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ture of such extra demand is through the two exogenous 
shock variables, in that demand shocks, by altering inves-
tor sentiments, usually adversely affect the investment de-
mand for assets such as stocks, bonds, and housing. The 
AFC and SARS exogenous dummy variables do provide 
some justifications for this point, as they prompt nega-
tive impacts on housing prices (and rents) regardless of 
size. But, it should be noted that, the negative effects of 
these two variables are much larger among more spacious 
housing units (such as Classes C, D and E flats) (see Sup-
plementary Appendixes 1–4). Through such disparities in 
the responses towards the same exogenous shocks, it thus 

can be reasonably stated that a higher proportion of the 
demand for larger housing units is investment-driven, as 
compared with that for smaller flats.

Figure 8a. Accumulated impulse response of PPI to shocks in 
lagged PPI

Figure 8b. Accumulated impulse response of PPI to shocks in 
Hang Seng Index

Figure 8c. Accumulated impulse response of PPI to shocks in 
stock market risk

Figure 8d. Accumulated impulse response of PPI to shocks in  
real GDP

Figure 8e. Accumulated impulse response of PPI to shocks in 
the number of households

Figure 8f. Accumulated impulse response of PPI to shocks in 
CPI

Figure 8g. Accumulated impulse response of PPI to shocks in 
the number of HOS flats transacted

Figure 8h. Accumulated impulse response of PPI to shocks in 
housing supply

Figure 8i. Accumulated impulse response of PPI to shocks in 
money supply (M1)
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Figure 9a. Accumulated impulse response of PRI to shocks in 
lagged PRI

Figure 9b. Accumulated impulse response of PRI to shocks in 
Hang Seng Index

Figure 9c. Accumulated impulse response of PRI to shocks in 
stock market risk

Figure 9d. Accumulated impulse response of PRI to shocks in  
real GDP

Figure 9e. Accumulated impulse response of PRI to shocks in 
the number of households

Figure 9f. Accumulated impulse response of PRI to shocks in 
CPI

Figure 9g. Accumulated impulse response of PRI to shocks in  
the number of HOS flats transacted

Figure 9h. Accumulated impulse response of PRI to shocks in 
housing supply

Figure 9i. Accumulated impulse response of PRI to shocks in 
money supply (M1)

Conclusion and policy implications

In light of the ever-escalating property price and rental 
levels in recent years, as well as calls for higher housing 
supply by the public, this paper has explored the signifi-
cant determinants behind the price and rental movements 
of residential properties in Hong Kong. The findings show 
that, contrary to popular belief, changes in housing sup-
ply do not lead to significant adjustments in both prop-
erty prices and rents. Instead, property prices and rents 
are essentially demand-driven. While household growth 
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Table 3. Variance decomposition analysis results (Property price indices; in %)

Period Class A Class B Class C Classes D & E

Property price 4 82.56 78.42 73.29 70.93
8 80.97 76.43 70.64 68.58

12 80.37 75.70 69.89 68.22
Real GDP 4 2.87 3.86 3.62 1.66

8 3.52 4.68 4.58 2.15
12 4.04 5.35 5.36 2.55

CPI 4 1.54 2.29 3.46 5.58
8 1.71 2.53 4.05 6.17

12 1.76 2.58 4.08 6.17
Amount of households 4 2.82 3.16 3.57 4.04

8 3.27 3.82 4.59 5.69
12 3.26 3.81 4.57 5.68

Housing supply 4 0.41 0.57 0.41 1.41
8 0.58 0.76 0.72 1.45

12 0.61 0.78 0.74 1.46
Money supply (M1) 4 3.04 2.52 7.47 6.39

8 2.99 2.51 7.23 6.24
12 2.98 2.50 7.19 6.22

Hang Seng Index 4 4.61 7.21 5.66 8.24
8 4.57 7.12 5.55 7.99

12 4.57 7.10 5.53 7.98
Stock market risk 4 0.58 0.74 1.91 1.75

8 0.64 0.77 1.92 1.73
12 0.65 0.78 1.92 1.73

Amount of new HOS flats sold 4 1.58 1.23 0.61
8 1.74 1.39 0.73

12 1.75 1.40 0.74

Note: *** denotes significance at 1% level; ** at 5% level; and * at 10% level.

Table 4. Variance decomposition analysis results (Property rental indices; in %)

Period Class A Class B Class C Classes D & E

Property rental 4 74.97 74.86 64.91 72.86
8 73.09 73.26 62.25 70.35

12 72.55 72.55 61.62 69.91
Real GDP 4 1.83 1.79 4.25 2.59

8 2.49 3.11 5.45 3.31
12 3.02 3.84 6.20 3.75

CPI 4 2.32 1.63 3.87 2.04
8 2.46 1.74 4.35 2.50

12 2.49 1.80 4.38 2.53
Amount of households 4 0.36 0.38 1.02 3.38

8 0.65 0.58 1.80 4.35
12 0.67 0.62 1.81 4.35

Housing supply 4 0.23 0.15 0.82 0.93
8 0.39 0.38 0.98 0.98

12 0.41 0.40 0.98 0.98
Money supply (M1) 4 8.18 5.58 8.10 6.59

8 8.65 5.66 8.61 7.24
12 8.61 5.60 8.55 7.24

Hang Seng Index 4 8.16 9.55 14.03 10.83
8 8.28 9.24 13.50 10.43

12 8.24 9.19 13.38 10.41
Stock market risk 4 3.64 4.64 2.67 0.78

8 3.66 4.59 2.73 0.84
12 3.64 4.56 2.71 0.84

Amount of new HOS flats sold 4 0.31 1.42 0.32
8 0.33 1.43 0.33

12 0.37 1.45 0.36

Note: *** denotes significance at 1% level; ** at 5% level; and * at 10% level.
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and real GDP growth influence movements in both pric-
es and rents of residential properties, inflation rate only 
yields significant impact specific housing sub-markets (for 
instance, price of luxury flats and rent of Class C flats). 
The provision of assisted homeownership is also found 
to incur significant effects, in that the sale of new HOS 
flats, in particular affect prices of Class A units and that 
transaction of HOS flats induces positive impact on the 
rents of mid-size flats (Class C). More importantly, both 
prices and rents of residential units in all classes are highly 
subject to U.S. monetary policy measures, both directly 
and indirectly. The direct effects come from adjustments 
in money supply (primarily on the prices of larger housing 
units such as Classes C, D and E flats); whereas the indi-
rect effects originate from the wealth effect from a bullish 
stock market, which in turn has been fuelled by the port-
folio rebalancing effect (see Tobin, 1969; Joyce, Lasaosa, 
Stevens, & Tong, 2011; Gagnon, Raskin, Remache, & Sack, 
2011; Bernanke, 2012; Hamilton & Wu, 2012) and/or the 
signaling effect (see Bauer & Rudebusch, 2011) as a result 
of the QE.

Taking these findings into account, there are a number 
of policy implications worth discussing. The first impli-
cation concerns the general belief that “a higher housing 
supply is able to address the current housing affordability 
issue”. As reported in previous sections, changes in the 
supply of housing in the private sector do not incur notice-
able responses by property prices/rents in all sub-classes 
of housing. In other words, the empirical findings neither 
confirm nor reject this belief, since its impact on housing 
price (and/or rent) is at best minimal. The availability of 
HOS flats, however, could help meet this objective to a 
certain extent. It has been shown that the availability of 
HOS flats serves as an alternative to private housing units, 
especially Classes A and B flats. By absorbing a fraction 
of demand for private housing, the availability of more 
HOS units is able to curb the upward price trend of these 
smaller flats in the private sector.

The other two implications are related to the Linked 
Exchange Rate system. Firstly, following the end of QE in 
late October of 2014, the Federal Reserve eventually ended 
the ZIRP, as the Federal Funds Rate was raised by 0.25%27 
(to 0.25–0.5% per annum). This was immediately followed 
by a base rate hike by the same amount in Hong Kong. 
For Hong Kong’s housing market, a more immediate ef-
fect would be on mortgages, as higher interest rates indi-
cate higher costs for floating-rate mortgage loans. This, 
theoretically, reduces the incentives of people to become 
homeowners. The end of the ZIRP, in addition, also has 
implications on money supply. Since the Global Financial 
Crisis of 2008, the Federal Reserve, besides having intro-
duced the ZIRP, had also purchased approximately 3.5 
trillion USD worth of U.S. Treasuries, in the process of 
which injecting the same amount of newly-printed money 

27 It was also predicted by Federal Reserve officials to reach ap-
proximately 1.375% by the end of 2016.

into the financial system. This has resulted in much higher 
international asset prices and the depreciation of the U.S. 
Dollar28 (Neely, 2015). For Hong Kong, it has led to 1) the 
inflow of massive amounts of hot money (from abroad) 
in pursuit of investment opportunities and 2) a massive 
increase in Hong Kong’s own money supply by virtue 
of the pegged exchange rate arrangement. As confirmed 
in previous sections, it is the capital appreciations from 
a bullish stock market, fuelled by this unconventional 
monetary policy, that cause substantial growth in prop-
erty prices/ rents via the wealth effect. A rise in the U.S.’s 
interest rate29, however, strengthens the U.S. Dollar while 
reducing the level of liquidity in the financial system30, as 
the Federal Reserve, in essentially a reserve repo opera-
tion, needs to drain billions of U.S. dollars away from the 
financial system in order to maintain the newly-adjusted 
Federal Funds Rate. This could trigger large-scale capital 
outflow from countries outside the U.S. especially among 
bond investors31 (and thus falling equity prices on a global 
scale). In Hong Kong, due to the pegged exchange rate, an 

28 From a broader perspective, this also means the depreciation 
of the Hong Kong Dollar (until the just-announced rise in U.S. 
interest rate) against other non-U.S. currencies, in particular 
China’s Renminbi. This has led to imported inflation due to 
more expensive necessities primarily imported from Mainland 
China. A higher level of (imported) inflation, besides com-
promising Hong Kong residents living standards, has been 
found to have significant impact on the rental sector of the 
mass housing market, the HOS resale market, and the stock 
market (which leads to further circulation of capital within 
and thus the subsequent generation of additional housing de-
mand). Oppositely, a strengthened U.S. Dollar likely results in 
(imported) deflationary pressure, as imports become cheaper.

29 The end of ZIRP could lead to changes in terms of mortgage 
arrangements in Hong Kong as well. Ever since the introduc-
tion of ZIRP on December 16th, 2008, mortgages based upon 
the HIBOR-rate which is linked to the Federal Funds Rate have 
become very popular among new homebuyers, in comparison 
with mortgages based upon the best lending rate, according to 
statistics provided by the HKMA. The end of ZIRP (along with 
the subsequent interest rate hikes) indicates that the cost dif-
ferences between HIBOR-rate mortgages and best lending rate 
mortgages would gradually converge, and the fluctuating nature 
of the HIBOR rate could render the former a less preferable 
(and riskier) choice among potential homebuyers in the future.

30 The impact of rising Fed rates on global liquidity, however, 
would be offset to a certain degree, due to Japan’s re-launch 
of Quantitative Easing since April 2013 and of the European 
Central Bank’s introduction of its asset-purchase programme 
since March 2015.

31 A stronger U.S. Dollar (and Federal Funds rate hikes) raises 
the cost of repayment for global debts and bonds denomi-
nated in the currency, thus increasing their default risks (and/
or incentives to raise capital for investment). According to a 
recently-published Banks for International Settlements report 
(McCauley, McGuire, & Sushko, 2015), the outstanding U.S. 
dollar credit to non-bank borrowers outside the U.S., since the 
2008 global financial crisis, has soared from 6 trillion to 9 tril-
lion USD.
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increase in the Federal Funds Rate could incur downward 
adjustments in money supply (and an increase in Hong 
Kong’s own interest rate) which have been shown to result 
in lower property prices and rents.

In other words, the current housing affordability issue is 
essentially a by-product of (unconventional) U.S. monetary 
policy decisions via the Linked Exchange Rate system. This, 
along with uncontainable asset price hikes and imported in-
flation, has raised some doubts as to whether the drawbacks 
of the pegged exchange rate arrangement have already out-
weighed its advantages (such as stability in exchange rates), 
and whether the system itself (or at least the “hard peg” 
version of it) is still worth maintaining.
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