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The sharp rise of house prices in China’s Tier-1 cities has fostered a great
deal of commentary about the possibility of bubbles forming there. However,
China’s unique housing market characteristics make it difficult to assess the
macroeconomic severity of bursting bubbles, even if they exist. These
characteristics include the setting of land supply and prices by the
government, among many others. This paper looks at proposals to shore up
the mortgage underwriting and legal infrastructure to help China withstand
the impact of falling prices, should this occur.
The recent sharp increases in property prices in some areas of China have
caused fears about a real estate bubble forming there to resurface. While it is
generally difficult to identify a bubble before it bursts (See Note 1), it is
prudent to ask whether the financial and legal systems as they currently stand
should be strengthened in order to ameliorate the impact of a bursting bubble
should one occur. In general, a bursting property bubble is dangerous because
1) leverage in the financial system (through banks or securitization) results in
systemic economic damage, and 2) rigidities in the legal process lead to
persistent nonperformance of properties in foreclosure.
This brief note examines these questions and suggests policy changes that can
limit the fallout from property market volatility. These are based in part on
evidence obtained in the wake of the bursting global housing bubble of a
decade ago, notably in the United States. While international comparisons are
informative, the analysis needs to keep in mind China’s unique situation (e.g.
booming Tier-1 and Tier-2 cities versus “ghost cities”). China’s policymakers
at many levels have been actively working to improve the functioning of
housing markets across a wide variety of geographies and economic
circumstances. The experience gained there is also very important in the
formation of our suggestions. We focus our attention on actions that can be
taken in a timely manner to shore up confidence in the housing and mortgage
markets. As such, these actions are more along the lines of regulations and
legal code adjustments than macroeconomic policies such as interest rates.
A. Housing market fundamentals and China’s policy interventions
The housing markets in China have a long history of booms and busts, largely
at the local level. Policy activism has been a key characteristic over the past
30 years, both at the national level, where a wide range of policies addressing
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housing and finance issues have been implemented every few years, and at
the local level, where buildable land supplies have been tightened and
numerous local rules regulating home purchases and mortgage finance have
been imposed by municipalities. Interestingly, Figure 1 shows a rather
regular relationship between credit expansion and house price growth at the
national level. However, this smooth pattern obscures a wide range of
experiences at the local level (Figure 2). In particular, until recently, house
price growth in the Tier-1 cities has far outpaced that of the rest of the country,
with the markets in some smaller cities in considerable distress.
Figure 1: Liquidity-Driven Housing Market
% change year/year
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Figure 2: China's House Price Index
June 2010 = 100

Sources: China Real Estate Index System (CREIS) and authors’ calculations
Tier I Cities: Beijing, Shanghai, Guangzhou, Shenzhen
Tier II Cities: Tianjin, Hangzhou, Wuhan, Dalian, Suzhou, Xiamen, Chengdu,
Nanjing, Sanya, Guizhou, Wenzhou, Harbin, Haikou, Changchun, Hefei,
Qingdao, Fuzhou, Xi'an, Nanning, Zhengzhou, Shenyang, Wuxi, Changsha,
Nanchang
These distinctions are the result of fundamental global trends as well as local
considerations. Urbanization is a fact of life around the world. Large so-called
“Gateway Cities” are attracting global capital flows which has pushed up
prices beyond every traditional measure of affordability. On the local level,
distinct characteristics regarding local land policies have resulted in some
cases in oversupply. The result is that it is very difficult for “one size” macro
policies, such as interest rates, to be effectively applied given the different
issues across geographies.
B. Areas of systemic concerns
There are two broad areas of systematic concern in the current situation.
First, households are becoming increasingly indebted, raising the risk of
distress in the banking system should prices fall (see Figure 3). The volume
of residential mortgages in the Big Four cities increased by 22 percent in 2016
and now stands at nearly 25 percent of GDP. China’s ratio of residential
mortgage debt outstanding to GDP is at the lower end compared to the
housing finance sector in developed economies (e.g. those in the European
Union, the United States, and Hong Kong SAR). Nevertheless, mortgage debt
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accumulation raises the concern of risk concentration and sustainability due
to the rapid accumulation of household indebtedness within a short period of
time and the insufficient diversification of risks in household investment
portfolios in addition to the housing finance system in general.
The second systematic concern is the oversupply of buildings in “ghost cities,”
where high vacancy rates can lead to financial distress in the banking sector.
Both of these problems would be exacerbated should growth slow, providing
a strong incentive for authorities to be vigilant about the ongoing expansion
of the economy.
Figure 3: China: Financial Institutions: Housing Mortgage Loans (EOP,
NSA, BillionsYuan) Q3-2004 to Q1- 2017 PBC People’s Bank of China

Data source: People’s Bank of China
Note: EOP means “end of the period,” and NSA means “not seasonally
adjusted”
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Figure 4: Home Mortgage Loan-to-GDP Ratio 2004–2016

Data source: People’s Bank of China
Figure 5: Home Mortgage Loans to Total Loans 2004–2016

Data source: People’s Bank of China
C. Mortgage delinquency and the structural risk of enforcement
The mechanisms governing delinquency and foreclosure in China are both
unique and rather complex. Mortgages in China are recourse, so banks have
a variety of options when a borrower falls behind on payments. In particular,
many mortgages are guaranteed by a thirdparty (such as a family member or
a guaranty company) so banks often choose to go to the guarantor rather than
to the borrower for compensation. However, in the case of widespread
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delinquencies associated with a general trend of falling house prices, the
interconnected nature of the obligations renders such an approach impractical.
The resulting surge in judicial foreclosures then risks clogging the court
system, exacerbating the impact of the downturn.
An additional factor leading to heightened uncertainty is the role of shadow
banks, which are lightly regulated institutions including “internet lenders” and
crowdfunding. Recently, authorities have taken steps to require financial
institutions to disclose their off-balance sheet activities, but much remains to
be done to enhance transparency in this sector.
D. Near-term policy prescriptions
We look at near-term suggestions for stabilizing China's mortgage finance
system. These include:
• Improving underwriting procedures: It is important to develop rigorous
metrics of payment histories that can be applied equally across borrowers. In
addition, credit bureaus should be established that contain accurate
information regarding household indebtedness, including that from shadow
banks. Finally, strict standards for property appraisals and automated
processes to monitor the appraisal firms need to be established.
• Developing stress tests for banks that produce mortgages, taking into
account outcomes outside the historical experience and making the results
public
• Developing clear and sufficiently substantive procedural laws and rules
regarding mortgage creation and enforcement
• Enhancing existing guidelines governing the implementation of uniform
and streamlined documentation requirements nationwide
•
Implementing efficient procedures regarding title registration and
searches, and, similarly, enhancing the process of collecting credit
information
•
Facilitating communication and collaboration between judicial
enforcement departments and local governments (especially in more
vulnerable cities with a backlog of delinquencies)
• Shifting the sources for provincial tax revenues away from sales of
property to developers and towards property and value-added taxes
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•
Urgently implementing consumer protection measures, including
requiring that clear disclosures be made regarding mortgage terms and costs
• On the back end, developing mechanisms for fair and timely actions
related to foreclosure, eviction, and consumer insolvency
•

Eliminating barriers to cross-jurisdictional enforcement

E. Longer-term issues:
Besides these short-term considerations, there are a number of longer-term
issues that need to be addressed in order to ensure that the housing market is
safely and soundly serving its role as an efficient and fair allocation
mechanism.
These include:
• Examining the question of whether China’s current system of mortgage
guarantees should be transformed into a system of mortgage insurance
• Looking into developing an organized secondary market for loans to
enhance the efficiency of the market, including securitization
• Providing support for underserved markets such as low income and rural
housing. A government program designed to require banks to lend to
underserved markets, such as ghost cities, or to small cities or low-income
neighborhoods would be appropriate as long as the expected return is still
positive. This is the idea behind the Housing Goals (see Note 2) and Duty to
Serve Rules (See Note 3) in the United States.
F. Conclusion: Preparing a foundation for sustainable growth
China’s housing market at present is at a crossroads. Authorities have
stabilized housing prices in Tier-1 cities through the imposition of draconian
restrictions that have drastically brought down transaction volumes. While
this perhaps has stopped markets there from inflating further, prices have risen
in certain smaller cities, which is a strong indication that the bubble mentality
has not been eliminated. Given all the severe restrictions on supply and
demand in the housing market, prices no longer serve their traditional role as
a mechanism for transmitting information about the preferences of market
participants. Such an outcome can barely be called a market. The
authorities need to diligently institute necessary reforms so that this key sector
of the economy can support China’s growth in the years ahead.
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Note 1: See Min Zhu “Housing Markets, Financial Stability and the
Economy”https://www.imf.org/en/News/Articles/2015/09/28/04/53/sp06051
4
Note
2:
Seehttps://www.fhfa.gov/PolicyProgramsResearch/Programs/AffordableHou
sing/Pages/Affordable-Housing- FMandFM.aspx
See Note 3: See https://www.fhfa.gov/duty-to-serve
Disclaimer: This research was conducted while one of the authors (Koss) was
a Visiting Scholar at the International Monetary Fund. The views expressed
here are those of the authors and do not necessarily represent the views of the
IMF, its Executive Board, or IMF management.
(Richard Koss, the Carey School of Business, Johns Hopkins University;
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Urban Development.)
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