Deflation (1): Causes

Hong Kong has been undergoing a process of deflation for the past four years.  This first of three articles examines the causes of deflation in Hong Kong.
Three weeks ago at a luncheon with the Canadian Chamber of Commerce, I spoke on the subject of deflation and its causes.  I did not have a formal speech developed for that occasion, but it has since been suggested to me that perhaps the views I expressed there should be articulated to facilitate consideration by a wider readership.  I am happy to do so.  The phenomenon of deflation has important implications for consumption, investment and financial planning.  A good understanding of past causes will help us assess future trends.  And for the Government, this understanding is important for policy formulation.  This is so both on the microeconomic level, addressing problems specific to particular sectors of the economy, and on the macroeconomic level, although we must be conscious of the shortcomings of using macroeconomic policy in this manner for an economy as externally oriented as Hong Kong’s.

On that occasion I identified six factors at work concerning deflation.  Some are exogenous to Hong Kong and some are Hong Kong-specific, but they all coalesce to produce the grey clouds currently looming over Hong Kong.  The first is the bursting of the property bubble.  Residential property prices and rentals have fallen by around 60% and 40% respectively from their peak levels (Chart 1). The decline in the price of rentals has accounted for about half of the total decline in the Composite Consumer Price Index (Chart 2). In addition, the decline in property prices (which are not themselves a component of the CPI) has also dampened private consumption and investment.  Even though, as banking supervisors, we had insisted on the observance of the 70 per cent loan-to-value ratio for mortgages, this could not prevent a build-up of negative equity mortgages: this has no doubt had the effect of increasing the savings of households in negative equity to enable them to repair their balance sheets.  

The second factor is the excess capacity that resulted from the rapid advancement of information technology globally.  In Hong Kong, as elsewhere, productivity increases have significantly surpassed the growth of aggregate demand in the economy. This positive supply-side shock has probably exerted some downward pressure on prices generally over the past few years, although it is probable that this will be a short-term phenomenon.

The third factor is the decline in the price of imports, reflecting both the trend in world commodity prices and the relative strength of our currency derived from the strength of the US dollar through the Linked Exchange Rate.  Import prices declined by an average of 2% per annum between 1996 and 2001, with the exception of a small rise in 2000 resulting from oil price increases (Chart 3). Weak commodity prices reflect a global deflation trend that is associated with a combination of factors.  These include the slowdown in economic activity, successes in taming inflation, productivity gains from the IT revolution, and the emergence of China and other economies as a price-reducing force in the world markets.

The fourth factor is the convergence of product and factor prices as a result of Hong Kong’s intensifying economic integration with the Mainland.  A number of factors suggest that this has brought more deflationary pressure in Hong Kong than inflationary pressure in the Mainland.  One is the question of size.  In proportion to its population and geographical size, Hong Kong’s economy has enormous weight, but it is, still, only one seventh the size of the Mainland’s economy.  Another is the asymmetric mobility of factors of production, with free flows of capital and people from Hong Kong to the Mainland, but restrictions in the other direction (Chart 4 and Chart 5). It might also be noted that the Mainland is now facing deflationary pressure as well, following productivity gains and reductions of trade restrictions.

The fifth factor in deflation is the weak economic condition of Hong Kong caused by the global economic downturn following closely on the heels of the Asian financial crisis.  These two major external shocks, coupled with the bursting of the property price bubble, have led to a prolonged economic downturn in Hong Kong, with the exception of the strong rebound in 2000 (Chart 6). Our internal research suggests that the output gap has remained significantly in negative territory in the past few years, implying an excess supply, which has exerted downward pressure on prices and costs (Chart 7). 

The sixth and perhaps less obvious factor is the unwinding of the appreciation of the real effective exchange rate during the boom years.  That is, deflation in Hong Kong has in part reflected the need to regain competitiveness, which deteriorated sharply in the mid-1990s.  Hong Kong’s real effective exchange rate (REER) appreciated by over 20% from 1993 to a peak in mid-1998.  It has subsequently declined by about 18%, reflecting mainly domestic price adjustments in the past few years and, to a lesser extent, the recent weakening of the US dollar. This much improved competitiveness is evidenced by the strong trade position we have at present.  Our in-house research suggests that, after making adjustments for cyclical conditions in domestic and global conditions, the overall trade balance of Hong Kong has turned into substantial surplus (possibly from a deficit of over 6% of GDP in 1998 to a surplus of 6% in 2001) (Chart 8). All of these indicators suggest that the unwinding of the appreciation in the boom years has largely run its course.

I shall in the next two weeks continue to discuss this subject, focusing first on the microeconomic policy responses to deflation and then on the appropriateness of macroeconomic policy responses.

Joseph Yam

14 November 2002
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[image: image2.png]Chart 2 - Hong Kong: Rental and Consumer Prices
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[image: image3.png]Chart 3 - Import Prices
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[image: image4.png]Chart 4 - Cross-Border Travel

Ma persons Mo persons
@ 15
No. of Hong K ongresident departires o the Mainlend (LHS)
50| = —No.ofthe Maintend visitcrs to Hong Kong (RHS) N
@
9
£l
/ te
El
-
10 —_——— 3
——
0 0

1990 1091 1092 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002%
* ey asnm gt g frhe e of e e el fom Tt of T g0
S ; e KangToxsm Bowd





[image: image5.png]Chart 5 - Cross-Border Direct Investment
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[image: image6.png]Chart 6 - Weak Economic Conditions
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[image: image7.png]Chart 7 - Hong Kong: Output Gap and Inflation
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[image: image8.png]Chart 8 - Hong Kong’s Underlying Trade Balance
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