,498,259 52,864,957
SEAGE Segment liabilities 38,878,093 4,374,027 43,252,120
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BB AN

BB Outside 1BRE
Hong Kong Hong Kong Total
FHETT FB T FET
HK$'000 HK$'000 HK$'000

RZE——F As at 31 December 2011

+=A=+—"H
DB E Segment assets 48,982,599 7,388,702 56,371,301
HEZEH EBIEE Investment in a jointly controlled entity = 130,045 130,045
EEMAE Total assets 48,982,599 7,518,747 56,501,346
SEAaE Segment liabilities 40,667,094 7,267,011 47,934,105
6. FEEAN 6. Interestincome
REEHE
The Group
2012 2011
F#&T FAETT
HK$'000 HK$'000
BRBE Loan portfolio 584,044 623,425
RekmHEe Cash and short-term funds 213,263 100,937
BHEE— LW Investment securities — listed 203,331 98,285
FHEE —IELET Investment securities — unlisted 134,724 209,955
1,135,362 1,032,602
7. FBXH 7. Interest expense

rEE
The Group

2012
TR
HK$"000

ARAENEHERNIETES - Bankloans, debt and MBS issued wholly

BEITERRIZEES repayable within 5 years 305,913 151,690

BERAFABEEEND BT Debt and MBS issued not wholly repayable
B RIZBESH within 5 years 17,350 26,099
323,263 177,789

AEEMEXHBEI2EBL(ZFE——F : Included within interest expenses are HK$321 million (2011: HK$174 million)
174 T) WIEU A FEZ L ABzEMEF  for financial liabilities that are not at fair value through profit and loss.
BfE-
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8. ZIBRMEEREREFEIZEEIR 8. Revenue account for mortgage insurance and
guarantee business

rEH
The Group
2012 2011
FH&xT FHIT
HK$'000 HK$'000
ERE (KizEa) Gross premiums written (Note a) 556,885 644,102
BRERE Reinsurance premiums (112,347) (114,569)
1RB B F 58 (T 5F 28(a)) Net premiums written (Note 28(a)) 444,538 529,533
RmER B HR D F 58 Decrease in unearned premiums, net 88,998 129,321
BEm IR B F 58 (K17 28(a)) Net premiums earned (Note 28(a)) 533,536 658,854
FA R O B F 5 (M5 28(h)) Net claims written back (Note 28(b)) 6,642 17,618
BB REREFE Net premiums earned after provisions 540,178 676,472
BeH commission expenses (188,910) (125,785)
BRRARMNEE S H Reinsurers’ share of commission expenses 26,369 17,785
e 55 Net commission expenses (162,541) (108,000)
B E 12 5 2 AT A E i A Net premiums earned before management
REFEE expenses 377,637 568,472
BEERY (D) Management expenses (Note b) (26,450) (29,526)
AR Underwriting gains 351,187 538,946
BiaE - Note:
@) FREIEROIZIBRMERS /N2 (@ Gross premiums were mainly derived from mortgage
DREFNCERNERERLTEZIR insurance cover on mortgage loans with a small portion of
BHIRE o guarantee fees written from guarantee business on loans to

SMEs and premiums written from mortgage insurance cover
on reverse mortgage loans.

() TEBEXAKIFI0&L T HH— I (by Management expenses formed part of the operating
S o expenses in Note 10.

N
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9. HurA

9. Other income

REHE
The Group
2012 2011
F#&T FAETT
HK$'000 HK$'000
IRBEERER KBS Early prepayment fees and late charges 5,059 14,903
MEE 5, Z= =B Exchange difference 29,937 51,049
E@MITAEAFELZE)FRE Net change in fair value of financial
instruments 12,850 3,366
AR E FTRE R ERA Dividend income from available-for-sale
listed investments 90,135 65,071
HERE M EFEE (EE12) Net gain on disposal of investments (Note 12) 90,260 64,952
& R E B E WS Gain on disposal of investment in a jointly
(FfF7E23) controlled entity (Note 23) 7,137 -
Hb Others (2,907) (1,476)
232,471 197,865

ST AERAFEZSAE N TZIEREN : ()
EEAANFEE RO TAARLEEE17E
BIL(ZF——F : RZF6,4008 8 70) R H
BEAFEKZI1SIEBT(ZE——F : A
57008 47T) R (i) A& FAER ST AR
PMETEAFEKRZFEIOEET(ZF——4F:
100 &7570) RIEE A A FEE LT ABEHE %
TEHEEFAFEBE0EBT(ZT——F
50088 7T) °

Change in fair value of financial instruments represents the aggregate of
(i) HK$170 million fair value loss on hedging instruments designated as
fair value hedge (2011: HK$64 million gain) and HK$181 million fair value
gain on the hedged items (2011: HK$57 million loss); and (i) HK$7 million
fair value gain on derivatives not qualified as hedges for accounting
purposes (2011: HK$1 million) and HK$5 million fair value loss on debt
securities issued designated as at fair value through profit or loss (2011:
HK$5 million).

ERZBREFERAT —T——F% 175



A BT R FKizE Notes to the Consolidated Financial Statements

10. &2 H 10. Operating expenses
rER
The Group

2012 2011
FE&T T 7T
HK$°000 HK$'000

EEKA Staff costs
He KER Salaries and benefits 135,497 124,411
BRIRERK A — R EHKETE Pension costs — defined contribution plans 7.458 6,396

WAE Premises
e Rental 19,618 9,929
HAftb Others 8,747 6,311
o Directors’ emoluments - =
e (MIsE25) Depreciation (Note 25) 14,127 8,609
B 48 & =1 IR 7S Financial information services 5,756 5,627
= Consultancy fees 7,547 9,615
TG H B R ES 2 Marketing and advertising expenses 6,914 8,135
HAbsg & Other operating expenses 13,603 12,899
219,267 191,932
1. BB & 11. Auditor’s remuneration
REE
The Group

2012 2011
FE&T F&T
HK$'000 HK$'000
Bz R Audit services 1,366 938
H b AR %5 Other services 433 1,068
1,799 2,006
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12. HEREHWEEFEEA 12. Net gain on disposal of investments

REE
The Group
2012
F#&T
HK$°000
HERENKEF5E - Net gain on disposal of investments:
— 22BN — A —HERFHEER — realisation of amounts recognised in
REFRIE (f5E32) reserves up to 1 January (note 32) 38,230 51,884
— RFEEA KR FE — net gain arising in current year 52,030 13,068
90,260 64,952
13. BRIREERRE (1EE) 13. Write-back/(charge) of loan impairment
allowances
REHE
The Group
2012 2011
FHT F&T
HK$'000 HK$'000
BRURER B (BE) Write-back/(charge) of loan impairment
— &S (H5E20(0)) allowances — collective assessment
(Note 20 (b)) 5,680 (3,141)
14. $ilE 14. Taxation
(a) RESWSRMIORBBIES : (a) Taxation charge in the consolidated income statement
represents:
REEHE
The Group
2012 2011
F#T FA&TT
HK$'000 HK$'000
BEFEH Hong Kong profits tax
— S HIFTSHE — Current income tax 81,940 169,114
— BAFERAE — Adjustment in respect of prior years (14) =
81,926 169,114
BB LASMRIA Taxation outside Hong Kong
— BHIFTEM — Current income tax 521 _
IERERIE Deferred taxation
— REFEELH — Charge for current year 3,077 4,111
85,524 173,225
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LA F S E A b AT E SR B R A R Hong Kong profits tax has been provided at the rate of 16.5%
16.5% (=& ——4F : 16.5%) B B &t (2011: 16.5%) on the estimated assessable profit for the year.
REBNETEE - ARERBUIMNE For subsidiary operating outside Hong Kong, tax rate prevailing
ERMBAT - SRFAEBEREESER in the relevant country is used. Deferred taxation is calculated
HHREFE - BEEFRIEUE BEEIR in full on temporary differences under the liability method
165%(—F ——4F : 165%) W EEF using a principal taxation rate of 16.5% (2011: 16.5%).

K E 2R E5E o

NEE KRR AR A A B IR B A RS The taxation on the Group's profit before taxation differs from
MEFEMNERSENEZEZNT ¢ the theoretical amount that would arise using the taxation rate

of Hong Kong as follows:

REHE
The Group

2012 2011

F&T FAETT

HK$'000 HK$'000

FRELRT R Profit before taxation 1,211,070 1,428,907
#165% (- F——4: Calculated at a taxation rate of 16.5%

16.5%) 9T K=t & (2011:16.5%) 199,827 235,770
FEAG L[R2 6 & B s A Tax effect of share of profit of a jointly

BT E controlled entity (404) (467)

BAGT AU A Income not subject to taxation (135,314) (89,138)

Rk 53 Expenses not deductible for taxation

purposes 21,429 27,060

BAEFERARE Adjustment in respect of prior years (14) =

FRIERF S Taxation charge 85,524 173,225

(b) EAFEIR R R A BB IEEREES : (b) Provision for taxation in the statement of financial

position represents:

rEE N
The Group The Company
2012 2011 2012 2011
TET FAT THET TAT
HK$'000 HK$'000 HK$'000 HK$'000
EHIEARE Current income tax
liabilities 101,587 134,785 100,563 135,131
EIERBAR Deferred income tax
liabilities 109,404 52,672 109,103 52,696
210,991 187,457 209,666 187,827
RZEBE-——FR-_ZFT——%+=-A There was no significant unprovided deferred taxation as at 31
=+—0B  BEAAEARBEERER December 2012 and 2011.
1A o
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ERERE(EE) AENTREKRDD

The major components of deferred income tax (assets)/

RERNESHMT liabilities and the movements during the year are as follows:
r5E
The Group
RERE
MEBERE  Impairment
Accelerated allowances AFE#HE BHEKHM
tax and Fairvalue  Cash flow #m
depreciation  provisions changes hedges Total
TAT THL THL TAEx FHL
HK$'000 HK$'000 HK$'000 HK$'000 HK$'000
RZE——F—F—H Asat1January 2011 3241 (11,774) 50,395 (4,695) 37,167
NGRS Charged to the income
Statement 1,805 2,306 - - 4,111
RSN (f3E32)  Charged to equity (Note 32) - - 9,316 2,078 11,394
RZE——F As at 31 December 2011
+-A=+—-H 5,046 (9,468) 59,711 (2,617) 52,672
R R R0k Charged to the income
statement 19 3,058 - = 3,077
RiEZ A (i3E32)  Charged to equity (Note 32) = = 52,748 907 53,655
R-Z--f As at 31 December 2012
+=HA=t-H 5,065 (6,410) 112,459 (1,710) 109,404
PN
The Company
RERE
MEBIERE  Impairment
Accelerated allowances AFE#E BEREM
tax and  Fairvalue  Cash flow k]
depreciation  provisions changes hedges Total
THT TEx THT TAExT TET
HK$'000 HK$'000 HK$'000 HK$'000 HK$'000
RZE——F—F—H Asat1January 2011 3,241 (11,774) 50,395 (4,695) 37,167
NG LARlS Charged to the income
statement 1,805 2,330 = = 4,135
PIERAR (F532)  Charged to equity (Note 32) - = 9,316 2,078 11,394
R_E——F As at 31 December 2011
+-A=+—-H 5,046 (9,444) 59,711 (2,617) 52,696
RIKER AR Charged to the income
Statement 19 2,733 - - 2,752
ARERS NN (FF3E32)  Charged to equity (Note 32) - - 52,748 907 53,655
R-E-—& As at 31 December 2012
+=HA=+-H 5,065 (6,711) 112,459 (1,710) 109,103

Rt-EAR  BEANEXEEHERE
E/aEREKRE A -

There is no significant amount of deferred income tax assets/
liabilities to be settled within 12 months.
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15. ZEEHF 15. Profit for the year

NN BB T R AR P AR S K 4% 1,097,537,000  The profit for the year is dealt with in the financial statements of the
BT (ZZ——14F : 1,226,370,000787T) ° Company to the extent of HK$1,097,537,000 (2011: HK$1,226,370,000).
16. 128 16. Dividend

PN
The Company

2012 2011
FTExT THAT
HK$'000 HK$'000

R ESRERAR0.3758 7T Proposed dividend of HK$0.375
—E——%F :0175%87T) (2011: HK$0.175) per ordinary share 750,000 350,000

RZT—ZFM_FT——FENH=ZF——FF The dividend paid in 2012 and 2011 in respect of 2011 and 2010 were
—E-THEEZREVAISEBT(EREEAK  both HK$350 million (HK$0.175 per ordinary share). The directors
017587) - RZZE—=FWA+HHE r EFFE proposed a final dividend in respect of 2012 of HK$0.375 per ordinary
HEE T - —FRPKEFREBAX0.375%8  share on 15 April 2013. The proposed dividend is not reflected as a
L EEEBRERBEA - BUKREWTEYA  dividend payable until it has been approved by shareholders.

FERTPR S ©

17. IRERBHESE 17. Cash and short-term funds
REE RATF
The Group The Company
2012 2011 2012 2011
THET FAIT FTET T
HK$'000 HK$'000 HK$'000 HK$'000
$ITEE Cash at banks 185,886 43,499 180,602 38,642
BATEER Time deposits with banks 9,529,658 10,201,666 9,407,741 10,083,205
9,715,544 10,245,165 9,588,343 10,121,847

MEeRERME BRehERBELEE B For the purposes of the statement of cash flows, cash and cash
TERS BB =EA AR HER - equivalents comprise the following balances with less than three
months" maturity from the date of transaction.

rEE AT

The Group The Company
2012 2011 2012 2011
FEx FHT FEx FHET
HK$'000 HK$'000 HK$'000 HK$'000
RITIRE Cash at banks 185,886 43,499 180,602 38,642
RITEHER Time deposits with banks 1,018,243 9,942 514 896,326 9,936,345
RekERREER Cash and cash equivalents 1,204,129 9,986,013 1,076,928 9,974,987
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N-ZE——F+-F=+—HMEE&NZERI®RE Cash and cash equivalents as at 31 December 2012 included guarantee
HE  PEER/NEEEERTE THERER  fee of HK$140,241,000 received under the special concessionary
it BT U B Y HE 1R 2 140,241,00078 7T (MF5£27) © measures of the SME Financing Guarantee Scheme (Note 27).

18. FEULFI B R EER

18. Interest and remittance receivables

PN | KAF]
The Group The Company
2012 2011 2012 2011
THET FTAT TERT THT
HK$'000 HK$'000 HK$'000 HK$'000
DA & TE RO FE LR 2, Interest receivable from
— FEBEE L — interest rate swap contracts 223,426 240,949 223,426 240,949
— EBERE — investment securities 99,950 88,046 99,950 88,046
— RITEHEK — time deposits with banks 20,857 12,461 20,146 11,861
RS K RELF B Interest receivable and
i INEA instalments, in transit from
loan portfolio 125,357 249,542 116,893 237,214

469,590 590,998 460,415 578,070

19. $TE LT H
(a) ERATTETE

19. Derivative financial instruments

(a) Use of derivative

AEEEATINTE T AH A AREEN
ERER

ERRFRBEH LU —ER ISR
S—HRERENEG - EREHEK
MRS MEAGNEEE SR - [RET
BRI REXSH TS REBRA
T ARENEERARAXZH T RE
BTEEEMEERREONEEK
Ko REESERITRATE  BEEH
BEALLD - RTSHRBEREEAR
FARER o

The Group uses the following derivative instruments to hedge
the Group's financial risks.

Currency and interest rate swaps are commitments to
exchange one set of cash flows for another. Swaps result in an
economic exchange of currencies or interest rates or a
combination of all these. No exchange of principal takes place
except for certain currency swaps. The Group's credit risk
represents the potential cost to replace the swap contracts if
counterparties fail to perform their obligations. This risk is
monitored on an ongoing basis with reference to the current
fair value, a proportion of the notional amount of the contracts
and the liquidity of the market.
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ETREESRTIANERSE AN
BRR R TR TARMH — AL ERmE
o ERVGRBSRRERSREN
SEATAEFNNATE At T
e A EEERNEEXERRR o

The notional amounts of certain types of financial instruments
provide a basis for comparison with instruments recognised on
the statement of financial position but do not necessarily
indicate the amounts of future cash flows involved or the
current fair value of the instruments and, therefore, do not

B 2 T 45 1) 2R R B o AR 5 L R SR A0 R
B TAETAAEEAKEELRF
(BE)XTF(BE)NTE - ITEE
BTANAHOREECHELR LA
NETNTERE - RITEEREER
BEZATFRE AT TR RIEKE °
FEsBERITETARFEHNTX -

indicate the Group’s exposure to credit or price risks. The
derivative instruments become favourable (assets) or
unfavourable (liabilities) as a result of fluctuations in market
interest rates or foreign exchange rates relative to their terms.
The aggregate contractual or notional amount of derivative
financial instruments on hand, the extent to which instruments
are favourable or unfavourable, and thus the aggregate fair
values of derivative financial assets and liabilities, can fluctuate
significantly from time to time. The fair values of derivative
instruments held are set out below.

AEERAANT
The Group and the Company

&8/ "R/
LR AYE BHEH AFE

Contract/ Fair values Contract/ Fair values
notional BE afE notional BE afE
amount Assets Liabilities amount Assets Liabilities

THT THT THT TR THT THT
HK$'000 HK$'000 HK$'000 HK$'000 HK$'000 HK$'000

0 FEARBEEEE

Derivatives not qualified as

FERTAETR hedges for accounting
puUrposes

FxiEH Interest rate swaps 3,494,637 54,383 (4,541)  544899% 63,220 (13,880)
Bz currency swaps 3,491,405 19,421 - 7,890,297 11,696 (12,884)
73,804 (4,541) 74,916 (26,764)

(i) RTEHHTEIA (i) Fair value hedge derivatives
Fll &2 1 Interest rate swaps 16,785,925 1,226,686 (252) 21,418,545 1,250,727 (18,607)
ks Currency swaps 17,464,320 142,523 (170,302) 16,503,853 233,544 (94,211)
1,369,209  (170,554) 1,484,271 (112,818)

DRRITEEE/ Total recognised derivative

(B8R &R assets/(liabilities) 1,443,013 (175,095) 1,559,187 (139,582)
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(b) ¥ /05

WOTETRARAFEHSHIRSRY
o RERREME - ARKNA EH
Bif - ARENATEHHNIZEER
RRERD HTEBES X FENER
B = B P 5| B I R R A SN E [
MM EMERER R_F——F+=
HA=+—B  IEEMETEARE Y
HOTETR(ZE——%F 1 &) o

() EERARBERRSE RS

EERAREEMEMEMBEA/EILERE
MPTET A/ DMK - BERKEER
BREBIERBEANTT R L RIESIFTER
T AREBUEREBIRHHTFTIED
BT ©

MTETARONBERARBERRE
SRR SEHNT X - 25 RIAEFT
ANERXZHHFETERGE LN
@,

(b) Hedging activities

Derivatives may qualify as hedges for accounting purposes if
they are fair value hedges or cash flow hedges. The Group’s
fair value hedge principally consists of interest rate and
currency swaps that are used to protect interest rate risk and
foreign currency risk resulting from any potential change in fair
value of underlying debt securities issued. There were no
derivatives designated as cash flow hedges as at 31 December
2012 (2011: nil).

(c) Replacement costs and potential future credit

exposures

The replacement costs represent the cost of replacing all
derivative contracts that have a positive value when marked to
market. The potential future credit exposure amounts refer to
the amount as computed in accordance with the Guidelines on
the Capital Adequacy Ratio. The Group has not experienced
any non-performance by its counterparties.

The replacement costs and potential future credit exposure
amounts of the derivative contracts are as follows. These
amounts do not take into account the effects of bilateral
netting arrangements with the counterparties.

AEERAAT
The Group and the Company
2012 2011
BEARRK BIERR
FERR EERE
BEERA Potential HENA Potential
Replacement  future credit Replacement future credit
cost exposure cost exposure
THET THET THAT TAT
HK$'000 HK$'000 HK$'000 HK$'000
FEEH Interest rate contracts
— F|E G HR — Interest rate swaps 1,438,514 99,888 1,527,223 131,599
EXRA4) Exchange rate contracts
— Bk — Currency swaps 180,484 571,814 263,227 806,232

1,618,998 671,702 1,790,450 937,831
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20. ERESRE 20. Loan portfolio, net
(a) ERE S RIE (a) Loan portfolio less allowance
rEH P N
The Group The Company
2012 2011 2012 2011
TET FAET T TAT
HK$'000 HK$'000 HK$'000 HK$'000
RREZEE Mortgage portfolio
= Residential
— &8 — Hong Kong 16,530,736 20,402,305 12,584,243 15,442,530
— &4 — Qverseas 4,355,258 7,239,972 4,355,258 7,239,972
mE Commercial 4,000,000 4,000,000 4,000,000 4,000,000
FHLEE Securitised portfolio
(BI7E34) (Note 34) - 169,762 - -
FRBETES Non-mortgage portfolio 1,013,457 1,331,401 1,008,332 1,331,407
25,899,451 33,143,440 21,947,833 23,013,903
SRR ERE Allowance for loan
impairment (4,052) (7,622) (4,030) (7,478)
25,895,399 33,135,818 21,943,803 28,006,425
RZE—ZF+ZA=1+—8 " UEX As at 31 December 2012, the mortgage portfolio had a
EHREEFE - RARFTARMIZEE weighted average remaining term of 11 years (2011: 11 years)
HRPEFNEAT - RBEREEH on a contractual basis, without taking into account any
EFAFRRST—F (2T ——F ¢ prepayment of local mortgage loans. Final maturity of the
T—F) RBEEREAERER=-Z mortgage portfolio is in the year 2052 (2011: 2050).
A-FEH - (ZF——F: ZFAT
%)
EREREBABLERES MAREER Total allowance for loan impairment as a percentage of the
ReFHANBEILLAT outstanding principal balances of the loan portfolio is as
follows:

KEE KATF
The Group The Company

2012 2012

BT EREAE  Total allowance for loan

HEGAE B impairment as a
ColERaNs percentage of the
gross loan portfolio 0.02% 0.02% 0.02% 0.03%
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(b) FABERA S HER IR EREE

(b) Allowance for loan impairment on mortgage portfolio

rEE AAE
The Group The Company
2012 2011 2012 2011
FEx FHET FTET FHET
HK$'000 HK$'000 HK$'000 HK$'000
HATE Collective assessment
n—A—H As at 1 January 7,622 2,029 7,478 2,027
N EE L (Released)/charged to
(), #tE income statement
(BF=E13) (Note 13) (5,680) 3,141 (5,558) 2,999
W e B M E Recoveries of loans
previously written off 2,110 2,452 2,110 2,452
R+=-—A=+—H  Asat31December 4,052 7,622 4,030 7,478

EHEFRERRFR - EZBERERK
MER M B RI™E - SEREINRE
ERBEFAEELRERE

AT RHE R @R 2 REE RS T
W

Allowance for loan impairment was made after taking into
account the current market value of the collateral of the
delinguent loan. There is no impairment provided for overseas
and commercial mortgage portfolio.

Individually impaired loans collectively assessed on a portfolio
basis are analysed as follows:

r5E AT
The Group The Company

2012 201 2012 2011
TRT TAT TRT TAT
HK$'000 HK$'000 HK$'000 HK$'000

MEETMAS@EE  Gross impaired loan

portfolio 2,197 4,923 2,197 4,923
EXRERE Allowance for loan
impairment (380) (591) (380) (591)
1,817 4,332 1,817 4,332
ERREREG Allowance for loan
MEERES impairment as a
BENBE I percentage of gross
impaired loan portfolio 17.3% 12.0% 17.3% 12.0%
HEETHAEE  Gross impaired loan
MEFEA B portfolio as a percentage
MBERL of gross loan portfolio 0.01% 0.01% 0.01% 0.02%
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rEE Y YN
The Group The Company

2012 201 2012 2011
TR TAT TR TAT
HK$'000 HK$'000 HK$'000 HK$'000

A AR Allowance for loan

NAI B 58k Al impairment under
BBREFTE collective assessment for
EXRERE loans not individually
identified as impaired 3,672 7,031 3,650 6,887
() EREESHNRMEREREFE (c) Net investments in finance leases included in loan

portfolio

AEERAAT
The Group and the Company

2012
RIE WAL AREYN REEEREQ

MIRRE FEWKA IR
Present value Interest Total

of minimum income minimum
lease relating to lease
payments future payments
receivable periods receivable
FHET FHET TET
HK$'000 HK$'000 HK$'000

RUATEARIEY ZRIE :  Amounts receivable:

—— %R — within one year 89,919 18,210 108,129
——FRBRERER — after one year but within

five years 312,425 56,765 369,190

— hAF® — after five years 605,988 68,806 674,794

1,008,332 143,781 1,152,113
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AEBRARAF]
The Group and the Company
2011
IREWAE L RRAER  HEEWRALD
HIEIRE A EHA SRIRABRE
Present value Interest Total

of minimum income minimum
lease relating to lease
payments future payments
receivable periods receivable
FHTT FHTT FHTT
HK$'000 HK$'000 HK$'000

RUATEARIEY ZRIE ©  Amounts receivable:

——FR — within one year 110,457 24,274 134,731
— —FRERLFA — after one year but within
five years 399,125 76,599 475,724
— hF1% — after five years 821,819 97,583 919,402
1,331,401 198,456 1,529,857
RZE——F+_A=+—HEZ=ZF There is no impairment allowance for finance lease receivable
——&F+=-—A=+—H ' AEBRERD as at 31 December 2012 and 31 December 2011 of the Group
70 4 o e o FE B R UL GRIE 1B R E B and the Company.
1 o
21. BHKRE 21. Investment securities
(a) AT H &85 (a) Available-for-sale securities

REERAD T
The Group and the Company

2012 2011
TR TAT
HK$'000 HK$'000

RAFEYIIRNERES  Debt securities at fair value
REBFEIN LT Listed outside Hong Kong 334,014 —
LT Unlisted 2,160,316 294,299

AT ESIRSEMZES  Other securities at fair value

REB LT Listed in Hong Kong 3,318,497 2,009,404
A HEFESFAEE Total available-for-sale securities 5,812,827 2,303,703
HthESFERIMEBEES KEHER Other securities refer to exchange-traded funds and real estate
BfErtER - investment trust.
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BRETHRERISAIHEER SN Available-for-sale securities are analysed by categories of
D issuers as follows:
REERADT
The Group and the Company
2012 2011
FHET T
HK$'000 HK$'000
R1T R E At & mikiE Banks and other financial institutions 1,834,625 294,299
N Public sector entities 295,448 -
AR R BT Central government 364,257 -
HAth Others 3,318,497 2,009,404
5,812,827 2,303,703
A ER SN EESBmaT The movement in available-for-sale securities is summarised
as follows:
REBERARDF
The Group and the Company
2012 2011
F#ET T
HK$°000 HK$'000
n—HA—H As at 1 January 2,303,703 3,403,966
%40 Additions 4,161,064 645,167
e KER Sale and redemption (1,011,501) (1,853,946)
1 5 Amortisation 4,535 931
N EES Change in fair value 357,875 107,682
HNEE B b 7= KA Exchange difference (2,849) 97)
R+=—A=+—H As at 31 December 5,812,827 2,303,703
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(b) HEEFHES (b) Held-to-maturity securities

REBEREARRD T
The Group and the Company

2012 2011
FTERT T
HK$'000 HK$°000

SR NI IR B & 75 35 % Debt securities at amortised cost

RES LT Listed in Hong Kong 2,532,909 1,495,927

REBRIN BT Listed outside Hong Kong 2,953,324 3,029,614

5,486,233 4,525,541

JEET Unlisted 3,751,575 3,743,607

HEEIHRHFER Total held-to-maturity securities 9,237,808 8,269,148
EESATE Market value of listed securities

—RAEIH — held-to-maturity 5,815,111 4,692,973

RBETHEERDRE EIHESN Held-to-maturity securities are analysed by categories of
™ issuers as follows:
AEBRAEAF

The Group and the Company

2012 2011

FH&xT FHIT

HK$'000 HK$'000

R1T R E S RS Banks and other financial institutions 5,120,077 5,198,773

NCIRMSE Corporate entities 2,043,777 1,294,334

N Public sector entities 1,267,853 894,070

HR RS Central governments 767,362 830,863

Eib Others 38,739 51,108

9,237,808 8,269,148
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BEZIBESNEHFMIT The movement in held-to-maturity securities is summarised as
follows:

AEBRAEAT
The Group and the Company
2012 2011
FET T
HK$'000 HK$'000
Rn—H—H As at 1 January 8,269,148 8,033,133
140 Additions 1,926,101 1,743,272
HE K ER Sale and redemption (957,690) (1,508,858)
5 Amortisation (12,520) (10,761)
SN 5 KR Exchange difference 12,769 12,362
Rt=A=+—H As at 31 December 9,237,808 8,269,148

22. BATIIRE 22. Interests in subsidiaries
KAF

The Company
2012 2011
FH&xT T4
HK$°000 HK$'000
JE LT D - BANME Unlisted shares, at cost 103,060 103,060
B B8 A &) T /R 3R I8 Due from a subsidiary 3,840,609 4,883,648
3,943,669 4,986,708

B AR RZIBEER REETERS - WiE  The amount due from a subsidiary is unsecured and has no fixed term of
MHHEETE ° repayment. Interest is charged at market rates.
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RZZE——F+-_A=+—H WEBAFHMFE The details of the subsidiaries as at 31 December 2012 are:
o

1 B 3L it B ERT CEMBAFEE FEERRE
Place of FEEK Particulars of issued/ Effective
incorporation Principal activities registered capital equity held
BEERBEEARAR B BARERIZBEF  1,000,000%7T 100%
BRETBREEIAT
HKMC Mortgage Management Hong Kong Mortgage purchases HK$1,000,000 of HK$1 100%
Limited and servicing ordinary share each
YA E R mh B AR H RIBERERFE ARE1VEILFEMER 90%
BRAF]
Bauhinia HKMC Corporation PRC Mortgage guarantee RMB100 million registered 90%
Limited business capital
23. X EIEHIERESE 23. Investment in a jointly controlled entity
REE
The Group
2012 2011
F#ET FAT
HK$'000 HK$'000
n—H—H As at 1 January 130,045 130,720
BRI IR & FE(G B 5 7 Share of profit, net of tax 2,450 2,830
AN B 5 7= 58 (P 5 32) Exchange differences (Note 32) 5,276 (3,784)
H b E — AT AR Other equity movement — fair value reserve
(Ff7E32) (Note 32) (32) 279
s RREZES E IR E Disposal of investment in a jointly controlled
entity (137,739) =
Rt+—A=+—H As at 31 December - 130,045

bINNET|
The Company

2012 2011
FTERT TAET
HK$'000 HK$'000

JEETIRG - NAE Unlisted shares, at cost - 120,554

RZZ—ZF+-A AEETHKEHEEERS  In December 2012, the Group completed the disposal of all its interest in
R TRMURBEREREBOLRZEGIEZEER  ajointly controlled entity, Cagamas HKMC Berhad, with the principal
Cagamas HKMC Berhad#) PTG # 2 - BHR& MR E  activities of mortgage guaranty business in Malaysia, at a cash
137188 TT ° consideration of HK$137 million.
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HENHKREHERBNEEMBENT : The following are the assets and liabilities of the jointly controlled entity
disposed of:
FAT
HK$'000
MENEE Current assets 138,221
mEIAE Current liabilities (482)
HERFEE Net assets disposed of 137,739
2REAE KIS AN FERFEE Cumulative exchange gain and fair value reserves
(Ff5E32) (Note 32) (7,733)
HE W Gain on disposal 7,137
RE Consideration 137,143

R-ZE——F+-"F=+—H "EERARBIL Asat 31 December 2011, assets and liabilities of the jointly controlled

EZHEENEENBENEZ  25lA entity in respect of the Group’s interest are HK$130,709,000 and
130,709,000 7 7T 1 664,000 7 7T © HK$664,000, respectively.

24. AGRRRIE - RERHMBEE 24. Prepayments, deposits and other assets

AEE PN
The Group The Company

2012 2011 2012 2011

FET THIT FTEx FHET

HK$'000 HK$'000 HK$'000 HK$'000

WEEE Repossessed assets 2,024 454 957 454

NEeEES Corporate club debentures 750 750 750 750
FEM AT & (ETh) Dividend receivable from

RERE available-for-sale

investments (listed) 22,185 14,363 22,185 14,363

Hfth pE I8 Other receivable - - 7,984 161,268

Hith Others 14,682 11,530 14,644 11,952

39,641 27,097 46,520 188,787

H i JE U 3008 2 2 45 Bauhinia MBS Limited SA& ~ Other receivable represented the amount drawn by Bauhinia MBS
EZIBE S LA EIBITHIRIBES - Limited for the redemption of the MBS issued under the MBS
Programme.
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25. EIE&EE

25. Fixed assets

Leasehold
improvement
TAT
HK$'000

BOERE
BhRER
office
equipment,
furniture
and fixtures
AT
HK$'000

X5H
The Group

EK
Computers
TET
HK$'000

RE
Motor
vehicle
TAT
HK$'000

wm
Total
TET
HK$'000

RZE—%—H—H Net book amount as at 1 January 2011

IREFE 285 733 16,234 - 17,252
NE Additions 4,207 842 17,828 - 22877
EE /R Disposal/write-off = (258) (28) - (286)
WE (F310) Depreciation charge (Note 10) (335) (335) (7,939) - (8,609)
MR H R Exchange adjustments - 14 26 - 40
RZB——&+Zf Net book amount as at 31 December 2011

=t+—RIRAFE 4,157 99 26,121 - 31,274
RNE Additions 124 93 11,341 424 11,982
& (F13E10) Depreciation charge (Note 10) (1,579) (381) (12,061) (106) (14,127)
HMBIE R R Exchange adjustments - - () - i)
R-Z--%+=H Net book amount as at

=t+-RAREFE 31 December 2012 2,702 708 25,400 318 29,128
RZZ-—%+=A As at 31 December 2012

Er=F
AR Cost 13,042 7,158 156,479 650 177,329
ZErE Accumulated depreciation (10,340) (6,450) (131,079) (332) (148,201)
REFE Net book amount 2,702 708 25,400 318 29,128
RZF——%+=A As at 31 December 2011

==E
AR Cost 12918 7,085 151,016 26 171,245
25t E Accumulated depreciation (8,761) (6,089) (124,895) (226) (139,971)
RS Net book amount 4,157 996 26,121 - 31,274
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Vi UN|
The Company
BhRER
office

HEWEEEL  equipment, Jat:
Leasehold furniture EK Motor k]
improvement  and fixtures  Computers vehicle Total
THET THL THT TAT THEL
HK$'000 HK$'000 HK$'000 HK$'000 HK$'000

W-E——&—F—A Net book amount as at 1 January 2011

IR 182 353 15,445 — 15,980
WE Additions 4,207 842 17,828 - 22877
neE Depreciation charge (232) (204) (7.472) - (7,908)
R-ZE—4%+=f Net book amount as at 31 December 2011

=+—RIREFHE 4,157 991 25,801 = 30,949
WE Additions 124 93 11,341 24 11,982
neE Depreciation charge (1,579) (376) (11,754) (106) (13,815)

R-E--&+=8 Net book amount as at
=t+-AREFE 31 December 2012 2,702 708 25,388 318 29,116

R-B——%+-F As at 31 December 2012

=1+-AH
RAE Cost 13,042 7.130 155,058 650 175,880
25E Accumulated depreciation (10,340) (6,422) (129,670) (332) (146,764)
IREFE Net book amount 2,702 708 25,388 318 29,116
W-Z——&+-FH As at 31 December 2011

==
RAE Cost 12918 7,057 149,606 26 169,807
25E Accumulated depreciation 8,761) (6,066) (123,805) (226) (138,858)
IREFE Net book amount 4,157 991 25,301 - 30,949
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26. FEFTRIE

26. Interest payable

rEE VN
The Group The Company
2012 2011 2012 2011
THERT FTAT THEx FHL
HK$'000 HK$'000 HK$'000 HK$'000
AT &R e F 2 Interest payable from
— BRBTEKES — debt securities issued 200,951 226,895 200,951 226,895
— FIEBEE L — interest rate swap contracts 33,488 9,128 33,488 9,128
— BETIRIBESR — mortgage-backed securities
HasE issued and other liabilities 1,317 1,221 1,247 1,105
235,756 237,244 235,686 237,128

27. 11?§1'J'IIIEIE BRI REBE

27. Accounts payable, accrued expenses and other
liabilities

iy 3L
The Group

PN
The Company
2012
TER
HK$'000

2012
TERx
HK$'000

201
TAT
HK$'000

201
TAT
HK$'000

FEIRTE R RS Accounts payable and accrued
expenses 102,628 74,215 114,767 74,407
HibfE Mz Other payable - - 210,474 358,929
HihaE Other liabilities 4,340,370 4,182,266 4,340,370 4,182,266
H A #4 Other provision 22,118 18,402 22,118 18,402
4,465,116 4,274,883 4,687,729 4,634,004
HibBEEPNEREERTZITHERESR  Other liabilities represented the guarantee fee of HK$140,241,000 (2011:

& e AT U 2 O B4R B 140,241,000 T (=T ——
F ) (HFE38) BEREAR-_FT=F1+_
AR—ZETME-ABBRNBEENRBENREER
22 B hn 3R 45 e M AR AE X £ 4,200,129,00078 7T (=
T ——4F : 4,182,266,0007T) °

BHE_ZT——#+-FA=+—8 KAREH
Bauhinia MBS Limited i} & 308 S L2 18 & s/
BHb - WHEBZEERRFEL2HENEE -
RIZBERE [BEFEEFE] - RN [HAufE
{F3R38 | 7R — % & Bauhinia MBS Limited £ &
E- RN ZFE——F+-_A=+—H KRR ®
AT 2% R B E th & A /I8 /5 210,474,000 7T (=
T ——4F : 358,929,000/ T) °

HKS$nil) received under the special concessionary measures of the SME
Financing Guarantee Scheme (Note 38) and the deferred consideration
of HK$4,200,129,000 (2011: HK$4,182,266,000) used for credit
enhancement on the mortgage loans purchased from the Government
in December 2003 and January 2004.

Up to 31 December 2012, the Company sold HK$3 billion of mortgage
loans in aggregate to Bauhinia MBS Limited for securitisation, in which,
the Company continues to recognise the mortgage loans in “Loan
portfolio, net” to the extent of the guarantee and continuing
involvement. A liability due to Bauhinia MBS Limited shown as “Other
payable” has also been recognised. As at 31 December 2012, other
payable was HK$210,474,000 (2011: HK$358,929,000) in the Company’s
statement of financial position.

ERZBREFERAT —T——F4% 195



A BT R FKizE Notes to the Consolidated Financial Statements

28. RIGEBRERBRIGEE 28. Insurance liabilities and reinsurance assets

XEE r&E
The Group The Group

2012 2011

e BRE B e ARk

Gross Reinsurance Net Gross  Reinsurance
TET TER TR THT THT THT
HK$'000 HK$'000 HK$'000 HK$'000 HK$'000 HK$'000

ARMREREREEEE  Provision for unearned premiums and

guarantee fees 1,496,056 215,605 1,280,451 1,568,916 199,467 1,369,449

RREAREE Provision for outstanding claims
— BER/(E)RER — claims reported/(recovery) 8,228 (2) 8,230 1,881 v 1,883
—EELBRRRHER — claims incurred but not reported 41,579 6,404 35,175 59,798 9,446 50,352
49,807 6,402 43,405 61,679 9,444 52,235

1,545,863 222,007 1,323,856 1,630,595 208,911 1,421,684

FAT N
The Company The Company
2012 201

B2 Bk FH Bl iRk
Gross Reinsurance Net Gross  Reinsurance
TET TET TET T TR

HK$'000 HK$'000 HK$'000 HK$'000

AMERERIERERAEMR  Provision for unearned premiums and

guarantee fees 1,496,056 215,605 1,280,451 1,568,916 199,467 1,369,449

RREREE Provision for outstanding claims
— BER/(fE)RER — claims reported/(recovery) 8,228 (2) 8,230 1,881 v 1,883
—EBEABRBRER — claims incurred but not reported 43,792 6,769 37,023 59,798 9,446 50,352
52,020 6,767 45,253 61,679 9,444 52,235

1,548,076 222,372 1,325,704 1,630,595 208,911 1,421,684
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() RMHARERIERERBHEEZH (a) Analysis of movements in provision for unearned

SHWT premiums and guarantee fees
AEEREAAH AEERART
The Group and the Company The Group and the Company
2012 2011
E] BRE B 8 ARk e
Gross Reinsurance Net Gross  Reinsurance Net
TR TR TR THT THT THT
HK$'000 HK$'000 HK$'000 HK$'000 HK$'000 HK$'000
®—A—H As at 1 January 1,568,916 199,467 1,369,449 1,689,054 190,284 1,498,770
BERE (FizE8) Premiums written (Note 8) 556,885 112,347 444,538 644,102 114,569 529,533
EREBRE (fiE8) Premiums earned (Note 8) (629,745) (96,209) (533,536) (764,240) (105,386) (658,854)
R+=—B=+—8 As at 31 December 1,496,056 215,605 1,280,451 1,568,916 199,467 1,369,449
(b) SRR Z IR EE TS ITIOT (b) Analysis of movements in provision for outstanding
claims

Xr5E AEE
The Group The Group
2012 2011

e B e BRE B
Gross Reinsurance Net Gross  Reinsurance Net
THT THT THT THIT THT THT

HK$'000 HK$'000 HK$'000 HK$'000 HK$'000 HK$'000

®—F—H As at 1 January 61,679 9,444 52,235 84,611 14,607 70,004
EREBER Claims paid (2,479) (285) (2,194) (690) - (690)
B EER Claims recovery 53 47 6 764 225 539
BEAHRR(fIES) Claims incurred (Note 8)
—EHRHER — claims reported 8,772 238 8,534 1,807 (63) 1,870
—BEEBERBRAR  — claims incurred but not

reported (18,218) (3,042) (15,176) (24,813) (5,325) (19,488)
R+=—A=1+—H As at 31 December 49,807 6,402 43,405 61,679 9,444 52,235
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LN KRA]
The Company The Company
2012 2011

8 BRRE B £ BRR

Gross Reinsurance Net Gross  Reinsurance
THER TEx TEx AL AT AT
HK$'000 HK$'000 HK$'000 HK$'000 HK$'000 HK$'000

W—A—H As at 1 January 61,679 9,444 52,235 84,611 14,607 70,004
EARLES Claims paid (2,662) (285) (2,377) (690) - (690)
EUEEES Claims recovery 53 47 6 764 225 539
BELHER Claims incurred
—DHBRR — claims reported 8,955 238 8,717 1,807 (63) 1,870
—BEAERRFHR — claims incurred but not
reported (16,005) (2,677) (13,328) (24,813) (5,325) (19,488)
Wt=A=t+-AR As at 31 December 52,020 6,767 45,253 61,679 9,444 52,035
(c) BEF R AR (c) Liability adequacy test
EITABRRARR  ZRE2HLEHR The liability adequacy test considers current estimates of all
eRERFREEBASHEBRCRE contractual cash flows, and of related cash flows such as
HEREE - ARBETIR T ——F claims handling costs, the test shows that, as at 31 December
F+TZA=+—Bk=ZFE——%F+=A 2012 and 31 December 2011, the Group’s insurance liabilities
=+—0 AEEEGRARKBARE - are adequate.
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29. BETEBEES

29. Debt securities issued

AEERAAT
The Group and the Company

2012
TR
HK$'000

2011
TAET
HK$'000

R A SIIR B 5 Debt securities carried at amortised cost
B LA EIES DIP notes 559,800 2,199,566
FEIESFEITATEIES MTN notes 2,832,695 1,497,209
R SE AR AR IR B (B TR B 5 4858 Total debt securities carried at amortised cost 3,392,495 3,696,775
EEREPIE B U A FEE Debt securities designated as hedged

WEKES items under fair value hedge
BB LAEIES DIP notes 9,079,358 12,949,071
TEBHEITE REMES RBIP and other notes 50,999 50,488
PHIES TR EIES MTN notes 23,541,488 23,509,065
FERE AEHIE B W AR TEEH Total debt securities designated as hedged

MBS B S B items under fair value hedge 32,671,845 36,508,624
RUBERAFEEAUATE Debt securities designated as at

BT ABRNERES fair value through profit or loss

upon initial recognition

BT AEIES DIP notes 138,996 697,917
ZEEHFEITHEIREMES RBIP and other notes 201,291 193,891
RAIE RS E A AR TE Total debt securities designated as at

Bt ABBR MBS B 5B fair value through profit or loss upon

initial recognition 340,287 891,808

BB TER B SRR Total debt securities issued 36,404,627 41,097,207

NER TREET(ZE——F: ZHEME
1,000,000,0007& 7T ) R V1A TR B IE E A A F1E
BAABENETES ZSeRHAEZAT
BEEEHFENELEFRANE - RYIIGFHEREIET
BUAFEZGABENSHE BROERA
SERBEASOFATREBRANESRFTAE AN
B & % 4489130004 (= T — — F:
567,392,000 7T) °

ZEEEANATEIENSRAEREEMNE
REBRARATZ EEAREE -

During the year, no debt securities (2011: nominal value of
HK$1,000,000,000) were designated on initial recognition as at fair value
through profit or loss. The fair value changes are attributable to changes
in benchmark interest rates for the debt securities designated as at fair
value through profit or loss. The carrying amount of the financial
liabilities designated as at fair value through profit or loss upon initial
recognition is HK$48,913,000 (2011: HK$567,392,000) lower than the
amount that the Group would be contractually required to pay at
maturity to the note holders.

There were no significant gains or losses attributable to changes in the

credit risk of the Company for those financial liabilities designated as at
fair value.
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BEITEFSEFNESBMAT The movement in debt securities issued is summarised as follows:
rEH PN
The Group The Company

2012 2011 2012 2011

FEx FHIT FEx FHET

HK$'000 HK$'000 HK$'000 HK$'000

n—A—H As at 1 January 40,312,410 38,470,471 40,312,410 38,748,622
BT Issuance 19,098,302 28,549,278 19,098,302 32,957,267
o B Less: Redemption (24,149,259) (26,707,868) (24,149,259) (31,394,008)
HNEETE 5 = 58 Exchange difference 6,731 529 6,731 529
ZEEERE Total nominal value 35,268,184 40,312,410 35,268,184 40,312,410
TEAEHEDD Unamortised portion of discount (129,005) (655,896) (129,005) (655,896)
REEFHE Fair value adjustment 1,265,448 1,440,693 1,265,448 1,440,693
R+-—A=+—H As at 31 December 36,404,627 41,097,207 36,404,627 41,097,207

REFEITOES Notes issued during the year comprise:

AEBERALQT

The Group and

the Company

oS S5 B 1T ET 2

MTN

FET

HK$'000

BETSEEE Amount issued at nominal value 19,098,302
B W E R IE Consideration received 19,076,997

PBEBITHNEBEFIBASEEEFEE - All the debt securities issued are unsecured obligations of the Group,
MmETZEEB B F e ERE—REEESRIE  and are issued for the purposes of providing general working capital and
BEERR - refinancing.

200 The Hong Kong Mortgage Corporation Limited Annual Report 2012



30. ERTIRIBES

30. Mortgage-backed securities issued

rER
The Group
2012 2011
FHExT T
HK$'000 HK$'000
R SR A IR M IR BB A1 b MBS at amortised cost under the MBS
FTEI TR BE 5 (K1FE37) Programme (Note 37) 214,672 367,137
n—H—H As at 1 January 367,137 1,505,650
o HEE Less: Redemption (152,465) (1,138,513)
R+=—A=+—H As at 31 December 214,672 367,137

FERBEEFDABRARNEKRET W AH
AREEERBERECREES METT - 1218
B 48 A F210,474,00058 T( =T — — F ¢
528,691,000 7T ) B 1E A& BT 2 1 THZ18 78 7 1) 1 17
m(f5E37) c RZFE—=F+-A=+—HMN=
T——F+-A=+—0  FACETIRESE:
AR RIYER °

All MBS are collateralised obligation of the SPEs and are issued for the
purpose of providing funds to purchase mortgage portfolios from the
Company. HK$210,474,000 (2011: HK$528,691,000) of mortgage portfolio
are collateralised for the MBS issued (Note 37). As at 31 December 2012
and 31 December 2011, all MBS issued are guaranteed by the Company.

31. BBEF 31. Share capital
“E-TFR
—_E=——fF
2012 and 2011
FER
HK$'000
VERE Authorised

FIEE 1B TR0 ERE B 3 billion ordinary shares of HK$1 each 3,000,000

BEITRAR Issued and fully paid
FAREE 18R 20 (B AR 2 billion ordinary shares of HK$1 each 2,000,000
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32. HihfEdE 32. Other reserves

X£E
The Group

ERfEE AVERE Hfe B

Contingency  Fair value Hedging Translation ot
reserve reserve reserve reserve Total
THT THT TAT THT THAT
HK$'000 HK$'000 HK$'000 HK$'000 HK$'000

R-Z——%—HF—H As at 1 January 2011 437,435 255,191 (23,757) 9,866 678,735
AHRHEEAFN Change in fair value of available-for-sale
ATEEE : securities:
— REBWRTE — net unrealised gains - 107,682 - - 107,682
—HEBSB (f:E12)  — realisation on disposal (Note 12) - (51,884) - - (51,884)
— gl — amortisation* - 663 - - 663
— B (P 14(0)) — tax effect (Note 14(b)) - (9,316) - - (9,316)
— REBUWEFE — — net unrealised gains — jointly
HREEHES controlled entity (Note 23)
(FfizE23) = 279 = - 279
BE i m Cash flow hedges
—EBEERRAMZE — net gains arising from hedges
W TR A £ recognised in other
Wz R comprehensive income - - 2,39 - 2,39
—EAUzEERMATME  —fairvalue changes transferred to
2E) income statement - - 10,195 - 10,195
— BB (FI5E1400) — tax effect (Note 14(b)) - = (2,078) = (2,078)
HHERES Currency translation difference
—MEAR — subsidiary - = = 4,829 4,829
— HREHIZE (i5£23)  — jointly controlled entity (Note 23) - = - (3,784) (3,784)
Hip2Ea Other comprehensive income - 47,424 10,513 1,045 58,982
B R R AR R Transfer of 50% or 75% of net risk
B IR E 3 5B R 50% 2K premium earned from retained profits
75% Z R B E to contingency reserve 307,140 - - - 307,140
mEREEERE Release of contingency reserve to
RE A retained profits (13,013) - - - (13,013)
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S 1
The Group

EREE AVERE Hrfe EHRE

Contingency  Fair value Hedging Translation k]
reserve reserve reserve reserve Total
THT THT T THET THT
HK$'000 HK$'000 HK$'000 HK$'000 HK$'000

RZE——F As at 31 December 2011/
+=f=+—-8/ 1 January 2012
22— —_#—HF-H 731,562 302,615 (13,244) 10,911 1,031,844
AL EEHR Change in fair value of available-for-sale
ATERE) : securities:
— REBWHFE — net unrealised gains - 357,875 - = 357,875
— HEREE (fi5E12)  — realisation on disposal (Note 12) - (38,230) - - (38,230)
— B — amortisation * - 39 - - 39
— B (FsE14(0) — tax effect (Note 14(b)) = (52,748) - - (52,748)
—RERERTE — — net unrealised losses — jointly
HEEHEE controlled entity (Note 23)
(FffzE23) = (32) = = (32)
B Cash flow hedges
—BAERN — fair value changes transferred to
AT ELE income statement - = 5495 - 5,495
A )) — tax effect (Note 14(b)) - - (907) - (907)
ERERER Currency translation difference
—MBAR — subsidiary - - - 914 914
— HFEEHIEE (5E23) — jointly controlled entity (Note 23) - - - 5,276 5,276
HELFEHEEZER  Release of fair value and translation
BREMATERERN reserve upon disposal of investment
ES AR VA)) in a jointly controlled entity (Note 23) - (410) = (7,323) (7,733)
Hip2Eke Other comprehensive income - 266,494 4,588 (1,133) 269,949
BRGNS R Transfer of 50% or 75% of net risk
[EBR IR E % 5 H) 50% K premium earned from retained profits
75% Z B iEE to contingency reserve 266,266 - - - 266,266
REREERRZE Release of contingency reserve to
RER A retained profits (20,055) - - - (20,055)
R-Z-—%+ZA As at 31 December 2012
Er=10[ 977,773 569,109 (8,656) 9,778 1,548,004
o AERBERARITHLEFFERERAZIHES  ~ amortisation of unrealised loss to income statement on available-for-sale securities
B PO s TR B o transferred to held-to-maturity securities.
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PiN/NS]
The Company
El NTERE Eapali
Contingency Fair value Hedging ik
reserve reserve reserve Total
FAET FAET FAT FTAT
HK$'000 HK$'000 HK$'000 HK$'000
RZE——F—HA—H As at 1 January 2011 437,435 255,028 (23,757) 668,706
A EEHH Change in fair value of
NEEZE) : available-for-sale securities:
— REBRWEFE — net unrealised gains - 107,682 - 107,682
— HERER — realisation on disposal
(Mi5E12) (Note 12) = (51,884) = (51,884)
— B — amortisation* - 663 - 663
— Bi3E (FfE 14(0)) — tax effect (Note 14(b)) = (9,316) - (9,316)
B mENFR Cash flow hedges
—HEREMEE — net gains arising from
W SR ) )R hedges recognised in
Wi 5 5a other comprehensive
income - - 2,396 2,396
— BAMERD — fair value changes
NTEES transferred to income
Statement - - 10,195 10,195
— BiIE (FiE14(0)) — tax effect (Note 14(b)) = - (2,078) (2,078)
Hi 2 EK Other comprehensive income - 47,145 10,513 57,658
HIRBEAEREDHE  Transfer of 50% or 75% of net risk
R REFENS0%E  premium earned from retained
75% Z R R profits to contingency reserve 307,140 = = 307,140
HERRFERDZE Release of contingency reserve to
RE & retained profits (13,013) - - (13,013)
RZZE——%F As at 31 December 2011/
+=-A=+—8/ 1 January 2012
—ZT——%#—H—H 731,562 302,173 (13,244) 1,020,491
AEHEZFANATE  Changein fair value of
2E) available-for-sale securities:
— REH W FE — net unrealised gains - 357,875 - 357,875
— HERER — realisation on disposal
(HizE12) (Note 12) - (38,230) - (38,230)
— B — amortisation* - 39 = 39
— B3 (M 3E140) — tax effect (Note 14(b)) = (52,748) - (52,748)
HEmENF Cash flow hedges
— B AMEEN — fair value changes
NFEED) transferred to income
Statement = = 5,495 5,495
— A (M E14() — tax effect (Note 14(b)) = = (907) (907)
Hi 2 EE Other comprehensive income - 266,936 4,588 271,524
HIRBGEAERETHE  Transfer of 50% or 75% of net risk
BRI EFFEEN50%3,  premium earned from retained
75% ZE R profits to contingency reserve 266,266 - - 266,266
HERRERDZ Release of contingency reserve to
R 7 retained profits (20,055) - - (20,055)
N-BE-——F As at 31 December 2012
+=H=+—H 977,773 569,109 (8,656) 1,538,226

* AERFEBERAIHREEESHREREEIHIS  ~
[SyNlEaE S 3

amortisation of unrealised loss to income statement on available-for-sale securities
transferred to held-to-maturity securities.
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33. HFFAALEINIMNEKXRRKS

(a) AR RIBFBAIAIRNAIMNEE S EERA

SR - ARBEBAALIILT

LR o

HEFERAREESSSREER(EH
SER R BEIETIEE
ARARERHBELEEREEN
BT AR REE ZFRISATIRE
AEREERERE TAZZ
——FHM108BT(ZFE ——
FI0B8B L) GBEBEER ' 1F
AEAREHER

—
=

(i) SNEERSFZEEEESERAANAT
RHEB0EETHREREE R =
E—_F+-_A=t+—HUERE
BB (T ——F &)

(il R Z=T—=F+=-_A=+—H K
NafEB27EBBILREBINEE
SEBREF(ZE——F: £):
&

vy R=F—=F » A2 #&111,030
EBT(ZT——F : 83085 L)
TEESER EFAREESER
EHEETHER -

HRERFNZHBE TSR

() ARRRAFERAAREEARHEL
= WP RARREERETR  ©
TR HAN60EET(—
T——F :708ET) e TEE
TER

(i) R=F——FARARAPKAFE
EEBE127EET(ZE——F:
118 BB L) IRIBE

33. Material related party transactions

(al The Company is owned by the Financial Secretary of Hong

Kong as Controller of the Exchange Fund. The Company
entered into various transactions with the following related
parties.

Transactions with the Hong Kong Monetary Authority (‘HKMA"),
a Government-related entity, included the following:

(i) the Company subscribed to the custodian and clearing
agent services provided by the Central Moneymarkets Unit
(“CMU") Service operated by the HKMA and paid HK$1
million (2011: HK$1 million) by way of fees to the HKMA for
such services in 2012;

(i) the Exchange Fund through the HKMA had provided the
Company with a HK$30 billion revolving credit facility, and
there was no outstanding balance (2011: HK$ nil) as at 31
December 2012;

(i) the Company held investment of HK$270 million (2011: HK$
nil) in the Hong Kong Exchange Fund Bills and Notes as at
31 December 2012; and

(iv) the Company paid a secondment fee of HK$10.3 million
(2011: HK$8.3 million) for secondees from the HKMA in
2012.

Transactions with the Government included the following:
(i) the Company rented office premises from The Financial
Secretary Incorporated (“FSI) and paid a total of HK$6.5

million (2011: HK$7.8 million) rental to the HKMA under the
direction of FSI;

(i) the Company purchased mortgage loans of HK$127 million
(2011: HK$118 million) from FSI in 2012;
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206

(i) RZF——F+-A=+—H" ' K
REFBAAEETL(ZE——F:
A61EETT) BAEBNESNIRE

ESEHB1,7808BL(ZF——F

008BTT) + &

o e

(iv) RAREBATEF] - BN H
A RE RN R E R E
T WIRITRE R ERREL B
BREANSEET TUEE
BERERNAERES1,000(E%8
TC(MIFESS) °

B2 ENBEAREERBEEARAR
MR 5B TFIRE :

() AARIBMERRNER S ERRE
BrRis B fiRgRm - &

(i) tFR/NEVESGTEIMZES - HIF
REFHBEANBRREERER
REFE2EE B ORTT - FFT/D
WERFE2BE R - RIAGH
Z BERBEBBERANBAR
AMBETR  SRENENRE
HEEHEOHWES °

HEFRARNR S BREAFRARME
TTHIRIBR SRR (MIRE34) -

(i) the Company held investment of HK$454 million (2011:
HK$460 million) in the Hong Kong Government Bonds as at
31 December 2012 and the interest thereon was HK$17.8
million (2011: HK$18 million); and

(iv) the Company entered into an agreement with the
Government pursuant to which the Government would
provide reimbursement to the Company in respect of the
monetary obligations incurred by the Company in relation
to the 80% guarantee coverage provided by the Company
to banks in respect of facilities granted by them to
enterprises under the SME Financing Guarantee Scheme
("SFGS"), with a total loan guarantee commitment of up to
HK$100 billion (Note 38).

Transactions with HKMC Mortgage Management Limited
(“HMML"), a wholly-owned subsidiary of the Company, included
the following:

(i) the Company provided mortgage insurance cover for
mortgage loans purchased by such subsidiary in the course
of its ordinary business; and

(i) the Company as scheme operator, HMML and various
participating banks as loan originators entered into loan
participation agreements under the Microfinance Scheme
pursuant to which HMML would fund all or part of the
microfinance loans as funding vehicle for the Company.

Transactions with the SPEs included the guarantee cover
provided by the Company for the MBS issued by the SPEs (Note
34).
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Rt-A=T—BERBALTEKEE
TEERRIT

The balances of the amounts due to and from the relevant
related parties as at 31 December were as follows:

TEE KAF
The Group The Company

B B HEAR BRAR

The Government The Government Subsidiaries Special purpose entities

2012 201 2012 201 2012 201 2012 2011
TiEn TR TiEn TAL TiEn TR TiEn TAT

EREEATZE  Amounts due from group
(MisE2oMAtsE24)  companies (Note 22 and note 24)
EREEARZE Amounts due to group companies
Hifnfe 5B (Hz27) Other payable (Note 27)
Et&E(fzE27)  Other liabilities (Note 27)

HK$'000 HK$'000 HK$'000 HK$'000 HK$'000 HK$'000 HK$'000 HK$'000

- = - - 3,840,609 4,883,648 7,984 161,268
- < - = - = 12,497 122
210,474 358,929
4,340,370 4182266 4,340,370 4,182,266 - = - =

RBEHAE Financial guarantees under the
R MBS Programme - = - - - - M 3%7.252
RREREE Total risk-in-force - - - - 486,252 776,614 - -
b) EEEEEANSE (b) Key management personnel

IEEEEAEREEARIREE
KE - BEREHAREEBHOAL
BREEREREEAS -

AEETREEEABNFHHELE

Key management are those persons having authority and
responsibility for planning, directing and controlling the
activities of the Group, directly or indirectly, including directors
and senior officers.

Key management personnel compensation for the year
comprised:

2012 2011

TR TAET
HK$'000 HK$'000

e R HMBEEEREA  Salaries and other short-term employee

benefits 17,439 15,845
BB 12 R T Post-employment benefits 1,217 1,088
18,656 16,933

34. FFERATIREFL

AARIBBMREZAR  EBEBESFNE
(% —) AR A 7 & Bauhinia MBS Limited # 171%
BEFEEFALTE  BMRZMRIFEAQA
ERIRIBENAE - ZFEE SRS
BREEGEZEHBBRARRRTBHRREZALR
IE#ER -

34. Special purpose entities and securitisations

The Company uses two special purpose entities (“SPE”) namely HKMC
Funding Corporation (1) Limited and Bauhinia MBS Limited to securitise
mortgage portfolio that result in the transfer of mortgage portfolio to two
SPEs. These transfers may give rise to full or partial derecognition of the
mortgage portfolio concerned from the Company’s statement of
financial position.
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ERARREREERBEFNEAKIERTREN
BRVER S LA R AR AR 0 [ % [ s
BEERILERIRIBESAES -

EARBHERUAE ML AERIZBEREAS
NEERERET X80 (MIFBAID) ER
KB - BRBESIE - QIS REPR LR
BERAES - REFRBEFHEARBESEIER
M BARNKIER

REDERTRHRIAMANTE 2 E L I ERE
HRRBEFRASE - RAARERNREES

AR AH S S EE 5 CR B DR E R K
BfE - V120 AEEE B R LR
REEERD TN EREERTFE -

HE(ENREZE®)REBEE2REAKRE —
BFRARMRE  ERRARERBRARNBEEE
B ERBAFR AR HEBERABIES - QIBLZRAF
ABRAR  ARARGARMBMRRARENEZE
SAARBENZBER - TREMERTRRA
AIMERAR R BARNEKILER - BREE
(ERIRBZBES)RBE 12 MENGA AR
BHMBIRRNZBESFEE ZRKEEL S B -

Bauhinia MBS Limited (4t &F 20(@a))

Bauhinia MBS Limited (Note 20(a)) -

Full derecognition occurs when the Company transfers its contractual
right to receive cash flows from the mortgage portfolio and substantially
all the risks and rewards of ownership therein.

Partial derecognition occurs when the Company sells or otherwise
transfers mortgage portfolio in such a way that some but not
substantially all of the risks and rewards of ownership are transferred
but control is retained. These mortgage portfolio are recognised on the
statement of financial position to the extent of continuing involvement.

The majority of mortgage portfolio transferred to the SPEs, that do not
qualify for full derecognition, are MBS guaranteed by the Company.

The rights and obligations that the Company retains from its continuing
involvement in securitisations are initially recorded as an allocation of
the fair value of the financial asset between the part that is derecognised
and the part that continues to be recognised on the date of transfer.

HK (SIC) INT-12 Consolidation — Special Purpose Entities requires
consolidation of SPES when the substance of the relationships between
the SPE and the reporting entity indicates that the SPE is controlled by
the reporting entity. This results in consolidating back the mortgage
portfolio to the consolidated statement of financial position. The
following summarises the outstanding principal balances of the
mortgage portfolio transferred to the SPE that were derecognised from
the Company’s statement of financial position but were consolidated
back to the consolidated statement of financial position as a result of HK
(SIC) INT-12.

2011

THET
HK$'000

169,762

208
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35. ki 35. Commitments

(a) &EF (a) Capital
AEER AN E
The Group and the Company
2012 2011
FET FHET
HK$'000 HK$'000
EHE RETL) Authorised and contracted for 3,744 6,977
BHUEBRRETA Authorised but not contracted for 34,011 9,490
37,755 16,467
(b) EEEHL (b) Operating lease
REMEAR - BESAFHOLEHL Total future minimum lease payments under non-cancellable
MZBYEH MR R R ST RBEH T operating lease at the end of the reporting period are analysed
T as follows:
r5H PN
The Group The Company
2012 2011 2012 2011
THET FAET THEx TAT
HK$'000 HK$'000 HK$'000 HK$'000
WARYE Office premises
RER—1F not later than one year 20,087 19,633 19,847 19,396
SR—FFE later than one year and
PERAF not later than five years 12,928 33,007 12,210 32,057
33,015 52,640 32,057 51,453
36. IRIBIRIEHETS 36. Mortgage insurance business

ARRHRZEBRBRAREED ERR - £EK  The Company operates its mortgage insurance business on a risk-
BIRBR RS © sharing basis with its approved reinsurers.

RZF-—ZFF+ZA=+—0 BRERAETELD  As 31 December 2012, the total risk-in-force was approximately HK$16.6
RI66RAT(ZF——F 1 166EBTT) * EF  pillion (2011: HK$16.6 billion) of which HK$2.8 billion (2011: HK$2.5 billion)
BEAT(ZF——F :25FBIL)EAZEE  was ceded to the approved reinsurers and the balance of HK$13.8 billion
REARBERRR  MARRRABTEERT  (2011: HK$14.1 billion) was retained by the Company.
138BABTL(ZT——F  1411EFT) WERK °
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R THIBEETL(ZT——F : UEET)
BHARBAENRBRRARBES - 18EET(Z
T——F 0FEET) RRRFARNBERBRD
FRERBRERBRRORZEKHREERR
e MARRAREHSWER  BEEX
BB AV R R A A] BEE AR K A0 R o

37. EIRIREE

FRATDBEEERIPERRIGERER TR
TR - UIRBABESCAERERTARE
RABRERZIBES - EFC R ENERE
AARRERBRAR (LB RERRBESFMS -
AR RRHERERA) LEM —HIZBESFHER
RO - (TREZFEREEREENER

0
g °©

Out of the HK$13.8 billion (2011: HK$14.1 billion) of risk-in-force retained
by the Company, the excess loss of HK$1.8 billion (2011: HK$3.0 billion)
of risk-in-force was hedged through the use of excess-of-l0ss
reinsurance arrangement to reinsure the middle layer risk positions, and
the Company retains a portion of the total risk comprising the first-loss
and remote risk portions.

37. Pledged assets

SPEs have charged their assets as securities or otherwise transferred by
way of security for issuing guaranteed or non-guaranteed MBS in
accordance with the provisions under the relevant securitisation
programmes. The security trustee appointed under the relevant
securitisation programmes will enforce the securities over the relevant
pledged assets when the relevant SPE (and, in the case of guaranteed
MBS, the Company as guarantor) defaults in payment under any series
of MBS or otherwise on the occurrence of an event of default in respect
of any series of MBS.

AEME
The Group
2012 2011
FE&T FAT
HK$’'000 HK$'000
ERFEE Assets pledged
ZieaEREE Mortgage portfolio 210,474 528,691
BEAEE Secured liabilities
BE1TIRBE S (B17E30) Mortgage-backed securities issued (Note 30) 214,672 367,137

EEMZEEFAS BREERARIRMAHKAE
HMERBEFAS (I7E34) - EEBRISE KA
ERERRFESAZHEEN [EFRESFHE]
NEERREE (f5E27) -

RZE——F+_A=+—HARk-_ZT——F+=

A=t—RYEEHREREERTFRITELD
RIBEREBORES

210

Mortgage portfolio pledged included securitised mortgage portfolio
recorded in the SPE's book (Note 34) and the transferred mortgage
portfolio continued to be recognised as assets in “Loan portfolio, net” to
the extent of the guarantee and continuing involvement (Note 27).

No time deposits as at 31 December 2012 and 31 December 2011 are
pledged as security deposits with a bank for mortgage guarantee
business in China.
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38. /MR E R RET ST B4 5
BEEH

KEER  ARARZZE—-FAA=+—0%
BB/ PNEBEERETE - LREBOEFREK
¥R AR NAKERRENERERE
m o FREAANER - ABAXNHAERRE
AYERER1,000 BT - ALEFRIEEERE
mATEREERE - KB 2 BAN RN
EIREN REBRX - MASRKAFER T K
FiF o tRPTIREREY R E N R AN BERELE
B B EAESRE - RARREHMERNE
BYAERFEEM

EREBRFSHNNERERER  HAKENGS
Wt KRB RAERERNKA  BOREHEAM
HEERABAXIRETE - ERARRRERE
BNEEEEMER  ~AEBRBEHUTEM
BB AR a5 20 R BT o B - % EE am MR IR
RBRIRBINRAEENEERBERINAR R
B BAERRILENEARFTR RIS FEEXR
SHESR -

39. WBMFIMER

BEERN T =FNA+REBRBAPIERE -

38. Special concessionary measures under the SME
Financing Guarantee Scheme

During the year, the Company introduced a new loan guarantee product
with 80% guarantee coverage under the existing SME Financing
Guarantee Scheme (SFGS) from 31 May 2012 at a concessionary
guarantee fee rate, with an application period of nine months and up to
a total loan guarantee commitment of HK$100 billion reimbursable by
the Government. All guarantee fees collected under this special loan
guarantee product are set aside to meet the relevant default claims and
related out-of-pocket expenses. The remaining balance of the guarantee
fees, if any, will be returned to, and any shortfall will be borne by, the
Government. The Company is responsible for the operation of the new
product and the applicable day-to-day operating costs.

Regarding this special loan guarantee product, there is no impact on the
consolidated income statement of the Group in respect of guarantee fee
revenue, default claims or any direct expenses involved. Given that the
Company operates only this new product for the Government, the Group
considers the risk and rewards associated with the new product rest
with the Government. Hence, the risk-in-force for this product has not
been included as the Group’s off-balance sheet exposures and no
capital charge is required under the Guidelines on Capital Adequacy
Ratio approved by the Financial Secretary.

39. Approval of financial statements

The financial statements were approved by the Board of Directors on 15
April 2013.
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Annex A
FEERACHTET Key Portfolio Statistics
:2—:% :g—gﬁ —B-C%
EEREND Asset Purchase Jan-12 Feb-12 Mar-12
REES/ ERHTHKESE Number of Approved Sellers / Servicers 34 34 34
BRELHH Number of Active Sellers 27 27 27
EERBEREE Number of Residential Mortgage Loans 42,041 41,287 40,338
AERALHE(AEAT) Outstanding Principal Balance (HK$ million) 20,424 20,187 19,895
90 B BA 36 /% 2 (%) >90-Day Delinquency Ratio (%) 0.02% 0.02% 0.03%
BARAER (%) Monthly Prepayment Rate (%) 0.57% 0.70% 0.84%
ik RSl G \ Weighted Average*
Bt E B SR E M BEE (%) Loan-to-Value Ratio at Origination (%) 72.7 72.8 72.8
FREL G LS Sl b Estimated Current Loan-to-Value Ratio (%) 4.8 434 415
B S FE A EISH AL Debt-to-Income Ratio at Origination (%) 37.1 37.1 37.1
ANFIRTH(A) Remaining Contractual Term to Maturity (months) 210 209 208
EEIHE(A) Seasoning (months) 50 51 51
BHER(A) Contractual Life (months) 260 260 259
RH o Number . 726 721 713
AEBAEHBE(BEESTL) Outstanding Principal Balance (HK$ million) 5313 5,301 5,275
By o Total Number N 12,767 42,008 41,051
AEBASBHE(EEAT) Total Outstanding Principal Balance (HK$ million) 25,737 25,488 25,170
—T-——F :?—EE %
BBARE Mortgage Insurance Programme Jan-12 Feb-12 Mar-12
SHEETHE Number of Participating Banks 24 24 23
gA Monthly
EYERE Applications Approved
EHEREHE Number of Applications Approved 757 1420 2,897
peB(BEET) Total Amount (HKS million) 2,096 3,862 7,970
MER FER Types of Property Transaction
—F (%) Primary (%) 8 4 1
—F (%) Secondary (%) 92 9 99
BIRIMER Loans Drawn Down
ERMEREA Number of Loans Drawn Down 277 380 541
peE(A8ET) Total Amount (HKS million) 734 988 1,460
MER ZER Types of Property Transaction
—F(%) Primary (%) 1 1 7
—F (%) Secondary (%) 99 99 93
ERA=(%) Usage Rate (%)
ERERE (ERE8) By Applications Approved (Loan Amount) 210 269 284
ERIER(ERLH) By Loans Drawn Down (Loan Amount) 121 129 13.0
—E-CF —E-CF —E-CF
REHHLEEE Outstanding Treasury Securities - —A =
(ZEE) (in nominal value) Jan-12 Feb-12 Mar-12
EBTAZTHI(BERT) Debt Issuance Programme (HKS million) 13,105 12,605 12,605
PHESRITHS(BEET) Medium Term Note Programme (HKS million) 26,390 33,756 33,193
TEERA(BEAT) Retail Bonds (HK$ million) 256 256 256
Bauhinia iz % (B &8 T) Bauhinia MBS (HK$ million) 359 351 343

i Notes:
HAABEALFRE LSRR 78S Excluding mortgage loans with co-financing and special arrangements
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- —£-—-fFf —EF-——F —Z-——%F —E-—fF %

——F —F2-——-F - —T—_F
LA +A +—A +=A

mA iR <A +h y:
Apr-12 May-12 Jun-12 Jul-12 Aug-12 Sep-12 Oct-12 Nov-12 Dec-12
34 34 34 34 34 34 34 34 34
27 27 27 27 27 27 27 27 27

ARIEREER(REEEHNRBER)
Hong Kong Residential Mortgage Loans (including Securitised Mortgage Loans)

39,405 38,333 37,429 36,512 35,778 34,987 34,199 33,460 32,700
19,498 19,033 18,600 18,270 18,094 17,754 17,332 16,933 16,566
0.03% 0.04% 0.03% 0.03% 0.03% 0.04% 0.03% 0.03% 0.04%
1.30% 1.73% 1.70% 1.29% 1.16% 1.27% 1.61% 1.58% 1.40%
72.8 72.8 72.7 72.8 72.7 72.7 72.7 72.7 72.6
40.8 39.8 39.0 38.5 37.4 36.4 34.4 34.4 33.5
37.1 37.1 37.1 37.2 372 372 37.1 37.2 37.2
206 206 206 205 204 203 202 202 201
52 53 54 55 56 57 58 59 60
258 259 260 260 260 260 260 261 261

AR RBERNIEREEE
Hong Kong Non-Residential Mortgage and Non-Mortgage Assets

696 681 671 662 646 623 612 603 623
5233 5,206 5177 5,152 5114 5,070 5,045 5,023 5013
EREALEMS

Overall Hong Kong Portfolio
40,101 39,014 38,100 37,174 36,424 35,610 34,811 34,063 33,323
24,731 24,239 23,777 23,422 23,208 22,824 22,377 21,956 21,579
2= B F--§ 2§ ZE-=§ - % F-=f —T-=F
mA 1A A +A NA LA 1A +—A +=A
Apr-12 May-12 Jun-12 Jul-12 Aug-12 Sep-12 Oct-12 Nov-12 Dec-12
23 23 23 23 23 23 23 22 22
1,740 1,746 1,001 1,168 1,727 1,250 1,258 994 575
4,844 5,036 2,963 3,541 5,371 3,859 4,036 3231 1,833
1 3 6 11 7 4 6 12 9
9 97 94 89 93 96 94 88 91
981 965 738 601 557 670 746 691 503
2,610 2,611 2,070 1,691 1,689 2,060 2,264 2,181 1,622
3 0 1 4 9 " 2 5 9
97 100 99 9% 91 89 98 95 91
19.1 18.9 139 18.3 21.3 17.2 16.3 134 12.1
15.0 134 103 10.5 103 1.3 1.9 10.3 8.6
—E-CF —E-CF —E-CF —E-CfF —E-—fF —E-—F —E-CF —E-CF —E-CfF
A A A +A MR nA +A +—A +=A
Apr-12 May-12 Jun-12 Jul-12 Aug-12 Sep-12 Oct-12 Nov-12 Dec-12
12,305 12,305 10,785 9,945 9,945 9,945 9,725 9,125 8,815
34,873 33,345 33,894 33,401 33975 32,744 27,972 26,150 26,145
256 256 256 256 256 256 256 256 256
3 327 320 313 215 215 215 215 215
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Abbreviations used in this Report

Al

ALCO
BHKMC
BLR

CAR
CHKMC
CMU
CRC

CSR
Code
DIP

DTI

FSI
Group
Guideline
HIBOR
HKASS
HKFRSS
HKICPA
HKMA
HKMC/Company
HKSAR
HMML
ICO

ISM

LTV

MBS
MBS Programme
MF Scheme
MIP

MPP
MTN
Moody's
NGOs
ORC

QE3

RBIP
RMP

S&P
SFGS
SMES
SPE

TAC

The HKMA Survey

Authorized Institution

Asset and Liability Committee

Bauhinia HKMC Corporation Limited

Best Lending Rate

Capital adequacy ratio

Cagamas HKMC Berhad

Central Moneymarkets Unit

Corporate Risk Management Committee
Corporate Social Responsibility

Corporate Governance Code

Debt Issuance Programme
Debt-to-income

The Financial Secretary Incorporated

The Company and its subsidiaries
Guideline(s) on the Capital Adequacy Ratio
Hong Kong Interbank Offered Rate

Hong Kong Accounting Standards

Hong Kong Financial Reporting Standards
Hong Kong Institute of Certified Public Accountants
Hong Kong Monetary Authority

The Hong Kong Mortgage Corporation Limited
Hong Kong Special Administrative Region
HKMC Mortgage Management Limited
Insurance Companies Ordinance
Information Security Manual

Loan-to-value

Mortgage-backed securities
Mortgage-backed Securitisation Programme
Microfinance Scheme

Mortgage Insurance Programme
Mortgage Purchase Programme

Medium Term Note

Moody's Investors Service, Inc
Non-governmental organisations
Operational Risk Committee

The third round of quantitative easing
Retail Bond Issuance Programme

Reverse Mortgage Programme

Standard & Poor’s

SME Financing Guarantee Scheme

Small and medium-sized enterprises
Special purpose entities

Transaction Approval Committee

The HKMA's Monthly Residential Mortgage Survey
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