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Lessons from the 1997/98 Financial Crisis
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Note: Delinquency ratios are computed based on those past due 30 days or more. The mortgage arrears ratio is based on loans past due 90 days or more, but data are
available from Q3 2009 onwards. There remain differences in the definitions from one economy to another, so they are not directly comparable.
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Current episode: Longest upcycle followed by some
correction and recent stabilisation

Property prices and transactions: Official data Property prices and transactions: Agency data

Oct 1997 = 100 Sale and purchase agreements (‘000) Oct 1997 = 100

No. of transactions

200 - -4 30 in 35 real estates
T ti I h 150 - 400
180 - ransaction volume (rhs) Midland volume index (rhs)
—R&VD residential property price index (lhs)/\ | >s 145 —~Centa-City leading index (Ihs) 350
160 140
135 300
140 20 e
120 250
125
100 15 190 200
80 115 150
60 10 4110
105 100
40
> 100
20 - 95 50
O I I I I I I I I I I I I I I I O 90 T T T T T T T T I T T T T 0
1996 2000 2004 2008 2012 2016 (Jul) 2012 2013 2014 2015 2016

Source: Rating and Valuation Department, Land Registry, Centaline Property Agency, and Midland Property Agency



Refining tools to detect property price pressures...

Surveillance of Key Indicators
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e Empirical models for

property prices:

assessing

> Leung et al. (2008): co-integration
model to measure deviation from
equilibrium property prices

> Yiu and Jin (2012): statistical method
on price-rent ratio to detect bubbles
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... but mindful of the distortion and risks under the
ultra-low interest rate environment

Affordability measures Mortgage interest rate in Hong Kong
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Current macroprudential measures on property
market: Act Early with Scalable Measures

e Seven rounds of countercyclical measures by the HKMA since
October 2009

< Tightened underwriting standards
> Loan-to-value ratios (LTV)
> Debt-serving ratios (DSR) and stress-testing
» Loan tenor

< Targeted at luxury homes, investment properties, multiple
mortgages, and mortgage repayment by income from foreign
sources

< Close supervision and more on-site examinations



Coordination with Fiscal and Land Authorities

Land and housing supply measures Redress property market imbalances

Tax measures Dampen speculative activities
< Special stamp duty
< Buyer’s stamp duty
< Doubling of the ad valorem

stamp duty

Counter-cyclical measures Maintain financial and banking stability



What is the optimal target of LTV policy?

e A tool to mitigate the amplification of credit-asset price spirals and to protect
banks from the disruptive effects

e Should LTV policy be assigned to target household leverage, credit growth or
property prices in pursuit of financial stability?

e Mixed econometric evidence of the dampening effect of tightening of LTV
caps on property market activities

- For Hong Kong, although we find that tightening of LTV caps would reduce
property price growth, the policy effect on the property price gap (from the
trend) and property transactions is statistically insignificant

- Statistical evidence for Korea and Singapore also supports the conclusion
that LTV caps have a limited impact on property prices

For details, see Wong et al. (2011), “Loan-to-value ratio as a macroprudential tool — Hong Kong’s experience and cross-

country evidence”, HKMA Working Paper 01/2011



More effective in strengthening banks’ resilience
to property price shocks

Cross-country econometric evidence

« Panel data from 13 economies

« Countries with LTV caps are estimated to have lower sensitivity of
mortgage delinquency ratio to property prices (stat. sig.)

Estimated impact of 1% drop in property prices on mortgage
delinquency ratio

Without LTV policy 1.29 basis points
With LTV policy 0.35 basis points



Effective in strengthening banks’ resilience to
property price shocks: Evidence from Hong Kong
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How LTV policy improves banks’ resilience to
property price shocks

Indirect effect
on credit growth)

Lower LTV caps
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Measures effective in reducing homebuyer leverage in
Hong Kong .

Average loan-to-value (LTV) ratio of Debt-servicing ratio (DSR)
new mortgage loans
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Estimated contributions by the direct
and indirect effect

Estimated stressed delinquency ratio for mortgage loans under

the actual and counterfactual scenarios
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1) Actual (both the direct and indirect effects) d, = 0.95
2) Only the direct effect dyy= 0.98
3) Only the indirect effect dyp = 2.03
4) Counterfactual ("No policy") de-= 2.32

For details, see Wong et al. (2014), “How Does Loan-To-Value Policy Strengthen Banks’ Resilience to Property Price

Shocks—Evidence from Hong Kong”, HKIMR Working Paper No. 03/2014.
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Measures could also indirectly affect property price

growth through borrowers' leverage
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For details, see Wu et al. (2016), “A Bayesian analysis of Hong Kong’s housing price dynamics” presented at the Conference

Estimated contribution of banks’ credit stance shocks to
Hong Kong’s property price inflation
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on Real Estate and Financial Stability”, organised by CityU HK and HKIMR, 22-23 August, 2016.
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Concluding remarks

e Property market bubbles could have huge repercussions for
financial and macroeconomic stability and policy to lean against the
wind is important

e Macroprudential policy is effective in strengthening banks’ resilience
to property price shocks through reducing borrowers’ leverage

e Decisions on the timing and intensity of LTV tightening and
relaxation need a considerable degree of judgment and discretion

e This calls for frequent and comprehensive monitoring of property
market activities and of the potential risks to the banking sector
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