
He, Z., Hu, M., Wang, Z., & Yao, V. (2024). Valuing
long-term property rights with anticipated political
regime shifts. American Economic Review, 114(9),

2701-2747.

Presenter: GAO Han

SYSU, ISBF

October 8, 2024

Presenter: GAO Han (SYSU, ISBF) He et al.2024 October 8, 2024 1 / 46



Introduction

Outline of today’s discussion

1 Introduction
Preview
Literature and Contribution

2 Institutional Background

3 Model Setting

4 Empirical Analysis

5 Conclusion and Discussion

Presenter: GAO Han (SYSU, ISBF) He et al.2024 October 8, 2024 2 / 46



Introduction Preview

Motivation

Political uncertainty affects asset valuations as well as economic activ-
ity(Pástor and Veronesi, 2013; Baker et al., 2016; Hassan et al., 2019).

* Developed economies with stable established political system
This research fills the gap: study Hong Kong’s property market &
identify a causal link between political uncertainty and housing prices.

* A political battleground, unprecedented political experiment “One Coun-
try, Two Systems”

* Well-functioning financial market allowing to study valuations
* Land granted by the government for a fixed term, but subject to renewal

by another different government
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Introduction Preview

Quick Check of The Main Story

At the time of Hong Kong’s reunification with China in 1997, there was
a “50-year” pledge, which meant that Hong Kong would maintain “one
country, two systems” until 2047. This is not just a verbal promise, it
is also enshrined in the Basic Law and has a profound impact on the
relevant property rights system in Hong Kong, such as land.
Leases expiring after July 1, 2047, without a legally guaranteed exten-
sion were discounted by an average of 14.1 percent compared to those
expiring on June 30, 2047, with the prospect of a 50-year extension.
The discounts for British colonial leases were even greater, with an
additional reduction of about 8%, reflecting landlords’ concerns about
the “risk of reversal” of these legacy leases by future governments.
The structural estimates show that after 2047, homeowners expect to
pay an additional 21% of the net rental value when renewing their
leases.
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Introduction Literature and Contribution

Related Literature

The literature on property rights dates back to Coase (1960), and it has been
shown that property rights, law, and institutions have a significant impact on
long-term economic growth,investment,  financial development, management
of natural resources, and household welfare.
This paper connects to the literature on the impact of political connections
during political regime transitions, such as Fisman (2001), Martinez-Bravo
(2014), and Fisman et al. (2018).
Moreover, in the context of the land market in mainland China, Chen&Kung
(2019) study political rents by estimating price differentials between princeling
 firms (connected to Politburomembers) and other firms without such con-
nections for land parcels of similar quality.
This paper is also related to the  finance literature that studies asset pric-
ing implications of political uncertainty/risk, such as stock prices (Pastor&
Veronesi, 2012), risk premia (Pastor & Veronesi, 2013), equity options prices
(Kelly et al., 2016), and idiosyncratic volatility and firm investment (Hassan
et al., 2019).
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Introduction Literature and Contribution

Main Contribution

Pricing political risk in empirical evidence is a challenging exercise be-
cause political risk is often accompanied by economic volatility, making
it difficult to identify causal effects. For the first time, the risk of “po-
litical regime change” is empirically valued and priced.
Both reduced-form and structural estimates are included in a complete
framework.
Most of the existing literature focuses on financial markets in coun-
tries with developed economies and stable political environments.This
paper is perhaps more relevant in the context of the impact of political
factors on asset pricing in emerging markets with protracted political
indeterminacy.
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Institutional Background A Brief History of Hong Kong

Before the Handover

British forced the Second Convention of Peking (1898), leasing New
Territories to Britain for 99 years until June 30th, 1997
The Sino-British Joint Declaration (JD), ratified on May 27th, 1985,
lays out the groundwork for the handover
The Basic Law, as the de facto constitution, established in 1990
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Institutional Background A Brief History of Hong Kong

After the Handover

Hong Kong has experienced significant changes in all aspects of society
While the Basic Law guarantees a high degree of autonomy, concerns
over Beijing’s interference have been present and intensified over the
years
Two political alignments, pro-establishment camp and pro-democracy
camp, after the 2004 Legislative Council (LegCo) election
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Institutional Background Land Leases in Hong Kong

Land Leases in Hong Kong
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Institutional Background Land Leases in Hong Kong

Land Leases in Hong Kong

A house generates a ”natural” cash-flow R̂t growing at g, R̂t =
egt
1−ω .

ω is the percentage of repairing costs and tax, including 3% current
baseline ground rent (like tax), so the current effective cash-flow Rt =
egt.
But, possible extra ground rent f(τ)s imposed by the government on the
renewal date, e.g.

f(τ)s = γ1{s≥τ}, with τ = 7/1/2047

Renewal date L, lease extension term T = 50 ( T exogenous).
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Institutional Background Government Renewal Decisions

Government Renewal Decisions

Regrant or extend non-renewable leases upon their expiry
So far, the HKSAR has kept offering extension with a ground rent of
3%;Unless the land is needed for public purposes
The ground rent can be increased, and the lessee is subject to pay
additional premium (a lump sum payment) at extension

* This statement is explicitly mentioned in all official documents
* Summarized by potential increase of ground rent in the model
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Institutional Background Government Renewal Decisions

Political Uncertainty Regarding the Renewal/Regrants

The Basic Law and the HKSAR are set to expire in July 1st , 2047

What about the land leases that have been renewed/extended by the
HKSAR beyond this official expiration date?

* Say, leases on January 1st , 2000 expiring on January 1st , 2050

On July 15th , 1997, the HKSAR affirmed its constitutional authority
to grant land leases beyond July 1st , 2047 by another 50 years

* ”There is no provision in the Basic Law that restrict the otherwise
unlimited power of the HKSAR to grant land leases beyond 2047.”
Neither clarity nor guarantee to leases expiring after June 30th , 2047

* Ground rent could be raised to 25% for leases expiring on Jan. 1st , 2050
We first derive model implications based on the HKSAR’s announce-
ment, and later ”let data speak”
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Model Setting Model

Model

A house generates a ”natural” cash-flow R̂t growing at g, R̂t =
egt
1−ω .

* ω : percentage of maintaining costs and tax, including 3% ground
rent, 5% rates, and others, so current net cash flow after costs and
taxes Rt = egt

* But, (expected) extra ground rent f(τ)s imposed by government, e.g.

f(τ)s = γ1{s≥τ}, with τ = 7/1/2047

Renewal date L and lease extension term T = 50. At any future date
s > L,

* Looking back at s, L + T · N(s) is the most recent date of lease
renewal.

* N(s) ≡
⌊ s−L

T
⌋

is the largest integer that is below s−L
T .
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Model Setting Model

Model-Continue

House owner’s cash flows at future date s then are

RS = egt · (1− γ1L+T · N(s) ≥ τ)

e.g., L = 1/1/2000 < τ , ground rent jumps up to γ > 0 only after
1/1/2050

House price Pt equals discounted future cash-flows (discount rate r )
One can calculate the current house price Pt at time t to be

Pt = Et

[∫ ∞

t
e−r(s−t)egs

(
1− 1s>L · f(τ)L+T·N(s)

)
ds
]
.
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Model Setting Model

Model-Continue

Denote κ ≡ r − g. The value of a house with a land lease expiring at
L is

P(L; τ) =
∫ L

0
e−κsds +

∫ ∞

L
e−κs

(
1− f(τ)L+T·N(s)

)
ds

Consider two examples. If L < τ and L + T ≥ τ , the homeowner can
extend the land lease to L + T before the uncertainty resolution date
τ , implying that

P(L; τ) =
∫ L+T

0
e−κsds +

∫ ∞

L+T
e−κs(1− γ)ds = 1− γe−κ(L+T)

κ

In contrast, if L ≥ τ , then the house value is

P(L; τ) =
∫ L

0
e−κsds +

∫ ∞

L
e−κs(1− γ)ds = 1− γe−κL

κ
.
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Model Setting Discussion of Key Model Assumptions

Discussion of Key Model Assumptions

We assume the extension decisions made by the HKSAR before 2047
at year n but in effect beyond 2047 (up to n + 50) will be honored
by the new government in Hong Kong, despite the expiration of the
HKSAR government on July 1st, 2047
It is uncertain whether the leases granted by HKSAR will be respected
in the event of the failure of the Country, Two Systems”. However, the
analyses remain valid in such a scenario.
The key prediction of a price discount at L = τ only requires a differ-
ential treatment by the new regime (in power after 2047) with respect
to the land leases that have already been promised by HKSAR versus
those that have not.

Presenter: GAO Han (SYSU, ISBF) He et al.2024 October 8, 2024 18 / 46



Model Setting Discussion of Key Model Assumptions

Stylized Intuition of the Model

Presenter: GAO Han (SYSU, ISBF) He et al.2024 October 8, 2024 19 / 46



Empirical Analysis

Outline of today’s discussion

1 Introduction

2 Institutional Background

3 Model Setting

4 Empirical Analysis
Data
Empirical Design
Results
Structural Estimation
Mechanism

5 Conclusion and Discussion

Presenter: GAO Han (SYSU, ISBF) He et al.2024 October 8, 2024 20 / 46



Empirical Analysis Data

Data

Residential transactions and amenities in Hong Kong starting from
1992and updated through February 2020

* Transaction data contains only the year of lease expiration, not the
date

* Separate leases expiring before& after 07/01/2047: land auction data
Hong Kong Quinquennial Census Data and Local Elections
Final sample: 551,790 residential housing transactions sold from 1998
to February 2020

* After excluding obs missing data on characteristics, government projects
and non-arm’s length transactions

* Land grant year̸=building age. Mean (median) of building age in HK
at the time of sale: 16(15) years
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Empirical Analysis Data

Summary Statistics
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Empirical Analysis Empirical Design

Identification:Treat Vs. Control

Presenter: GAO Han (SYSU, ISBF) He et al.2024 October 8, 2024 23 / 46



Empirical Analysis Empirical Design

Specification

Baseline: hedonic regression (Rosen, 1974), relative price discounts
of all other leasehold groups compared to main control lease group:
ln (Pi,t) =

∑n=9
n=1 βn· Lease n + η · Xi,t + αd×m(t) + εi,t

Xi,t is a full set of housing characteristics
αd×m(t) represents the district × year-month fixed effects
Standard errors are two-way clustered by estate and year-month
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Empirical Analysis Results

Number of Transactions: by Lease Expiration Years

This figure plots the number of transactions by lease expiration year
from 2030 to 2135, and from 2842 to 2959.
Lease groups constructed so that all have sufficient observations in
regressions.
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Empirical Analysis Results

Baseline Results
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Empirical Analysis Results

Colonial British versus Noncolonial HKSAR Leases

Presenter: GAO Han (SYSU, ISBF) He et al.2024 October 8, 2024 27 / 46



Empirical Analysis Results

Transactions by Lease Groups: HKSAR vs British

This figure plots the number of transactions by lease groups and lease
types (colonial British leases or HKSAR leases).
Treatment groups only. HKSAR leases only show up in groups ranging
2047-2064.

Presenter: GAO Han (SYSU, ISBF) He et al.2024 October 8, 2024 28 / 46



Empirical Analysis Structural Estimation

Reneging Risk: Model Extension

No official arrangements beyond 2047 regarding colonial leases
* e.g., those 999 -year ones
* Land Resumption Ordinance: land requisition for public purposes

Reneging shock is i.i.d. across all properties with colonial British leases:
* Reneging intensity: λpre1s<τ + λpost1s≥τ

* Extra land premium charge: δpre1s<τ + δpost1s≥τ

House value with a British land leases (κ = r − g) :
P(L; τ , Brit ) = E

[∫ L∧T
0 e−κsds + e−κ(L∧T ) ·

(
1 − δpre 1s<τ − δpost 1s≥τ

)
· P(L ∧ T + 50; HK)

]
Reneging event T (Poisson arrival) with intensity λpre1s<τ+λpost 1s≥τ ;
P(L∧T +50;HK) : value of a standard 50-year HKSAR leases standing
at L ∧ T ≡ min(L, T )
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Empirical Analysis Structural Estimation

2-Step GMM Estimation of Model Parameters

Denote the set of remaining parameters as
Θ ≡ {γ, λpre , λpost , δpre , δpost } and βn(Θ) is then the model-implied
average discount for each leasehold group n ∈ {1, 2, . . . ,N} as follows:
βn(Θ) =

∑
Li∈n{lnPti (Li;Θ)−lnPti (L=τ ;Θ)}
# of transactions in group n

In other words, conditional on a set of parameters Θ, the expression

lnPti (Li; Θ)− lnPti(L = τ ; Θ)

In the estimation, we have N = 12 moments for each treatment
leasehold group n ∈ {1, 2, . . . ,N}. For leasehold group n, its
corresponding sample moment is

1∑I
i=1 Di∈n

I∑
i=1

{
βLi,ti(Θ)−

(
β̂n + ε̂i,t

)}
Di∈n = 0

Presenter: GAO Han (SYSU, ISBF) He et al.2024 October 8, 2024 30 / 46



Empirical Analysis Structural Estimation

2-Step GMM Estimation of Model Parameters

Calibrate κ = r − g = (1− Expense Ratio )× Gross Rental Yield
= 72%×2% = 1.44%, estimate {γ, λpre , λpost , δpre , δpost } that min-
imize the difference between model & data
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Empirical Analysis Structural Estimation

2-Step GMM Estimation of Model Parameters

It is highly recommended to replicate the code for this structure esti-
mation�
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Empirical Analysis Structural Estimation

2-Step GMM Estimation of Model Parameters
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Empirical Analysis Structural Estimation

Model Implications

γ̂ = 21% : HK homeowners expect an about 21% of penalty in order
to extend their land leases after 2047.
British HK leases, if expiry date is:

* Before 2047: no reneging risk
(
λ̂pre = 0

)
but need to pay a penalty

(called premium) of about δ̂pre = 6.2% of house value upon lease
renewal;

* After 2047: λ̂post = 1.6% (renege every 62(= 1/1.6% ) years after
2047), δ̂post = 20.8%
Suppose there are two identical 50-year British vs. HKSAR leases
Standing at Jan 1st , 2023, a property with a British lease is traded
at an effective price discount of 9.83% relative to the HKSAR one.
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Empirical Analysis Structural Estimation

Economic Magnitude of γ : What does It Capture?

γ̂ ≈ 21% captures the overall effect of regime change, relatively clean
identification
Though, estimated discount, and hence γ, might reflect both

* Increasing ground rent/premium;
* Endogenous reaction from homeowners (say, lack of maintenance):

Homeowners may choose to do less maintenance due to expected tax
hikes following the new political regime.
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Empirical Analysis Mechanism

Colonial British Leases and Maintenance
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Empirical Analysis Mechanism

Natural “Appreciation” Effect vs Time-Varying Uncertainty
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Empirical Analysis Mechanism

Natural “Appreciation” Effect vs Time-Varying Uncertainty
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Empirical Analysis Mechanism

The Role of Mortgage Access

Collateral values underlying properties in the treatment group sold af-
ter July 1st, 2017, will be exposed to significant risk (given common
mortgage term of 30 years).
Lenders may discriminate, via mortgage access, and hence affect the
property equilibrium market price.
Heated discussion on this issue in 2016 as the 2017 deadline approached,
prompting the HKSAR government to grant land leases with terms ex-
tending beyond June 30th, 2047.
Lenders, with the support of the HKSAR government, continue to
approve mortgages on properties with land leases expiring after July
1st, 2047.
The HKSAR’s decisive actions around 2016 could explain the stabiliza-
tion of the estimated price discount after 2015.
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Empirical Analysis Mechanism

Local Political Sentiments
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Empirical Analysis Mechanism

Districts with High Versus Low % of Pro-Democracy Seats
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Empirical Analysis Mechanism

Districts with High Versus Low % of Mainland Migrants
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Empirical Analysis Mechanism

The Effect of Individual Beliefs

Explore the perspectives of buyers and sellers from the mainland China,
who are identified through their names in the transaction data.
Our premise is that relative to Hong Kongers, mainlanders may have
different beliefs on HK’s political uncertainty.
Mainland buyers, due to their experience in China, tend to be more
optimistic about the future of “One Country, Two Systems” and thus
maybe willing to pay higher prices.
However, mainlanders who have lived in Hong Kong but have decided
to sell their houses might be those who are more pessimistic about
Hong Kong’s future.
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Empirical Analysis Mechanism

Mainlander Transactions and Price Discount

Mainland buyers more optimistic compared to their local counterparts
(Price difference of -0.017 is statistically significant at the 5% level).
Mainland sellers more pessimistic than their local counterparts (though
statistically insignificant).
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Conclusion and Discussion Conclusion

Conclusion

Study long-term property rights under political uncertainty, as the hous-
ing value depends on the continuity of land ownership in the far future.
A reduced-form regression guided by a pricing model of housing assets
with future political uncertainty.

* Extended to incorporate a reneging risk to colonial land contracts
* Implies a price discount of 9.83% from today’s viewpoint in a hypo-

thetical 50-year British Hong Kong lease standing at Jan 1st, 2023.
Analysis using district-level political uncertainty measures provides fur-
ther empirical support to the mechanism.

* No significant difference b/w rentals across control and treatment
groups

* Mainland buyers (sellers) more optimistic (pessimistic) than local
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