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An Inquiry into the Relationship
between Hong Kong’s Current
Economic Crisis and Housing Policy

Introduction

The Hong Kong economy went into a tailspin in 1998, with the
gross domestic product (GDP) contracting by 5.0% (http://
www.info.gov.hk/hkecon/gdp/index.htm). While this decline
was not entirely unprecedented, there had not been a single year
of negative growth "in Hong Kong since 1962. The official
explanation was that it was caused by the Asian Financial Crisis
(AFC), but such a dramatic decline is in fact much harder to
explain. It is not easy to see how an attack on Asian currencies
could lead to an economic crisis in Hong Kong worse than that
experienced during the Cultural Revolution of the 1960s, the oil
price shocks of the 1970s, or the banking crises that had led to
multiple bank failures.

This study suggests that the spectacular housing price
increases that took place prior to 1998 was more a reflection of
Hong Kong’s prosperity, low taxes and wealth than a
speculative bubble. While housing prices in Hong Kong were
due for a major correction there was no reason why they had to
fall continuously and to such a degree as has been witnessed to
date. This study presents evidence that Hong Kong’s demise
was home-made. While the AFC did cause Hong Kong’s interest
rates to rise significantly, increases in mortgage rates were
relatively moderate compared to those seen in the early 1980s.
Deflation did not set in until late 1998. Although interest rate
jumps in late 1997 did have an adverse impact on the housing
market, reasons for the spectacular declines in property values
have to be sought elsewhere.

This study advances two explanations. The first is that the
introduction of the Tenants Purchase Scheme (TPS) in December
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1997, which offered sitting tenants the opportunity to buy their
own units at deeply discounted prices, immediately reduced the
attractiveness of Home Ownership Scheme (HOS) flats, which
looked ridiculously expensive in comparison. HOS homeowners
suddenly had a dearth of buyers. Turnover in the second-hand
market dropped precipitously, and developers had to look
beyond existing homeowners in order to find buyers. After they
had exhausted one “crop” of buyers, they had to further cut
prices in the following year in order to attract buyers with a
lower purchasing power. This was why housing prices kept
falling even in 2000, when economic growth was actually quite
high.

The second explanation is that the total supply of homes
increased rapidly after 2000. This was in part the result of the
production target of 85,000 units a year as announced in the
Tung Chee-hwa’s 1997 Policy Address. Housing prices had to
fall under the weight of such a huge supply.

I found that the domestic private economy, as measured by
the sum of domestic private consumption and domestic private
investment, is always driven by the housing price index.

Causation does not run from domestic demand to housing prices.

This explains why the domestic economy fell so sharply after
1997, and why increases in unemployment were concentrated in
domestic sectors such as finance, real estate, retail sales and
construction. I found that although Hong Kong's export growth
declined after 1997, the degree of decline was in line with that
for the world as a whole, and actually smaller than that
experienced by such economies as South Korea, the United
Kingdom and the United States (US). There was little evidence
that the integration with the mainland played an important role
in Hong Kong’s decline, and little evidence that the opening up
of China caused the Hong Kong economy to shrink. The decline
of the economy came just too suddenly, when the opening up of
mainland China and Hong Kong's integration with the mainland
had been occurring for some time and was continuous.

I also found that export growth and interest rates explained
Hong Kong's housing price movements quite well, but that if the
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relationship prior to 1998 had held, Hong Kong's housing prices
would have recovered to the earlier levéls. In sharp contrast,
housing prices continued to decline.

Interestingly, high real interest rates were found to be a
result of the decline in housing prices, rather than a cause.
Shrinking property values reduced domestic demand so much
that prices kept falling. Deflation occurred as a result of the
plunge in property values, boosting real interest rates.

The plunge in housing prices was the key to the huge
budget deficit that emerged after 1997. I present evidence that
the Hong Kong fiscal system was highly dependent on land-
based revenues and indeed was probably the closest model to
Henry George’s ideal of the single tax, ie. the Georgian tax.
Henry George (1839-1897) was a social reformer who argued
that the only tax that is required to finance the working of a
government is a tax on land rent. By eliminating taxes on income
and all other taxes, the incentive to invest and to work would be
enhanced. The progress of society would be reflected in higher
land values, and the government could tax land to fund all
worthwhile government expenditures. It was no accident that
prior to 1998 Hong Kong's land costs were probably the highest
in the world and Hong Kong's taxes probably the lowest.

So what should be done? The way to help Hong Kong
emerge from the current economic quagmire must be through
reviving the housing market. By November 2002, the Secretary
for Housing, Planning and Lands had already drawn up a nine-
point proposal to revive Hong Kong's housing market . Among
the nine points was the suggestion that the TPS be shelved from
2004. It is unfortunate that the government decided that the last
phase involving the sale of 50,000 units had to proceed because
it had already been announced. Given such a situation, it is even
more important to have an effective mechanism to deal with the
problem of excess supply in the short run. This can be done by
setting up a fund (called a Housing Market Stabilization Fund)
to buy up a major portion of the excess supply of housing worth
less than HK$2 million. New flats of less than HK$2 million
directly compete with existing homeowners for buyers. By
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mopping up the excess supply and the direct competition,
existing homeowners will not have to face declining property
values. The purchased units can be rented out, and the rental
income can be used to service the interest cost of the bonds
issued when the Housing Market Stabilization Fund is set up.
Another useful strategy lies in offering HOS owners and
“sandwich class flat” owners the opportunity to sell their units
back to the Hong Kong Housing Authority (HA), provided that
they purchase a second-hand unit in the private housing market.
In this way, the problem of negative equity can be alleviated
immediately, and the beneficial results will ripple through the
entire market. Other private homeowners will also benefit
indirectly, and the stock market will be reactivated. The
government can rent these units to public rental housing (PRH)
tenants at a rate that is still attractive but higher than the current
rents the tenants have been paying for their units. The

government can save the cost of constructing PRH, collect more .

in stamp duties, profits tax and income tax and, because
unemployment will fall, save on Comprehensive Social Security
Assistance (CSSA) payments.

Hong Kong does not lack a “growth engine.” In 2000 and in
2002, we have seen exports as effective growth engines. But the
growth engine cannot work properly if declining housing prices
continue to erode wealth and the value of the collateral held by
small and medium enterprises. Unfortunately, the government
has kept itself busy looking for new growth engines, while
neglecting the crucial link to the domestic economy, namely the
housing market. On reflection, what has transpired in the past
six years is tragic because it was avoidable.

Hong Kong's Economic Miracle Before 1998

After first reporting its official GDP statistics in 1961, Hong
Kong enjoyed four decades of almost uninterrupted growth at a
compound annual rate of 7.48% up until 1997. This record put
Hong Kong at the forefront of economic growth in the world.
Even mainland China, with its very high rate of growth, can
claim strong economic growth only since 1979. Economic growth
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prior to China’s opening up, although strong according to
official figures, camnot be verified through an observed
improvement in the living standards of the population, as has
been possible in the post-1979 period.

This four-decade long record of growth, spanning periods
of acute political turmoil (the Cultural Revolution from 1966 to
1968, the multiple banking crises of the 1960s and the 1980s, the
global recessions resulting from the oil price shocks of the 1970s,
and the interest rate shocks of 1980 and 1981) earned Hong
Kong its fame for resilience. Throughout the entire period up to
1997, for as long as official data on GDP was available, the Hong
Kong economy rebounded strongly following each economic
slowdown. For example, economic growth almost ground to a
halt in 1975, and unemployment that year actually reached a
high of more than 9%. In 1976 economic growth was over 16%,
and the unemployment rate was down to 5.1%. This was
followed by another four years of double-digit or near double-
digit growth. In 1985, economic growth again fell, to 0.4%, due
to a very strong US dollar. With the depreciation of the US
dollar following the Plaza Accord in September 1985 the
economy rebounded strongly, registering three straight years of
double-digit or near double-digit growth (Table 1).

It is true that when Hong Kong entered the 1990s, the rate
of economic growth slowed down considerably. However, prior
to 1997 economic growth was still a respectable 3.4% to 6.3%,
which compared favourably with that of any developed country
with a similar per capita income. Moreover, world economic
growth, on a cumulative basis, had slowed down considerably
from 23% between 1980 and 1987 to 15% between 1990 and 1997.
The decline in Hong Kong's economic growth from the early
1980s to the early 1990s was entirely in line with the decline in
global economic growth.'

What was the driving force of this phenomenal growth?
What lay behind Hong Kong’s resilience? These questions
captured the interest of many scholars. Nobel Prize-winning
economist Milton Friedman (1997) noted how close Hong
Kong’s GDP per capita had come to that of the US. In 1950, he
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Table 1 Hong Kong’s Economic Growth, 1961-2002

(GDP % change)
1961 — 1975 03 1989 2.6
1962 14.2 1976 16.2 1990 34
1963 15.7 1977 11.7 1991 5.1
1964 8.6 1978 8.5 1992 6.3
1965 14.5 1979 11.5 1993 6.1
1966 1.7 1980 10.1 1994 54
1967 1.7 1981 9.2 1995 3.9
1968 33 1982 2.7 1996 4.3
1969 113 1983 5.7 1997 5.1
1970 9.2 1984 10.0 1998 -5.0
1971 7.1 1985 0.4 1999 34
1972 103 1986 10.8 2000 10.2
1973 12.4 1987 13.0 2001 0.5
1974 23 1988 8.0 2002 2.3

Sources: Census and Statistics Department (2000:14);
http:/fwww.info.gov.hk/hkecon/gdp/index.htm.

pointed out, the US had a per capita GDP nearly six times that of
Hong Kong. In 1996 it was only 7% higher. Friedman attributed
Hong Kong’s unprecedented success to the limited role of its
government. In particular, he praised Hong Kong over the US
because:

e Direct government spending was less than 15% of national
income, versus 40% in the US.

o Indirect government spending via regulations and mandates
on private individuals and businesses was negligible in
Hong Kong but absorbed around 10% of national income in
the US.

Economists normally explain economic growth in terms of
factor inputs and growth in “total factor productivity,” which is
an index relating inputs to outputs. If the same inputs generate
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greater output, we say that total factor productivity has gone up.
Economic growth can be driven by factor accumulation, or by
gains in efficiency that render the same factors more productive
than before. Friedman argued that Hong Kong’s small
government and its hands-off approach unleashed an instinct for
innovation and entrepreneurship, which is the key to higher
total factor productivity. Hong Kong has consistently been rated
the world’s freest economy for as long as the Heritage
Foundation’s index of economic freedom has existed.” This
appears to lend support to Friedman’s hypothesis that Hong
Kong’s superior economic performance was due to its “small
government” and high degree of economic freedom.

Apart from being the world’s freest economy and one of the
fastest-growing economies in the world, Hong Kong has also
built up a huge fiscal reserve over the years. With only a few
exceptions, Hong Kong has recorded a fiscal surplus almost
every year. At the same time, Hong Kong was famous, or
infamous — depending on how you look at it — for being the
place with probably the most rapid appreciation in land and
housing prices in the world. We do not have data on Hong
Kong's housing price index prior to 1981. From 1981 to 1997,
California’s housing prices went up by 92.1%. During the same
period Hong Kong’s housing prices went up by 570.9%. These
figures may not be directly comparable, because the Hong Kong
dollar depreciated quite sharply before it was pegged to the US
dollar on 17 October 1983 and Hong Kong had much higher
inflation. Also, the official peg at HK$7.8 to US$1 valued the
Hong Kong dollar at considerably lower than the approximately
5.5 to 1 rate that had prevailed in 1981. If we consider the effects
of this sharp depreciation, the 33.3% decline in the housing price
index from 1981 to 1984 easily translated to a 50% decline in US
dollar terms. This tremendous loss in property values occurred
in the face of political uncertainty, when there were many
worries about the future of Hong Kong during the Sino-British
negotiations ahead of the handover. During that period
California’s housing prices went up by 10.3%. However, from
the end of 1984 to the end of 1997, during which the Hong Kong
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dollar was tied to the US dollar, Hong Kong’s housing prices
rose by 883%, whiles California’s rose by 73%.

Such rapid rates of increase led to concerns that a
dangerous asset price bubble was developing. Witness the
following words of warning from Ho (1994):

While economic growth was moderate, Hong Kong's stock and
real estate markets boomed at an alarming pace. The Hang Seng
Index zoomed from 5,437 in the beginning of the year to 11,888 by
year end, more than doubling the earlier value, while transaction
volumes exceeded 10 billion dollars each day. Luxury homes and
offices gained value alarmingly. No. 9 Queen’s Road Central
breached the 12,000 dollars per square foot, while a luxury home
fetched prices in excess of 10,000 dollars per square foot. The asset
price inflation in 1993 was so fast that it prompted worries about
an asset price bubble (p. 38).

Ho (1995) also warned against inflation eroding the
competitiveness of the Hong Kong economy. His diagnosis was
that by the period 1992 to 1995 Hong Kong’s inflation had
changed from “demand-pull” to “cost-push.” Under the heading
of “Expectation-driven, Administered Price-pushed Inflation
1992-Now: Why it Hurts,” Ho pointed to the government’s
policy of cost recovery as driving the cost of education, medical
services, transport, water charges, postal services, etc. While
globalization was having a tremendous impact on the relocation
of production processes to emerging economies such as Eastern
Europe, Mexico and Southeast Asia, Hong Kong had “allowed
its inflation to go unabated.” In the Appendix to his 1995 article,
Ho also showed why the government had been awarding real
compensation increases in the name of keeping up with inflation,
thus giving further spurring on inflation.

Thus, there was little doubt that by 1997 asset prices in
Hong Kong were inflated and were ready for a significant
correction. The positive factors about Hong Kong include its
high degree of economic freedom, excellent infrastructure,
access to the vast China market, excellent networks with the rest
of the world, flexible markets, a good workforce, entrepreneurs
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who are highly sensitive to the market, an efficient civil service,
good labour-capital relations, etc. The question is: If all of these
positive factors had hardly changed after the handover,
shouldn’t Hong Kong have continued to grow at a respectable
pace, and shouldn’t this growth lend support to housing prices?
After a correction, shouldn’t asset prices have recovered? After
an economic slowdown, shouldn’t the economy have picked
up — just as had always happened in the four decades
preceding 1997?

The fact is that in 1998 the Hong Kong economy plunged
sharply into a mini-depression, notwithstanding apparently
strong fundamentals. Hong Kong had no external debt. Hong
Kong’s relations with mainland China had been a negative
factor during Chris Patten’s term as Governor, but they were
excellent with Tung Chee-hwa as Chief Executive. South Korea
had rebounded strongly after the AFC. Why did Hong Kong's
economy continue to be in the doldrums, with no sustainable
recovery in sight? From 1993 to 1997, 363,500 jobs were created
in Hong Kong. From 1997 to 2001 the figure was only 88,700.
Why did Hong Kong’s employment creation engine fail so badly
after 1997?

Sir Murray MacLehose

In 1971 Sir Murray MacLehose became Hong Kong’s Governor.
His impact on the development of Hong Kong was enormous. It
was he who established the Independent Commission Against
Corruption, which was instrumental in cleansing the
government, particularly the police, of corrupt practices. The
introduction of compulsory education in 1979 was also his
initiative. He also introduced a ten-year programme to construct
public housing. In his Policy Address of October 1972, he
announced that in the next ten years, residences with full basic
facilities and a decent living environment would be constructed
for 1.8 million Hong Kong people. To achieve this target 72
public housing estates would be constructed, of which 53 would
be newly built, 12 would be converted from old housing estates,
and 7 would be village estates.
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A new HA was established in 1973 with the following
responsibilities:

e to manage all existing public housing estates and to oversee
the development of future public housing estates;

e to control and prevent squatting, and to clear land for the
development of housing; and

o to advise the Governor on housing policies and related
matters.

A Housing Department was formed by amalgamating the
former Resettlement Department and the Housing Division of
the Urban Services Department. It was to serve as the executive
arm of the HA.

1978 saw another milestone in Hong Kong's history of
public housing. The HA launched the first phase of the HOS
housing project, putting six HOS courts on the market. From
1978 through 1997, a total of 229,600 subsidized flats were
completed and sold (Hong Kong Special Administrative Region
Government, 1998:452). Together with the over 700,000 PRH
units, over 3.3 million out of a population of 6.5 million in 1997
were being accommodated in government subsidized housing.

According to some people, this big government
involvement in public housing came at a huge cost to the public
purse. Typically, the degree of subsidy was taken to be the
difference between the actual rent paid and the estimated
market rent for that quality of housing for renters, and the
difference between the actual price paid and the estimated
market price for HOS housing.’ The imputed land cost subsidy,
it is true, has to be repaid when the HOS housing unit is resold,
which is permitted after ten years of occupancy.’ Actual re-sales,
however, were relatively few. Therefore, it is often believed that
the price difference was a good indicator of the amount of the
subsidy given to HOS buyers.

Such an analysis is what economists describe as “partial
equilibrium.” It assumes “other things being equal.” But other
things are not equal. If the market price is high because of the
public housing programme the price differential exaggerates the
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implicit subsidy, particularly given the fact that the government
may actually be able to collect its huge revenues because of the
public housing programme. Table 2 shows that because they
enjoyed low rents, many tenants were also able to accumulate
huge savings, particularly during the periods of high inflation
between 1989/90 to 1994/95. Indeed, the degree to which Hong
Kong’s PRH tenants saved in comparison to other types of
households widened over the years. By 1994/95, compared to
nearly all income groups, PRH tenants saved significantly more
than private housing tenants or owners. This put many PRH

Table 2 Mean Monthly Household Savings by Type of Living
Quarters by Income Group, 1989/90 and 1994/95 (HK$)

Income Group PRH HOS PRR POR Total
1989/90

Bottom 25% -503 n.a. -174 -631 -451
25-49% 714 =277 -6 202 425
50-74% 2,924 1,880 2,187 2,410 2,499
75-89% 6,459 3,552 5,788 4,989 5,212
Top 10% 16,635 15,746 17,915 14,770 15,845
1994/95

Bottom 25% =713 -2,091 -724 -2,773 -1,041
25-49% 2,059 396 469 439 1,221
50-74% 6,749 4,103 1,445 4,225 4,621
75-89% 15,716 11,700 10,981 12,365 12,565
Top 10% 40,933 26,217 26,117 287229 27,929

Notes:  PRH = public rental housing tenants;
HOS = home ownership scheme owners;
PRR = private rental housing renters;
POR = private home owners.

Source: . Household Expenditure Survey 1989/90, 1994/95, Census and
* Statistics Department, reported in Watanabe (1999:Table 6.6).
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tenants in an excellent position to become major players in Hong
Kong's housing market. According to the Final Report on the Mid-
term Review of the Long Term Housing Strategy, “about 13% of
PRH tenants or 74 000 out of 580 000 households covered by a
survey in July 1993 owned private domestic properties. Another
survey on tenants in North Point Estate showed that 18% of
them owned private domestic properties in the urban areas
alone. Some one-third of these households owned more than one
property and a small number even owned up to five properties.
An independent exercise revealed that PRH tenants accounted
for as much as 24% of all purchases of private flats by local
individuals in the period October 1992 - March 1993. The survey
results point to the prevalence among PRH tenants in private
property ownership”(HA, 1994:paragraph 10.3).

Thus, we can conclude that one important legacy of Sir
MacLehose was the housing market boom prior to 1997 and the
huge fiscal reserves handed over to the Hong Kong Special
Administrative Region (HKSAR). Paradoxically, the public
housing programme was not a burden to the colonial
government. On the contrary, even the HA, as Hong Kong's
number one housing developer, amassed huge profits that were
more than sufficient to fund the PRH programme. Because the
HA was allowed to keep the profits, it was also able to keep
expanding and to become a huge, inefficient bureaucracy.

The effects of the participation of PRH tenants in the local
housing market were amplified with the onset of a policy
introduced in 1987, when the government announced it would
make the richer tenants pay a higher rent. The threat of higher
rents pushed the richer tenants to invest their savings in the
housing market. Initially, they bid up the prices for lower-tier
housing, whose owners were then able to offer attractive bids for
higher-tier housing. Owners in these higher-tier housing units
could in turn trade their homes for still better housing. Thus, the
infusion of money into the housing market increased turnover in
the housing market and buoyed up the entire market, resulting
in a multiple increases in asset value. Causality tests run by the
author and others also indicated that the turnover in lower-tier
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housing preceded that of higher-tier housing. Other statistical
tests indicate that higher prices of lower-tier housing apparently
caused the prices of higher-tier housing to rise (Ho et al., 2003).
These and other results are summarized in the Appendix.

Another legacy of the MacLehose era was the building up
of Hong Kong’s manufacturing prowess during the 1970s and
early 1980s. Because of the public housing programme Hong
Kong manufacturers could pay wages that were very
competitive, with the result that housing subsidies worked like a
wage subsidy benefiting Hong Kong’s light industry and
creating handsome profits that could be re-siphoned into the
economy to benefit many other sectors, including the housing
market.

The China Connection

There is an ongoing hypothesis, one that is popular but not
verified, to explain Hong Kong's boom-bust cycle before and
after the handover of sovereignty. According to this hypothesis,
Chinese capital, particularly illicit capital, was an important
driving force behind the rise in housing prices ahead of the
handover, and that the integration with the mainland would
lead to “factor price equalization,” meaning that asset prices
would fall to levels comparable to those prevailing on the
mainland. Still another theory is that because China was
opening up so quickly to the world, Hong Kong’s special role as
a window for the mainland or as a middleman had declined in
importance. China could forge direct links with the rest of the
world, so Hong Kong was left in the cold after the handover.

For obvious reasons there is no data on the amount of illicit
capital that comes to Hong Kong from the mainland. But
according to Wong Leung Sing of the Research Department of
Centaline Property Agency Limited, a name search among home
buyers has produced only a very low percentage of names with
a Putonghua spelling. In addition, because quite a number of
local residents now also spell their names in Putonghua, there
was little evidence that mainlanders were manipulating the
Hong Kong housing market.
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It is, of course, possible that mainland Chinese participated
in the local housing market under the guise of registered Hong
Kong companies. But the percentage of buyers that are
companies in the housing market has always been well below
10%, and this figure is mostly made up of genuine Hong Kong-
based companies. Therefore, while mainland buyers were
indeed players, particularly in the luxury homes market, there
was little evidence that they were major players at any given
time.

It must also be remembered that in July 1993 Premier Zhu
Rongji introduced a 16-point austerity programme mandating
that, by a certain deadline, all specialized banks must recoup
funds loaned out in order to stay within the stipulated limits set
by the People’s Bank. Also, the programme mandated that
irregularities in lending by financial to non-financial institutions,
as well as irregular capital raising measures must be
straightened out (Ho, 1994). According to the Hang Seng
Economic Monthly of February 1996:

Over the past two years, China’s stringent measures have already
led to a substantial drop in the flow of investment funds from the
mainland. During the early 90s, Chinese investors were active
players in the local property market, fuelling rapid increases in
both prices and rentals. It is therefore not surprising that their
subsequent withdrawal has led to a fall in activities in this sector
(p-3)

From this, we may infer that the dramatic escalation of
housing prices prior to the handover had little to do with the
infusion of Chinese capital. On the other hand, Table 3 shows
that PRH tenants were paying what can be described today as
exorbitant prices for HOS flats, lends support to the hypothesis
that the infusion of capital from PRH tenants, rather than the
infusion of capital from the mainland, was the driving force
behind the escalation in housing prices from 1995 to 1997.

While the infusion of capital from the mainland was not a
key driving force behind the rise of housing prices before 1997,
the outflow of capital from Hong Kong to buy homes in China
certainly had a role to play in the downturn of the housing
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Table 3 Actual Transactions of HOS Units in the Secondary
Market, Fu Keung Court

Usable Floor High, Middle, Date of Price  Land Premium

Area (sq. ft.) or Low Floor  Agreement to ($m)  Discount Rate
Purchase (%)

644 Middle 09/1997 3.95 29

644 High 11/1997 3.60 29

645 Middle 04/1998 2.56 29

645 Middle 10/1998 1.99 35

Note:  FuKeung Court is located in Wang Tau Hom. Sellers do not have to
pay the land premium discount when they sell in the HOS secondary
market that is restricted to PRH tenants. The buyer will, however,
have to repay the land premium discount upon reselling the property
on the open market. The land premium discount is calculated from
the formula (Market Price — Sale Price)/Market Price at the time of
the original purchase.

Source: HA (http://www.housingauthority.gov.hk/en/residential/hostps/
transactionarchive/0,,,00.htm).

market and the economy in Hong Kong. From this perspective,
it seems that there is some truth in the argument of “factor price
equalization.” But it is strange that Hong Kong people did not
buy so many homes in China prior to 1997, when the price
differential was much higher. The factor price equalization
thesis should imply bigger outflows when price differentials are
greater and smaller outflows when price differentials are smaller.
There was no evidence of this at all.

Before 1997, there was indeed a brief period, from 1990 to
1993, when speculative purchases were being made of mainland
housing futures. Thus, there was indeed some transmission of
“heat” from Hong Kong to the mainland, but there was no sign
of price equalization, since housing prices in Hong Kong
continued to rise, while those on the mainland were relatively
stagnant. Then came Zhu Rongji’s austerity programme in 1993,
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which left many residential developments uncompleted for lack
of capital. Many Hong Kong speculators could not recover their
initial investments. The period from 1993 through 1997 was one
of calm. Few Hong Kong-originated purchases of mainland
residential properties were made, even though the prices of
homes in Hong Kong kept climbing. On the other hand, after
housing prices had plummeted in Hong Kong and continued to
slide, interest in mainland properties appeared to grow strongly.
This suggests that the slump in Hong Kong’s housing market
was more of a cause than the effect of capital flight to China in
pursuit of cheaper homes.

In any case, at least until the time of writing, homes were
not being purchased on the mainland with the intention that
they substitute for homes in Hong Kong. Most people buy
mainland properties to serve as a second home or as a holiday
resort. Some buy mainland properties as an investment. As
investment properties, they are of course substitutes for Hong
Kong residential properties. But Hong Kong residential
properties have been losing appeal because they have been
losing in value and have become poor investment vehicles.
Factor price equalization has not been a factor behind the
apparent convergence of the prices of properties on the
mainland and in Hong Kong.

Rather than money from the mainland, we have plenty of
evidence that money from PRH tenants must have played an
important role in supporting Hong Kong’s housing market. As
indicated in Table 3, “Green Form Applicants” who were
typically PRH tenants had offered very, very high prices for
HOS flats in the HOS secondary market. This is a restricted
market that allows HOS owners to sell their units to PRH
tenants without having to repay the land premium to the HA.
Since the buyers were clearly “Green Form Applicants,” they
were not from the mainland. Mainland capital was not involved.
If PRH tenants could pay this kind of price, it is no wonder that
HOS homeowners could pay very high prices for homes in the
private sector.

Regarding the thesis that with the opening up of mainland
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China, Hong Kong's unique role as China’s intermediary with
the outside world declined, especially after 1997, I examined
Hong Kong's external trade in goods and services and compared
this with the performances of other trading entities. As Table 4
indicates, while the growth in Hong Kong’s exports of goods
and in services fell after 1997, Hong Kong actually did quite well
relative to most countries in the period 1998-2001. The decline in

Table 4 Relative Trade Performance of Hong Kong Before and
After 1997 (%)

Merchandise Exports Services Exports
Cumulative Growth Cumulative Growth
Rates Rates

1998- 1994~ Percentage 1998- 1994- Percentage
2001 1997  Change 2001 1997  Change

Hong Kong 9.27 2425 38 18.93  23.67 80
Japan 4.01 6.03 67 3.03 20.01 15
Korea 13.70 41.82 ‘ 33 1923  56.71 34
Malaysia 19.94 3381 59 23.11  69.23 33
Philippines 9.23  87.03 11 -58.27 124.18 -47
Singapore 10.79  29.08 37 38.35 3253 118
Taipei 10.85 3037 36 21.87 29.78 73
us 7.13 3435 21 10.65 28.29 38
Canada 2124  29.66 72 7.88 3237 24
France 038 20.58 2 -5.13 7.00 -73
Germany 502 20.13 25 -1.38 3423 -4
United -0.32  36.73 -1 2.85 4191 7
Kingdom

Brazil 13.85 21.70 64 23.10  13.93 166
Note: Percentage change refers to the percentage of prior performance.

Source: World Trade Organization (2002).
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Hong Kong’s exports, particularly of services, after 1997 has
been much smaller than that suffered by such economies as
Taiwan, Korea, the United Kingdom and the US.

It may be contended that because Hong Kong's exports are
mainly re-exports, the value added is not as great as the exports
of other countries. This argument is, however, irrelevant to our
consideration here, because the decline in the weighting of
domestic exports in Hong Kong started much earlier than 1997,
indeed as far back as the mid-1980s. The continual growth of re-
exports disproves the claim that Hong Kong’s middleman role
had declined so significantly as to cause an economic crisis after
1997. The opening up of China did not start suddenly in 1998.
Similarly, there is little evidence to suggest that the flow of illicit
money from the mainland suddenly dried up after 1997 and
thus produced the crisis. Further, if factor price equalization was
a factor behind Hong Kong’s deep recession after 1997, one
would presume that the US and Canada would have suffered
similar problems with the implementation of the North
American Free Trade Area (NAFTA). Globalization would not
be globalization if the opening up of China affected Hong Kong
so badly because it was at its doorsteps — which is an entirely
local problem — but spared the US, Canada or the United
Kingdom.

Henry George

Given this almost uninterrupted history of growth, the dramatic
reversal of Hong Kong’s economic fortunes and its failure to
recover since the handover of sovereignty in 1997 took many
analysts by surprise. Jao (2001) devoted a full chapter to these
“Two Puzzles.” According to Jao, “there was no pervasive
financial mismanagement, no reckless borrowing internally or
externally. Hong Kong's banking system was one of the best
supervised in the world” (p. 140). Yet what hit Hong Kong in
1998 resembled a depression more than a recession. There is
simply no convincing explanation as to why the 1997-98
currency attacks on some of Hong Kong's neighbouring
countries could have hit Hong Kong’s economy more badly than
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did the Cultural Revolution of 1966-68 or the oil crises of the
1970s, particularly when Hong Kong’s major trading partners,
mainland China and the US, were still growing strongly. It must
be pointed out that, unlike previous financial crises, which had
caused bank runs and multiple bank failures, there were no
bank runs in Hong Kong. Indeed not a single bank failed at this
time.

It is the contention of this paper that both the earlier
economic miracle and the later demise were due to what can be
called the Henry George effect. The Henry George effect refers
to the beneficial effects that are experienced when land rent is
available and relied upon to serve as the “staple” of fiscal
revenues, thus allowing a very low tax rate to be levied on
incomes and consumption, and to the deleterious effects that
result when land rent can no longer serve these functions. Prior
to 1997, a strong housing market, nurtured by a regime of low
taxes and a policy that encouraged people to pour their savings
into the housing market, gave much impetus to the economy
and allowed entrepreneurs to obtain bank credit with relative
ease using properties held as collateral. Strong investment and
consumption, sustaining economic growth even when export
growth was not so strong, caused an economic boom, further
bolstering the run-up in housing prices. Unfortunately, the
government of the HKSAR did not realize the inevitability of
housing price increases during times of sustained prosperity and
set out to increase land supply in an attempt to dampen the
price increases. At the same time it went about boosting
homeownership by selling public housing at deeply discounted
prices, without knowing that this would immediately reduce the
flow of funds from the richer PRH tenants into the housing
market. The result was a collapse in housing prices that
amounted to several years of Hong Kong's GDP. This destroyed
an important source of fiscal revenue and also eroded the
collateral value of property. The resulting credit crunch also
caused a dramatic shrinkage in the demand for office space,
resulting in an even steeper decline in office rents and prices
than residential rents and prices.
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Statistical Tests

To test the thesis that misguided domestic policies largely
accounted for the decline of the Hong Kong economy, I will
examine several testable hypotheses. The first testable
hypothesis is that competitiveness as reflected in strong exports
and efficient government spending will drive up housing prices,
and that a decline in competitiveness will produce the opposite
effect. Since interest rates are known to be an important
influence behind the demand for properties, I will also include
the prime rate as a key variable to avoid problems of mis-
specification.

The hypothesis can be tested using an ARDL (auto-
regressive  distributed lag) model wusing co-integration
techniques. These are essentially statistical tests that will
determine if the data is consistent with the direction of causality
posited. :

Using data from 1987 through 1997, I found the direction of
causality to run clearly from export prices to housing prices and
not the other way round. Figure 1 shows the fitted values of
housing price and predicted values from 1998, in logarithmic
form (LPPI). There was no evidence that government
expenditures produced a systematic and consistent effect on
residential housing prices, suggesting that they might not have
been very efficient before or after 1997. The variable was
subsequently dropped from the equation. Post-1997, I found that
actual property values diverged more and more from predicted
values, suggesting that, for some exogenous reason, earnings
from the exports sector are not being ploughed into the housing
market or, alternatively, that government policies have rendered
the place unattractive to investments.

The second testable hypothesis is that housing price
movements drive movements in private domestic demand. Thus,
they bolstered private domestic demand when housing prices
were rising and they led the domestic recession as housing
prices crashed. This time I use both the ARDL model and
standard “Granger causality tests” to determine if the direction
of causality really runs from housing prices to domestic demand
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Figure 1  Dynamic Forecasts for the Level of LPPI

Forecast

LPP1

Ln PPI

1984Q1 1986Q3 1989Q1 1991Q3 1994Q1 1996Q3 1999Q1 2001Q3

Quarters

Note: Ln PPI = natural logarithm of housing price index.

or vice versa. Detailed statistical results are available from the
author.” Apart from these tests, Ho et al. (2003) have conducted
other tests suggesting that a collapse in the prices of lower
quality housing will spread to higher quality housing, and a
collapse in transactions for lower quality housing will lead to a
collapse in transactions in the entire housing market. These
results are summarized in the Appendix.

The Intuition Behind the Georgian Tax

The idea that land rent provides the basis for a “single tax” to
finance local government services is owed to Henry George, the
American social reformer who strongly argued against other
forms of tax because they unavoidably discourage
entrepreneurship and effort. Henry George believed that a tax
on rent would be economically efficient, and that on land rent
would generate sufficient revenue to cover all worthwhile
expenditures of local governments.
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There are alternative ways to prove the “Georgian tax
principle.” An intuitive way to demonstrate the logic of the
theory is to assume that local government services are produced
with constant returns to scale technology, so that the long-run
average cost for any government service is a horizontal straight
line. To the extent that the service generates nef benefits in the
sense that local residents feel better off with the services even
though they have to finance them, these local public goods are
socially justified and will enhance land rents. This is indicated in
Figure 2. The consumers’ surplus, indicated by the triangular
area under the marginal benefit curve (MB) and above the
average cost, is enjoyed exclusively by local residents. Because
worthwhile local public goods enhance local land values, they
can all be financed by a tax on land rent.

Figure 2 shows that, over-producing local public goods i, as
well as under-producing it, will reduce the net consumers’
surplus and will therefore reduce the value of land rents. The
optimal amount of the public goods stands at Q*, where
marginal benefit is equal to marginal cost (equal to average cost).

Figure 2 The Georgian Tax Principle

Additional rent on each acre

MB of i
Average cost
R
Q;* Local public goods i on each
acre of land
Note: R = additional rent on each acre resulting from local public goods.
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Since the argument applies to all local public goods, I come to
the general conclusion that local governments have an incentive
to stay efficient, producing only those local public goods that
will yield net benefits, and in optimal amounts, if their fiscal
system aims at taxing land rent.

The benefits from the Georgian tax go beyond static
efficiency. Over time, the efficiency of the fiscal system and the
incentives given to entrepreneurs will enhance economic growth
and the attractiveness of the local economy. Land and housing
prices will climb even more. These higher land prices will not
jeopardize the competitiveness of the economy. On the contrary,
they will serve as testimony to its greater competitiveness
relative to others.

Notwithstanding its advantages the Georgian tax principle
has been subjected to serious criticism. O’Sullivan (2003:162), for
example, named three arguments against the tax in his textbook
Urban Economics:

e The Georgian tax will decrease the net return to the
landowner to zero, making the market value of the land
zero. This would be confiscatory.

e If the market value of land were reduced to zero,
landowners would abandon their land, leaving the
government to decide the issue of land use.

e It is difficult to disentangle land value and improvement
value.

While these criticisms are indeed commonly raised against
the Georgian tax principle, they represent a fundamental
misunderstanding. The misunderstanding stems from a failure
to distinguish “already captured” land rent from “to be
captured land rent.” The Georgian tax does not have to, and
should not encroach upon land values that have already been
paid for. When an investor A “buys” a plot of land from another
owner,’ the government fully respects the fact that he has paid
the price and assumes the right of ownership. Suppose the
investor sits on it for ten years, and then resells the land to
another buyer without improving the plot in any way. Basic
economics suggests that he will break even if he sells it at a
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capital gain that provides an internal rate of return equal to his
opportunity cost of capital. There will be no need, under the
Georgian tax principle, to “capture” this “unearned increment”
because it represents no more than a compensation for the
capital that he had used to purchase the plot. Indeed, by keeping
the land and selling it later, this investor is performing the
function of making available to developers a supply of land at a
time and at a site that they want. This is a useful social function.
From this perspective landowners who do nothing to their land
should be entitled to the “warranted rate of return” (WRR) ——
equal to the opportunity cost of capital — on their land
investments. Only those gains above the WRR should be subject
to tax. The original owner who sold the plot to A is subject to
such a tax. But this will not affect the price paid by A.

If A buys a plot of land from the government, such as
through land auctions conducted in Hong Kong, the price he
pays is the Georgian tax. The government respects the rights
associated with the price paid and no additional confiscatory
levy is necessary.

It is the essence of the Georgian tax principle to preserve
entrepreneurial incentives. Thus, there is an explicit desire to
avoid taxing the fruits from entrepreneurship, such as those that
arise from improvements to a purchased site.

It is true that it is extremely difficult to disentangle the
value of improvements from the value of the site. Any site in a
city has almost no value but for the structure to be erected upon
it. Of course, the location of the site is important, but the location
is defined again in relation to the structures around and
accessible from the site, and to the existing uses of these
surrounding facilities. In principle, the value of the site is
derived from the improvements made to it, and the value of the
improvements is all derived from the fact that they are located

relative to one another in a historically determined configuration.

Any attempt to capture the rent on an empty site by taxing the
value of the development will destroy the incentive to develop
that site. This obviously is against the spirit of the Georgian tax
principle.
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Thus, in order to preserve the incentive to use the ingenuity
of entrepreneurs, developers who have bought a site should be
entitled to the bulk of the profits arising from the development,
subject of course to the fact that the lease of the land will have an
expiry date, and that the renewal of the lease will be subject to
tax.

Should the profits from the development be subject to tax at
all? The spirit of the Georgian tax principle, contrary to what
may be expected, allows for such a profits tax, because part of
the profits is likely to be newly arisen land rent. Under normal
circumstances, as a city develops, economic growth will
generate additional rent on the improved site, so that by the time
the development project is completed and the units within the
development are ready to sell, the market value of the units will
reflect the enhanced value of the site. A tax on the profits of
developers is to a large extent a tax on the newly created site
rent. Because of generous allowances most enterprises in Hong
Kong do not actually pay much in the way of profits tax.” Banks
and developers are the largest payers of profits tax in Hong
Kong and much of this tax consists of land rent.

Since land rent may increase over the short term and
according to the Georgian tax principle this increase should be
taxed, owners of properties should be subject to an increase in
tax liability as rent increases. It is presumably impossible to
disentangle the portion of profits that arises from
entrepreneurship and the portion that arises from land rent per
se. Still, there should be little dispute that a part of the returns
beyond the WRR is likely to have been due to increases in land
rent and should be taxed. That is why a moderate profits tax on
the profits of developers is justified. In addition, during times
when the housing market is hot, and excessive profits beyond
the WRR are common, the government’s collection of stamp
duties not only helps to cool off the market but represents a
significant tax on these unwarranted returns.

Thus, a modern system of taxation consistent with the
Henry George idea of taxing land rent to finance local
government expenditures would include the following elements:
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Low tax rates levied on incomes and consumption.

Periodic sales of land leases from the government’s land
bank, with the lease terms defined over a stretch of time.
This will make the lease sufficiently attractive to developers
that they will place bids. At the same time, the potential is
there for developers to reap profits from the lease without
fear of being taxed away excessively.

Landowners who buy the use of the land over a specific
period but sell it without improving it are entitled to gains
(comprising capital gains and income) equal to the
opportunity cost of capital; excessive profits are, however,
taxable. In Hong Kong, stamp duties have served as an
imperfect but administratively simple substitute for a tax on
excessive profits.

Landowners who buy the use of the land and develop the
land should pay a moderate profits tax on the net income
generated from sale of the developed property. Under
normal circumstances this profits tax would amount to a tax
on the increase in land rent between the time the land is
purchased and the time the properties in the development
are ready to be sold.

Property owners should have to pay again to use their
properties beyond the term of the lease. The payment, called
a land premium, is a tax on the land rent expected over the
new period. In Hong Kong, this is just called the
“government rent.”

Landowners who want to use their land beyond the
stipulated intensity specified when they bought the use of
the land have to pay additional premiums. In Hong Kong,
landowners have to pay additional land premiums for
relaxations to restrictions on land use or for the conversion
of land use. ‘
Homeowners and landlords who enjoy the benefits of social
progress, as reflected in higher land rent, should pay a-tax
that reflects this increase in rent. The “rates” of Hong Kong
serve this very purpose without being excessively onerous.
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The Hong Kong Tax System

Interestingly, this is essentially the revenue collection system in
Hong Kong. The Hong Kong government prior to 1997 and the
HKSAR government after 1997 auctions land leases from time to
time. “Privately owned” land is therefore only leased from the
government on what was known formerly as a Crown lease.
Government rent (formerly Crown rent) is paid by the
government lessee (the “owner”) to the government in return for
the right to hold and occupy the land for the term (i.e., duration)
specified in the lease document. New land premiums are due on
expiry of the old lease and when an application for a more
intensive use of the land than originally stipulated in the lease is
approved. At the time of writing, the profits of developers are
subject to a moderate tax of 16.0%.

In Hong Kong, there is a tax called “rates.” Rates are a tax
levied on the “rateable value” of a property; that is, on the
estimated annual rental value of a property (normally revalued
yearly) at a designated valuation reference date. Rates are
comparable to property taxes in North America. For the current
financial year 2002/03, the percentage charge of rates is 5% and
the designated valuation reference date is 1 October 2001. Rates
are payable regardless of whether the property is owner-
occupied or let. In assessing the rateable value, reference is
made to other open-market rents agreed at or around the date of
valuation, for similar properties in the locality, with due
adjustments to reflect any differences in size, location, facilities,
standards of finish and management. Rates, or any tax levied
against the estimated rental value of land, represent a Georgian
tax.

In practice a Georgian tax may be levied either on the stock
value of the land, or on the flow value of the estimated annual
rental income. It can be shown that, in the absence of uncertainty,
the two approaches amount to the same thing. “Rates” in Hong
Kong, like “property taxes” in North America, are levied on the
appraised annual rental income of the property (implicit or
otherwise). In the absence of such levies, the value of the land
would have been higher, and the government would have
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collected a larger value at the land auction. In view of
uncertainties, however, a tax on rental value seems to be
superior to a reliance on the auction price to capture land rent.
To investors, there is the risk of paying an excessively high price.
To the government that auctions the land, there is the risk of
getting an excessively low price. Because investors are the
paying party it is more likely that the auction price is on the low
side. The government, therefore, ends up as the loser, while
individual investors must still face the risk that expected
increases in rental value will not be realized. If levies are placed
on rental values, they will not rise unless rental values actually
go up. It is for a very good reason, therefore, that Hong Kong's
land-based tax system consists of both a levy on the stock value
and a levy on the appraised rental income flow. Altogether, the
2002/03 valuation list includes approximately 2 million
assessments comprising about 2.61 million units.

Apart from rates, many property owners pay an additional
tax, called government rent after the handover of sovereignty in
July 1997. Under the Sino-British Joint Declaration, otherwise
non-renewable land leases expiring before 30 June 1997 were
automatically extended to 30 June 2047 without the need to pay
an additional premium, but with a new government rent
becoming payable from the date of extension. This provision
also applies to other land leases granted since 27 May 1985, the
date at which the Joint Declaration took effect. The assessment
and collection of the new government rent is governed by the
Government Rent (Assessment and Collection) Ordinance (Cap.
515). The government rent charged under the Ordinance is
calculated at 3% of the rateable value of the property, and is
adjusted according to any subsequent changes in the rateable
value.

Table 5 presents the composition of government revenue
from 1991/92 to 2001/02. We can see that land sales accounted
for 6.6% to 22.6% of total government revenue in the period up
to and including 1997/98. Indeed, in 1997/98 the revenue from
land sales alone was $63.6 billion, while profits tax was $55.3
billion. Stamp duties and general rates accounted for $29.1
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billion and $6.3 billion, respectively. With the crash in the
housing market, all of these sources of revenue plunged
dramatically after 1997/98 — reversing their earlier trend of
growth.

Table 6 further lists estimated land-based revenues over the
years. These estimates are based on reasonable assumptions
regarding the land-based revenues from profits tax, rates, stamp
duties, etc., and include the revenues from land development
engaged in by government-owned enterprises such as the
Kowloon-Canton Railway Corporation (KCR) and the Mass
Transit Railway Corporation (MTR). The estimates suggest that
land-based revenues throughout the public sector account for an
average of nearly 60% of Hong Kong’s government revenue.

The Georgian Tax and “High Land Price Policy”

There is an ongoing myth in Hong Kong called the high land
price policy. This myth has persisted for at least three decades.
Back in 1969-1972, when I attended the University of Hong Kong,
the media regularly criticized the Hong Kong government for
allegedly carrying out a high land price policy. Despite the
supposedly outrageous land prices then, land prices continued
to rise spectacularly right through 1997. Then, “the bubble
burst.” Today many Hong Kong people still blame the colonial
government for perpetrating the policy, thus causing the bubble
that has become the curse of Hong Kong after 1997.

As indicated in the earlier section, producing high land
prices through producing the right mix and levels of local public
goods is in the interest of the community. But a high land price
policy through artificially restricting land supply is not. The
optimal supply of land for development obtains when the
marginal benefit of the supply is equal to the marginal cost. A
study of the finances of the Hong Kong government indicates
that it depended very much on the Georgian tax as the principal
source of its revenue (Table 6), but there has never been an
artificially created shortage of land. Indeed, no government can
artificially boost land prices and keep them rising for 30 years
against economic fundamentals.
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1994/95

1995/96

1996/97

1997/98

1998/99

Table 5 Government Revenue, 1991/92-2001/02
1991/92 1992/93 1993/94

$m % $m % $m %
Operating Revenue
Profits tax 25,195 220 32,248 23.8 39,858 23.9
Salaries tax 17,417 152 20,200 149 22,505 13.5
Personal assessment 1,028 09 1,309 1.0 1,565 1.0
Property tax 1,230 1.1 1,304 1.0 1,511 0.9
Direct tax revenue 44,870 392 55,061 40.7 65,439 393
Betting duty 7,110 6.2 7,818 58 10,082 6.0
Stamp duties 9,569 83 13,409 99 17,976 10.8
Other indirect taxes 1,727 1.5 1,785 1.3 1,962 1.2
Indirect tax revenue 18,406 16.0 23,012 17.0 30,020 18.0
General rates 3,494 3.0 4,423 33 4,461 2.7
Duties 6,844 6.0 7,216 5.3 7,113 43
Utilities 6,650 5.8 7,174 5.3 7,997 4.8
Fees and charges 7,170 6.3 8,015 59 8,627 52
Other non-tax revenue 9,557 8.3 12,587 9.3 12,714 7.6
Non-tax revenue 33,715 294 39415 291 40,912 246
Investment income 2,982 26 1,767 1.3 3,387 20
Total Operating Revenue 99,973 87.2 119,255 88.1 139,758 83.9
Capital Revenue
Land sales 8,945 1.8 8,855 6.6 18,493 11.1
Other capital revenue 5781 5.0 7,201 53 8,351 5.0
Total Capital Revenue 14,726 12.8 16,056 11.9 26,844 16.1

Total Revenue

114,699 100.0

135,311 100.0

166,602 100.0

$m

%

$m

%

$m

%

$m

%

$m

%

Note: Data for 2001/02 are based on the latest forecast of the revised

estimates.

Source: Task Force on Review of Public Finances (2002).

47,430
23,624
1,759
1,482
74,295

9,352
12,713
1,136
23,201

5,156
7,583
8,392
9,562
13,986
44,679

4,942
147,117

19,104
8,776

27,880

27.1
13.5
1.0
0.9
42.5

5.3
73
0.7
13.3

29
4.3
4.8
5.5
8.0
25.5

2.8
84.1

10.9
5.0

15.9

174,997 100.0

46,706
26,258
2,817
1,638
77,419

11,051
11,215

1,225
23,491

5,806
7,899
7,199
9,879
13,345
44,128

5,910
150,948

19,411
9,686

29,097

25.9
14.6
1.6
0.9
43.0

6.1
6.2
0.7
13.0

3.2
44
4.0
3.5
7.4
24.5

33
83.8

10.8
54

16.2

50,063
28,709
3,617
1,577
83,966

12,191
20,461

1,900
34,552

6,285
8,450
6,608
10,766
14,566
46,675

5,616
170,809

26,995
10,554

37,549

24.0
13.8
1.7
0.8
40.3

5.9
9.8
0.9
16.6

3.0
4.0
3.2
5.2
7.0
224

2.7
82.0

12.9
5.1

18.0

55,347
30,159
4,433
1,585
91,524

13,453
29,097

1,713
44,263

6,258
8,465
6,735
11,279
20,902
53,639

14,982
204,408

63,620
13,198

76,818

19.7
10.7
1.6
0.6
326

4.8
10.3
0.6
157

22
3.0
2.4
4.0
75
19.1

5.3

45,252
25,063
4,098
1,333
75,746

12,228
10,189

987
23,404

3,614
7,698
4,400
10,565
19,708
45,985

31,648

72.7 176,783

22.6
4.7

273

19,251
20,081

39,332

20.9
11.6
1.9
0.6
350

5.7
4.7
0.5
10.9

1.7
3.6
2.0
49
9.1
213

14.6
81.8

8.9
9.3

18.2

180,045 100.0 208,358 100.0 281,226 100.0 216,115 100.0
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Table5  Government Revenue, 1991/92-2001/02 (continued) Table6  Land-based Revenue as Percentage of Total Revenue,
1971/72-1998/99
1999/2000 2000/01 2001/02

fm_ % Sm % $m % Roted Roroms (o) Revewis - Tota evenat
Operating Revenue ' Direct Indirect Total (m)  Direct Indirect Total
Profits tax 37,699 162 42,969 19.1 44,500 25.6 1971/72 1,131 236 1,367 3,541 319 6.7 386
Salaries tax 24,831 10.6 26303 11.7 28,400 16.4 1972/73 1,983 346 2,329 4,936 402 7.0 472
Personal assessment 3216 1.4 3,455 15 3900 22 1973/74 1,213 508 1,811 5241 23.1 114 346
Property tax 1,168 05 1,143 05 1,100 06 1974/75 1,210 525 1,735 5,875 20.6 89 295
Direct tax revenue 66,914 287 73,870 32.8 77,900 44.8 1975/76 1,486 590 2,076 6,520 22.8 9.0 318
Betting duty 11938 51 12630 56 11380 65 1976/77 2,006 772 2,868 7,494 280 103 383
) 1977/78 4776 956 5732 10,233 46.7 93 560
Stamp duties (211652 10911 49 8830 5.1 1978/79 5340 1,550 6,890 12,557 425 123 549
Other indirect taxes 778 04 76003 87005 1979/80 7,238 1,994 9232 16796 43.1 119  55.0
Indirect tax revenue 24,832 10.7 24,301 10.8 21,080 12.1 1980/81 23524 3974 27498 30290 777 151 90.8
General rates 7,132 3.0 14,428 64 12,400 7.1 1981/82 22,839 5135 27,974 34313 666 150 815
Duties 7377 32 7,293 32 6910 40 1982/83 13,080 4,140 17,220 31,098 42.1 133 554
Utilities 3326 1.4 3297 15 3440 20 1983/84 8,443 3,166 11,609 30,400 27.8 104 382
Fees and charges 10,896 4.7 10973 4.9 10970 6.3 1984/85 12,811 3,022 15833 36,343 353 83 436
Other non-tax revenue 17,941 7.7 17,642 7.8 18,740 10.8 1985/86 15,596 3,793 19,389 43,695 35.7 87 444
Non-tax revenue 46,672 20.0 53,633 23.8 52,460 30.2 1986/87 15340 5233 20,573 48,603 31.6 108 423
Investment income 36778 158 19,516 8.7 0 00 1987/88 20,141 7,754 27,895 60,877 33.1 127 458

1988/89 34,593 9,374 43,967 72,658 476 12.9 60.5
1989/90 24,659 10,506 35,165 82,430 299 127 427
Capital Revenue . 1990/91 18,389 11,014 29,403 89,524 20.5 12.3 32.8
1991/92 48,875 16,654 65,529 114,700 42.6 14.5 57.1
1992/93 40,804 23,280 64,084 135311 30.2 172 474
1993/94 98,179 30,641 128,820 166,602 58.9 18.4 77.3
Total Capital Revenue 57,799 24.8 53,740 239 22,390 12.9 1994/95 73,575 28,300 101,875 174,998 42.0 16.2 582
1995/96 103,866 27,614 131,480 180,045 57.7 153 73.0
1996/97 127,587 35,922 163,509 208,359 61.2 17.2 78.5
1997/98 158,004 38,446 196,450 275,220 57.4 140 714
1998/99 52,003 23,747 75,7750 207,810 25.0 11.4 36.5
Total 938,781 299,282 1,238,063 2,096,468 44.8 14.3 59.1

Total Operating Revenue 175,196 75.2 171,320 76.1 151,440 87.1

Land sales 34,810 149 29,531 13.1 8,550 4.9
Other capital revenue 22,980 9.9 24,209 10.8 13,840 8.0

Total Revenue 232,995 100.0 225,060 100.0 173,830 100.0

Sources: Compiled and estimated by the author from official sources.
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According to the Georgian tax principle a tax on land rent
will not increase the total cost of land for users. The tax only
changes the distribution between the landowner and the
government. Any increases in the land rent tax will reduce the
rent captured by the landowner. Conversely, a decrease in land
rent tax will, other things being equal, benefit the landowner.
Users would appear to be indifferent about who collects the land
rent.

But other things are not equal. If the tax on land rent
replaces a tax on income, particularly income from
entrepreneurship and on labour, enterprise and work will be
enhanced. This will boost productivity growth, economic growth,
and lend further support to land values.

As a monopoly supplier of land, it is true that the
government can restrict land supply and boost land prices. But
this increase in land prices is a one-off event and should not
translate into year-in, year-out increases.

What, then, was the driving force behind the spectacular
increase in property values over the three decades to 1997? Does
this represent a bubble that had to burst sooner or later?

The factors are many. Commonly cited factors include
Hong Kong’s low tax rates, the relative political and social
stability of Hong Kong, an efficient civil service, the rule of law
and efficient market institutions, strong economic growth and
inflation. Of these factors, low tax rates is linked to the use of the
Georgian tax as a key source of Hong Kong's revenue. The
vibrant economy prior to 1998 can also be attributed to the
Georgian avoidance of taxing entrepreneurial profits and the
Georgian incentive for the government to supply only rent-
enhancing local public goods. While all of these factors were
positive for the long-term prospects of the economy, high
inflation was not. High inflation had been a worrying factor
since 1989 and was obviously a destabilizing factor, even though
it was on a clear downward trend after 1991 (Ho, 1995).

If the Georgian tax principle is right, by virtue of the
unleashing of entrepreneurship and productivity Hong Kong
would enjoy faster economic growth,’ and more rapid increases
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in land value than other economies on account of the strong
economic growth and the high savings/investment rate. Low tax
rates would encourage people to invest and to save. The
prospect of rising land and property values would also
encourage people to invest in properties. Meanwhile, the
government would collect sizable revenues that would allow it
to provide local public goods that would further enhance land
prices.’

The result of the “stability and prosperity” will be high and
rising land prices. A key question is whether this constitutes a
bubble.

What is a bubble? A bubble must be price inflation that
cannot stop until it bursts — leading to a collapse in prices.
Prices in general will rise and fall. In particular, speculation may
cause prices to overshoot and then a large correction may take
place. But these normal increases and declines are not bubbles.
To qualify as a bubble the price movements must be fuelled by
false expectations (“irrational exuberance” as Alan Greenspan
called it and as Shiller (2000) titled his book) and by excessive
lending that cannot be sustained. While there was obviously a
high degree of “irrational exuberance” prior to 1998, excessive
lending by banks and other financial institutions was
conspicuously absent. Banks typically under-appraised property
values and lent no more than 70% of the appraised values.
Moreover, in addition to holding the mortgaged property as
collateral, many banks require a guarantor. This explains why
despite the huge drop in housing prices not a single bank failed
in the wake of the collapse of housing prices.

Chris Patten and Tung Chee-hwa

The Tung Administration frequently referred to the collapse of
the housing market after 1997 as a legacy of the “bubble years”
under former Governor Chris Patten. Did Patten’s “go-go” years
contribute to the downfall of the Hong Kong economy and the
huge fiscal deficits? An examination of the events preceding the
handover suggests that there was indeed a time bomb. But the
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nature of this time bomb was not what the Tung Administration
understood it to be.

The Dynamics of Land Price Increases

People refer to bubbles when they observe a rapid rise in the
prices of assets followed by a major collapse in the same prices.”
The phenomenon is called a bubble because it is believed that
the fundamental economic factors do not warrant the highly
inflated prices, which will have to fall back to realistic levels.

Analytically, however, the term bubble is a rather difficult
concept. To be meaningful, a price bubble must be one that is
inherently unsustainable and which can be predicted to burst
under specified conditions. We have seen price increases that
have been going on for decades creating a situation that has
been described all along as a bubble, yet the bubble did not
burst. But if no one can predict when the bubble will burst and
under what conditions it will do so, “bubble” becomes only a
descriptive term to be used after the fact. It is no longer a
scientific concept.

We know that prices are determined by supply and
demand. To say that a price increase is a bubble would have to
mean that the price increase is temporarily sustained by factors
that cannot last. What are these factors?

One factor may be over-zealous bank credit, which fuels
demand. Such lending cannot keep expanding because it will
eventually create too much exposure to risks for the lenders.

Another factor may be that the purchasers are in a state of
“irrational exuberance,” as Alan Greenspan described of the
equity market in one of his testimonies before Congress.
Irrational exuberance is a state of mind that cannot be sustained
over a long stretch of time.

Still another factor may be the “cobweb” effect of delayed
supply increases. If developers are prompted by highly
profitable prices to overproduce, and if production takes time so
that the overproduction has plenty of time to build up, the
excess supply will eventually depress prices. The larger the
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overproduction, the greater will be the price decline and the
longer will it take for the market to recover.

These factors can interact, so that people in a state of
irrational exuberance may want to borrow to buy the inflated
assets, while the sharply pushed-up prices will encourage more
housing starts. There is some evidence that these factors were at
work in Japan. Okina et al. (2001) found “extremely aggressive”
behaviour in financial institutions after 1987/88, which was
prompted by financial deregulation on the one hand and
declining profitability on the other. They also found
considerable monetary easing interacting with and mutually
reinforcing a strong equity and land market. The speculative
pressures on land prices were further exacerbated by tax laws
that discouraged transactions and thus held back supply, and
weak or faulty corporate governance that failed to
counterbalance the aggressive behaviour of banks and firms. To
describe a price increase as a bubble implies the existence of
dynamics that caused the formation of the bubble and
eventually its collapse. The story told by Okina et al. appears to
fit this description.

What was the situation like in Hong Kong? Banks were not
aggressive in their lending activities before the collapse, and
there was no sign of oversupply through 1999 — two years after
housing prices started to plunge. Indeed, most banks appraise
properties below market prices and provide lending of up to
60% or 70% of the appraised value of a property. Mortgage
interest rates were set at prime plus up to 2% — an
extraordinarily high rate in comparison with the rates charged in
North America. The banks charged higher interest rates on
properties that are not the principal residences of the mortgagers.
They also frequently require a guarantor in addition to using the
mortgaged property as collateral. The M2 money supply grew at
an average annual rate of less than 15% in the period 1990-1997,
which is less than half of the rate that prevailed in the 1980s. The
regulators were wary about excessive speculation and had
introduced policies to curb it. In particular, in mid-April 1994 a
Task Force on Land Supply and Property Prices was set up with
the specific objective of coming up with measures to curb
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speculation and stabilize housing prices. It was noted that about
10% of sale and purchase agreements presented for stamping in
the two years between February 1992 and March 1994 involved
short-term re-sales. About 23% involved new properties offered
for sale after 31 January 1992. About 18% of the units in large
developments completed in 1992 were still vacant at the end of
April 1994, ie., over a year. These figures were regarded as
prima facie evidence of speculation and hoarding. Among other
measures, the government announced the following:

e The arrangement of private sales is widely believed to have
fuelled speculation. The quota will be reduced to 10%. No
re-sale will be allowed before the Certificate of Compliance
or the consent to assign is given, whichever is the earlier.

e To reduce the opportunities for speculation, forward sales
will be reduced to not more than nine months before the
completion date to be specified in the Sale and Purchase
Agreement. No re-sale will be allowed before the Certificate
of Compliance or the consent to assign is given, whichever is
the earlier.

e To increase the cost to speculators the initial deposit will be
fixed at 10% of the purchase price and 5% will be forfeited if
the purchaser fails to sign the formal sale and purchase
agreement or enters into a Cancellation Agreement with the
developer. ,

e To reduce speculation in carparking spaces, no forward
sales of carparking spaces will be allowed unless they are
sold with the residential units.

o To exercise control over pre-sale of flats from
redevelopment, the Consent Scheme will be extended to
cover substantive modifications and exchanges involving
residential accommodation.

o The Legal Advisory and Conveyancing Office will step up
monitoring of the Consent Scheme, and a coordinated
information system will be established to monitor
speculative activities in the market.

e The Administration will continue to examine legislative
measures to dampen speculation and consider the Law
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Reform Commission’s proposals on legislation relating to
sales descriptions (Task Force on Land Supply and Property
Prices, 1994).

Notwithstanding these measures, housing prices resumed
their apparently relentless climb, after a brief though significant
decline in 1994 /95. It is important to find the reasons behind this
strength in housing prices and to determine if high housing
prices were a problem, the extent of the problem if it was a
problem, and the extent to which it represented an increase in
rent, reflecting the benefits of local public goods and other local
external economies generated by the natural development of the
society.

To do this we need a model of the housing market and need
to fit it to Hong Kong's situation. We need to recognize, first,
that housing consists of a whole spectrum of dwelling units that
ranges from very modest homes to luxurious flats and houses.
They are located in locations with different degrees of access,
amenities and attractions. To simplify the analysis, we can
regard housing as consisting of units that fit into different tiers
of quality. Housing with slightly higher or slightly lower
qualities are good and valid substitutes for households of a
given socio-economic class. Housing of a much lower quality is
not a substitute because the quality is too poor. Housing of a
much higher quality is not a valid substitute because the cost is
too high.

Of course, PRH tenants did not have to invest in housing in
Hong Kong. The fact that they did suggests that it was attractive
for them to invest in Hong Kong’s residential market prior to
1997. Similarly, there were anecdotal reports that speculative
money flowing into Hong Kong from mainland China and from
Southeast Asian countries were helping to boost prices. The
large injections of money, from local savers as well as from
overseas, may be attributed to speculation or to a recognition of
Hong Kong's unique position relative to a rapidly growing
mainland, its excellent infrastructure, political and social
stability, commitment to low tax rates, a workforce with an
excellent work ethic, etc. There is nothing wrong with the latter.
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Indeed, that is exactly the result expected when the economy
adopts an efficient Georgian tax. There are, of course, risks
associated with speculation. But as long as banks do not over-
lend, market excesses will be corrected, just as has happened
time and again prior to 1997. Historically, Hong Kong had, for
example, seen speculative excesses in the late 1970s that
stretched affordability to the limit, when housing prices roughly
tripled from 1976 to 1981. However, in a stable policy
environment without excessive lending and excessive building,
there should be no worries that a catastrophic bubble will
emerge.

What Caused the Plunge?

Yet prices did plunge and failed to recover after 1997. The
official story was that the AFC caused the bubble to burst. Yet
apart from the coincidence in timing there is just no convincing
explanation for why the AFC caused the relentless decline in
housing prices after 1997.

It is true that the AFC caused the stock market to lose about
a half of its value in the months from August 1997 to January
1998, and it is true that inter-bank interest rates briefly shot up
to over 280% in October 1997 (Jao, 2001:61). But Hong Kong had
seen declines in the stock market amounting to 90% from 1973 to
1975. The economy nevertheless registered positive growth
every year from 1963 right through to 1997. It also recovered
strongly every time, thus giving Hong Kong a legendary
reputation for resilience. While inter-bank interest rates did
jump to very high levels in 1997, mortgage rates never rose
beyond 12% — at a time when inflation was still running in
excess of 5%. And, as mentoned before, unlike previous
financial crises when several banks had failed, during or in the
wake of the AFC not a single licensed bank failed.

The collapse in housing prices can be attributed to two
principal causes; one relating to a policy that dramatically
sapped demand, the other to a policy that dramatically pushed
up supply. Both policies were really not warranted at the time,
with or without the AFC. The policy that dramatically sapped
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demand is the TPS, a policy that effectively reversed the “richer
tenants pay higher rent” policy that prevailed before its launch
and one that immediately made it less attractive for richer
tenants to buy HOS housing or private housing." This TPS
offered sitting tenants an opportunity to buy their own units at
as much as an 88% discount from the estimated market price.
Given this offer, HOS housing looked ridiculously expensive.
Predictably, in the wake of the announcement of TPS, thousands
of HOS buyers gave up their deposits in 1998. This had never
happened before. Indeed, buyers had always regarded winning
the opportunity to buy HOS housing as equivalent to winning a
lottery ticket. When HOS housing prices collapsed, their owners
could no longer offer the kinds of prices that they had been
paying to trade up to private housing. Private housing prices
therefore collapsed. More importantly, turnover dropped
dramatically because sellers not aware of the fundamental
change continued to ask what had now become unrealistic
prices. Developers, however, were fully aware of the shrinkage
in demand, and slashed prices aggressively.

This took place in the early 1998, when no excess supply
was visible. By 2000, however, the effects of an excess supply
that was part of the policy to dampen housing prices set in. The
dramatic increase in supply was deliberate, but it was not
warranted — with or without the AFC, notwithstanding the
large run-up in housing prices prior to 1998, because there had
never been a physical shortage.

I have conducted a number of statistical tests to test (1) the
Georgian hypothesis that the run-up in housing prices prior to -
1997 was driven by an efficient government that inspired
confidence and increased Hong Kong's attractiveness, and by a
strong export performance, and (2) the hypothesis that the so-
called “collapse of the housing price bubble” was policy-driven.
These tests are summarized in the Appendix. Paradoxically,
however, the greatest plunge in housing prices occurred in 1998,
when the supply of new housing was relatively small. It is the
hypothesis of this author that the very low prices being offered
to PRH tenants to buy their own units had a great role to play
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here. Overnight, the TPS rendered HOS housing totally
unattractive. Table 7, which shows the magnitude of the profits
made by some TPS owners who had sold their units over a
period of rapidly falling housing prices, testified to the
extremely low prices that allowed TPS buyers to reap huge gains
while the housing market languished. This lends support to the
hypothesis that PRH tenants were responsible for the high prices
that prevailed in and before 1997.

Patten and Tung

The two-pronged attack on the housing market after 1997,
namely an attractive public housing privatization scheme, which
sapped demand, and a drastic increase in the supply of housing,
which created a glut, had been conceived during the
administration of Patten. It was left to Tung to implement them.
The bomb was planted — most probably with no malicious
intent — by Chris Patten. Tung Chee-hwa, unfortunately, did
not realize the lethal nature of the seeds of a major disaster.

Table 7 Profits from the Sale of TPS Units

Estate Unit  Purchase Purchase Re-sale Re-sale Profit
Date Price Date Price (%)
($°000) ($°000)

Wah Kwai  Block2 July 317 May 920 190
high 1998 2001

Cheung On  Block 8 June 209 January 600 187
middle 1998 2002

Wah Kwai  Block2 February 310 December 880 185
high 1999 2001

Cheung On  Block 2 July 234 October 600 156
high 1998 2001

Wah Kwai  Block 2 July 346 September 880 154
high 1998 2002

Source: Centaline Property Agency and the Land Registry, cited in Apple
Daily, 2 February 2003.
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There was just too much talk of how housing prices had become
excessively high, that the immediate reaction was not to ask
what was causing the situation and what the consequences of
changing it would be. The immediate reaction, after Tung took
up office, was to bring prices down and to increase the level of
homeownership. Tung was not aware of the fact that
homeownership had been increasing steadily over the years,
despite the increasing “unaffordability of housing.” Indeed, the
rate of homeownership was at a historic high when Tung took
up office.

In August 1991, an early version of the TPS, called the Sale
of Flats to Sitting Tenants Scheme (SFSTS), was offered to
tenants on the condition that 50% or more of the tenants in each
selected block would take up the offer to purchase. Given the
attractiveness of the deal that PRH tenants were enjoying then, it
was not at all surprising that the scheme failed to arouse much
interest. The HA then vowed to sweeten the scheme and
relaunch it. Eventually, after a review of the scheme, a modified
SFSTS was endorsed by the HA in 1992 and submitted to the
Executive Council. The Executive Council chose not to endorse it.
The SFSTS was pronounced dead three years after it had first
been approved in principle by the HA.

In July 1991, the Homeownership Committee under the HA
also approved an Option to Rent or Buy Scheme, under which
qualified PRH applicants were offered the choice of renting or
buying a flat when their turns came for allocation of PRH flats.
Prices and conditions were similar to the HOS. The scheme was
subsequently endorsed by the HA in April 1992. The pilot
scheme launched in December 1992 consisted of two Harmony
blocks with a total of 1,216 flats in Tseung Kwan O and Tin Shui
Wai. In the end, 560 flats were sold (HA, 1993:60). According to
one member of the HA, the response was unsatisfactory and it
was clear that given the much higher cost of buying compared to
renting, there was little incentive to buy instead of taking up
PRH (Leung, 1993:290-91).

One may well wonder what would have happened if the
TPS had been implemented during Patten’s rule. My prediction
is that it would have been disastrous, although the effect would
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have been smaller because housing prices had not risen by quite
as much as when Tung took office. The dilemma for the
authorities was that if the terms of purchase were not attractive
enough the response would be small, and there would be little
point in launching the scheme; on the other hand, if the terms of
purchase were really attractive, such as were offered in
December 1997, it would kill any incentive to buy HOS housing.

Apart from a lethal TPS in the making during Patten’s rule,
it must be noted that there were in fact plans to drastically
increase housing supply. Consider the following excerpt from
the official 1997 Hong Kong annual report:

To enable the government’s housing production target of
producing 511 000 new flats in the six-year period from April
1995 to April 2001, sufficient sites for housing development have
been identified (Hong Kong Government, 1997:190).

It is interesting to note that 511,000 new flats for six years
translates almost exactly to 85,000 units per year.

So, interestingly, Tung is not the pathbreaker he was
perceived to be! He only implemented the unfinished policies
left over by Patten. Patten had read the housing market boom as
predominantly due to speculation. Tung followed suit. Patten
wanted to boost the supply of housing by 85,000 units per year.
Tung announced it. Patten’s regime had an unfinished dream of
privatizing public housing. Tung followed it through. Tung,
after all, was a staunch supporter of Patten’s housing policies.
What is regrettable is that Tung did not have an independent
mind, and failed to recognize his policy blunders even after it
was graphically explained to him.

Policies to Redress the Problem

Before long, the HKSAR government was aware of the negative
effects on the economy of the dramatic decline in housing prices
and obviously sought to redress the problems in its first budget,
announced in February 1998. But it was still totally unaware of
the implications of the collapse of the housing market on its
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fiscal position. The official budget summary confidently stated
that “Hong Kong's tradition of prudent fiscal policies is being
maintained. We will continue to maintain strong reserves to
guard against future uncertainties, not run up debts. Overall
growth in Government spending over time will be kept within
rate of growth in the economy.” As things turned out, however,
the government’s fiscal position deteriorated dramatically and,
by 2002, it is running a fiscal deficit of about 5% to 6% of GDP.

The 1998 budget must be the most stimulative budget in all
of Hong Kong’s history. The official summary put it succinctly:
“[Tlhe 1998 Budget has cut taxes by $13.6 billion for the 1998-99
financial year and by nearly $100 billion up to 2001-02.... Total
public expenditure will increase by 11.2%.” Homeowners were
offered an unprecedented $100,000 mortgage interest allowance
to be deducted from taxable income each year for up to five
years. Basic allowances were increased by 8% while child
allowances and allowances for dependent siblings were
increased by 11.1%. The single parent allowance was increased
by 44%. The annual depreciation allowance for commercial
buildings was doubled. The profits tax rate was reduced by 0.5%
to 16%. Rates were cut from 5% to 4.5%. Notwithstanding this
dramatic fiscal stimulus, however, the economy suffered an
unprecedented shrinkage of 5.0%, in contrast to the projected
3.5% growth.

By the end of May 1998, the government announced
officially that the decline in housing prices was enough. The
Secretary for Housing, Dominic Wong, said that:

[Tlhe Government has reviewed residential property market
developments in recent months and has noted that the highly
inflated value of property in Hong Kong has come down
substantially as a result of the monetary crisis and the economic
downturn affecting many parts of South-East Asia. We have
therefore reviewed the series of anti-speculation measures
introduced under the Consent Scheme in mid-1994 and the
beginning of 1997, and have concluded that some relaxation is
desirable. We have decided to extend the pre-sale period of
uncompleted flats from the present 15 months to 20 months
before the estimated date of completion of the development



46 Hong Kong’s Current Economic Crisis and Housing Policy

project. Property developers can now take advantage of the

longer pre-sale period to sell flats earlier, thus reducing interest

cost and improving liquidity. The extended period will also
provide [a] wider choice of flats to home buyers (Wong, 1998).

Four measures previously introduced to curb speculation
were suspended with immediate effect. In particular, the
prohibition of re-sale of uncompleted flats before assignment
was suspended. Wong said:

The measure was introduced a few years ago in order to clamp
down on excessive speculation in the primary market. Speculative
activities have now subsided. We feel that the measure can be
suspended under the present climate to allow the market to
operate more freely and to give home buyers greater flexibility in
responding to current market conditions. This measure will help
particularly those purchasers who are in the process of trading up
to seek a better home and have faced financial difficulty in
keeping two flats. Secondly, limiting flat sale to companies to the
last 15% of each batch of flats for pre-sale is suspended. This
measure was originally designed to benefit individual buyers by
giving them priority to buy flats in situations of over-subscription
and to clamp down on speculation through shell companies. This
measure is not necessary now as the proportion of company
purchasers is consistently well below 15%. Thirdly, the
requirement of developers to put all flats for pre-sale onto the
market within six months of the date of consent given is
suspended. This measure is considered unnecessary under the
current market conditions as developers are now keen to sell flats
earlier. Fourthly, the requirement of developers to put onto the
market not less than 20% of flats approved for pre-sale for each
batch of flats for pre-sale is suspended. This will allow developers
greater flexibility in the pricing and sale of flats under the
prevailing cautious market sentiment. In view of the recent
slowdown of the market and in addition to the relaxation
announced, the Government will also consider, on a case by case
basis, applications for exemption from the requirement to conduct
balloting in the pre-sale of higher value flats. This will give
developers greater flexibility to market higher value flats under
current market conditions. As this relaxation will be applicable
only to a very small number of projects, the sales procedure of
most development projects targeted at the mass market will not
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be affected. The new arrangements will also apply to those
development projects for which consent for pre-sale has been
given. Overall, the arrangements will have a positive impact on
the property market. We will monitor the effect of relaxation to
ensure that the property market will continue to operate in good
order. They will be reinstated if such order is disturbed in future
(Wong, 1998).

From an analytical point of view, all of these measures were
really beside the point, while the reference to “prudent fiscal
policy” was totally unwarranted, given the policies to
dramatically increase housing supply and the policies to
dramatically reduce housing demand, as well as the dramatic
decline in fiscal revenue to be expected with a housing market
slump. Predictably, the government ran into structural deficits
that can hardly be redressed through tax increases or spending
cuts. Indeed, tax increases and spending cuts would aggravate
the problem of inadequate aggregate demand to sustain full
employment and will perpetuate a vicious circle of recession-
deflation, while spending cuts to the extent required to address
the problem would generate social distress and unrest.

It took five years for the HKSAR government to realize its
policy errors. On 13 November 2002, the new Secretary for
Housing, Planning and Lands, Michael Suen, announced a nine-
point package that, for the first time, addressed the real
problems besetting Hong Kong. These measures include:

e The suspension of periodic land auctions for an indefinite
period and the suspension of land sales through the
Application List through the end of 2003.

e The suspension of land development tenders by both the
KCR and the MTR along their routes through the end of
2003; in the future, property development by the railway
companies will be subject to coordination by the
government.

o Giving PRH applicants the option of receiving rental
subsidies in lieu of being offered a subsidized rental flat; in
the next few years a yearly production of over 20,000 units
of PRH will be maintained.
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e Indefinite suspension of the sale and production of HOS
housing; outstanding stock will be disposed of through
market-friendly means.

The continuation of the Home Assistance Loan Scheme.

The suspension of all housing development projects
involving mixed public and private units; the Flat for Sale
Scheme operated by the Hong Kong Housing Society and
the Private Sector Participation Scheme will also be
suspended; and all outstanding stocks will be converted to
alternative uses.

e The suspension of the TPS after the sale of Phases 6A and 6B
in 2003.

e The amendment of legislation to encourage investment in
private rental housing.

e The abolition of the two remaining anti-speculation
measures introduced in the early 1990s. These included
restrictions imposed on internal sales and the requirement
that each buyer may buy no more than one residential unit
and two parking spaces (Suen, 2002).

Unfortunately, these measures came too late. Already,
personal bankruptcies (sum of ordered bankruptcies and
applications for bankruptcy) were running at the rate of around
150 a day in 2002, amounting to well over 50,000 a year (Table 8),
more than double that in 2001. Many of the PRH tenants who
had been well off and could have afforded to buy a private
home had become a lot poorer because of salary cuts or
unemployment and many had been drawing down their savings.
I had predicted that the longer the government waits to put right
its wrong policies, the longer it will take for the economy to
respond (Ho, 2002). The TPS policy that was intended to
increase homeownership ended up destroying wealth and
destroying homeownership. It was intended to save the
government money but ended up creating a disheartening and
scary budget deficit for the government.” The policy announced
by Suen created empty flats and reduced business for
commercial properties in the HOS development. A development
in Yau Tong had 27 building blocks altogether, but by early 2003
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Table 8 Bankruptcies in Hong Kong, 2002

Month Petitions Presented ~ Bankruptcy Orders Made
Jaunary 2,121 1,251
February 1,616 1,000
March 2,286 1,790
April 2,223 1,769
May 2,439 2,294
June 2,334 2,069
July 2,354 2,234
August 2,439 2,440
September 2,137 2,580
October 2,421 2,777
November 2,441 2,465
December 2,111 2,659
Total 26,922 25,328
Percentage change over +104% +177%
2001

Source:  Official Receiver’s Office (hitp://www.info.gov.hk/oro/statistics/
statistics.htm).

had only seven rental blocks housing about 20,000 residents,
some 20% of the target population. With 20 blocks empty,
commercial tenants were losing money each day and were
crying for reduced rents (Ming Pao Daily News, 11 February
2003).

There is no doubt that Suen understands how the housing
market works. He said that the present regulations defining the
“well-off PRH tenants” not qualified to receive further subsidies
as those who have three times the Net Asset Limit and 84 times
the Waiting List Income Limit were too lax. He explicitly said it
would be desirable if the richer tenants could move out, thus
vacating the units and allowing those in the queue to move in.
He told the press that the current practice of not reviewing the
economic status of tenants until ten years after the tenants had
moved in was out of date (Oriental Daily News, 28 January 2003).
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Suen repeated in his many public appearances after the
announcement of his nine-point measures that the government

=]

would “withdraw from the market” and would allow the free !: % “
market to work. "L‘:’,ﬁ§ E é = ; 2 2 g § ; \l‘g g §

Suen’s nine measures are the right steps in the right éé . e o b
direction. However, Hong Kong must now face a huge out- E
standing surplus stock of housing already built and in the o
pipeline (Table 9). It is clear that if this huge stock is unloaded to E g HEEEEE EEEEEREE R
flood the market, the prices of flats will fall drastically. Unlike I R I N B R B e e )
the prices of vegetables, however, when the prices of new flats
decline, not only will the producers of the goods (farmers and £ w
developers) suffer, but so will the consumers — the homeowners. “g:% g | m o m 8 g ® g9y
For homeowners already facing the problem of negative equity § 8 3 R “ a
and the risk of losing their jobs, the further erosion of housing o =
prices will force them to curtail their spending and to cut g
investment. Traditionally, the owners of many small and 2 MEE é‘) TR EEEE R EEE
medium enterprises rely on mortgaging their homes to obtain é EARE é SRR N I
credit and thus working capital. As housing prices keep falling, = 2»
it is little wonder that business activity has also fallen greatly. By & |8|w .,
2003, housing prices had already fallen by 65% from their peak 5 |8 L
values. Further declines will not only hurt over one million = Z2o TrToLn 22 E2S A
homeowners, but will also eliminate jobs, create more "§ & @
bankruptcies, and ultimately threaten the health of Hong Kong’s ?/;50 2w
banks. It is worrying that a hands-off attitude towards the cut- g ggg | T 29w eo s o v
throat competition to unload flats might further ruin the é §E§ A
economy and eliminate any chance for its quick recovery. - =

Provided that Hong Kong’s developers understand the § o
gravity of the situation as well as the fact that the new policies = § 3 B2 83225888 ¢83
have now made it possible for the housing market to recover, g &2 o
and thus refrain from dramatically slashing prices, the Hong S
Kong economy will revive faster than most people expect, and S |v3 £ e o o o e e o
the housing market will regain its former vibrancy — although g B2 B> B T T - T S~
prices will take many, many years to approach the prices E g g S T S S T S WL TR S S S
reached at their peak in 1997. But can Hong Kong take the z | ==
chance that developers will understand what to do? It is
imperative that the government does something effective and 3
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Actually, the cost of “mopping up” the excess supply of

& housing units is not really that great. I would propose that the
8 g P overnment set up a Housing Market Stabilization Fund, which
S 2 - o o] ? g p g
ol ] 5 K9 5 will operate independently and which will come into being
w v 1 — w s . .
g 2 @ O ) through open subscriptions for bonds issued. With a total
B —}50, budget of, say, $100 billion, it would be possible to buy over
8 & Y. P y
" é 60,000 units at an average cost of $1.5 million. That is quite
g g E g 2 § = sufficient to eliminate the excess supply for units in this price
CEZE RN ) g ~ range, thus lending support to the prices of most existing flats.
© g The flats can then be rented out and the proceeds can pay for the
= BT 2 =3 cost of servicing the bonds. We do not have to worry about
E 8.5 .8 @ =~ flooding the market with rental flats, because falling rents are far
2 538/ 28§ § 8 8
§ g g S y 5 less of a problem than declines in asset values. Indeed, if rents
= . . . .
= = & e decline the public will have a larger disposable income.
'c% 3 § Apart from this, the government can consider offering HOS
?: 2E8 4 w <| & ’g 2 owners and “sandwich class flat” owners the opportunity to sell
24 =] b = . . .
£ |2 2 & mé’ e 8 8| & ' &g their units back to the government provided that they buy a
5 o & § g E second-hand unit. This will at once effect double the number of
g % B 0 H§2 €8 initial transactions. It will also reduce the write-offs for banks,
1 @V Y - . - .
5 | =® é’ = o = | 2 < B %’ boosting their profits and thus stock values, as well as boosting
9\1 g 2 &8« oy § E z profits tax revenue. At the same time, the negative equity
§ Zhe 85 & g problem will be alleviated, making a recovery in the domestic
ﬁ 5 . § q 5 g economy possible. The transactions will also generate thousands
e Q
8 2 § g © 5 o g 528 of jobs, reducing unemployment and CSSA payments. They also
é § £ fg § 8 g yield significant stamp duty for the government.
- = PR E These proposals are likely to be met with objections from
§ " e g g g economists and others who believe that a hands-off attitude is
o w0
= =K S @l 8% 823 best for the economy. There are those who believe that housin
= 28 | & =] R O0F y g
% a2 s e 4 g“ prices should be allowed to find their natural levels and those
o o
= 55 5 o who believe that a small government is better than a big
T SE 5 C o . . .
5 |wg 'g g % E government. But belief is no substitute for analysis. Economic
5 59 % = | Eg 278 analysis predicts that the huge overhang of supply must
S |23 QT a5l g B . . . . :
g g3 > X Sl et g continue to bring prices down, and our econometric analysis
Z | A= § @ 'g g tells us that this must continue to hurt domestic consumption
%]
= and domestic investment. We will have higher unemploymerit,
2 .. @ huge deficits and high bankruptcy rates. The negative wealth
- :3 o o - QV’J o N .
= ) 228 38| &8 2 effect from slashing prices on new flats has hurt nearly everyone.
j > - 8 Q| =z 2
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The responsible manner of responding to market forces is to
follow the dictates of the market. The sharp decrease in prices is
telling us there is just too much supply. We therefore need to
respond by removing the excess supply.

Notes

1. Cumulative growth in Hong Kong from 1980 to 1987 was
66.5%. Cumulative growth in Hong Kong from 1990 to 1997
was 42.7%.

2. See http:/ /cf.heritage.org/index/pastScores.cfm.

Legislator the Hon. Eric Li had criticized the public housing
programme as costing the government too much and had
based his argument on exactly this arithmetic.

4. The ten-year re-sale restriction period was shortened to five
years in June 1999.

5. The results can be downloaded from the website
http://www.In.edu.hk/econ/staff/cvisho.htm.

6. It is understood that the “purchase” of land entails the
purchase of a bundle of specified rights, subject to a number of
specified obligations. There is no presumption that the owner
is free to do anything he wants on his plot, whether over a
specified time or in the indefinite future.

7. Generally, all outgoings and expenses, to the extent to which
they have been incurred by the taxpayer in the production of
chargeable profits, are allowed as deductions. Capital
expenditure on the renovation or refurbishment of business
premises can be deducted from taxable earnings over a period
of five years in equal instalments, commencing in the year in
which the expenditure is made.

8. Chou and Wong (2001), using an improved method of
estimation, found total factor productivity growth in Hong
Kong to be much more impressive than suggested by studies
such as those conducted by Young (1992, 1994, 1995). By
directly accounting for and controlling the effects of factor
accumulation, they found that total factor productivity growth
over the period 1967-1996 ranged from 3.86% to 5.86% per year.
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9. The government had been collecting stamp duties and profits
tax in greater amounts than expected prior to 1997. In addition,
Ming Pao Daily News (18 January 1997) reported that from 1992
to 1996 there were 30,000 cases of speculative transactions and
the Inland Revenue Department had successfully collected $2
billion of taxes from 20,000 cases. It would try to track down
the remaining 10,000 cases. The average gains per case
amounted to $600,000 resulting in $100,000 of taxes. Wong Ho-
sang told the Democratic Party that profits taxes from
speculative transactions in property amounted to a yearly rate
of $400 million or less than 1% of total profits tax.

10. Okina et al. (2001:397) recognized that different people use the
term “bubble” to mean different things. For their purpose they
characterized a “bubble economy” as one that exhibits the
following three factors: a rapid rise in asset prices, the
overheating of economic activity, and a sizable increase in
money supply and credit.

11. In 1997, about 13% of Hong Kong’s population were living in
HOS housing. HOS housing constituted 11.4% of the
permanent housing stock in 1997.

12. The HA anticipates a deficit of $283 million in 2004 /05, which
is projected to rise to $919 million by 2006/07.
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Appendix: Summary of Statistical Results from Tests Performed

Test Statistical Results Where
Reported
Testing the relationship ~ Before 1997: Available
between exports and Exports drive housing prices. (ARDL) from the
housing prices After 1997- author.

Actual values diverge from predicted
values increasingly over time.

Testing the relationship ~ Domestic demand movements do not  Available
between domestic cause housing price movements. from the

demand and housing . . author.
Housing price movements cause

prices 5 -

» domestic demand swings.

(Granger/Johansen and ARDL)

Testing the relationship ~ Housing prices drive government Available
between government expenditures. (ARDL) from the
expenditures and housing ‘ author.
prices '
Testing the relationship Lower-tier housing prices typically Ho et al.
between lower-tier drive higher-tier housing prices, but (2003).
housing prices and - not the other way round.
higher-tier housing prices
Testing the relationship ~ Lower-tier home transactions Ho et al.
between lower-tier home  typically drive higher-tier home (2003).
transactions and higher-  transactions, but not the other way
tier home transactions round.
Testing the relationship A very significant positive relation Yeung
between second-hand was found. (2001:65).
private home transactions
and HOS “free market
transactions”
Testing the causes of the ~ Regression shows TPS has had a Ho and
plunge in second-hand more significant and greater impact Tse
home transactions on second-hand home transactions (2002).

than has the AFC, lending credence to
the hypothesis that TPS played a key
role in “freezing” turnover in the
housing market.
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An Inquiry into the Relationship between
Hong Kong’s Current
Economic Crisis and Housing Policy

Abstract

The recession in Hong Kong beginning in 1998 is unprecedented
not only because it represents the first incidence of negative
growth in GDP since official growth data became available in
1963, but also because of its depth (-5.0%) and because of the
failure of the economy to recover from the recession. The official
explanation for the recession is the Asian Financial Crisis (AFC),
but the AFC can hardly compare with the many crises that Hong
Kong has weathered in the past, including the Cultural
Revolution of the 1960s, the oil price shock of the 1970s and the
resulting global recession (the Hang Seng Index fell more than
90% from 1973 to 1975), and the real banking crises of the 1960s
and 1980s, which witnessed the failure of a number of banks. By
contrast, during the AFC, not a single licenced bank failed.

An alternative explanation of the recession is given by the
author, who argues that a misguided housing policy led to the
collapse of the housing market and is the cause of its failure to
recover. Evidence is presented for the theory that the Tenants
Purchase Scheme (TPS), which offered sitting tenants the
opportunity to buy their own units at deeply discounted prices,
played a key role in the collapse of the housing market. Public
housing tenants had been a significant player in the private
housing market and, in particular, had been the main purchasers
of Home Ownership Scheme (HOS) housing. TPS essentially
lured potential HOS and private housing buyers back to buying
public housing flats instead. When they stop buying, private flat -
owners and HOS owners cannot trade up. The housing ladder
was therefore severed. In addition to this effect, the huge
overhang of supply created after 1997 also played a key role in
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preventing the housing market from  recovering,
notwithstanding a pick-up in exports.

Housing being the main store of wealth for Hong Kong's
middle-class households, a collapse in housing prices produced
a huge wealth effect, curtailing consumption and private
domestic investment. Unemployment therefore shot up quickly.
A collapse in housing prices is the key explanation for the
emergence of deflation from late 1998.
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