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The quality of banks’ residential mortgage portfolios
remained solid, with the mortgage delinquency ratio
declining to 0.11% and the rescheduled loan ratio to
0.20% (Chart 21). The quality of the mortgage portfolio
was underpinned by rising property values and higher

household incomes.

In line with the increase in property values, the
outstanding number of residential mortgage loans in
negative equity decreased by 78% to about 1,900 cases
by the end of 2007 from about 8,400 at the end of 2006.
Compared with the peak of about 106,000 cases in June
2003, the number of negative equity cases had fallen by
98%.

Corresponding to an increase in the number of
bankruptcies in 2007, credit card receivables rescheduled
during the year increased by 34% and the total charge-
off amount grew by 6%. However, because of the strong

growth in receivables, the credit card charge-off ratio

for the year was stable at 2.90% (Chart 13) and the
delinquency ratio decreased to 0.35% from 0.37% at the
end of 2006 (Chart 21). Together with the outstanding
rescheduled credit card receivables, which remained
stable at $52 million (0.1% of total credit card receivables),
the combined delinquent and rescheduled ratio declined
further to 0.42% at the end of the year from 0.44% at the
end of 2006.

The quality of the retail banks’ investment in debt
securities worsened in 2007 mainly due to the sub-prime
turmoil. At the end of 2007, retail banks’ investments in
debt securities which were classified as “substandard”,
“doubtful” or “loss” represented about 0.05% of the banks’
total assets, and investment under special mention was
0.09%. The majority of the special mention and classified
investment was sub-prime related instruments.
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Chart 21. Quality of credit card receivables and mortgage lending of surveyed institutions
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Strong capital ratio

Since January 2007 when Basel Il was implemented in
Hong Kong, all Hong Kong-incorporated Als have been
required to report their capital adequacy positions under
the revised capital adequacy framework. Under the new
system, which is more risk-sensitive than the previous
framework, the average consolidated capital adequacy
ratio of all locally incorporated Als at the end of 2007 was
13.4% and the average tier-one capital ratio was 10.6%
(Chart 22). The figures at the end of 2006 were 14.9%"
and 13.0%" respectively. Parallel reporting under the two
frameworks at the end of December 2006 indicated that
the additional capital charge for operational risk was the
main reason for the decline. Despite the apparent decline,
the capital position of the banking industry remains strong

and well above the international minimum of 8%.

Chart 22. Locally incorporated Al’s consolidated
capital adequacy ratio
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All locally incorporated Als started to report their capital adequacy
positions according to the Banking (Capital) Rules (the Basel Il
framework] on 1 January 2007.
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2006 figures revised.

PROSPECTS FOR 2008

Although the US sub-prime problem has had a major
impact on the global financial system, the Hong Kong
banking sector had little direct exposure. The strong
financial and liquidity position of the banking sector

also provides a substantial buffer against disturbances.
The implementation of Basel Il has also strengthened
supervisory and risk-management practices, making the
banking system more resilient. However, there may still
be a longer-term impact, depending on developments in
the US economy. Given this uncertainty in the operating
environment of the banking sector, and with continued
keen competition, there is a need for greater focus on
liquidity management, more rigorous stress testing,
monitoring of asset quality for signs of deterioration, and

prudent valuation of structured products.

While deposits increased sharply in 2007 as a result of
the buoyant stock market and heavy IPO-related activity,
banks must manage their liquidity positions carefully in
the light of liquidity events elsewhere. Als also need to
ensure that profits derived from residential mortgage
business are commensurate with the risks involved

and that underwriting standards remain prudent as

competition in the market continues to be intense.

Although the high level of stock market activity has
benefited the performance of the banking sector, banks
have also become more exposed to the market's volatility,
providing another source of uncertainty in 2008.
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