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Hong Kong: Where Are the Rocks?

Once in a while I go through my bookshelves, looking to get rid of books that will never be read again and perhaps were an embarrassment in the first place. Two in particular last week struck my eye: City on the Rocks and The End of Hong Kong, both lugubrious tomes written about Hong Kong prior to the handover back to China in 1997.

Negativity sells books.  The public loves to worry about impending disasters and read about the evils of mankind. Being right and being optimistic doesn’t sell. For example who ever bought a novel about a benevolent and caring multinational corporation?
Unfortunately for the authors of the above books, it turns out that the optimists were the ones who were wildly right about the future of Hong Kong in 1997. Despite such calamities as the Asian crisis in 1997 and the Asian Bird Flu in 2000, Hong Kong has turned out to be a magnificent Asian success story.  Hong Kong has boomed along with China. Its financial markets have blossomed, its real estate has soared in price and many of its citizens who left prior to 1997 have returned.  Press freedom and the rule of law continue to be the order of the day in the city.  Lan Kwai Fong and Wan Chai, the latter once the home of the famous Suzie Wong, get better and better as locales for free wheeling merriment, sin and personal degradation. The much worried-about PLA troops, now billeted in what used to be called the Prince of Whales building, never venture out, unlike their British predecessors who in their leisure hours were wont to wander out and misbehave from time to time. China has respected the Basic Law. Universal sufferage hasn’t come yet. But it hadn’t arrived under the British either.
Hong Kong faces a number of challenges and problems today. They are the problems of success and taking advantage of opportunities. One is language. Hong Kong aspires to be a “world city,” a major tourist destination and the financial capital of Greater China. Worthy and realistic goals. But the languages of this world city will have to be Mandarin, the official language of China, and English, the global language of finance and mostly everything else. Everyone from taxi drivers, to Louis Vuitton salesladies to investment bankers will need to speak these two languages. But eighty percent of Hong Kong’s children in public schools now go to school in Cantonese, a language that is quite different from Mandarin and spoken only in South China. Fortunately, the authorities are belatedly addressing this problem. Another problem is pollution. Sir Michael Kadoorie, Chairman of CLP Holdings, Hong Kong’s major power supplier, in a recent talk to the Asia Society described Hong Kong’s rising pollution levels as an inevitable by-product of the industrialization of South China. Progress but at a price, a repetition of the industrial revolution in 19th century England.  But small consolation if your child has asthma. Singapore has prided itself as the “Garden City” and taken action to stay green and clean. Something similar will have to happen in Hong Kong. Public awareness is now growing.
For investors concerned with making money, there are probably three major items that matter for Hong Kong’s near term future.

1. The Dollar Peg. The Hong Kong dollar is pegged to the US dollar at 7.80 Hong Kong dollars to one US dollar. Hong Kong operates under what is formally called a Linked Exchange Rate System, established in 1983 and operated by the Hong Kong Monetary Authority (HKMA). The Linked Exchange Rate System is essentially a currency board whereby both the stock and flow of Hong Kong’s monetary base has to be backed up by foreign reserves. Unlike Argentina’s currency board which was never operated properly and which essentially blew up in 2002, Hong Kong’s system has worked extremely well. Banknotes in Hong Kong are issued by the Hong Kong and Shanghai Bank, Standard Charter Bank and the Bank of China (HK). Because of the peg and the currency board system, Hong Kong banknotes are basically US dollars, only prettier.

In 1997 that peg for both political and economic reasons was regarded as a major plus for Hong Kong. Politically, it was one proof to the world that Hong Kong operationally remained distinct from China.  Economically, the peg implied that de facto Hong Kong used the mighty US dollar as its currency. Not a bad choice at the time.
Who woulda thought? Today the peg is a problem. Politically perhaps it still has value. Over the last decade China has made huge strides as far as the rule of law goes. But it is still has a lot further to go. So politically the peg may still have value to Hong Kong as a symbol of its operational independence and adherence to the rule of law. 
But economically the mighty dollar has slipped and the Chinese currency, the renminbi, has gone from strength to strength. It seems like only yesterday even the Philippine and Indonesian amahs were lined up at the border at Lo Wu to cross into Shenzhen to snap up cheap Chinese goods. But that’s changing. The appreciation of the renminbi against the US dollar and therefore against the Hong Kong dollar is inherently inflationary for Hong Kong. Hong Kong’s economy and China’s are now almost totally intertwined. Imported Chinese food, drugs, clothes etc are becoming more expensive. Incidently, the Macau pataca is pegged to the Hong Kong dollar. So the pataca has a problem too.
The solution for this is not obvious and involves significant technical problems. Someday undoubtably the Hong Kong dollar will be pegged to the renminbi or simply replaced by the renminbi. But that cannot happen now because unlike the Hong Kong and US dollars the renminbi is not a fully convertible currency. Moroever, despite its current strength, the world financial markets might require more time “on good behavior” for the renminbi and China before pegging to the renminbi would be regarded as acceptable for Hong Kong.
So what should Hong Kong do? The HKMA has publicly stated that it will stay the course and maintain the dollar peg at current rates. But if the renminbi keeps appreciating against the dollar—and it will-- that may prove impossible. Hong Kong may eventually be forced to reset the peg at a higher rate against the dollar or substitute a basket of currencies for the dollar. Otherwise inflation in Hong Kong will rise to unacceptable levels. Sooner or later, the speculators and their money will arrive to force this change. Theoretically under the currency board system if inflation in Hong Kong accelerates the monetary base should shrink as funds flow out. But that’s not likely to happen. The Hong Kong dollar ultimately will be pulled up by the renminbi.
2. The Outlook for the Hong Kong Stock Market. Record oil and commodity prices, a US recession, rising interest rates in China – there’s a lot of near term headwind working against Hong Kong stock prices. The near term outlook for the Hong Kong stock market is murky to say the least. 
Long term of course Hong Kong is part of the great China story. China could be the greatest long term bull market of all times.  It’s a matter of semantics but in a sense there is no longer any such thing as a purely Hong Kong stock market. Virtually all Hong Kong stocks are now China stocks, whether they are old line traditional Hong Kong companies like a Cathay Pacific or new H share companies like China Mobile which are incorporated in China but trade in Hong Kong. The Hong Kong stock market is one of the alternative ways of investing in China, the others being Shanghai and New York and to a lesser extent Singapore. Hong Kong is now engaged what could be a life and death struggle to determine if it will be the market for equity trading and capital raising for China. Hong Kong’s strengths are its inherited British law, the quality of its corporate governance which presumably is way above China’s but not as draconian and rigid as Sarbanes Oxley New York, its facility with English, its geographic location right next to China proper, its complete freedom of information flow and of course its freely convertible currency. One big advantage today is that Hong Kong is not quite China. This makes foreign investors more comfortable. One big disadvantage today is that Hong Kong is not quite China. Chinese authorities may deliberately favor Shanghai.
3.The Outlook for Hong Kong Real Estate – The conventional  answer here is that Hong Kong real estate prices are about to take a tumble. When they talk about residential real estate prices people really mean the upper end as 50% of Hong Kong lives in government owned or subsidized units. Prices of  some luxury apartments have almost doubled over the last two years and a correction would be normal. Moreover, real estate prices are crashing in the US, the UK, Spain and other countries, real estate prices have declined in some of the major China markets, the financial industry worldwide – the employer of so many affluent real estate buyers --is hurting, interest rates are now nudging upward and the Hong Kong stock market near term is more likely to go down than up.
It’s just possible that the conventional answer may be an exaggeration. There are several reasons. First of all, unlike say Miami where developers can put up as many new condos as their imaginations and bankers will (or used to) permit, Hong Kong is supply constrained. There is just so much land available for the construction of new housing, especially in areas close to the Central business district. A major build-out of condos and office space is occurring in West Kowloon on partly what was land reclaimed from Victoria Harbour. Environmental considerations may put a halt to further land reclamations. Moreover the government owns the bulk of the land in the Territory. Since colonial times the government has financed itself by selling off parcels of land each year. Yes there are huge swathes of unbuilt green space in the New Territories and the outer islands but these are not likely to be turned into condos any time soon. 
Second, although two Hong Kong listed Chinese banks have gotten stuck with some US subprime loans, Hong Kong banks have not sinned as have their Western brethren by overinvesting in exotic and high risk real estate loans in Hong Kong itself.  No doubt as bank regulator the HKMA can take some credit for this. Hong Kong banks originate mortgages in Hong Kong and hold them in portfolio. Nonperforming mortgage loans were at record lows in April. In the past real estate collapses have led to banking crises in Hong Kong. Perhaps memories of these episodes have lingered.  Since 1993 the HKMA has assumed the role of lender of last resort and bank regulator. Before that the august Hong Kong and Shanghai Bank was occasionally called upon to perform the lender of last resort role.  But unlike the Fed, the HKMA hasn’t acquired the reputation for being the banking system’s pet ATM machine. Moral hazard operates at a lower level in still laissez faire Hong Kong than in the US. Also, Hong Kong fortunately (as yet) doesn’t have an array of gargantuan government housing lenders like Fannie Mae, Freddie Mac and the Federal Home Loan Bank System which in my opinion contributed mightily to the total disappearance of lending standards post-2000 in the US. 

Whatever the reason, Hong Kong banks have been relatively conservative. (Except HSBC, parent of the Hong Kong and Shanghai Bank, has made some major missteps in the consumer credit area in the US. When in Peoria, they did as the Peorians…) So unlike the US where credit standards have now tightened dramatically in response to the laxities that inspired the current financial crisis, there is no motivation for a huge swing back to hyper-conservatism in Hong Kong. The banks there are not under pressure as in the US. It would appear that mortgage credit on sound basis has not dried up in Hong Kong. New mortgage loans approved in April were up almost 50 percent on a year over year basis although on a month to month basis there has been a small downward trend from very high levels.
Third, there is the effect of the peg. It could be argued that real estate is not a tradable good and therefore will not be affected by the undervaluation of the currency. But that may not be true in Hong Kong. Mainland buyers are becoming an increasingly important source of upper end real estate demand in Hong Kong. The more the renminbi appreciates against the Hong Kong dollar, the cheaper Hong Kong real estate will seem to mainland buyers. The 1997 pessimists were right about one thing for Hong Kong. The Comrades are coming. Except they’re bringing cash.
Any visitor to Hong Kong will be impressed by the obsession that the territory has with real estate. In New York new museums get the publicity. In Hong Kong luxury condo projects grab the headlines.  Major projects are often launched with massive publicity including vast amounts of advertising in the metro stations and other public places (with no defacing graffiti thankyou). The recent sales launch of a high end project called The Palazzo is a case in point. The Palazzo is a high rise in a New Territories area called Fo Tan. From The Palazzo you will have a view of the racetrack at Sha Tin and you will have a KCR (metro) station nearby that can take you part of the way to the Central business district in one direction and the border crossing at Lo Wu in the other. OK it’s a nice area with mountains and a river, although industrial in parts. But the ads for The Palazzo portrayed a verdant, manicured countryside that suggested you were in Tuscany. A visual hyperbole that everybody loved. Most people in Hong Kong know what Fo Tan looks like.  Hong Kongers like to dream when it comes to real estate. Units in The Palazzo sold like hotcakes. Cry your heart out Miami.
