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this case the impact on local banks would be a decrease in interest margins of 17 basis
points or 6.8%. (see Scenario 7 of the Appendix)

Conclusions regarding changes to IRRs

Full deregulation of the IRRs could have a significant financial impact on the interest
expense of banks, particularly for local banks. On a worst case assumption (which is
not necessarily the most likely), and on the basis of 1997 data, the potential impact on
net interest margins of local banks could be as high as 49 basis points. To put this into
context, the decline in net interest margins for all local banks in the period from June
1997 to June 1998 (reflecting the impact of the Asian crisis) was 17 basis points.
Therefore the impact of full deregulation is potentially far greater than that experienced
during the Asian crisis.

It is likely that banks would act to pass on or mitigate these costs in the form of
reductions in branch networks, higher fees and/or higher lending rates to customers.
One consequence of this may be an increase in mortgage rates, which could adversely
affect the property market.

The ability of smaller banks to act independently of the larger banks (who may be more
able to absorb these costs) and maintain their profitability is questionable in light of the
strategic outlook for the sector. In the current market environment, where banks are
showing significant declines in profitability (e.g. in interim resuits, 12 listed banks
disclosed an average decline in profit after tax of 33% or HK$7.2billion) due to bad
debts, reduced loan growth and narrowing margins. Increased competition for funds
would therefore reduce profitability even further. Until the economic situation has
stabilised and the peak level of bad debts in the sector has passed, it would not be
prudent to expose banks (and the sector) to this risk. Additionally, deregulation will
cause banks to reassess their business activities and will require them to make structural
changes to their business. This may require significant investments into new products
and systems, which may not be possible in the current difficult environment.

In determining whether to deregulate, the HKMA would also need to consider the
degree to which changes to the IRRs could:

» impact banks’ liquidity ratios and liquidity management practices (through a change
to the term structure of their deposit base) and potentially affect overall banking
sector stability; and

» add to interest rate volatility in the market, particularly residential mortgage interest
rates which could potentially impact default rates or consumer behaviour patterns in
the residential mortgage market.

As noted previously, volatility in residential mortgage rates could in turn impact
underlying property values and the overall Hong Kong economy.

Hong Kong Banking inta the New Millennium
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