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Description

The newspaper article explains that Hong Kong is facing many economic problems such as sluggish economy and unemployment. These are the negative effects of deflation. 

Deflation has occurred in Hong Kong since November 1998 and it was caused by the Asian financial crisis. This year is the fourth anniversary of deflation but prices are still falling because of the currency peg, government relief measures and cheaper costs on the mainland.

Before the crisis, Hong Kong had experienced a long economic growth and productivity boom. As a result, inflation rate was increased too rapid that 9% growth annually for 10 years. Serious deflation occurred then because whatever had to go up had to come down.

After the crisis, property prices tumble by two-thirds and housing costs are brought down by nearly 20%. Therefore, the Consumer Price Index has declined 11.5%. People are more unwilling to buy goods than before due to the reduced wages and the rapid growth of unemployment rate. This forces the shops to cut prices in order to maintain their competitiveness.

This year, the government has decided to rebate amounting to $6,000 per household on water and sewage charges. This makes the deflation rate worse to 3% instead of 1.5%-2%.

Consumers are more willing to consume on the mainland instead of Hong Kong because goods there are much more cheaper than Hong Kong’s. The cheap labour and land attracts Hong Kong people to shop and buy on the mainland.

It is not expected that Hong Kong could escape deflation and prices would rise again in the coming years. 

A question is asked at the end of the news that whether prolonged deflation is such a bad thing. It is explained that the working class overall has been the winner during deflation because their real wage levels have actually risen, so it may be a good thing for them.

Explanation

Deflation in Hong Kong

According to the newspaper article, because of the Asian Financial Crisis, the general price level is getting lower and the unemployment rate is getting higher, deflation occurs. 

During the period of deflation, the purchasing power of money increases because of the lower general price level. The same amount of money is more valuable and can buy more things than before, so people would like to keep money instead of holding money in physical form.

In addition, the cost of the goods and services in Guangdong are cheaper than in Hong Kong, consumers prefer to consume there especially for the low-income households. They help to bring down the demand for goods and services in Hong Kong.

Graph 1 shows that because of high jobless rate and increasing purchasing power of money during deflation, people prefer to keep their money. So the demand for goods and services decreases (D1(D2), but the supply for it remains unchanged. This leads to a decrease in price (P1(P2) and also in quantity transacted (Q1(Q2).
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Graph 1 The Supply and Demand for Goods

and Services in Hong Kong
Unemployment in Hong Kong

There are two main reasons for the unemployment in Hong Kong.

Firstly, unemployment is an effect of deflation. During the period of deflation, the profits made by the employers will decrease positively or they may even have deficit. Then, the employers will want to cut the production cost in order to balance the income and the expenditure, so they may pay less to employees or just simply fire some employees. Unemployment rate increases.

Secondly, because of cheap labour and land on the mainland, employers tend to employ the cheap labour in China and move their business back to there. The production of Hong Kong decreases. This leads to a decrease in the real GDP  eventually and the unemployment rate increases rapidly in Hong Kong.

Graph 2 shows that because employers tend to move their business back to mainland, they will employ less people in Hong Kong. So demand for labour decrease (D1(D2) while supply remains unchanged in Hong Kong. Because of the decrease in demand, the wage of labour will decrease eventually (P1(P2). And the quantity transacted will decrease also (Q1(Q2). That means less people have jobs and more people are unemployed. This will happen continuously during the period of deflation, so it causes an increasing unemployment rate in Hong Kong now.
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Graph 2 The Supply and Demand for Labour in Hong Kong
The real wage levels of the working class have actually risen

At the end of the article, it is mentioned that the real wage levels of working class have actually risen during deflation because the deflation was unanticipated before. The percentage decrease in wages cannot meet the percentage decrease in the general price level of goods immediately when the deflation began, so the real wage levels rise as it is counted based on the price before deflation (the base year). Therefore, employees actually gain more purchasing power than employers during deflation. 

In addition, if the employers do not want to lose, they have to lower the wages in order to give a percentage decrease in wages as same as or may even larger than the percentage decrease in general price level. Therefore, employers can maintain their profits and the balancing of the income and expenditure.

However, it is difficult to lower the wage of labour in a great percentage, so employers tend to move their business back to mainland and employ the cheap labour there.
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