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ABSTRACT

Property Cycle Index: An Indicator to the
Malaysian Property Market

By

Kuek Tai Hock

This study attempts to investigate the fluctuations in the Malaysian property market
and predict the early signals of property market vulnerability using the property cycle
indicator (PCI) with data of monthly basis from 1991M1 to 2013M12 and the
employment of the indicator construction method proposed by National Bureau of
Economic Research (NBER). The constructed PCI consists of six component series,
namely, gross domestic product, consumer sentiment index, foreign direct investment,
tourist arrival, domestic share price and the United States share price. Empirical
results indicated that the movement of PCI is consistent in advance of Property Sales
by Unit Transactions (PSU), suggesting that the PCI has a significant amount of
signalling attributes against the PSU. This highlighted the potential ability of the
leading indicator to predict the property market outlook using a non-parametric
technique of indicator construction and information content from a macroeconomic
perspective. Therefore, policymakers, property market players, and investors may
consider the use of the property cycle indicator as an early signalling tool to predict

the movement of the property market in Malaysia.



ABSTRAK

Indeks Kitaran Hartanah:

Petunjuk terhadap Pasaran Hartanah di Malaysia

Oleh

Kuek Tai Hock

Tujuan kajian ini dijalankan untuk mengkaji turun naik pasaran hartanah bagi
meramal isyarat awal tentang perubahan pasaran hartanah di Malaysia melalui
petunjuk kitaran hartanah (PCI) dengan menggunakan data bulanan dari 1991B1 ke
2013B12 serta mengaplikasikan kaedah pembinaan petunjuk yang diperkenalkan oleh
National Bureau of Economic Research (NBER). PCI yang dibina merangkumi enam
siri komponen, iaitu keluaran dalam negara kasar, indeks sentimen pengguna,
pelaburan langsung asing, ketibaan pelancong, harga saham domestik dan harga
saham negara Amerika Syarikat. Hasil empirikal menunjukkan pergerakan PCI adalah
lebih awal daripada unit transaksi jualan hartanah (PSU) dan mencadangkan bahawa
PCI mempunyai keupayaan dalam mengeluarkan isyarat awal berbanding dengan
PSU. Ini memberi penekanan terhadap potensi keupayaan petunjuk utama dalam
meramal pasaran hartanah dengan menggunakan kaedah pembinaan petunjuk yang
tidak berparametrik serta kandungan maklumat daripada perspektif makroekonomi.
Oleh itu, pengubal dasar-dasar, pemain dalam pasaran hartanah dan pelabur harus
membuat pertimbangan terhadap penggunaan petunjuk kitaran harta sebagai alat

pengeluaran isyarat awal bagi meramal pergerakan pasaran hartanah di Malaysia.
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CHAPTER ONE

INTRODUCTION

1.0 Introduction

The property cycle can be regarded as a logical sequence of recurrent events with
irregular fluctuations in the property market. These events influence property’s supply
and demand and subsequently affect the property market. The pioneering study of the
property cycle was conducted by Homer Hoyt (1933) through his work in “100 Years of
Real Estate Values in Chicago.” It is widely acknowledged that property and other forms

of investment follow a predictable cycle that exhibits a consistent pattern.

Generally, it is accepted that the property markets exhibit cyclical movement in
the long-run, mostly due to lags in relation to changes in the demand for space, which are
mainly caused by fluctuations in business activity (Reed & Hao, 2010). Barras (1983,
1994, 2005, 2009) developed a conceptual model to explain the cyclical movement of
property markets in a modern market system; the core of property cycle theory lies in the
space between the relationship of the general economy and the sub-markets. The
Barrasian property cycle model is divided into three segments: real economy, property
market and money economy. All of these segments have their own alteration processes,

which are completed in a cycle.



According to Barras (1994), when an economic up-turn occurs, a credit expansion
in the money economy also occurs. These phenomena lead to an increase in property
demand in the property market. Extreme property demand creates a shortage in the
property supply and hence rising rents as well as falling yields are noticeable in the
market. Eventually, the economic up-turn reaches its peak when an economic boom
occurs. This is also significant in the property market and money economy where
building booms and credit booms occur. After such a boom, an economic down-turn
follows with rising interest rates in the money economy. Increasing supply and
slackening demand in the property market occur at the same time and lead to falling rents
and rising yields. At a certain level, the economy ends up in recession with credit
squeezes and property slumps. Then the property cycle continues as economic recovery
takes place after the recession and the property market continues on in a cyclical

recurrence.

Although the property cycle recurs in predicted phases, the issues surrounding
property prices are still widely debated, particularly the housing bubble which burst
around the world in the 2000s. A housing bubble is defined as a type of economic bubble
that occurs periodically in local or global real estate markets when there is rapid increase
in the valuations of real property such as housing. Nevertheless, these trends in a housing
bubble can be predicted in advance. Leading indicators, which serve as early warning
indicators in the property cycle, can be utilised to forecast the movement of the property
market cycle. Witkiewicz (2002), Matysiak and Tsolacos (2003), Krystalogianni et al.

(2004) and Lee et al. (2013) proved the utility of leading indicators in real estate analysis



by determining the direction of the economy and real estate market in the short-run while
adding that directional forecasts based on leading indicators can act as tools for real estate
investment analysis. Therefore, the property cycle indicator (PCI) is crucial to forecasting
and determining the real property cycle movement in a specific country and even globally
so that policy makers and investors can employ early precautions and alternatives to

avoid any detrimental circumstances that can be foreseen.

1.1 Malaysian Economy and Property Market Background

As in other countries, the property market in Malaysia is cyclical in nature. It is
positively correlated with the movements and performance of Malaysia’s economy. Since
the country’s independence in 1957, the Malaysian property market has experienced

various market cycles, which include economic and property booms as well as recession.

From 1957 to 1970, development in Malaysia was market-led. In the 1960s,
growth in the Malaysian economy accelerated moderately at an annual rate of 6 percent
(Khan, 2002). The economic growth relied heavily on the export of a narrow range of
primary commodities and government revenue was mainly generated through taxes on
commaodities, namely, rubber, tin and palm oil, from Malaya and timber from the Borneo
Territories. Although export earnings from tin and rubber affected the money supply, a

prudent monetary policy maintained the commodity prices.



Between 1963 and 1964, Malaysia experienced its first economic boom since
independence due to high output and values of its exported commodities in the
international market. Increasing demand from foreign manufacturing sectors, specifically,
Japan and the United Kingdom (UK), ensured stable earnings from the exported
commodities in the following years. Despite the stable export earnings, Malaysia still
suffered from over-reliance on export earnings for sources of funds as alternatives for

gaining funds were not strongly implemented.

After 1964, commodity prices stabilized until an ethnic riot occurred in May 1969
that left the Malaysian economy in uncertainty until 1971. Following 1969’s ethnic
chaos, the government’s approach shifted radically to development in Malaysia and the
New Economic Policy (NEP) was formulated at that time. Implementation of NEP was
intended to eradicate poverty and restructure the economic imbalance in Malaysian
society. NEP was introduced in the Second Malaysia Plan (1971-1975) and designed to
facilitate achieving the national objective of unity. Promulgation of the Second Malaysia
Plan triggered an economic recovery in which the second boom took place. Stoked up by
stability in commodity prices, migration into urban areas and incremental improvements
in the purchasing power of the middle class, the public, finance and even business sectors
expanded rapidly during this period. In 1971-1973, the government introduced a scheme
of home ownership for civil servants coupled with subsidized housing loans. These
actions stimulated the confidence of property developers and owners throughout the

country, who then commenced on massive housing developments.



After 1973, the property market in Malaysia continued to accelerate before a short
spell of recession in 1973 resulting from the global spiralling of oil prices. The oil crisis
occurred when Malaysia was at the beginning of rapid economic expansion. The surge in
oil prices and recession, especially in industrialized countries, affected Malaysia’s export,
which fell tremendously due to sluggish world demand. At the same time, the country
also virtually imported inflation due to its reliance on imports. As a result, the sluggish
growth stunted the country’s economic expansion in 1973-1975. Growth in the gross
national product (GNP) in 1974 of 8.4 percent fell to 2.2 percent in 1975 (Okposin &
Cheng, 2000). Furthermore, by 1974, inflation had become a critical problem as oil prices
outstripped the increases from other commodities while food prices nearly trebled

compared with their level in the preceding three years.

Thereafter, property prices continued on an upward trend, which was attributed to
the increased cost of labour and building materials. Several factors in the property
market, such as an overall shortage of supply, an active speculative market, favourable
economic conditions giving rise to effective borrowing and acceptance of property as a
medium of investment, contributed to the high property prices. Strong growth in the
construction industry between 1981 and 1983 was sustained mainly by the public sector’s
expansion programmes in physical infrastructure and major policy transformations. The
government’s policy on foreign direct investment (FDI) from the 1970s led to the
existence of more free-trade zones. There was also rapid development of oil installations
and continuing strong demand for housing. This led to the third boom in 1980-1983 in

which the average annual growth in the construction industry was 12.6 percent.



In the early 1980s, the economic downturn in developed countries triggered by
the United States’ high-interest rate policy resulted in a massive collapse in the world
commodity trade. Malaysia’s overall export price index declined by 30 percent and
reflected a sharp decline in tin and palm oil prices between 1984 and 1986 (Athukorala,
2010). Construction activities in Malaysia also contracted in the recessionary years, with
the industry’s annual growth rate decelerating from 11.6 percent in 1983 to 4.2 percent in
1984. To overcome the impact of the commodity crisis, the government undertook
measures which then further weakened construction demand. These measures included
the rationalisation that public development expenditure shows growth in private
investment, lightness in credit availability, higher cost of mortgage loans and a temporary
freeze on housing loans for public sector employees. The slowdown in overall

construction activities led to negative annual growth rates in the following years.

To stimulate the economy and revitalise the construction industry, the government
promoted private sector investment in low-cost housing and the revival of housing
projects which had been abandoned during the recession. After amendments were made
to the National Land Code in 1986, there was an influx of foreign investments in
commercial and residential buildings. The economic recovery was followed by an
improved external environment and adjustment efforts undertaken by the government
resulted in increased investments and recovery in construction demand. To cater to the
changes in construction demand, construction activities shifted to capital-intensive and
high-technology based construction techniques. The rapid expansion of construction

demand after recovery from the recession, continued into the 1990s.



The first half of the 1990s saw a substantial accumulation of outstanding domestic
credits in the banking system, with heavy exposure to the property sector due to booming
property prices between 1991 and 1996. The increased exposure to the property sector
further weakened the banks’ financial position as this lending led to a property glut in the
country. In early 1997, the Thai currency depreciated sharply, which then caused a
dramatic fall in the exchange rate of the ringgit. Following that, the Kuala Lumpur Stock
Exchange (KLSE) index declined drastically from 1216 points in January 1997 to only
302 points in August 1998 (Nambiar, 2003). Pessimism in business activity and
consumer sentiment was also clearly reflected through the Malaysian Institute of
Economic Research’s (MIER’s) Business Conditions Index (BCI) and Consumer
Sentiments Index (CSI). The BCI dropped from 58.7 points in the third quarter of 1997 to
only 41.0 points in the first quarter of 1998 while the CSI declined 31.5 points in the

same period.

By August 1998, the economy was in recession with contraction in output of 2.8
percent and 6.8 percent, respectively, in the first two quarters (Athukorala, 2010). The
unemployment and inflation rates increased tremendously, reaching 3.9 percent in 1998
and 6.3 percent in June 1998, respectively. The combined outcome of the economic
collapse and property market crash was a massive increase in non-performing loans in the
banking system. As a result of the government’s economic recovery measures, official
government statistics show that construction growth had increased by the end of 1999.

The implementation of privatised projects as well as the expansion of government fiscal



spending, particularly on infrastructure and residential projects, further supported the

growth of the industry.

In the midst of recovering from the Asian financial crisis, the economy and
particularly the stock market in the United States (US) were booming. During the dot-
com boom, especially after 1996, stock prices of Internet-based companies in the US shot
up at a very fast pace. The dot-com boom resulted in the NASDAQ composite index
increasing from about 600 points in 1996 to peak at 5046.86 points in 2000. On March
13, 2000, the NASDAQ composite index dropped from 5038 points to 4879 points,
which triggered a huge sell-off of information technology (IT) stocks. The NASDAQ
stock index continued to plunge and the dot-com bubble in the US economy burst in
2001. As a result, interest rates were cut repeatedly to prevent further meltdown while

high unemployment among technology professionals was recorded.

The bursting dot-com bubble in the US adversely affected the Malaysian
economy where the real gross domestic product (GDP) growth was negative (-1.2
percent) in the third quarter of 2001. The manufacturing sector was affected the most due
to low demand for electronic products following the dot-com bubble. To enhance the
Malaysian property market, policy measures were introduced in Budget 2001 which
included lowering the ceiling rate of the ad-valorem stamp duty on property transfer,
increasing housing loan eligibility for public sector employees and encouraging the

purchase of a second house. Moreover, fiscal stimulus of RM3 billion in March 2001 and



RM4.3 million in September 2001 were also implemented to encourage private

expenditure and boost economic growth.

Starting in 2003, demand for crude oil began to increase as Asian economies
recovered from the Asian financial crisis and the bursting of the IT bubble in the US in
late 2001. Furthermore, global oil production struggled to accommodate the rapidly
growing demand from China and the US. From 2003 to 2005, China alone accounted for
nearly 35 percent of world demand for crude oil. In 2004, crude oil prices began to
increase and even doubled from the price level in 2003. Due to continued worldwide
economic growth, global demand for crude oil grew and the crude oil price hit above

US$70 per barrel in 2006.

As an oil-exporting country, Malaysia also imports oil from other countries.
Although revenue from exporting crude oil was profitable for Malaysia, the increase in
oil prices pushed the overall price to a significantly higher level in the country, which in
turn affected the economy adversely. In 2003-2005, the impact of oil price hikes negated
the growth in the construction sector in Malaysia with an average rate of 1.5 percent.
Moreover, rising oil prices also pushed up the costs of raw materials for construction and
the producer price index rose from 71.45 in the second quarter of 2003 to 81.44 in same
period of 2005. As a result, demand for property declined and the number of property

sales fell from 293,212 units in 2004 to only 276,508 units in the following year.



In view of conditions in the property market, the government proposed five
measures to boost the Malaysian property market through Budget 2005. As a generator of
economic growth, the tourism industry in the country was heavily promoted via
education and health tourism; this promotion benefitted the hotel industry as well as the
retail property sub-sector (National Property Informational Centre (NAPIC), 2005).
Furthermore, RM 1 billion was also allocated in Budget 2005 for the delivery of
affordable housing under the three projects for affordable housing. In 2006, the
Malaysian property market started to consolidate due to government support as well as
favourable financial and monetary policies in the country. To further enhance the
property market and mitigate the construction sector’s contraction, Budget 2006
introduced additional measures. Stimulus from Budget 2006 included the provision of

low-cost housing, maintenance of public facilities and rural development projects.

In 2008, the bursting of a speculative bubble in the US housing market triggered
the global financial crisis. The crisis spread to the rest of the world through capital flows,
trade flows and commodity prices. In the aftermath of the crisis, share prices in Malaysia
fell sharply from 95.0 in 2007 to 78.7 in 2009. The broad-based financial sector reforms
and capacity building undertaken after the Asian financial crisis increased the financial
sector’s resilience to financial turmoil. Malaysia was the first country in the region to
respond to the crisis with monetary expansion. The Bank Negara Malaysia (BNM)
lowered the overnight policy rate (OPR) from 2.5 percent in November 2008 to 2.0

percent in February 2009. Monthly instalment payments on floating interest rate loans
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were immediately reduced to ensure that interest rate cuts led to an increase in borrowers’

disposable income and higher domestic consumption.

On the fiscal front, the government implemented two stimulus packages. The first
involved a direct cash injection amounting to RM 7 billion while the second stimulus of
RM 60 billion involved direct cash injections and equity investment. This expansionary
monetary policy has been instrumental in cushioning the financial system against capital
outflows and share market collapse. Monetary aggregates continued to expand while the

banking system remained resilient and the economy began to recover after 2009.

After implementing the stimulus packages to boost the domestic economy, the
real property gain tax was exempted in 2008-2009 from the gain tax of 30 percent for
property selling in 2007. In turn, the property sector again became an attractive form of
investment despite the global financial crisis that affected the rest of the world. Thus, FDI
flowing into the country tremendously increased from US$1.45 billion in 2009 to
US$12.20 billion in 2011 (see Figure 1.1). Owing to public investments and the fiscal

stimulus, growth in the construction sector remained positive throughout the year.
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Figure 1.1: FDI Inflow in Malaysia, 1981-2013

14000 -

12000 -

10000 -

8000 -

6000 -

4000 -

FDI Inflow (US$ million)

2000 -

Source: United Nations Conference on Trade and Development, various issues.

After 2009, demand and investment in the Malaysian property market surged,
especially for residential properties. Property prices escalated significantly due to the
increasing demand and supply factor where the total value of property sales in the
country was recorded at an average increasing rate of 30 percent from 2009 to 2011.
Evidently, the striking figure of the Malaysian House Price Index (MHPI), which
registered a strong rise from an annual growth of 3.2 percent in the preceding 10-year
period to a rate exceeding 10 percent in 2012, induced massive concerns regarding the
sustainability of such price hikes (see Figure 1.2). For instance, the residential property in
Kuala Lumpur alone has raised from RM 436088 in 2008 to RM 489052 in 2012,
implying that the price hikes on residential property has hit 12.2 percent over the period
(NAPIC, 2012). Moreover, a single terraced unit in Taman Century, Johor Bahru, retains
at the highest price of RM 270000 in 2012, implying a 9.6 percent of price hikes as

compared to the preceding year (NAPIC, 2012). An upsurge in housing prices to a

12



historical high level raised concerns about the affordability of residential properties in
Malaysia. This phenomenon, to a great extent, has cast down the government's best

endeavours to promote and strengthen housing affordability.

Figure 1.2: MHPI, 1991-2013
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Source: Bank Negara Malaysia, various issues.

In view of the persistent issues surrounding property in Malaysia, the government
launched the National Housing Policy in 2011. Under the National Housing Policy,
drastic steps were taken to tackle the housing issues by providing assistance to increase
house ownership, providing new and rehabilitated houses, ensuring eligibility to receive
housing aid and offering financial assistance (National Housing Department, 2011).
Moreover, the real property gains tax was reintroduced in 2010 and revised to 30 percent
in 2014 for property selling in the first three years after implementation of the policy
through the Budget 2014 announcement. For property selling after three years, a real

property gains tax of 20 percent is levied for property sales in the fourth year and of 15
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