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The growth in credit card use is accompanied by an
increase in foreign transactions over the period 2010 to
2015. Figure A7 shows the effect on the total foreign
exchange position as reflected in the positive value of net
credit card sales (the difference between credit card sales
and purchases).
for US dollar transactions using locally issued credit cards,

Credit card sales represent settlement

while credit card purchases represent settlement received
for foreign credit cards used locally. It is worth noting
that credit cards, while classified as short-term borrow-
ing, are more frequently used as a method of payment
as seen by the surge in online shopping. However, the
typical annual market interest rate on credit card loans
has remained around 24 per cent for the last five years.

Figure A7
Credit Card Foreign Exchange Sales and Purchases
2010 - 2015
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In spite of this, the share of past due credit card loans
accounted for under 8 per cent of the credit card loan
portfolio in December 2015 (Figure A8), while the NPL

m Credit Card Purchases

—Net Sales
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ratio (those loans which are past due greater than three
months) was around 2 per cent.

Figure A8

Consumer Credit Card Loans Outstanding Against Credit Card Delinquency Ratio
2010 - 2015
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Real Estate Mortgages bank real estate mortgage portfolio has grown over 60
per cent over the last five years due to high liquidity,

According to estimated household debt data, commercial ~ low interest rates and aggressive marketing efforts by

banks continue to dominate real estate mortgage lending  individual commercial banks in response to favourable

in the financial sector, significantly outpacing other lend-  economic conditions.

ing institutions (Figure A9). Additionally, the commercial

Figure A9
Mortgage Debt by Lending Institution
2010 and 2015
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Source: Central Bank of Trinidad and Tobago.

Note: “Other” includes Non-Bank Financial Institutions, the National Insurance Board, the Housing Development
Corporation and Pension Companies.

With mortgages representing the majority of household ~ mortgages have increased to 43 per cent of total loans
debt, the commercial banking sector in particular faces  to consumers and 19 per cent of the entire commercial
heightened credit risk exposure. Consumer real estate  bank loan portfolio (Table A2).

Table A2
Commercial Banks Consumer Loans Exposure, 2010 and 2015
TT$ Millions
Growth from
December 2010 December 2015 Dec-10 to Dec-15
(per cent)
Real Estate Mortgages 7,145.5 11,958.9 67
Other Consumer Loans 11,937.5 15,544.9 30
Total Consumer Loans 19,083.0 27,503.8 44
Total Loans (Gross) 46,326.5 62,749.6 35

Source: Central Bank of Trinidad and Tobago.
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In 2011, the Central Bank initiated a new regulatory form
to collect a comprehensive suite of data related to the
real estate sector. Among the new data collected is the
value of new mortgages disbursed by interest rate band.
Aggregate data of the commercial banking sector shows
that new mortgages have typically been granted within
the 4-6 per cent variable interest rate band in the twelve
months to December 2015. Figure A10 also shows that
the bulk of these approvals are at variable versus fixed
interest rates, making the majority of consumers suscep-
tible to interest rate shocks. While the value of variable

rate mortgages between the 4-5 per centand 5-6 per cent
bracket appeared to be similar up to September 2015, it
must be noted that the number of mortgages disbursed
in the 5-6 per cent bracket was on average 20 per cent
higher than the number in the 4-5 per cent range for
that period. However, for the quarter ended December
2015, there has been a significant decrease in the number
(and value) of mortgages disbursed in the higher range.
Despite this, there remains a higher mortgage value per
customer in the lower interest rate bracket.

Figure A10
Value of New Mortgages Disbursed by Interest Rate Type and Band
2014 - 2015
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On the other hand, data shows that the largest value of
outstanding mortgage loans falls within the 5-6 per cent
variable interest rate bracket (Figure A11). As expected,
there are notably more outstanding mortgages at higher
variable interest rates than with new mortgages disbursed.

Shocks to the Household Sector

In order to effectively assess the financial stability risk
posed by the household sector, prudential authorities
seek to gain a thorough understanding of the key triggers
to household financial stress which may originate in the
real economy or through financial policies. Increasing
household fragility demonstrated by a deterioration of
households’ debt-servicing capacity, in conjunction with
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a higher level of household indebtedness, exacerbates
the effect of a negative shock to the household balance
sheet. The subsequent rise in NPLs can in turn impair
the balance sheets of financial institutions.

In the Trinidad and Tobago context, these triggers can
include: -

e Rising unemployment
* Increasing interest rates
* Adecrease in property prices

A comparison of the results of the December 2015 and
March 2016 Consumer Confidence Surveys revealed that
consumers have increased concerns over the effect of
inter alia unemployment, low energy prices and inflation
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(Figure A12). While it appears that public uncertainty  In light of the foregoing, developments in these areas are
over interest rates and real estate prices has decreased  carefully monitored in order to pre-empt and mitigate
slightly over the quarter, they remain key concerns. financial stability risks originating in the household sector.

Figure A11
Value of Outstanding Mortgages Disbursed by Interest Rate Type and Band
2014 - 2015
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Figure A12
Responses to Consumer Confidence Survey
“What are your biggest concerns for the economy over the next 6 months?”
2016 - 2016
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Rising Unemployment

A rise in unemployment and the resulting loss of house-
hold disposable income would have perhaps the most
direct impact on household financial distress. Greater
levels of household indebtedness would imply an in-
creased probability of default for households. Their debt
servicing capacity could substantially weaken over time.
Accordingly, financial institutions with large consumer
and residential mortgage loans could be exposed to
higher credit risk.

Figure A13 shows the unemployment rate marginally
increased to 3.4 per cent at the end of September 2015
from 3.3 per cent one year earlier due to a rise in the
number of persons unemployed and the number of
persons actively seeking work. The five year average hov-
ers around 4.4 per cent. Consumer sentiment suggests
unemployment is a top concern for the quarter ending
March 2016, mirroring the results of the December 2015
Labour Market Confidence Survey which highlighted
rising concerns of job security over the next six months.

Figure A13
Unemployment Rate 2010 - 2015
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As part of its quarterly Stress Testing Exercise, the Central
Bank applies a credit shock to the commercial banking
sector which results in a greater incidence of loan de-
faults. The stress test simulates an increase in defaults by
migrating a percentage of loans from one past due loan
category (for example, three to six months past due) to a
worse off category (for example, six to twelve months past
due). The results of the December 2015 Credit Stress Test
indicate that the CAR of the commercial banking sector
fell by less than 1 per cent when the shock was applied
to the consumer loan portfolio only.

Increasing Interest Rates

Following a protracted period of relatively low interest
rates in Trinidad and Tobago, a sharp directional change
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in the cost of borrowing could result in higher debt re-
payment burdens for households with variable rate loans.
Variable interest rates are closely related to movements
in policy rates, but since the majority of consumer loans
excluding residential mortgages are fixed rate, rising in-
terest rates should have a negligible impact. However,
over 90 per cent of outstanding residential mortgages
are variable rate and are susceptible to higher interest
repayments. Rising debt obligations along with a less than
compensating increase in income is a potential concern
for financial stability since debt-service ratios may rise
higher than the level stipulated by banks’ credit policies.
Thus, financial institutions with overly large residential
mortgage portfolios could face increased credit risk.
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Figure A14
Selected Interest Rates, 2010 - 2015
(End of Period)
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Figure A14 shows that selected interest rates have been
trending upward since September 2014 following the
decision by the Central Bank to raise the Repo rate’. As
expected, mortgage market rates have been slower to ad-
just. In 2011, the Central Bank issued a Residential Real
Estate Mortgage Market Guideline in which it introduced
the MMRR, an interest rate benchmark against which
mortgages are to be priced and repriced. The MMRR
is computed by the Central Bank based on information
on commercial banks” cost of funds and the yield on a
15 year Treasury bond. The rate faced by the consumer
is based on the MMRR plus a margin charged by the
lending institution. While the MMRR does not move
directly with the Repo rate, any adjustment to the Repo
rate will have an eventual impact on the MMRR through
the commercial banks’ cost of funds.

With the Repo rate increases over the period September
2014 to November 2015, it is expected that interest rates
on residential mortgages will trend upwards in the short
term. However, the MMRR Guideline (the Guideline)
has mechanisms in place to protect consumers from
rapid rises in interest rates. While the lending institution
is required to reprice residential mortgages when the cur-
rent MMRR is lower than that on which the last repricing
was based, they may choose not to reprice residential

mortgages when the MMRR is on the rise. Secondly,
adjustable and variable rate residential mortgages may
be repriced by the lending institution no more than
once every twelve months on the anniversary date of
the mortgages. Lastly, the Guideline states that over any
three year period, the mortgage rate could only increase
by a maximum of 350 basis points or by the increase in
the Repo rate, whichever is larger.

A Decrease in Property Prices

An understanding of the multidimensional relationship
of the domestic property market along with the financial
system and the real sector is crucial for assessing financial
stability. Higher levels of household indebtedness reflect,
rather than drive higher property prices?. This is evident
in the case of Trinidad and Tobago where lower interest
rates have afforded consumers the opportunity to contract
larger mortgages. At the end of 2014, the median house
price peaked at approximately $1.25 million, a 47 per
cent growth over the last five years (Figure A15). The
value of real estate mortgage loans outstanding increased
by approximately 60 per cent for the same period. How-
ever, 2015 data showed a slight dip in the median house
price to $1.2 million.

1 The Repo rate is the principal instrument used by the Central Bank to influence the structure of commercial banks” interest.

2 Filardo 2009.
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Figure A15
Median 3-Bedroom House Price
1991 - 2015
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Significant value can be derived from identifying those
factors that influence growth in the housing market such
as changes in interest rates, economic conditions and
demographics. Any scenario that results in falling house
prices can increase the credit risk of mortgage lending
institutions as households are more likely to default when
the value of the house is less than the underlying mortgage
balance. Assuch, the Central Bank is examining possible
macro-prudential policy tools; one of which is a limit on
the LTV ratio in an effort to reduce risks associated with
sharp changes in house prices. The lower the LTV ratio,
the greater the drop in the house price needs to be, to
fall below the value of the mortgage. In the case of de-
fault, banks will be able to obtain higher recovery ratios
making them less susceptible to balance sheet losses. In
Trinidad and Tobago, the LTV ratio is currently used to
aid micro-prudential supervision in the banking system.

For the past year, the LTV ratio for the commercial bank-
ing sector mortgage portfolio has averaged 74 per cent
for purchase of residential land only and 75 per cent for
the purchase of residential land and house (Figure A16).

Further, the Central Bank conducted a specialised Prop-
erty Price Stress Test on the local commercial banking
system to measure its response to a fall in property
prices which can result in deteriorating asset quality of
residential real estate related loans® as declining property
valuations affect debtors’ willingness to pay. The test also
included the impact of falling property prices on large
exposures* to the real estate sector. Figure A17 shows
that the system remains resilient in the face of severe
shocks to the residential real estate sector of up to a 45
per cent write-off of all residential real estate exposures.

3 Residential real estate-related loans include mortgages, bridging finance, land and real estate and home improvement loans of the Resi-

dential Sector.

4 Alarge exposure is defined as a credit exposure to persons, borrower groups or related groups amounting to ten per cent or more of the

commercial bank’s capital base.
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Figure A16

Average LTV Ratios of the Commercial Banking Sector, 2014 —2015
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Figure A17

Breaking Point Analysis of Property Price Stress to Consumer Loans
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Initiatives Going Forward

It should be noted that there are data limitations with
respect to pertinent household data including, but not
limited to, measures of income and expenditure. This
needs to be addressed going forward with the relevant
stakeholders.

In order to further enhance the Central Bank’s macro-
prudential oversight and to ensure greater consistency
with international best practice, it is envisioned that a
macro-prudential policy framework will be introduced
and implemented. This would include the development
of a systematic approach to the identification, monitor-
ing and assessment of vulnerabilities and systemic risks;
establishment of a toolkit of macro-prudential instruments
to address potential identified risks, and the institutional

5  Schembri 2015.
6 Mahabir 2014.

framework for governance and application of the frame-
work.

Build up of systemic risks to financial stability emanating
from the household sector can be addressed through
the use of macro-prudential policy instruments, such as
limits on LTV and DTl ratios. Recent data from the IMF
suggests that country authorities have been increasing
LTV and DTI constraints gradually over the years. There
has been widespread use of these tools for reducing the
procyclicality of household credit and bank leverage,
moderating credit growth, improving the credit worthi-
ness of borrowers and lowering the rate of house price
growth®. However, in the CARICOM region, there has
not yet been formal implementation of macro-prudential
policy tools to address household sector vulnerabilities®.
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APPENDIX B

Commercial Banking Stress Testing Summary

Commercial Banking System

Stress Testing Results
(per cent)

Pre-Shock CAR

Pre-Shock CAR Adjusted for Provisions 20.8 21.3 20.9 20.2

Single Factor Tests

Interest Rate T 700 basis

. 7.2 9.3 8.3 7.8
points
Interest Rate Risk
lntgrest Rate | 100 basis 225 229 225 218
points
F?relgn Exchange TT Dollar depreciates 215 21.9 213 20.8
Risk 40 per cent
Credit Risk Deterioration of Loan 18.7 19.2 18.9 18.2
Portfolio
Credit Risk - Property Property Prices | 30 per 18.6 19.2 18.7 18.1

Prices cent

Price | 50 per cent -

No Policy Response 9.5 11.1 10.2 9.8
Energy Price Shock
Price | 50 per cent - 21.2 215 21.0 20.5
Policy Response
Regional Disaster Regional Natural 19.2 199 194 18.8

Scenario Disaster

22.5 23.0 22.8 22.1 221

Scenario Tests

20.4

Change

Post-Shock  from Pre-

CAR Shock Ad-

justed CAR
8.2 -12.1
22.0 1.6
21.2 0.8
18.4 -2.0
18.2 -2.2

Change
Post-Shock  from Pre-
CAR Shock Ad-
justed CAR
10.3 -10.1
20.9 0.5
19.0 -1.4

Source: Central Bank of Trinidad and Tobago.










