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I. -Alternative Sources of Inflation I-J 

1. Introduction 

In its relative form, the law of one price suggests that a country's 
rate of inflation should be equalized with the rate of inflation of the 
country to which its exchange rate is tied. Since 1983, Hong Kong has 
maintained a linked exchange rate with the United States. Despite this 
link, its rate of inflation, especially in the late 19809, has exceeded that 
of the United States, often by significant amounts. This chapter examines 
some possible reasons for the high rates of consumer price inflation 
experienced in Hong Kong during the 1986-93 period. The approach taken is, 
first, to examine the role of a number of external sources of inflation. 
Once the effects of these sources of inflation are identified and then 
"netted" from the overall rate of inflation, a "residual" rate of inflation 
is explored. Several possible sources for these residual price pressures 
are discussed, including: (1) the response of the Hong Kong economy to the 
opening,of China; (2) differential productivity growth between the traded 
and nontraded goods sectors; (3) tax factors; and (4) domestic excess demand 
pressures. 

The upward trend in the rate of inflation in Hong Kong began in the 
latter half of the 1980s. rising from an average rate of 3 percent in 
1985-86 to 12 percent in 1991. 2/ The rate of inflation moderated somewhat 
in 1992 to 9 l/2 percent, and eased a bit further during 1993 to 
8 l/2 percent. Despite this moderation, inflation remains a concern because 
it has continued at a time when Hong Kong's main trading partners and, in 
particular, the United States (to whose currency the Hong Kong dollar is 
linked) are experiencing lower rates of inflation. These differential rates 
of inflation, coupled with the linked exchange rate, raise concerns about 
Hong Kong's medium-term external competitiveness. In addition, the 

L/ As used in this report, the term "country" does not in all cases refer 
to a territorial entity that is a state as understood by international law 
and practice; the term also covers some territorial entities that are not 
states, but for which statistical data are maintained and provided 
internationally on a separate and independent basis. 

2J Unless otherwise indicated, discussion of the consumer price index 
throughout this paper relates to CPI(A). CPI(A) is based on the expenditure 
pattern of about 50 percent of urban households in Hong Kong, whose average 
monthly expenditures (under the 1989/90 Household Exoenditure Survev) ranged 
between HK$2,500 and HK$9,999. Other consumer price indices are available, 
but cover a narrower and more affluent segment of consumers. CPI(B) is 
based on the expenditure pattern of the next 30 percent of urban households, 
which had average monthly expenditures ranging between HK$lO,OOO and 
HK$17,499 in 1989/90. The Hang Seng CPI is based on the expenditure pattern 
of the next 10 percent of urban households, which had average monthly 
expenditures ranging between HK$17,500 and HK$37,499 in 1989/90. 
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persistence of high rates of inflation may well lead to an entrenchment of 
inflationary expectations that could ultimately prolong the depth and 
severity of the adjustment process following any large negative shock. 

2. External sources of inflation 

Table 1 and Chart 1 provide an overview of the nature of the 
inflationary process in Hong Kong. A decomposition of CPI(A) into its 
components helps to gauge, at a general level, the extent to which external 
factors have played a role in the inflation process in Hong Kong. As can be 
seen, those components that are more "tradable" (for example, durable goods, 
fuel and light, and food excluding meals away from,home) have tended to 
exhibit lower rates of inflation than those goods that are nontradable (for 
example, services and housing). Other indices, such. as export and import 
unit values (for traded goods) and the residential price index (for 
nontradables), confirm this tendency. 

This pattern suggests that a useful first, step in analyzing the 
inflationary process in Hong Kong is to more systematically disentangle 
external sources of inflation from overall inflation. This is all the more 
important in the case of Hong Kong because of the high degree of openness of 
the economy and the relatively large share of tradable goods in the CPI (as 
well as in GDP). In the analysis that follows, three possible channels. 
through which external price developments can affect the CPI in Hong Kong 
are considered. 

International relative orice effects. Since Hong Kong imports 
virtually all of its food and energy requirements, changes in the relative 
prices of food and energy in international markets can exert a large 
influence on Hong Kong's CPI. Food accounts for slightly over 41 percent of 
the CPI weighting scheme in Hong Kong, subdivided about equally between 
"meals away from home" and "food excluding meals away from home." 1/ In 
1991, imports of foodstuffs reached HK$41 billion, compared with domestic 
agricultural and fishing output of only HKS1.4 billion. The large CPI 
weight, coupled with the heavy dependence on imported foods, suggest that 
external food price developments play a major role in influencing 
Hong Kong's rate of inflation. Indeed, as Table 1 suggests, in recent years 
food prices have imparted a downward bias to overall price developments, 
reflecting, in large part, good harvests in China as well as a real 
effective depreciation of the yuan. u, J./ 

u Movements in the latter category tend to capture pure movements in the 
prices of imported foodstuffs. Movements in the former category, while also 
reflecting changes in imported food prices, appear primarily to reflect 
services sector price inflation. 

2/ In 1992, China accounted for about one third of Hong Kong's food 
imports. 

3 See Khor (1993) for a review of recent trends in China's exchange 
rate. 
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CHART 1 
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As regards energy, the category of fuel and light accounts for a minor 
portion of the CPI in Hong Kong, with a weight of 3.2 percent. Nonetheless, 
with the recent downward trend in world energy prices, it again becomes 
pertinent to question the extent to which the decline in energy prices 
accounts for the moderation in the CPI. In the analysis that follows, the 
CPI is recalculated, with raw food ("food excluding meals away from home") 
and energy excluded, to arrive at a core rate of inflation. This approach 
adjusts for the volatility associated with two important external sources of 
price pressures. 

External monetary policy. Besides changes in relative prices, part of 
measured inflation in Hong Kong will be related to underlying developments 
in inflation in the United States, given the nature of Hong Kong's monetary 
system. Hong Kong's monetary standard was altered in October 1983, IJ and 
the Hong Kong dollar has remained tied to the U.S. dollar at the linked rate 
of HKS7.80 per US$l since then. Under the system, money is demand 
determined, and monetary policy-- with its implications for the underlying 
rate of inflation--is in essence conducted in the United States. The law of 
one price (in its relative form) suggests that the adoption of the linked 
exchange rate system should, to a large extent, "link" the rates of 
inflation of the U.S. economy and the Hong Kong economy--and should in 
general make the underlying rate of U.S. inflation a "central rate" for 
Hong Kong's rate of inflation, all other things being equal--that is, 
abstracting from other shocks, whether domestic, external, or real. 2/ 
Thus, taking the difference between Hong Kong's rate of inflation and that 
in the United States aids in removing another external influence on Hong 
Kong's inflation rate. The issue, lhowever, remains as to how best to 
measure underlying inflation in the United States, given both differences in 
the weighting scheme for the CPI as well as the possibility that different 
shocks affect Hong Kong and the United States. In the analysis that 
follows, it is assumed that core U.S. CPI inflation is a reasonable proxy 
for true underlying inflation. This has the added advantage that volatility 
associated with changes in food and energy prices are removed--as is done in 
the case of Hong Kong. 

Exchange rate and other terms of trade effects. Being linked to the 
U.S. dollar implies that the Hong Kong dollar floats against the currencies 

1/ During November 1974-October 1983, the Hong Kong dollar floated, with 
periodic official interventions. Following a period of severe instability 
that culminated in a run on the currency in September 1983, the linked 
exchange rate system was adopted in October 1983. 

2/ Indeed, following the introduction of the linked rate and after an 
initial period of adjustment to the depreciation of the currency, the 
inflation rate in Hong Kong slowed considerably and appeared to be 
converging to the inflation rate in the United States. In the late 198Os, 
however, the rate of increase of the Hong Kong CPI began to diverge markedly 
from that in the United States, reflecting the residual price pressures 
discussed below. 
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of many of its key trading partners. Thus, to the extent that the U.S. 
dollar depreciates against, say the deutsche mark or the yen, all other 
things equal, import prices of German or Japanese goods should rise in 
Hong Kong dollar terms. Import prices in Hong Kong dollar terms 'may also 
change as a result of exogenous shifts in their relative prices. This is 
similar to the justification made earlier for removing food and energy price 
movements from the CPI, but is intended to apply more generally to all other 
imports. u, u 

3. Sources of residual inflation 

While the preceding discussion highlighted alternative sources of price 
pressures emanating from external sources, a large part of the inflationary 
process in Hong Kong has been associated with rapidly increasing prices of 
nontraded goods. It is posited that these price pressures, as measured by 
residual inflation, reflect a domestic adjustment to a number of concomitant 
developments. These include the response of the economy to the opening of 
China, differential productivity growth between the traded and nontraded 
goods sectors, tax factors, and domestic excess demand pressures. 

The resnonse of the economy to the ooeninn of China. The 
liberalization and opening of the Chinese economy set in motion a rapid 
transformation of Hong Kong's structure of production. In particular, -with 
the liberalization of the Chinese economy, the demand for trade-related. 
services (trading, merchandising, design, advertising, transportation, 
banking, insurance, financial services, etc.) from Hong Kong to complement 
the enormous expansion of manufacturing in southern China increased 
dramatically. As these "head office" operations expanded, labor was " 
increasingly pulled from other sectors of the economy. As wages began to 
rise in the overall economy, the traded goods sector in Hong Kong 
(manufacturing) was squeezed, since the higher wage costs could not in all 
cases be passed through to world markets, gfven competitive pressures. 

Most of the economic effects of this external demand shock in Hong Kong 
can be likened to a Dutch disease-type phenomenon--but instead of a booming 
natural resource, the boom occurs in the services sector. However, unlike 
in the classical Dutch disease case, the manufacturing sector, though 
squeezed, has had access to a safety valve: many (primarily low value- 
added, labor-intensive) operations could be shifted into the Pearl River 
Delta region which provides virtually unlimited supplies of low-cost labor 

L/ In this case, the relevant notion of imports are those that are 
"retained," since these are the ones that ultimately enter into final 
consumption. 

2/ Because of the difficulty of precisely capturing these effects, a 
proxy is used in the results that follow. The methodology adopted involves 
taking the difference between the U.S. producer price index for finished 
goods, excluding food and energy, and Hong Kong's import deflator for goods, 
weighted by the share of non-food, non-energy retained imports in GDP. 
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and land. The complementarity between Hong Kong as a financial and service 
sector hub and the Pearl River Delta, with its vast supplies of land and 
labor, has provided a ready environment for the restructuring of the 
Hong Kong economy-- accelerating the shift of resources into the services 
sector. 

piff xential DrOdUCtiVitv ErOWth. While the external demand shock 
(China's yiberalization and consequent increase in demand for "head office" 
services) accounts for a portion of residual inflation, productivity 
increases in the traded goods sector appear to account for another part. As 
Balassa (1964) has pointed out: 

a rapidly growing country tends (i) to experience an increase in 
the price of its nontraded goods relative to its internationally 
traded goods (because of higher productivity growth in the traded- 
goods sector, or else because nontraded goods are superior goods 
in consumption), and therefore (ii) to exhibit an apparent real 
appreciation of its currency when deflation is done using CPIs 
which include a large share of nontradable goods within them. 

The productivity increases in Hong Kong originate from two sources. 
First, reflecting the systematic adoption of technology in order to "catch- 
up" with industrial countries, underlying productivity growth in the traded 
goods sector in Hong Kong has outpaced that in the United States and other 
industrial economies. Technological catch-up in the traded goods sector has 
implied a productivity growth differential not only between Hong Kong and 
other industrial economies, but also--and more importantly--between the 
traded goods sector and the nontraded goods sector within Hong Kong. It is 
the latter differential that allows a rise in the price level without 
necessarily compromising international competitiveness. u 

The "catch-up" effect is, however, a secular trend--in an economy as 
open as Hong Kong's, technological catch-up should occur in a fairly smooth 

JJ Part of the technological catch-up in Hong Kong has occurred through 
human capital accumulation or labor upgrading. Prior to October 1980, the 
"touch-base policy" allowed Hong Kong to import low-skilled workers for the 
manufacturing and construction sectors. After abandoning the policy, 
productivity of the labor force in Hong Kong appears to have been improved 
through greater training and education. The "educational catch-up" can be 
viewed as part of the overall "productivity" catch-up. 
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manner. u A second source of productivity growth in Hong Kong--and one 
that may be closer to a shock than a secular trend--can also be identified. 
Given the resource constraints faced by Hong Kong in terms of land and 
labor, the rapid opening up of southern China --with its vast pool of land 
and labor--increased the availability of complementary resources to 
Hong Kong's existing stock of inputs, thereby raising their productivity. 
This effect is, of course, closely related to the restructuring argument 
discussed above in that the complementarities between domestic and foreign 
factors of production not only raised the level of productivity, but also 
generated a shift in Hong Kong's comparative advantage toward "head-office" 
services. 

Tax factors. On the tax side, a major increase and subsequent cut in 
the excise duty on tobacco resulted in large onetime price level effects. 
In particular, in March 1991, excise taxes on tobacco were raised, partly 
reflecting the Government's concern over the health aspects of tobacco 
consumption. As a result of this increase, the CPI subindex for alcoholic 
drinks and tobacco rose by slightly more than 81 percent from April 1990 to 
April 1991. With a weight of just over 2 l/2 percent in the consumption 
basket, this increase raised the measured overall CPI by 2 percentage points 
on a year-on-year basis. In the event, the Government halved the increase 
in tobacco duties in May 1991, partly to address its concerns over the 
potentially damaging effects of allowing the increase to be incorporated 
into inflationary expectations and hence the wage-setting process. 

Domestic demand factors. Domestic demand factors also appear to 
account for a part of the rise in the price of nontradables and, hence, 
residual inflation. One effect of the linked exchange rate system is that 
Hong Kong cannot influence monetary conditions, and this lack of control can 
have important implications for nontradables prices. The transmission 
mechanism for these pressures is fairly varied, but three key elements are 
important. First, under the linked exchange rate system, interest rates 
have to be maintained at levels concordant with conditions in the 
United States. Over the past few years, the relative cyclical positions of 
the United States and Hong Kong have meant that Hong Kong has had to accept 
cyclically low U.S. interest rates at a time when its own economy was 

1/ Indeed, Japan appears to have undergone a similar phenomenon between 
April 1949 and August 1971 under the Bretton Woods system, when the yen was 
pegged to the U.S. dollar at Y 360 - US$l.OO. During this period, Japanese 
export prices rose by 1.6 percent per annum, while U.S. export prices rose 

. by 1.7 percent per annum. However, Japanese consumer prices rose at a much 
faster pace than U.S. consumer prices (4.4 percent per annum in Japan 
compared with 2.3 percent per annum in the United States). One explanation 
for this (the Balassa effect) is that secular productivity growth in 
Japanese manufacturing exceeded that in the United States (i.e, a secular 
productivity catch-up was occurring), so that wages and income in Japan's 
services sector were able to rise without compromising Japan's external 
competitiveness. 
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operating at, if not beyond, its potential. With interest rates so low and 
indeed negative in real terms, both private investment and consumption 
demand was stimulated in Hong Kong. Given the level of capacity 
utilization, these excess demand pre,ssures appear to have spilled over into 
the balance of payments in the case of demand for tradables, and into prices 
in the case of demand for nontradable goods. Second, the presence of low 
interest rates at a time of renewed economic confidence in the future of 
Hong Kong has contributed to higher ,asset prices, both equity and property. 
The wealth effects of these in turn may have further stimulated private 
demand. Finally, the revaluation of property prices noted above set in 
motion a process of increases in rental prices for residential properties, 
which comprise a large part of the CRI. 

Domestic demand pressures emanating from changes in the fiscal balance 
are another possible source of residual inflationary (or deflationary) price 
pressures. During the period under investigation, the fiscal impulse was 
relatively neutral through FY 1988/89. In FY 1989/90 and FY 1990/91, 
however, it registered 1 3/4 percent and 3/4 percent of GDP, respectively. 
FY 1991/92, however, saw a large withdrawal of fiscal stimulus, but was 
followed by a stimulus of l/2 percent of GDP in FY 1992/93. For FY 1993/94, 
the fiscal impulse was initially expected to be substantially positive, but 
delays in capital works expenditure associated with the Airport Core Program 
are expected to moderate the impulse to between 1 and 1 l/2 percent of GDP. 
As in the case of the excess demand pressures associated with the nature of 
the monetary system and the lack of control over interest rates, some of the 
demand pressures generated by the positive impulses spill over into demand 
for nontraded goods, with consequent price effects given the high degree of 
capacity utilization. 

4. Results 

Table 2 and Chart 2 provide a breakdown of the overall rate of 
inflation as outlined above. Based on this breakdown, the following results 
emerge: 

(1) Between 1986 and 1993, core inflation has exceeded the "headline" 
rate of inflation 1/ by an average of 3/4 of a percentage point. This 

suggests that falling (or slowly rising) food and energy prices have helped 
to mask part of the underlying inflationary forces in Hong Kong. In the 
case of food, a portion of the moderating influence is due to relatively 
good harvests in China coupled with a depreciating value of the yuan. 

(2) Both the overall and core rates of inflation, after accelerating 
beginning in the mid-1980's, have eased from their peak rates of 12 percent 

u That is, inflation as measured by CPI(A). Because it covers SO per- 
cent of urban households, CPI(A) tends to be the price index on which the 
press reports as well as the one with, which most consumers and businesses 
are concerned. 
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Table 2. Hong Kong: Decomposition of Inflation, 1986-93 

(Percentage chance) 

Overall inflation 2.8 5.5 7.4 10.1 9.7 12.0 9.3 8.5 

Core inflation 1/ 4.2 5.9 6.9 10.3 11.1 12.9 10.1 9.7 

Hong Kong core inflation less 
U.S. core inflation 2J 

Residual inflation 3J 

Memorandum items: 
U.S. inflation 
U.S. core inflation 
Impact of changes in nominal 

effective exchange rate and 
terms of trade on rate of 
inflation 

0.2 1.8 2.4 5.8 6.1 8.0 6.4 6.3 

-0.9 1.1 2.0 6.1 6.5 8.5 7.1 7.0 

1.9 3.7 4.1 4.8 5.4 4.2 3.0 3.2 
4.0 4.1 4.4 4.5 5.0 4.9 3.7 3.4 

1.1 0.7 0.4 -0.2 -0.5 -0.5 -0.7 -0.7 

1986 1987 1988 1989 1990 1991 1992 1993 

Sources: Data provided by the Hong Kong authorities; International Financial Statistics; and staff 
estimates. 

-2/ Excludes energy and foodstuffs, but includes meals prepared away from home. 
2/ Both Hong Kong core and U.S. core inflation rates exclude the impact of changes in food and energy 

prices. 
2/ Adjusts previous line for impact of changes in nominal effectLve exchange rate and terms of trade 

effects (see memorandum item). 
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and 13 percent, respectively. Since 1991, overall and core inflation have 
both fallen, by 3 l/2 percent and 3 l/4 percent, respectively, suggesting a 
moderation in inflationary pressures. 

(3) Although the headline rate of inflation has moderated over the 
past two years, a large part of this decline is due to a reduction in 
externally determined inflation. From a peak of 12 percent in 1991, overall 
inflation fell.to 8 l/2 percent in the first half of 1993, or by 
3 l/2 percentage points. During the same period, residual inflation fell by 
1 l/2 percentage points, from 8 l/2 percent to 7 percent. This suggests 
that external factors accounted for 2 percentage points of the decline, or 
well over half of the decline. 

(4) Of the 2 percentage point decline in external inflation, the 
largest part of this is due to a decline in U.S. core inflation of about 
1 l/2 percentage points. Declining food and energy prices account for 
another l/4 percentage point and thLe impact of changes in the terms of trade 
and exchange rate effects account for the remaining l/4 percentage point. 

(5) Residual inflation is still running at a fairly rapid pace. After 
modest increases in 1986-88, residual inflation picked up rapidly in 1989. 
After reaching a peak rate of 8 l/2 percent in 1991, residual inflation.has 
slowed, but remains in the 7 percent range. 

(6) Because of the increase and subsequent decrease in excise taxes on 
tobacco, the overall inflation rate was exaggerated in 1991 and was 
moderated in 1992. At the same time, residual inflation was also 
exaggerated in 1991 and moderated In 1992. Thus, while the residual 
inflation rate was depressed by this effect in 1992, the fact that it was 
running at about the same rate in the first half of 1993 suggests that other 
sources of residual inflationary pressures have picked up. Among the 
possible sources for this pickup are the impact of the recent surge in asset 
prices on the demand for nontradables and a positive fiscal impulse 
associated with the J?Y 1993/94 budget. 
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II. Asset Market Develooments 

1. Introduction 

This chapter reviews developments in the equity and property markets in 
Hong Kong since the late 1980s. From mid-1989 to 1993, equity prices more 
than quadrupled, with an increase in prices during 1993 of 116 percent. 
Property prices, particularly in the residential and commercial real estate 
markets, more than doubled since 1989. While a number of factors suggest 
that the increase in asset prices 'was driven mainly by economic 
fundamentals, there are concerns about the likelihood of a speculative 
"bubble" in both equity and property markets. Even without a bubble, there 
is the possibility that a change in fundamentals could lead to a significant 
price correction, which through wealth effects and weaker consumer and 
investor confidence could have adverse macroeconomic consequences. 

The discussion below first examines the magnitude of price increases in 
the equity and property markets, and then analyzes factors underlying them. 
The main factors are seen to be the following: an inflow of foreign capital 
into the region which has buoyed the equity market not only in Hong Kong, 
but also in several other countries of the region; an increase in confidence 
in Hong Kong's economic prospects following closer integration with China 
and a re-evaluation of China's economic prospects; Hong Kong's continuing 
development as an international financial center; a re-rating of the Hong 
Kong market by foreign investors; and domestic monetary conditions. It is 
suggested that despite the underlying economic factors, the extent and speed 
with which asset prices have increased can entail some risks. The chapter 
concludes with a discussion of the implications of asset price changes for 
the domestic economy, and, in particular, examines the potential risks to 
the financial sector. 

2. Asset price movements since the late 1980s 

Equity price movements in Hong Kong over the last five years (1988-93) 
were characterized by considerable ,volatility around a sharp upward trend. 
Following a significant downturn in the October 1987 world-wide collapse of 
stock markets, when the Hang Seng Index of stock prices plunged by 45 
percent, equity prices began to increase rapidly (Table 3 and Chart 3). u 
By mid-May 1989, the Index had recovered a large part of the earlier loss. 
However, prices declined sharply following events in China in June 1989, 
although within two months they were again on an upward trend. From end- 
June 1989 to end-October 1992, the Index increased over two-and-a-half fold, 
rising from 2274 to a high of 6191. In the following two months, owing 

L/ The Hang Seng Index is composed of 33 companies accounting for nearly 
70 percent of the capitalized value of all companies quoted on the Hong Kong 
stock market. A broader market index, the Hong Kong Index, has shown 
similar price changes. 
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Table 3. khXl.3 &X,8: Equity Price Developments, 1907-93 

1907 1900 1909 1990 1991 1992 1993 

(Index of share micas) 

Hang Seng Index 
End of year 
Average of end of month 

Sector indices 
(Average of end of month) 
Finance 
Utilities 
Property 
Commerce and Industry 

2302.0 2607.4 2036.6 3024.5 4297.3 5512.4 11000.4 
2004.9 2556.7 2701.0 3027.5 3471.5 5546.0 7695.0 

1933.4 1625.7 1000.1 1906.9 2304.4 4643.6 7142.1 
3594.4 3406.6 3190.7 3040.6 4440.9 6609.1 9032.0 
4257.1 3047.9 4535.2 4074.5 5043.3 9215.7 12490.5 
2536.9 2310.0 2607.0 2797.0 2901.1 4379.3 5702.7 

(Percentaxe change) 

Hang Seng Index 
End of year 
Average of end of month 

40.5 16.7 5.6 6.6 42.1 20.3 115.7 
47.2 -11.4 0.0 0.9 14.7 59.0 30.0 

Sector indices 
Finance 
Utilities 
Property 
Camerce and Industry 

40.0 -16.0 11.2 5.5 20.0 101.5 53.9 
35.1 -3.0 -0.3 20.1 15.0 50.4 35.0 
74.0 -9.6 17.9 7.5 19.9 57.7 35.5 
44.2 -0.6 15.9 4.1 6.6 46.9 32.0 

I 

I- 
w 

Sources: Bong Kong Stock Exchange Fact Book, Monthly Digest of Statistics, and Bloanberg, Inc. 
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largely to concerns about the outcome of Sino-British talks, equity prices 
declined by nearly 25 percent. While volatility continued in the first half 
of 1993--prices fell by 10 percent in the second week of March owing to 
political uncertainties- -the Index increased by 35 percent in the first five 
months of 1993. Following a consolidation in midyear arising from concerns 
about the overheated Chinese economy, prices resumed their upward path, 
ending the year with an overall increase of 116 percent. Thus, despite 
significant fluctuations, from mid-1989 to end-1993, equity prices more than 
quadrupled. 

The increase in prices was accompanied by a sharp increase in turnover. 
From an average monthly rate of HK$25 billion in 1989, turnover increased to 
nearly HK$lOO billion in the third quarter of 1993, one of the largest 
increases in turnover of any major stock market in the region. The 
increased turnover was accommodated without any systemic difficulties 
because of a number of innovations in the trading and settlement procedures, 
including an automated trading syst'em. JJ It is also worth noting that, 
while price increases were broad-based, there were marked differences across 
sectors during the last five years. The sharpest increase in prices was for 
the financial sector where prices rose five fold, followed by the property 
sector, utilities, and commerce and industry where prices doubled. 2J 
Given these differential increases, the share of market capitalization of 
the financial sector increased from 14 percent in 1988 to 22 l/2 percent in 
1992 (Table 4). The differences also highlight the activity and growth in 
different sectors, reflecting in part the changing structure of the 
Hong Kong economy. 

The recent sharp increase in equity prices in Hong Kong is not unique, 
with markets in several other countries in the region also posting 
significant gains. For instance, during the first 11 months of 1993 equity 
prices increased by over 80 percent in Indonesia and the Philippines and 
over 55 percent in Thailand and Malaysia. 3J This clearly suggests some 
common factors underlying equity price increases in the region. 
Nevertheless, there are also specific factors in the case of Hong Kong, 
reflecting, in part, the fact that the increase in prices has been sustained 
over a much longer period. This sustained increase, together with a large 

lJ The Central Clearing and Settlement System (CCASS) commenced operation 
in two phases during 1992. It operates on a guaranteed continuous net 
settlement basis and has significantly enhanced risk management systems in 
the market as well as paved the way for market development measures. (For 
details, see Annual ReDort 1993 of the Securities and Futures Commission.) 

2J These numbers are based on a comparison of the average annual value of 
sector indices (based on end-month values). If indices are considered only 
at end-year, equity price increases in the property sector have 
significantly outpaced other sectors, largely because of a very sharp 
increase in prices in December 1993. 

3J The main exceptions in the region were Korea and Taiwan Province of 
China where prices increased by around 12 and'32 percent, respectively. 
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Table 4. Hong Kong: Stock Market Capitalization and 
Turnover by Sector, 1988-92 

(In oercent of total) 

Market Capitalization by Sector 

1988 1989 1990 1991 1992 

Finance 

Utilities 

Properties 

Industrials 

Consolidated 
enterprises 

Hotels 

Miscellaneous 

Total 

13.8 14.8 12.8 16.2 22.4 

17.3 18.1 20.3 18.5 16.7 

28.4 26.2 26.1 26.9 25.0 

6.6 5.8 6.5 6.9 7.0 

29.5 30.1 30.8 28.5 26.5 

4.3 

0.2 

100.0 

4.0 

1.0 

100.0 

2.9 2.2 

0.7 0.7 

100.0 100.0 

2.1 

0.4 

100.0 

Trading Value by Sector 

1990 1991 1992 

Finance 

Utilities 

Properties 

Consolidated 
enterprises 

Industrials 

Hotels 

Miscellaneous 

Total 

9.8 

7.4 

35.6 

27.8 

13.9 12.1 10.8 

2.6 1.3 2.3 

2.9 0.7 0.4 

100.0 100.0 100.0 

14.2 

9.0 

35.6 

27.2 

21.0 

8.2 

33.0 

24.2 
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number of new listings, has meant a sharp increase in market capitalization, 
making the Hong Kong stock market now the largest in Asia after that of 
Japan. u 

Increases in property prices in Hong Kong over the last five years have 
also been pronounced, and have contributed to the increases in equity prices 
of property companies noted above. There have, however, been considerable 
differences across the three main sectors (residential, commercial, and 
industrial property). At the same time, several sectors underwent some 
consolidation in recent months (Table 5). In 1991, property prices rose 
sharply in all sectors, with prices of residential premises increasing by 
nearly 40 percent. In November 1991, however, reflecting prudential 
concerns and a weakening in the longer-maturity retail deposits that had 
financed mortgage lending, banks lowered the loan-to-valuation ratio to 
70 percent. By mid-1992, this restriction, together with the measure to 
make stamp duty on domestic sales payable at the agreement stage, had 
reduced speculative activity and the market had become more orderly. 
Although the market began to slow down significantly toward the end of 1992, 
owing in part also to the Sine-British stalemate over Hong Kong's 
constitutional development, for the year as a whole property price increases 
in all sectors exceeded those in 1991. In all, between 1989 and 1992, 
prices of private domestic premises nearly tripled, while prices of private 
retail premises increased two-and-a -half fold, and prices of offices and 
factories doubled. 

In the third quarter of 1993, the property market again showed signs of 
increased activity, with sharp price increases in the high-end residential 
market. In the face of this renewed activity, banks further tightened their 
lending policies including a reduction in the loan-to-valuation ratio to 
60 percent for certain properties and an increase in the penalty charge for 
early redemption of loans. These additional constraints appear to have led 
to some consolidation in residential prices in the last quarter of 1993. 
Similarly, prices of office propert,y began to stabilize, while industrial 
property prices weakened further, reflecting continuing relocation of 
manufacturing activities into nearb:y southern China. 

In comparison with property prices, property rental rates increased 
much less. Between 1989 and 1992, rents for different types of property 
increased only by between 50 percent for factory space and 80 percent for 
private retail premises. u Price-to-rental ratios, therefore, rose very 
sharply over the last four years (Chart 4). After rising noticeably in the 

L/ The Hong Kong stock market had a capitalization at end-June 1993 of 
over US$200 billion, compared with a capitalization of around US$120 billion 
for Malaysia, Korea, and Taiwan Province of China, and about US$60 billion 
for Singapore and Thailand. The value of equities traded in 1992--at over 
US$90 billion-- exceeded by far trading activity in all other emerging 
markets except Korea and Taiwan Province of China. 

u Statutory rent controls apply to domestic premises in the private 
sector, unless exempted. These controls are to be phased out by end-1994. 
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Table 5. Iion& Kon3: Real Eatato Price and Rental Indices, 1988-93 u 

1988 1989 1990 1991 1992 1993 2/ 

QI Q II Q III 

Price indicoa 

Private domestic pramines 

Of which: 

40 - 69.9 rq. meters 

100 sq. metors and above 

Private ratail premises z/ 

Offices 

Flatted factories 

79 100 111 153 217 216 221 246 

78 100 111 155 221 220 225 256 

80 100 105 135 204 216 222 257 

76 100 112 143 194 224 230 240 

62 100 96 97 131 149 151 158 

79 100 106 114 146 159 164 169 

Private domestic premises 

Of which: 

40 - 69.9 sq. meters 

100 aq. maters and above 

Private rotail prmiaes 3/ 

Offices 

Flatted factories 

21.5 

21.9 

23.1 

33.3 

51.2 

30.6 

Rental indices 

Private domestic premisea 

Private retail premisea 3/ 

Offices 

Flatted factories 

79 100 

81 100 

61 100 

77 100 

Private domestic premises 16.2 26.6 

Private rotail premises a/ 17.4 23.5 

Offices 27.1 63.9 

Flatted factories 40.0 29.9 

(Percent channe) 

26.6 11.0 37.0 41.8 8.0 0.9 9.0 

28.2 11.0 39.6 42.6 8.4 0.9 11.8 

25.0 5.0 27.6 51.1 18.7 6.7 20.7 

31.6 12.0 27.7 35.7 28.0 15.6 14.8 

61.3 -4.0 1.0 35.0 26.3 15.3 14.5 

26.6 6.0 7.5 28.1 20.5 13.9 8.3 

( 989 - 100) 

110 

112 

101 

105 

10.0 

12.0 

1.0 

5.0 

119 130 134 136 139 

126 147 162 162 164 

95 100 106 108 108 

109 115 125 129 129 

(Percent chanae) 

8.2 9.2 8.1 4.6 4.5 

12.5 16.7 15.7 10.2 0.6 

-5.9 5.3 0.2 9.1 5.9 

3.8 5.5 10.6 12.2 7.5 

( 989 = 100) 

Source: Bona Konlt Monthly Direst of Statistics. 

A/ Data are period averages. 

z/ Percontaga changes are calculated over corresponding year-earlier periods. 

z/ From 1989, the indices are in respect of all typos of rotail premises. They are not 

strictly comparable with the earlier indices that are in respect of shop premises with street 

frontage only. 
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first quarter of 1993, in line with the slowdown in prices in the second 
quarter, rent increases also moderated. However, rental increases did not 
keep pace with price increases in the third quarter of 1993, so that price- 
rental ratios rose noticeably. 

3. Determinants of asset orice channes 

a. Eouitv orices 

There are four major factors behind the sharp rise in equity prices in 
Hong Kong over the period 1988-1993. The first is Hong Kong's growth 
performance and a marked increase in corporate earnings, reflecting in part 
the increasing integration with the booming Chinese economy. Secondly, 
there have been changes in the risk premium associated with political 
uncertainties, and a significant improvement in the efficiency and 
transparency of the stock market. These two factors have led to a re-rating 
of the Hong Kong market by global fund managers. Third, there has been a 
sharp expansion in capital inflows into the region owing to a reassessment 
of Asia's growth prospects, low foreign interest rates, and "fully-valued" 
industrial country stock markets. Fourth, domestic monetary conditions-- 
relatively high inflation and low nominal interest rates--have also played a 
role in channeling funds to the asset markets. 

A fundamental determinant of equity prices in Hong Kong has been the 
increased optimism regarding its long-term growth prospects and the sharp 
rise in corporate earnings. The optimism has been driven, in large part, by 
the continuing market-oriented reforms and strong growth in China, 
particularly in the southern provinces, and the very rapid integration of 
the economy of Hong Kong and of these provinces. Hong Kong and China are 
each other's largest trading partners, with China now being the largest 
market for Hong Kong's domestic exports, as well as the largest market for, 
and the largest supplier of, Hong Kclng's re-exports. 

In addition to trade in goods, Hong Kong serves as an important service 
center for China, by the provision of financial and related business 
services as well as infrastructure facilities such as the port and airport. 
Hong Kong is also the most important source of external direct investment in 
China, accounting for two-thirds of the total, and Hong Kong-based investors 
have signed letters of intent for more than $100 billion in Chinese projects 
in the last three years. In recent years, Hong Kong manufacturing, trading, 
and property companies have become extremely active in south China, 
especially in Guangdong Province, and have seen a remarkable increase in 
their sales and earnings from activities in that province. Similarly, 
financial companies have seen their earnings soar on the basis of trade and 
project financing in south China. For the corporate sector, earnings 
increased by around 25 percent and 18 percent in 1992 and 1993, 
respectively, with an increase of over 20 percent projected for 1994. 

The current and prospective earnings of financial companies have also 
been enhanced by the continuing development of Hong Kong;as an international 
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financial center. Building on its favorable geographical position, 
excellent international communication links, and the absence of any 
restriction:. on capital flows, Hong Kong's financial markets, particularly 
in foreign e>,hange and gold, now form an integral part of the corresponding 
global markets. Almost all of the top 100 banks in the world have 
operations in Hong Kong, and it has started serving as an important center 
for the intermediation of international flows of savings and investment, 
particularly through the syndication of loans and international fund 
management. In addition to the equity market, local capital markets are 
developing rapidly, and there has been a revival in activity in the 
Hong Kong Futures Exchanges. Trading in Hang Seng Index futures tripled 
between 1991 and 1993, with trading in the new futures contacts based on the 
four Hang Seng sub-indices introduced in 1991, and options on the Index 
introduced in early 1993. There are now plans to introduce trading in 
individual stock options in 1994. 

A second factor underlying equity price increases has been the 
diminution of the risk premium arising out of uncertainties with regard to 
Hong Kong's status after 1997. This premium was especially pronounced in 
the early 1980s when Sino-British discussions over the future of Hong Kong 
were initiated. In recent years, however, as the economies of Hong Kong and 
China have become closely interlinked, investor concern regarding the impact 
of the transfer of sovereignty on Hong Kong's prospects appears to have 
diminished considerably. Although uncertainties have increased occasionally 
during the last two years, particularly with regard to elections in 
Hong Kong during 1994-95 and the timing and financing of the infrastructural 
projects, the general perception has been that Hong Kong's prospects, and 
particularly its future as an international financial center, are not in 
doubt. Moreover, increasing investments by China in Hong Kong create a 
joint interest in prosperity. While it is difficult to quantify the change 
in risk premium for the market as a whole, it is noticeable that in the 
Economist Intelligence Unit's quarterly credit-risk rating--based on 27 
economic and political factors- -Hong Kong's perceived riskiness has declined 
over the last few years, and is now among the lowest in the 
world. lJ 

In part because of the above two factors, there has recently been a 
sharp increase in demand by foreign investors, in particular, by foreign 
mutual funds, seeking higher returns and portfolio diversification. The 
increased demand reflects, in part, a positive reappraisal of the prospects 
of the Hong Kong economy after 1997. Foreign investor confidence has also 
been increased by radical regulatory reforms in the last few years, 

lJ The Economist Intelligence Unit assesses the riskiness of over 80 
countries on the basis of 27 factors including debt, current account 
position, economic policy, and political stability. A rating of 100 
indicates maximum risk. In the third quarter of 1993, Hong Kong's risk 
rating was between 5 and 10, which is similar to that for major industrial 
countries. 
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including provisions to increase the transparency of dealing in the market, 
and penalties for insider trading. lJ The reappraisal of economic 
prospects, together with the regulatory reforms, has resulted in increasing 
capital inflows for equity investment. 2/ These inflows were given a 
further impetus by a widely publicized re-rating at end-September 1993, when 
a major U.S. investment bank advised a doubling of the weighting of 
Hong Kong shares--from 8 to 16 percent- -in its emerging market portfolio. 
This was an important element in the sharp rally in stock prices in the 
following six weeks, when prices increased by over 25 percent. 

Foreign demand for Hong Kong equities-- as well as for equities in other 
economies in the region-- was also spurred by the external economic 
environment, especially during 1991 and 1992. During this period, low 
international interest rates, combined with weak economic activity and low 
corporate earnings in the United States and other industrial countries, made 
equity Lnvestments Fn emergLng equity markets, including in East Asia, 
particularly attractive. 3J The fixed exchange rate link of the Hong Kong 
dollar with the U.S. dollar, by eliminating exchange rate risk, provided an 
additional attraction, as did the highly developed financial infrastructure, 
prudential regulations, and disclosure information about listed companies' 
operations and performance. 

Finally, domestic monetary conditions in Hong Kong--relatively high 
inflation and low nominal interest rates --have also made equities an 
attractive alternative for both the household and the business sectors. 
Nominal interest rates on 12-month savings deposits have declined by over 
4 percentage points since mid-1991 to reach a low of 3 l/2 percent in the 
third quarter of 1993. In addition, domestic companies themselves, 
especially manufacturing and property companies, have been flush with 
liquidity over the last three years due to record profits and have been 
significant purchasers of equities. Investor interest has also been spurred 
by an increase in new listings, particularly of companies based in China. 

While judgments about the appropriateness of stock market valuation are 
extremely difficult, the above factors suggest that the rise in stock market 
prices over the past five years does not represent the type of asset bubble 
phenomenon that has occurred in the recent past in several industrial 
countries. The extent to which price increases are justified by economic 
prospects and the diminution of the risk premium can be illustrated by 
examining price-to-earnings ratios and dividend yields. The price-to- 

lJ This supports the view that, far from seeking the least regulated 
markets, foreign investors are attracted to markets that are well, although 
not overly, regulated. 

2J Although Hong Kong does not collect statistics on capital flows, an 
analysis of the banking sector's balance sheet suggests that capital inflows 
are likely to have increased sharply since 1990. 

3J For an analysis of the causes and effects of recent capital inflows 
into several Asian countries, see Bercuson and Koenig (1993). 
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earnings ratio over the last four years (on a 12-month lagging basis) 
increased from 9 in 1989 to about 17 by end-October 1993. Although this 
ratio was unusually depressed earlier, reflecting risk premia that investors 
attached to the Hong Kong market, even with the large price increases, the 
ratio is on par, or even somewhat lower than that in several other regional 
markets. For instance, at end-October 1993, Singapore and Malaysia had 
ratios of about 27 (Table 6). In terms of the dividend yield--the ratio of 
aggregate dividends to aggregate market value--price increases also do not 
appear to have been excessive. In the second half of 1993, for instance, 
the yield ratio for Hong Kong was about 2 3/4 compared with 1 l/4 for 
Singapore, 1 for Malaysia, and under 1 for Japan. While comparisons across 
countries should be interpreted with care because of differences in capital 
structures, accounting conventions, as well as the relative cyclical 
position of the countries being considered, these ratios suggest that the 
recent price increases may not be out of line with the fundamentals. 

The resilience of the equity market in Hong Kong was also underlined 
when, in mid-November 1993, the same investment bank that had signaled the 
re-rating reversed its original recommendation and reduced the proportion of 
Hong Kong stocks in its model portfolio. The market, however, did not 
decline significantly following this reversal, and subsequently, has 
continued on an upward trend. 1/ Nevertheless, this change in assessment 
by a major foreign institutional investor highlights potential concerns 
about the sustainability of price increases. Risks could develop from an 
abrupt change in the fundamentals, owing for instance to an increase in 
international interest rates, or from increases in political uncertainty. 
There also appear to be concerns that investor expectations of earnings of 
Hong Kong companies operating in southern China may have been too 
optimistic. 

To illustrate the extent to which the market may have deviated in the 
most recent period from underlying fundamentals, a simple statistical 
exercise was undertaken. 2/ The exercise is based on estimating an 
equation for equity prices using monthly data from January 1988 to December 
1992, with corporate earnings, earnings growth, dividend yield, and interest 
rates as the key explanatory variables. In addition, to take into account 
the effect of political developments, a "dummy" variable was constructed, 
which takes the value of 1 in periods of political uncertainty, and a value 

u In this context it is also worth noting that since 1989 volatility in 
the Hong Kong equity market, while high compared to industrial countries, 
has been if anything lower than in other emerging equity markets (see 
Table 7). 

u For some discussion of issues related to the role of fundamentals in 
determining equity prices, see Flood and Hodrick (1990) and Shiller (1990). 
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Table 6. Asian Emerging Markets: Earnings Growth and 
Price-Earnings Ratios, 1987-93 

1987 1988 1989 1990 1991 1992 1993 

Earnings growth 

Hong Kong 
Indonesia 
Korea 
Malaysia 
Philippines 
Singapore 
Taiwan Province 

of China 
Thailand 

Average 

Price-earnings ratios 

Hong Kong 
Indonesia 
Korea 
Malaysia 
Philippines 
Singapore 
Taiwan Province 

of China 
Thailand 

Average 14 17 23 15 16 15 22 

32 

'4; 
43 
47 
35 

27 21 52 32 41 8 
33' 71 105 -5 5 10 
52 8 -12 9 9 11 
54 33 33 37 7 14 
54 23 2 24 14 15 
35 28 -6 6 10 17 

63 
. . . 

43 

44 6 -33 17 5 11 
38 35 18 7 8 4 

42 28 14 15 10 13 

10.9 9.1 9.2 9.6 11.6 11.5 16.8 
5.5 20.0 27.3 13.4 12.6 13.2 23.4 

11.0 13.4 14.3 12.3 11.5 14.2 16.4 
24.3 23.1 24.5 16.8 16.0 17.2 26.5 
10.9 9.7 19.4 9.1 14.3 13.2 19.5 
17.5 16.3 18.8 14.3 17.6 16.1 27.3 

18.1 30.6 53.5 29.1 28.4 25.3 29.8 
11.1 12.0 19.6 12.6 14.9 12.1 18.1 

(Percentaee chance) 

Source: CS First Boston (Hong Kong) Limited. Data for 1993 are for the period 
up to October 31. 
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Table 7. Volatility in Selected Equity Markets, 1983-93 I/ 

1983-93 1983-88 1989-93 

Chile 3.7 7.9 7.3 

Colombia 4.6 6.3 11.6 

Hong Kong 8.1 10.0 6.8 

India 2.2 7.5 12.8 

Japan 0.9 3.8 5.7 

Korea 1.6 7.5 12.8 

Mexico 6.6 16.4 7.9 

Pakistan 6.6 2.8 8.8 

Thailand 1.8 7.1 8.7 

United Kingdom 1.1 4.7 3.9 

United States 1.0 3.8 2.9 

Zimbabwe 2.2 9.5 7.5 

1/ Measured by the standard deviation of the percentage change in 
equity prices (at end-month) in domestic currency. Data for 1993 are 
through August. 
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of zero otherwise. u Th e results of estimating this equation emphasize 
the high sensitivity of equity prices not only to corporate earnings but 
also to changes in interest rates and political developments (see Table 8). 

The above estimates were then used to predict equity price movements. 
The results noted in Chart 5 suggest that price increases from end-1991 to 
mid-1993 could be explained fairly reasonably on the basis of underlying 
fundamental factors. However, since June 1993, actual price increases have 
exceeded what could have been expected on the basis of fundamentals. It 
should be noted that while this result clearly warrants some concern about 
stock market activity, 'it does not necessarily imply the existence of a 
speculative bubble. This is in part because of uncertainty about the 
stability of underlying parameters; it is also because the estimating 
equation does not explicitly take into account the changing risk premium and 
re-rating of the Hong Kong economy, or the associated sharp increase in 
capital inflows in the second half of the year. A simulation exercise 
undertaken using the econometric model also reinforced the expectation that 
were interest rates to increase substantially during 1994--say by 
3-4 percentage points- -this could have a marked dampening effect on the 
increase in equity prices. 

b. Pronertv nrices 

Several of the factors underlying the increase in equity prices were 
also important in the increase in property prices. Buoyant domestic 
activity, increased confidence in economic prospects, and diminished 
political uncertainties all sharply increased the demand for commercial 
property during 1990-92, with considerable investment originating from 
China. The market also gathered momentum after July 1991 following the 
announcement of the Sino-British "Memorandum of Understanding" on the 
implementation of the new airport and other related projects. Moreover, the 
decline in loan rates, by about 4 percentage points from mid-1989, coupled 
with high domestic inflation, sharply lowered financing costs in real terms. 
In addition to these factors, high population density, a rapid rise in 
household income, and changes in the demographic composition in the last 
decade have also boosted demand for residential property. 

The demand for property has been further supported by accommodative 
financial conditions, while the supply of land, and hence property, has been 
relatively inelastic. Property loans have been one of the most profitable 
forms of domestic business for the banking sector, and in recent years, 
nearly one third of the loans for use within Hong Kong have been channeled 

u For instance, the variable took the value of 1 in October and November 
1992, when constitutional development plans for the coming five years 
(announced in October) were followed by a set of diplomatic exchanges 
between the British and Chinese Governments. Similarly, in March 1993 it 
took the value of 1 when Sino-British tensions concerning Hong Kong again 
increased. The variable took the value of zero in most other periods. 
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Table 8. Hong Kong: Estimates of Determinants of Equity Prices 

A Log (HKI/EARN), - 1.18 + 0.49 Alog (HKI/EARN)t-3 
(4.3) (5.9) 

- 0.43 log (HKI/EARIQt-3 
(-4.17) 

- 0.03 A (INT-!URNG)t 
(-3.67) 

- 0.04 (INT-EARNWt-3 
(-3.76) 

- 0.09 POLt 
(-3.94) 

S.E.E = 0.063 R2 - 0.70 

where HKI - 

EARN - 

EARNG - 

INT - 

POL - 

DW - 1.64 h- 1.40 

Hong Kong Index 

Trend of Corporate Earnings 

Trend Growth in Corporate Earnings 

Rate on deposits of 12-month maturity 

Dummy variable taking a value of 
1 in periods of political uncertainty, 
0 otherwise. 

Note: Equation was estimated over the period January 1988 - December 1992 
using monthly data. 
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to the property sector. There has also been an important .interrelationship 
between the increase in stock prices of property companies, availability of 
bank credit, and further investment in property. Property companies account 
for over one fourth of the capitalization of the Hong Kong stock market. As 
stock prices of these companies boomed, they were able to borrow larger 
amounts, and undertake further investment in the property market. While 
part of this investment took the form of new construction, a major share was 
allocated to the purchase of existing premises. 

In view of the rapid escalation of property prices, the Government 
sought to discourage speculation, especially in the residential market. In 
addition to various land auctions, both in 1991 and 1992, the authorities 
advised banks to tighten mortgage lending policies. As a result, banks 
adjusted their loan-to-value ratios from up to 90 percent to 70 percent. In 
addition, banks did not continue reducing mortgage interest rates in line 
with the decline in other interest rates. In early November 1991, the 
authorities moved directly to discourage property speculation by making the 
existing stamp duty on property transactions payable on each sale and 
purchase agreement. 

The initial response to the above measures was muted, and while 
transactions were reduced, property prices continued to increase in the 
first half of 1992. Some consolidationbegan in the second half of 1992 and 
early 1993, when banks tightened mortgage policy by further reducing the 
loan-to-value ratios for certain residential properties. On a quarter-on- 
quarter basis, residential property prices in the first quarter of 1993 were 
almost unchanged, tihile prices of office and factory space increased much 
less than in the corresponding period a year earlier. While prices again 
increased noticeably in the third quarter of 1993, in the subsequent two 
months there was some consolidation. 

As in the case of the equity market, it is difficult to accurately 
assess the sustainability of current price levels. Despite the recent 
consolidation, property prices have risen significantly relative to rentals 
over the last four years. Residential prices relative to an index of 
nominal GDP show a marked increase over the last three years, although 
mortgage payments-to-income ratios do not show a sharp rise. JJ As in the 
case of the equity market, changes :in sentiment could have a significant 
effect on property prices. While the supply of most types of residential, 
commercial and retail property forecast for 1994-95 appears ample, excess 
demand could develop if foreign companies continue to locate in Hong Kong, 
and if the banks were to relax their mortgage lending policies, as they are 
planning to do from mid-1994 onwards. In the past the authorities have 

I-J The ratio of monthly mortgage repayment (assuming a 70 percent loan- 
to-assessment ratio) to average household income was 78 percent in the 
fourth quarter of 1991. After rising to 84 percent in second quarter of 
1992, it fell steadily to 64 percent in the first quarter of 1993, but 
increased again to 70 percent in the following quarter. 
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tried to reduce the upward pressure on prices by easing supply bottlenecks 
through increasing land supply and ensuring adequate imported labor for the 
construction sector. u Combined with restrictive bank lending policies, 
this has had some effect in curtailing excessive speculative activity. 

4. Imolications of asset orice movements 

Asset price increases can have a direct effect on economic activity, 
mainly through private consumption and investment, and can also have 
implications for the financial system. However, unlike several other 
economies where asset price increases made the financial sector--especially 
the banks--highly vulnerable to any downturns, the situation in Hong Kong 
appears to be different. 

Real private consumption increased by an annual average of nearly 
7 percent over the last three years. It is difficult, however, to separate 
the effect on consumption of an increase in asset prices from that of low 
real interest rates, and a recovery in consumer confidence following the 
lessening of political uncertainties, Although estimates of household net 
worth are not available, it is likely to have increased substantially over 
1989-93, reflecting both gains from equity holdings as well as capital gains 
on property. The direct effect on consumption of increases in net wealth 
may have been considerable, despite the fact that net worth entails 
significant unrealized capital gains, so that household liquidity is not 
necessarily increased. u In the case of property, there is some evidence 
that it has been used as collateral to increase borrowing in the form of 
equity loans, although the effect has been limited. 

In the case of the corporate sector, the equity price increases lead to 
a decline in the cost of capital, and to increase in the firms' net worth 
that can be used as collateral for credit. Both these factors facilitate 
investment, which grew noticeably between 1989 and 1993. Rapidly rising 
equity prices also enabled large companies to shift from bank loans to 
issuing new equity and convertible (equity-linked) bonds at very low 
interest rates. There has also been a marked increase in the listing of new 

I/ The annual restriction on the supply of new land to 50 hectares, in 
accordance with the Sino-British Joint Declaration, has been instrumental in 
constraining the supply of properties, although in most years there has been 
joint agreement with China to somewhat exceed this limit. 

2/ In 1993 alone, the capitalization of the Hong Kong stock market 
increased by nearly US$lSO billion, owing largely to the increase in equity 
prices by 116 percent. While data are not available on the proportion of 
the incremental wealth accruing to domestic residents, it is not 
unreasonable to assume that it may exceed US$lOO billion. Even a 
US$lOO billion increase--assuming a marginal propensity to consume from 
wealth of around 0.04, an estimate consistent with that available for other 
countries in the region--would suggest a boost to domestic consumption of 
4 percent of GDP. 
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companies, with a record listing of 62 companies in 1992, raising nearly 
US$2 billion. For the nonfinancial sector as a whole, leverage (ratio of 
debt to equity) fell markedly, and now averages less than 20 percent. u 
Increased investment, in turn, has increased productivity and profits of the 
corporate sector, thereby having a further beneficial effect on these 
companies' stock prices. 

Finally, unlike other economies, the banking sector in Hong Kong has 
not been exposed in the equity sector since loans for equity purchases have 
been limited. In addition, while banks have increased their own equity 
investments in recent years, these remain a small proportion of banks' 
assets. However, as noted above, banks have extended significant loans for 
property purchases which could make them vulnerable to any sharp correctlon 
in property prices. Moreover, such a downturn could also reduce the value 
of the collateral used by property companies. 

A downturn in asset prices could, of course, potentially be a cause for 
concern in terms of its effect on consumer and investor confidence, and for 
its implications for economic activity. However, there are apparently three 
important factors that suggest that the banking system is sound and a 
downturn in asset prices is unlikely to have a major direct effect on it. 
First, banks have already curtailed new lending to the property sector and 
while their existing property loans are a large proportion of their domestic 
loans, as a proportion of their total domestic and overseas operations, 
their exposure is small. Second, all banks have met, and often 
significantly exceeded, the Bank for International Settlements requirements 
for capital adequacy, with the average capital ratio exceeding 15 percent. 
Third, bank profits rose by an average of 30 percent over the last three 
years, reflecting increased lending volumes, widening intermediation 
margins, and increased income from investments. These factors suggest that, 
in the absence of a dramatic deterioration in the economic or political 
environment in Hong Kong, the financial position of the banking sector is 
likely to remain strong. 

u See Schinasi and Hargraves (1993) and Hargraves and others (1993) for 
a comparable discussion of the effects of increases in equity prices on the 
corporate sectors in Japan, the United States, and the United Kingdom. 
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III. Alternative Medium-Term Scenarios 

1. Introduction 

This chapter assesses Hong Kong's medium-term prospects under three 
alternative scenarios: a reference scenario; a fiscal stimulus scenario; 
and a scenario of slower growth in China that reduces demand for Hong Kong's 
exports. A small, forward-looking model is used focusing on the links 
between the inflation process, the external balance, and aggregate demand. 
The core behavioral relationships in the model are represented by four 
estimated equations describing consumer price inflation, export and import 
volumes, and export prices. Additional relationships link import prices to 
foreign export prices, and domestic demand to changes in the terms of trade. 

The reference scenario is based on the assumption that private spending 
growth remains strong over the near term, reflecting a continuation of 
accommodative financial conditions, while fiscal policy is assumed to be 
neutral. Foreign variables follow paths based on World Economic Outlook 
(WEO) projections for Hong Kong's trading partners. This benchmark scenario 
is then used to assess the implications of two alternative assumptions. The 
fiscal stimulus scenario examines the effects of the projected rise in 
government spending owing to the planned scaling-up of activity on the 
Airport Core Projects (ACP). The second alternative assesses the impact on 
Hong Kong of a sharp decline in growth in China's imports. 

The results for the reference scenario suggest that a continuation over 
the near term of strong private demand would result in output growth and 
inflation remaining close to recent rates. Over the medium term, however, a 
loss in external competitiveness would cause output growth to temporarily 
fall below its longer-term potential rate, while inflation would decline 
gradually to 5-6 percent from the 8-9 percent rates observed recently. 
Including the fiscal stimulus from the ACP implies a more pronounced cycle, 
with both output growth and inflation rising in the near term above recent 
levels. As the stimulus to demand dissipates, the consequent slowdown in 
activity is sharper than in the reference scenario. Finally, a weakening in 
China's import growth would temporarily reduce growth in Hong Kong, but the 
model suggests that domestic costs and prices would adjust quickly to the 
change in external circumstances, moderating the impact on real output over 
the medium term. 

2. The model 

The model used for the medium-term scenarios is based on the four 
estimated relationships shown in Table 9. All estimation was performed 
using ordinary least squares on annual data starting in the 1970s and ending 
in 1992. Given Hong Kong's fixed exchange rate, the structure of the model 
is made particularly simple because domestic monetary conditions are tied 
down to exogenous, foreign conditions. This eliminates the need to specify 
relationships for the response of domestic interest rates to changes in 
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Table 9. Estimated Eauations of the Medium-Term Model 
(t-ratios in parentheses) 

1. Inflation 

=t = 0.65 xt-l + ~i3i5)net+l + y361)gapt 

Period: 1972-92 

2. Extort VOlUme 

log(xt) - -1.13 
(3.3) 

Period: 1976-92 

3. Import volume 

log(mt) - -0.24 
(1.9) 

Period: 1970-92 

4. ExDort price 

R2: 0.772 Durbin-Watson: 1.98 

log(pxt/pxwt) + 0.73 log(imw,) + 6.58 
(12.3) (17.3) 

ii2: 0.984 Durbin-Watson: 1.43 

F(2,18): 32.6 

F(2,14): 477.6 

log(pmt/cpit) + L;36;og(ddt) - 0.59 
(1.4) 

ii? 0.991 Durbin-Watson: 0.74 F(2,20): 1248.9 

log(pxt) - (&5~)log(pxwt) +(z.';y log(Wt) + 0.21 log(imwt/ypt) 
(3.7) 

- 0.02 tt + 1.12 
(4.0) (2.6) 

Period: 1976-92 3: 0.999 Durbin-Watson: 3.03 F(4,12): 2847.4 

Variable definitions: 

A 

gap 
X 

Px 
Pxw 

imw 

m 
Pm 
cpi 
dd 
YP 
tt 

= 

= 

P 

= 

consumer price inflation (see text for definition of xe +l) 
gap between actual real GDP and potential (as percent o E potential) 
real domestic exports of goods and nonfactor services 
deflator for exports expressed in U.S. dollars 
weighted average of partner country export prices in U.S. dollars 
using Hong Kong's export weights 
weighted average of partner country merchandise import volumes using 
Hong Kong's export weights 
total real imports less re-exports of goods and nonfactor services 
deflator for imports expressed in U.S. dollars 
consumer price index expressed in U.S. dollars 
total real domestic demand 
potential real GDP 
linear time trend 

Source: Staff estimates. 
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activity and prices, and the reaction of the exchange rate and domestic 
demand to changes in interest rates. As a result, the model has only one 
channel through which increases in aggregate demand are eventually crowded 
out : higher demand raises inflation, which increases the level of domestic 
prices and costs over time; declining competitiveness then reduces net 
exports, offsetting the initial increase in aggregate demand. L/ 

The equation for inflation is perhaps the most important in terms of 
the dynamic paths that the model generates in response to exogenous shocks, 
as it determines the response over time of the price level to excess demand 
or supply pressures. As shown in equation (l), CPI inflation depends on the 
gap between actual and potential output, 2/ and a weighted average of last 
period's inflation and next period's expected inflation. J/ This 
dependence of inflation on both bac'kward- and forward-looking elements can 
be derived from general models of wage and price inertia. 4J The 
estimated parameters indicate a wei,ght of about two thirds on past inflation 
and one third on expected future inflation, while a 1 percentage point 
increase in the output gap raises inflation by almost 0.7 percentage point 
on impact. 5J 

Equation (2) indicates that the demand for domestic exports depends on 
the price of Hong Kong's exports relative to those in trading partners, and 
the volume of world merchandise imports weighted by Hong Kong's export 
shares. 6J The results show that relative prices and foreign activity 
have strong and significant effects, Specifically, a 1 percent increase in 
the relative price of Hong Kong's exports leads to a 1 l/4 percent fall in 

IJ The model is used primarily for short- to medium-run analysis, and 
thus does not embody longer-run asset dynamics associated with changes in 
foreign and domestic saving. 

2/ Potential output was constructed for the historical period by removing 
the cyclical component from observed GDP using the Hodrick-Prescott filter 
(Hodrick and Prescott (1980)); for the projection period, potential is 
assumed to grow by 5 percent per year. 

3J Expected inflation over the historical period was estimated using the 
fitted values from an auxiliary regression of the realization of next-period 
inflation on information available in the current period. For simulation 
purposes, expectations are equal to the model's prediction of future 
inflation, and thus are assumed to be "model consistent." 

4J For a discussion of the derivation of this type of reduced-form 
inflation equation see Chadha, Masson, and Meredith (1992). 

r/ The latter response is more than double that found, on average, for 
the major industrial countries in Chadha and others (1992), providing 
empirical support for the hypothesis that Hong Kong has unusually flexible 
price and wage setting behavior in response to market pressures. 

6J Re-exports have been removed from both total exports and imports to 
obtain measures of trade flows that abstract from the transshipment of goods 
through Hong Kong. 
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export volume, whereas a 1 percent rise in the import volumes of trading 
partners generates a 3/4 percent increase in export volume. 

The demand for imports (equation (3)) is estimated as a function of 
real total domestic demand and the ratio of import prices to the consumer 
price index (CPI). Both explanatory variables are significant. The results 
suggest that the volume of imports is less sensitive than that of exports to 
price movements, with a 1 percent rise in the relative price leading to a 
fall in import volume of only l/4 percent. Import demand is roughly 
homogenous with respect to domestic demand, with a 1 percent rise in 
domestic demand implying a slightly greater than 1 percent increase in 
import volume. 

The equation for the price of Hong Kong's exports is a reduced form 
relationship incorporating both demand and supply elements (equation (4)). 
The explanatory variables are: the price of competitors' exports; the 
domestic consumer price index; the ratio of partner countries' import demand 
to Hong Kong's potential output; and a time trend. The first and second 
variables proxy for the effects of pricing-to-market and domestic cost 
pressures; the third factor reflects the role of capacity constraints; and 
the fourth allows for different secular rates of productivity growth in the 
traded and nontraded goods sectors. 1/ The results indicate that 
Hong Kong's export prices depend equally on competitors' export prices and 
on the domestic CPI, with weights that sum roughly to unity. Changes in 
partner countries' imports relative to Hong Kong's productive capacity also 
affect export prices, while the time trend has a negative coefficient. 2J 
For import prices, the hypothesis that Hong Kong is a price taker in world 
markets was tested by regressing import prices against partner country 
export prices and other variables. Since only partner country export prices 
were significant --with a coefficient of about unity--this constraint was 
imposed. 

Finally, a channel of feedback from the external sector to private 
domestic demand is introduced by making the latter dependent on changes in 
the terms of trade and the consequent effect on real incomes. Specifically, 
the deviation in domestic demand growth from an assumed underlying trend is 
a function.of the percentage change in the terms of trade weighted by the 

lJ To the extent that productivity growth is faster for traded goods 
production than for nontraded goods, use of the CPI as a proxy for the cost 
of traded goods production biases upward secular cost increases. 

2J The parameter of minus 0.02 on the time trend reduces growth in export 
prices by 2 percent per year. Assuming this offsets the bias induced by the 
presence of nontraded goods in the CPI, and given the parameter of 0.5 on 
the CPI in equation (4), one can infer that secular growth in the CPI 
exceeds that in export costs by about 4 percent per year. 
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share of foreign trade in aggregate output. u Fiscal policy, as 
reflected in the level of government spending, is exogenous in the 
model. u 

3. Medium-term scenarios 

a. Reference scenario 

Using the model for medium-term projections requires specifying 
exogenous growth rates for foreign variables, potential output, the 
underlying trend in private domestic demand, and fiscal policy. The paths 
for foreign variables are based on the October 1993 WEO projections for 
Hong Kong's trading partners. This implies growth in the weighted average 
of competitors' export prices of 2 percent per year during 1994-98, while 
growth in imports of partner countries is projected to slow from about 
10 percent per year in 1994 to 8 l/2 percent by 1998 (the end of the medium 
term). 

Growth in Hong Kong's potential output is assumed to remain at the 
5 percent pace estimated for recent years. 2/ Trend private domestic 
demand (the level of private domestic demand in the absence of shocks to the 
terms of trade) is assumed, over the longer run, to grow at a level 
compatible with potential output growth, that is, 5 percent per year. Over 
the near term, however, domestic demand growth is assumed to remain above 
this underlying trend, with growth of 7 percent in 1994 and 6 percent in 
1995. This assumption reflects a continuation of the robust growth over the 
past three years associated with accommodative financial conditions, as well 
as the expected effects of recent asset price increases. 

The results for the reference scenario are summarized in Section 1 of 
Table 10. Real GDP growth remains above potential in 1994, rising by 
5 l/2 percent, causing a positive gap to open up between actual and 
potential output. 4J Inflation picks up slightly to 9 percent, while the 
external balance declines in relation to GDP as a result of reduced 
competitiveness. In 1995, output growth slows to 5 percent, as the stimulus 
to private domestic demand dissipates. Inflation stays close to 9 percent, 

JJ Other influences on domestic demand, such as financial conditions and 
growth in permanent income, are incorporated in the exogenous trend growth 
path. 

2J As taxes are assumed to remain stable in relation to income, the 
effects of tax changes on private spending were not modeled. 

3J A continuation of potential growth at this rate assumes that major 
public works projects, such as the ACP, will be completed as planned. Thus 
the supply effects of the ACP are incorporated in the reference scenario, 
while the demand effects are not. By implication, the demand stimulus of 
the ACP in the reference scenario is offset by a contraction in other areas 
of fiscal policy such that the overall fiscal stimulus is neutral. 

k/ The gap between actual and potential output is zero in 1993. 
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Table 10. Hong Kong: Alternative Medium-Term Scenarios, 1994-2004 

(Percent oer Year. unless otherwise indicated) 

E . 1994 1995 1996 1997 1998 1999-2004 
Projection 

1. Reference scenario 

Real GDP growth 5.4 

Output gap 1/ -- 

Domestic demand growth 7.6 

CPI inflation 8.5 

External balance 2/ 1.0 

2. Fiscal stimulus from ACP 

Real GDP growth 5.4 

Output gap u -w 

Domestic demand growth 7.6 

CPI inflation 8.5 

External balance 2/ 1.0 

5.5 4.9 4.4 4.7 4.9 

0.4 0.3 -0.3 -0.6 -0.6 

8.0 6.9 5.5 5.2 5.0 

8.9 8.8 7.8 6.5 5.5 

-0.4 -1.2 -1.5. -1.5 -1.4 

6.2 4.8 3.8 4.0 4.5 

1.2 1.0 -0.1 -1.0 -1.5 

10.6 8.1 5.2 3.4 3.2 

10.0 10.3 8.8 6.3 4.2 

-1.6 -3.1 -3.3 -2.1 -1.5 

3. Slowdown in China's imoort prowth 

Real GDP growth 5.4 4.8 

Output gap lJ -- -0.2 

Domestic demand growth 7.6 7.3 

CPI inflation 8.5 7.5 

External balance 2/ 1.0 -1.0 

5.2 

_- 

5.0 

5.1 

-0.7 

5.3 

-- 

4.8 

5.0 

-1.1 

4.7 4.6 5.0 5.5 5.0 

-0.5 -0.9 -0.9 -0.4 0.2 

6.0 4.6 4.4 4.5 5.0 

6.1 4.6 3.6 3.4 5.0 

-2.1 -2.3 -2.4 -1.9 -1.4 

Source: Staff estimates and projections. 

u Deviation of actual from potential GDP as a percent of potential. 
a Balance on goods and nonfactor services as a percent of nominal GDP. 
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however, as the gap between actual and potential output remains positive, 
resulting in a further decline in competitiveness and crowding out of net 
exports. By 1996, however, real growth slows to about 4 l/2 percent, 
reversing the output gap; the consequent reduction in demand pressures 
causes inflation to fall below 8 percent. In subsequent years, inflation 
declines further, reflecting a continued diminution of demand pressures, 
while the external deficit troughs at 1 l/2 percent of GDP. 

Over the 1999-2004 period, output growth averages 5 l/4 percent per 
year, slightly above potential growth, as the negative output gap existing 
in 1998 is eliminated. Inflation averages 5 percent per year, less than the 
long-run rate of inflation of 6 percent generated by the model, owing to the 
need to reverse the competitivenes,s losses experienced during 1994-96. The 
fact that inflation remains somewhat higher than in most trading partners in 
the long run reflects two assumptions that lead to an ongoing appreciation 
of Hong Kong's equilibrium real exchange rate: (i.) continuing rapid growth 
in external activity (especially in China) that raises the demand for 
Hong Kong's exports relative to productive capacity; and (ii) continuing 
rapid productivity growth in traded goods production that lowers the 
relative price of traded to nontraded goods, implying that Hong Kong's CPI 
can grow more rapidly than CPIs in trading partners without a loss of 
competitiveness in the traded goods sector. u 

b. Fiscal stimulus 

This scenario explores the implications for output and prices of the 
fiscal expansion associated with the planned scaling-up of activity on the 
ACP and other public works projects. 2/ Conceptually, the demand stimulus 
is associated with the projected change in capital spending over the 1994-97 
period as a ratio to GDP. Operationally, the starting point for the 
calculation of the stimulus is the medium-term projection for government 
capital spending presented in the 1993/94 budget. These budget estimates 
are converted to a calendar year basis by assuming that the spending was 
evenly allocated over the four quarters of the fiscal year. Projected 
borrowing for the ACP by quasi-auto,nomous public enterprises--specifically 
the Provisional Airport Authority (PAA) and the Mass Transit Railway 
Corporation (MTRC)--is also added to government capital spending as a proxy 
for the actual expenditures that these bodies will undertake on the ACP. 
Finally, the estimated underspending of the capital budget in 1993/94 is 
assumed to represent a shifting of expenditures evenly over the next three 
years. The results of these calculations are as follows: 

lJ See Chapter 1 for a discussion of this "Balassa" effect. 
2/ We look at the demand effects only; as noted above, the supply effects 

are incorporated in the assumption for potential growth in the reference 
scenario. 
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Government capital 
spending 

PAA and MTRC borrowing 

Carryover of 1993/.94 
capital underspending 

Total of above 

Stimulus to spending growth 

1993 

5.5 

-- 

-- 

5.5 

__ 

1994 1995 1996 1997 1998 

(As a percent of GDP) 

5.9 5.4 4.7 4.2 4.2 

1.3 2.3 2.4 0.6 -- 

0.2 0.3 0.3 -- -- 

7.4 8.0 7.4 4.8 4.2 

+1.9 +0.6 -0.6 -2.6 -0.6 

The results of adding the fiscal stimulus to the reference scenario are 
shown in Section 2 of Table 10. The shock to domestic demand in 1994 raises 
GDP growth to 6 l/4 percent from about 5 l/2 percent in the reference 
scenario. Roughly two thirds of the demand stimulus, however, leaks out in 
the form of a reduction in real net exports, reflecting the direct effect on 
imports of higher domestic demand and the loss in competitiveness due to 
higher inflation. CPI inflation rises to 10 percent in 1994 from 9 percent 
in the reference scenario in response to increased pressures in domestic 
factor and product markets. In 1995, output growth declines to about 
5 percent, similar to the reference scenario, as the additional stimulus to 
spending is offset by further declines in competitiveness. Inflation rises 
to 10 l/4 percent, reflecting the continuing gap between actual and 
potential output that results from faster growth in 1994. 

By 1996, the stimulus to activity starts to reverse following the peak 
in spending on the ACP. At the same time, there is a further reduction in 
net exports arising from the accumulated decline in competitiveness. Thus ) 
real GDP growth slows to 3 3/4 percent in 1996, and picks up only gradually 
during 1997-98, causing the level of output to fall about 1 l/2 percent 
below potential. Inflation declines sharply during 1996-98 in response to 
the rising'output gap, reaching a trough of 4 l/4 percent in 1998. Over the 
long run, both inflation and output growth converge to levels similar to 
those in the reference scenario. 

C. Slower imoort growth in China 

Rapid growth in China, and the associated rise in external demand for 
Hong Kong's trade and financial services, has played a key role in 
sustaining strong growth in Hong Kong's exports in spite of a rising real 
exchange rate. In the reference scenario, growth in the volume of China's 
merchandise imports is assumed to moderate gradually from about 20 percent 
in 1994 to 12 percent by the end of the 1990s. In the past, however, 
China's import performance has been characterized by stop-and-go cycles, as 
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evidenced by the experience in the mid-1980s and the early 1990s. lJ In 
this alternative scenario, the medium-term model is used to explore the 
implications for Hong Kong of a sharp slowdown in China's imports. In 
particular, it is assumed that China's import growth falls to 5 percent 
during 1994-97 before returning to the longer-term path of 12 percent growth 
thereafter. 

As shown in Section 3 of Table 10, real GDP growth in 1994 falls to 
4 3/4 percent, reflecting the impact of lower external demand growth. 
Inflation responds quickly to current and prospective reductions in real 
growth, however, dropping to 7 l/2 percent in 1994 from almost 9 percent in 
the reference scenario, while the external balance is reduced by l/2 percent 
of GDP compared with the reference scenario. Inflation remains, on average, 
about 2 l/2 percentage points below the level in the reference scenario 
during 1995-97, reflecting a rapid adjustment of costs and prices to the 
slowing in external demand. As a result, the initial impact on output is 
not long-lasting, and GDP growth recovers to roughly the same rate as in the 
reference scenario during 1995-97. 2J 

4. Summarv 

Under the reference scenario, .the model suggests that inflation and 
output growth are not likely to moderate in the near term given the stimulus 
to demand expected from continuing accommodative financial conditions and 
the wealth effect of asset price increases. Accompanying these demand 
pressures, a further decline in the external balance is projected in the 
near term. Over time, as the stimu:Lus to private spending dissipates, 
output growth temporarily falls below its potential growth rate, leading to 
a gradual d ecline in inflation. The difference between Hong Kong's 
inflation rate and that in trading partners over the longer run is 
consistent with the real exchange rate appreciation associated with robust 
growth in external activity and rapid productivity growth in Hong Kong's 
traded goods sector. 

Adding the fiscal stimulus associated with the ACP to the near-term 
growth in private spending assumed in the reference scenario reinforces the 
cycle in activity and inflation described above. Both output growth and 
inflation rise over the near term from recent rates, while the external 
balance declines more sharply. The associated loss in competitiveness leads 
to a more pronounced slowdown in later years. A sharper decline in China's 
import growth than assumed in the reference scenario dampens activity in 
Hong Kong initially, but the effect over time is moderated by a rapid 

lJ In both 1986-87 and 1990, China's volume of imports fell by about 
15 percent in conjunction with downturns in economic activity. 

2J A more abrupt shock was also simulated, in which China's imports fell 
by 15 percent in the first year before recovering to the underlying trend 
growth rate. This yielded GDP growth in Hong Kong of 3 3/4 percent in 1994 
combined with a decline in inflation to about 6 percent. 
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adjustment of domestic prices and costs to the change in external 
circumstances. 

In gener;L, the cyclical paths associated with these medium-term 
scenarios suggest that Hong Kong's economy could adjust quite flexibly to 
shocks to internal and external demand. This flexibility results in part 
from the high sensitivity of inflation to excess demand pressures. It also 
reflects the forward-looking nature of inflationary expectations, which 
reduces the "stickiness" of inflation in the face of shocks that affect both 
current and future demand. Finally, the large size of Hong Kong's trade 
sector implies that a relatively high proportion of a shock to domestic 
demand leaks out directly in the form of increased imports. 



- 40 - 

References 

Chadha, B., P. Masson, and G. Meredith, "Models of Inflation and the Costs 
of Disinflation," Staff Paners, International Monetary Fund 

(June 1992), Vol. 39, pp. 395-431. 

Hodrick, R., and E. Prescott, "Post-War U.S. Business Cycles: An Empirical 
Investigation," Carnegie-Mellon University Discussion Paper No. 451 

(Pittsburgh: Carnegie-Mellon University, November 1980). 

International Monetary Fund, World Economic Outlook, World Economic and 
Financial Surveys (Washington: International Monetary Fund, October 
1993). 



- 41 - 

IV. Some Imolications of the ProDosed Pension Scheme 

1. Introduction 

In December 1993, the Hong Kong Government proposed the establishment 
of a compulsory public pension scheme. The proposal envisages the payment 
of a flat-rate benefit, possibly equal to 30 percent of the median wage, for 
all citizens aged 65 and over, financed by a flat-rate payroll tax on 
earnings. Although the exact form of the scheme and its implementation date 
are still undecided, it is nevertheless worth investigating some possible 
implications of the proposal. Two of the most important implications relate 
to the sustainability over the longer term of initial contribution and 
benefit rates and the initial effects on private savings behavior. lJ 

In a pay-as-you-go scheme, such as that proposed for Hong Kong, 
current benefits are entirely financed by current contributions; no fund is 
accumulated to finance future benefit payments. The relationship between 
initial contribution and benefit rates is a function of the number of 
employed relative to the number of elderly. Hence, the sustainability of 
initial contribution and benefit rates is critically dependent on 
demographic changes. In this regard, the proportion of elderly in Hong Kong 
is expected to increase greatly, implying either a significant decrease in 
the benefit rate or a substantial increase in the contribution rate. The 
experiences of some countries of the Organization for Economic Cooperation 
and Development suggest that such changes in the initial parameters of the 
system are politically difficult and often avoided by recourse to general 
budgetary support. 

From a macroeconomic perspective, the introduction of such a scheme is 
likely to result in a reduction in private savings. The current population 
expects to receive benefits paid for by the next working generation. Thus ) 
provided the former generation values the next working generation's utility 
less than their own, they will perceive their lifetime wealth to have risen, 
and will thus tend to save less. 

This chapter assesses the implications of the proposed pension scheme 
for the sustainability of initial benefit and contribution rates and private 
savings over the next 25 years. It should be noted, however, that the 
results presented are hypothetical projections, not predictions, and are 
intended to illustrate some of the potential consequences of the scheme. 

1/ The imposition of a payroll tax unrelated to the benefits an 
individual derives from the system could also create disincentives to work, 
thus reducing the labor supply. 
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2. Implications of demographic changes for 
contribution and benefit rates 

Under a pay-as-you-go pension system, current pension payments equal 
current contributions. The relationship between benefit and contribution 
rates and the "support ratio" (the number of workers per pensioner) can be 
summarized by the equation B/a-S, where a is the contribution rate, D is the 
ratio of benefLt to the average wage (the replacement rate), and S is the 
support ratio. Thus, a lower support ratio implies a higher contribution 
rate and/or a lower replacement rate. In other words, if the replacement 
rate is constant and the support ratio falls, the contribution rate must 
rise. Hence, the sustainability of the initial contribution and replacement 
rates depends on the evolution of the support ratio, and thus, the 
population structure. 

For the purposes of this exercise, the pension scheme is assumed to be 
implemented in 1994. This assumption is only for reasons of exposition, and 
the results do not change significantly if the scheme were to commence 
somewhat later. 

Staff projections of Hong Kong's population structure (Chart 6, top 
panel) show a continuous increase in the share of the elderly (defined as 
the population aged 65 and above) at the expense, initially, of the share of 
the young (14 and under), and later, of the share of the working age 
population (15 to 64 years of age). JJ The elderly population's share 
rises from 9 percent in 1993 to 12 percent in 2005, and reaches almost 
16 percent in 2018. The working age population's share rises from 
70 l/2 percent to 72 l/2 percent over the period 1993-2005, remains 
unchanged until 2013, and then declines to 68 percent in 2018. 

For employment, the staff assumes that participation and unemployment 
rates remain at their 1993 levels. 2/ Hence, the support ratio is 
projected to decline (Chart 6, middle panel) from 5 in 1993 to 4 in 2005, 
reaching 2 3/4, almost half its 1993 level, in 2018. 

An initial replacement rate of 30 percent of the median wage (about 
21 percent of the average wage) is assumed, in line with suggestions made in 
discussions of this issue in Hong Kong. If this rate is to be held 
constant, given the projected time path of the support ratio, the 
contribution rate will need to almost double over the period 1994-2018, from 
4 l/2 percent in 1994 to 8 percent by 2018 (Chart 6, bottom panel). As the 

lJ Details of the population and employment projections are given in the 
Annex to this chapter. Staff projections are used, rather than the official 
population projections, because the latter are somewhat outdated and do not 
extend far enough into the future. However, there is no significant 
divergence between the two. 

2J The participation rate has fallen over the last 20 years, however, the 
staff assume this trend will cease. 
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CHART 6 

HONG KONG 

DEMOGRAPHIC-BASED PROJECTIONS, 1993-2018 
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highest individual average tax burden is currently 15 percent, and less than 
half of the work force currently pays the salary tax, the pension 
contributior. ygould represent a substantial increase in the level and 
coverage of taxation. lJ Alternatively, if the contribution rate were held 
constant at the 1994 level, the replacement rate would almost be halved from 
its initial value of 21 percent of the average wage to 11 percent in 2018. 

The implementation of the substantial changes in replacement and 
contribution rates implied by demographic changes may be politically 
difficult. If the requisite changes are not made, general budgetary support 
would become necessary. For Hong Kong, staff estimates indicate that 
government support of the scheme that would be required to maintain the 
initial contribution and replacement rates would rise to l/2 percent of GDP 
by 2005, and to 1 l/4 percent of GDP in 2018. 

3. Azzrepate demand effects 

The proposed pension scheme would affect aggregate demand through its 
impact on private spending. 2/ Private spending, in turn, depends on the 
net effect on spending of those receiving the pension versus those paying 
the contributions. 

The estimates of the effect on expenditure hinge on the time horizon 
over which individuals are assumed to make their decisions. If individuals 
only consider the short term (a Keynesian framework), then a contributor's 
expenditure will fall by the amount of the pension contribution multiplied 
by the contributor's propensity to consume. Similarly, a pension 
recipient's expenditure would rise by the amount of the pension payment 
multiplied by the recipient's propensity to consume. Thus, the net effect 
depends on the differences in the propensity to consume between contributors 
and recipients. As the recipients can be expected to consume all income, 
aggregate demand would increase by the total amount of pension contributions 
multiplied by the contributors' savings rate. 1/ At the other end of the 
spectrum is a Ricardian framework in which individuals have an infinite time 
horizon, in effect valuing the welfare of future generations identically to 
their own. In this case, the intergenerational transfer implied by the 
pension scheme would, under certain assumptions, be offset by 

I/ Only about 58 percent of workers in Hong Kong pay salary tax, and of 
these, only 7 percent are estimated to pay tax at the maximum average rate 
(the so-called "standard rate") of 15 percent. 

2J As the proposed scheme is pay-as-you-go, government savings will be 
unaffected, with government expenditure and revenue rising by the amount of 
pension payments. 

3J In this Keynesian framework, using a savings rate of 25 percent of 
income, aggregate demand would increase by about l/2 percent of GDP. 
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correspondingly higher bequests. u The net aggregate demand effect would 
then be zero. 

Between these extremes is the life-cycle framework in which individuals 
have a time horizon extending to the expected end of their lives. In this 
framework, individuals smooth consumption over their lifetime, and hence 
base consumption decisions on their permanent income and wealth. Thus, 
older members of the population would see the introduction of the pension 
scheme as unambiguously making them wealthier; the younger would take into 
account both expected future benefits and contributions. The net change in 
the wealth of each group, weighted by their propensity to spend out of 
wealth, would then imply a given change in aggregate spending. This is the 
framework used below. 

In the life-cycle context, the change in an individual's expenditure 
depends on the perceived net present value of the pension scheme. 
Individuals are assumed to discount the pension payments they expect to 
receive by a discount rate and to subtract similarly discounted pension 
contributions. The resulting net wealth is then assumed to be evenly 
divided over their remaining life.. An annual discount rate of 3 percent is 
used, reflecting long-run values for real returns on assets for developed 
economies. The contribution rate that is expected to prevail in the future 
is assumed to be the rate existing at the time of the wealth calculation. 

Under these assumptions, the pension scheme would increase the 
expenditure of the working age population by about l/2 percent of GDP in 
1994, declining to zero by 2013. u The elderly's expenditure, assuming 
real wages and output grow at the same rate, is projected to rise from 
1 3/4 percent of GDP in 1994 to 2 l/4 percent of GDP by 2005, and to reach 
3 percent of GDP by 2018. Combining the impact effects on the expenditures 
of the working age and elderly, then, suggests a short-term stimulus to 
aggregate demand that could exceed 2 percent of GDP. An increase in 
aggregate demand of this proportion would be expected to add to inflation, 
reduce growth over the medium term, and weaken the external position. 

1/ For example, one of the assumptions required is for all pensioners to 
leave bequests. 

2/ Using alternative real discount rates of 1 percent and 5 percent, the 
increase in spending of the working age population in 1994 would be 
1 l/3 percent of GDP and l/4 percent of GDP, respectively. Changing the 
contribution assumption to the average contribution rate for the period 
1994-2018 results in an increase in aggregate demand by the working age 
population of l/3 percent of GDP tn 1994. 
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AssumDtions Underlying Pooulation Prelections 

A base year of 1993 is taken, using estimated midyear population by age 
group and sex reported in the 1993 Hong Kong Annual Digest of Statistics. By 
making assumptions on death rates, birth rates and the level of immigration, 
the population is projected to the year 2018. 

Death rates have been falling. For those aged 60 'and above, the death 
rate is assumed to continue to decrease by the average rate of decrease over 
the period 1983-93, namely l/4 of a percent per year. For the rest of the 
population, death rates are kept at 1993 levels. As in many other developed 
countries, birth rates have also been falling. For these projections, the 
live birth rates for each five-year age group of child-bearing-age women are 
assumed to decline by the average decline for that age group over the period 
1983-93. The largest decline is for women aged 20-24, whose live birth rate 
has fallen over 6 percent per year over the last ten years. The smallest 
decline, l/4 percent per year, is for women aged 35-39. 

While immigration will change the structure and size of the population, 
it is difficult to project. The assumption used is that the present ceiling 
of 25,000 foreign workers will not be increased over the next 25 years. 
However, adding 10,000 immigrants a year to the working age population for 
the next 25 years would only increase the support ratio to 4 l/8 from 4 in 
2005, and to 3 from 2 3/4 by 2018. 



- 46 - 

References 

Barro, Robert, "Are Government Bonds Net Wealth?," Journal of Political 
Economy, Vol. 32 (1974), pp. 1095-1117. 

Halter, William, and Richard Hemming, "The Impact of Demographic Change on 
Social Security Financing," IMF Staff Paoers, International Monetary 
Fund, Vol. 34 (September 1987), pp. 471-502. 

Heller, Peter, Richard Hemming, and Peter Kohnert, Anina and Social 
Exoenditure in the Major Industrial Countries. 1980-2025, Occasional 
Paoer No. 47 (Washington, D.C.: International Monetary Fund, 1986). 

Hong Kong Census and Statistics Department, Hone Kong Annual Dieest of 
Statistics (September 1993). 



- 47 - APPENDIX 

Tab10 1, Hong Kong: Gross Domestic Product by Expenditure 
at Constant (1980) Market Prices, 1988-93 

1988 1989 1990 1991 1992 1993 
Jan.-June I/ 

Consumption 
Private 
Government 

Gross fixed capital formation 
Private 
Government 

Final domestic demand 
Private 
Government 

Chmge in stocks z/ 

Total domestic demand 

Net exports of goods and nonfactor 
services zl/ 

Exports of goods and nonfactor 
services 

Exports of goods 
Domestic exports 
Re-exports 

Exports of nonfactor servicea 

Imports of goods and nonfactor 
services 

Imports of goods 
Imports of nonfactor services 

Gross domestic product 

Memorandum items: 
Consumption 

Private 
Government 

Gross fixed capital formation 
Private 
Government 

Final domestic demand 
Private 
Government 

Change in stocks 

Total domestic demand 

Net exports of goods and 
nonfactor services 

Gross domestic product 

8.4 
8.7 
5.1 

7.4 
8.3 
0.4 

8.1 
8.6 
3.5 

0.8 

u 

24.3 
26.4 
9.0 

45.7 
12.4 

25.4 
26.6 
16.5 

162,762 
148,162 
14.600 

62,753 
55,727 
7,026 

225,515 
203,889 
21,626 

0.103 

233.698 

13.717 

247.415 

(Percentage chanxe) 

4.2 6.2 9.0 8.4 
4.0 6.3 9.2 8.5 
6.1 6.0 7.1 7.5 

2.9 8.0 9.0 9.9 
1.6 8.7 10.6 10.6 

13.3 3.1 -2.6 4.0 

3.8 6.7 9.0 8.8 
3.4 6.9 9.6 8.7 
8.5 5.0 3.9 10.5 

-2.3 0.3 -0.4 1.3 

u L2 43 Lu 

1.7 u u 

9.4 8.8 14.9 18.1 
10.2 9.2 16.6 19.2 
0.1 -0.5 0.4 0.3 

18.6 16.0 26.3 28.2 
4.3 5.9 3.6 10.3 

8.5 11.4 17.8 20.8 
8.9 11.4 19.0 22.3 
5.9 10.7 8.0 6.4 

a 22 u u 

(In millions of Honr Konn dollars) 

169,622 
154,131 
15,491 

64,559 
56,596 
7,963 

234,181 
210,727 
23,454 

2,375 

236.556 

254.434 

180.204 
163,786 
16,418 

69,712 
61.504 
8,208 

249,916 
225.290 
24,626 

3,125 

253.041 

262.688 

196.478 
178,897 
17,581 

75,995 
68,000 
7,995 

272,473 
246,897 
25,576 

2,023 

274.496 

273,524 

212,996 
193,050 
19,946 

83,535 
75,221 
8,314 

296,531 
268.271 
28,260 

5,567 

302.098 

287.941 

8.1 
8.8 
1.7 

0.1 
. . . 
. . . 

8.1 
. . . 
. . . 

-0.8 

7.1 

-2.6 

14.1 
14.8 
-3.8 
22.0 

8.4 

14.7 
15.3 
8.1 

110,467 a/ 
100,271 a/ 

10,196 3/ 

42,533 Ljl 
. . . 
. . . 

3,358 z/ 

156.358 3/ 

-16,967 a/ 

Source : Data provided by the Census and Statistics Department. 

A/ Percentage changes calculated over corresponding year-earlier periods. 
z/ Contribution to growth. 
a/ First half of year. 
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Tab10 2. Hong Kong: Gross Domestic Product by Expenditure 
at Current Market Pricen, 1988-92 

1988 1989 1990 1991 1992 

Conmncption 
Private 
Govarnment 

Gross fixed capital formation 
Private 
Government 

Final domestic demand 
Private 
Government 

Change in stocks 

Total domestic demand 

Net export8 of goods and nonfactor 
services 

Exports of goods and nonfactor 
services 

Exports of goods 
Domestic exports 
Re-exports 

Exports of nonfactor services 

Imports of goods and nonfactor 
services 

Imports of goods 
Imports of nonfactor services 

Gross domestic product 

Memorandum items: 
Consumption 
Gross fixed capital formation 
Final domestic demand 

Change in stocka 

Total domestic demand 

Net exports of goods and nonfacto; 
servicea 

281,81:1 
251,803 
30,000 

115,742 
102,359 
13,38?' 

397,553 
354,162 

43,391 

14,132 

411.685 

21.972 

570,559 
493,069 
217,664 
275,405 

85,490 

556,587 
501,174 
55,413 

433.657 

65.0 
26.7 
91.7 
3.3 

(In millions of Eonr Konr dollars) 

320,907 
284,581 
36,326 

134.821 
117,419 
17,402 

455,728 
402,000 

53,720 

3,463 

459.191 

39.966 

660,549 
570,509 
224,104 
346,405 
98,040 

628,583 
565.219 
63,364 

372,709 
329.192 
43,517 

153,046 
133,615 
19,431 

525,755 
462,007 

62,948 

5,728 

531.483 

27.376 

740,430 
639,074 
225,875 
413,999 
100,556 

721,054 
645,200 
75,054 

550.059 

442,824 
391.314 
51,510 

177.332 
157,030 
20,302 

620,156 
540,344 

71,012 

4,090 

624.254 

19.128 

007,302 
765,086 
231.045 
534,041 
121,496 

868,254 
702,042 
86,212 

643,302 

(In vercmt of GDP) 

64.3 66.7 60.0 
27.0 27.4 27.6 
91.3 94.1 96.4 
0.7 1.0 0.6 

92.0 95.1 97.0 

0.0 4.9 3.0 

515,903 
451,757 
64,146 

206,593 
104,866 
21,727 

722.496 
636,623 

85,873 

10,959 

733.455 

13.970 

1.060.475 
924,952 
234,124 
690,029 
143,522 

1,054,497 
950,462 
96,035 

747.432 

69.0 
27.6 
96.7 
1.5 

90.1 

Source : Data provided by the Census and Statistics Department. 
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Table 3. Hong Kong: Gross Domestic Product by 
Sector at Current Prices. 1987-91 

1987 1988 1989 1990 1991 

Agriculture and fishing 

Mining and quarrying 

Manufacturing 

Electricity, gas, and water 

Construction 

Wholesale, retail, and export/import 
trade, restaurants and hotels 

Transport, storage, and communications 30,309 

Finance, insurance, real estate, and 
business services 

Community, social, and 
personal services 

Ownership of premises 

Adjustment for financial services IJ 

Gross domestic product at factor cost 

Indirect taxes less subsidies 

Gross domestic product at 
market prices 2J 

1,358 1,437 1,415 1,432 1,441 

257 229 224 210 222 

75,761 83,182 89,645 92,241 92,693 

9,691 10,200 10,860 12,612 13,462 

16,400 19,900 24,437 29,836 34,486 

80,720 

63,365 79,436 94,030 111,825 138,733 

52,298 60,195 69,224 80,334 95,790 

35,901 43,525 51,732 58,141 66,686 

-17,743 -21,313 -23,800 -30,829 -44,737 

348.317 413.362 474,479 536.870 612.138 

18,649 21,451 25,390 29,614 36,323 

366.966 434.813 499.869 566,484 648.461 

Memorandum items: 3J 
Manufacturing 21.8 
Wholesale, retail, and export/import 

trade, restaurants, and hotels 23.2 
Finance, insurance, real estate, and 

business services 18.2 
Community, social, and personal services 15.0 

(In millions of Hone KonF dollars) 

98,518 113,998 130,542 155,616 

38,053 42,214 50,526 57,746 

(In oercent of GDP) 

20.1 18.9 17.2 

23.8 24.0 24.3 

19.2 19.8 20.8 
14.6 14.6 15.0 

15.1 

25.4 

22.7 
15.6 

Source: Data provided by the Census and Statistics Department. 
l-J An imputed service charge, equal to net interest receipts for the banking sector. 
2J Production-based estimate. Difference between production-based estimate and 

expenditure-based estimate (see Appendix Table 2) reflects statistical discrepancy. 
3J Measured relative to production-based GDP at factor cost. 
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Table 4. Hong Kong: Composition of Groar Fixed Capital Formation 
at Constant (1980) Market Prices, 1988-92 

1900 1909 1990 1991 1992 

Gross fixed capital formation 
Private 
Public 

Transfer costs of Land 
and buildings 

Private 
Public 

Buildings and construction 
Private 
public 

Residential buildings 
Private 
Public 

Nonresidential buildings 
Private 
PllbLiC 

Other constructfon 
Private 
public 

Real estate davelopers' 
margin 

Private 
public 

Plant, machinery, and 
equipment 

Private 
Public 

Transport equipment 
Private 
Public 

Machinery, other plant, 
and equipent 

Private 
Public 

Memorandum items: 
Total gross domestic fixed 

capital formation 
Private 
Public 

Private investment in 
residential construction 

Private investment in plant, 
machinery, and equipment 

62.753 
55.727 

7,026 

3,396 
3,396 

-- 

19,317 
12,947 

6,370 

8,937 
6,426 
2,511 
5,918 
4,976 

942 
4,462 
1.545 
2,917 

13,079 
13,079 

-- 

26,161 
25,505 

656 

3,190 
2,913 

277 

22,971 
22,592 

379 

7.4 
0.3 
0.4 

(In millions of 1900 Honr Konr dollars1 

64.559 
56,596 

7,963 

2,973 
2,973 

-- 

21,188 
13,970 

7,210 

8,920 
6,247 
2,673 
7,011 
5,556 
1,455 
5,257 
2,175 
3,002 

13,757 
13,757 

-- 

26.641 
25,008 

753 

3,012 
3,453 

359 

22,029 
22,435 

394 

2.9 
1.6 

13.3 

69.712 
61,504 

0,200 

3,176 
3,176 

-- 

22,758 
15,211 

7,547 

9,607 
7,131 
2,476 
7,912 
6,277 
1,635 
5,239 
1,003 
3,436 

15,545 
15,545 

-- 

28,233 
27,572 

661 

3,915 
3,024 

91 

24.310 
23,740 

570 

75.995 
60,000 

7,995 

4,395 
4,395 

-- 

22,835 
15.714 

7,121 

9,208 
6,969 
2,239 
2,562 
7,005 
1.557 
5,065 
1,740 
3,325 

15,591 
15,591 

-- 

33,174 
32,300 

074 

4,758 
4,603 

155 

28,416 
27,697 

719 

(Percentaro change) 

0.0 9.0 
0.7 10.6 
3.1 -2.6 

14.2 -2.3 

6.5 17.1 

83.535 
75,221 

0.314 

5,052 
5,052 

-- 

22,007 
15,277 

7,530 

9,430 
6,005 
2,553 
7,065 
6,631 
1,234 
5,504 
1,761 
3,743 

14,001 
14,001 

-- 

40,795 
40,011 

784 

6,330 
6,100 

230 

34,465 
33,911 

554 

9.9 
10.6 

4.0 

23.9 

Source : Census and Statistics Department, Hong Konn Annual Digest of Statistics. 



Table 5. Hong Kong: Labor Force, Employment, and Unemployment, 1900-93 

1900 1909 1990 1991 1992 1993 
QI Q II Q III 

Labor force I/ 
Employed 
Unemployed 

Unemployment rate 2/ 1.4 1.1 
Labor force participation rate 64.7 63.7 

Employment in selected sectors 2/ 
Manufacturing 
Finance, insurance, and buriness 

services 
Wholesale and retail trade a/ 
Building and construction 
Camunity, social, and personal 

services 
Transport, storage, and c-ication 
civil s*rvice 

2,763 2,753 2,740 
2,725 2,723 2,711 

38 30 37 

31 

9 
26 

3 

0 
4 
7 

29 

9 
20 

3 

9 
5 
7 

(In thousands) 

2,799 2,793 
2,749 2,730 

50 55 

(In percent) 

2,044 2,040 2,070 
2,703 2,790 2,016 

61 50 54 

1.3 1.0 2.0 2.2 
63.2 63.4 62.3 62.6 

(In percent of totaL emDloyed) 

2.0 1.9 
62.1 62.4 

26 23 21 19 19 . . . 

10 11 12 11 
31 32 33 33 

3 2 2 2 

9 10 10 . . . 
5 5 5 . . . 
7 7 7 7 

12 . . . 
33 . . . 
2 . . . 

... ... 

... ... 
7 . . . 

Source: Census and Statistics Department, Hone Konn Monthly Digest of Statistics. 

L/ Period average. 
g/ End of period, except for civil service. Data for civil service are 4s of January 1 of each yaar. 
3/ Wholesale, retail, import and export trades, restaurants, and hotels. 



- 52 - APPENDIX 

Table 6. Hong Kong: Indicators of Labor Productivity, Wages, 
and Unit Labor Costs, 1988-93 L/ 

(Percentape chance) 

1988 1989 1990 1991 1992 1993 
March u 

Labor productivity 
Overall economy 3J 
Manufacturing sector 3J 

Nominal wages 
Overall economy 
Manufacturing sector 
Wholesale and retail trade 
Business services 

Real wages 
Overall economy 

Unit labor costs 
Overall economy 
Manufacturing sector 

Wage-based 3J 
Payroll-based 3J 

'7 . 6 4.3 
12.0 8.3 

10.0 13.0 
8.7 11.5 

12.5 14.3 
15.1 19.5 

2.0 

2.2 8.3 

-3.1 
0.3 

2.9 

2.9 
8.0 

3.6 2.9 
7.5 12.4 

12.7 11.1 
12.2 11.0 
11.1 9.9 
16.6 12.6 

2.5 -1.0 

8.7 7.9 

4.5 -1.1 
5.6 -0.8 

5.3 2.7 
14.3 16.6 

9.8 11.2 
9.5 11.3 
9.6 8.1 

11.0 12.1 

0.1 

4.3 

-4.3 
-1.4 

3.1 

8.3 

-4.5 
-0.8 

Sources: Data provided by the Hong Kong authorities; and staff estimates. 

lJ Calculated using averages of semiannual data. 
2J Percentage change over previous 12 months. 
3J Based on employment; data on person-hours are unavailable. 
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Tabla 7. Bong Kona: Conw1idat.d Govwnm~nt Account, 1988/89-1993/94 &/ 

19SWS9 1989/90 1990/91 1991/92 1992/93 1993/94 

BudSot Actual BudSat Staff Proj. 

Gsnwal reven”. account 

ROVOIIU. 

Expenditura 

Current 

Capital 

Surplu# bmforn trmsfors 

Transfars to funds 

Balmcm sftw trmsfws 

Consolidated account funds g/ 

RWW-IU~ a/ 

Capital expenditure 

Deficit before tranaf#rs 

Transferm from genwal 

rev.n”. account 

Balu~ca aftw transfers 

Total coneolidated account 

Revenue 

Expenditure 

Current 

capita1 

B*lanc, 

Total conmolidatod account 

RWWl”. 

Expenditur. 

Currmt 

Capitsl 

Balancm 

Total consolidated account 

Rsvanus 

Expendltura 

Currant 

Capital 

Memorandum itw: 

BorrowIn i/ 

65,781 74,365 02,674 101,456 113,570 120.781 134.006 . . . 
42,643 51,962 62,627 72,851 84,600 06.487 99.304 . . . 
41,260 49.077 60,378 70.773 81,940 81,593 94,286 . . . 

1.383 2,005 2.249 2,078 2.660 4,094 5.018 . . . 
23,131 22,403 20,047 20,605 28,970 34,294 34,702 . . . 

6,310 17,700 20,210 20,550 18,790 15,538 24,450 . . . 
16,020 4.703 -163 8,055 10,180 18,756 10,252 . . . 

6,077 0,064 6,849 12,144 12,760 12,011 16,029 . . 
11,153 19,404 22,929 19,340 36.580 26,045 52,890 . . . 
-4,276 -11,340 -16,080 -7.196 -23,820 -14,834 -36,861 . . . 

6,310 17,700 20,210 20.550 16,790 15,538 24,450 . . . 
2.034 6,360 4,130 13,354 -5,030 704 -12,411 . . . 

72,658 82.429 89,523 113,600 126,330 132.792 150,035 155,035 

53,796 71,366 85.556 92.191 121.180 113,332 152.194 144.494 

41,260 49.077 60,378 70,773 81.940 81.593 94.286 94.286 

12.536 22,209 25.178 21.418 39,240 31,739 57.908 50.268 

18.862 11.063 3,967 21.409 5,150 19,460 -2.159 10.541 

16.8 16.5 

12.4 14.3 

9.5 9.8 

2.9 4.5 

4.3 2.2 

19.4 

11.2 

15.5 

-0.9 

. . 

(ln percant of GDP) 

16.0 17.7 17.5 17.0 

15.3 14.3 16.1 15.2 

10.B 11.0 11.4 10.9 

4.5 3.3 5.4 4.2 

0.7 3.3 0.7 2.6 

(ParcmtsRo chwnre) 

17.7 

la.0 

11.1 

6.8 

-0.3 

18.0 

is. a 

11.0 

5.9 

1.2 

13.4 

32.7 

18.9 

77.3 

0.6 26.9 11.2 16.9 

19.9 7.0 31.4 22.9 

23.0 17.2 15.0 15.3 

13.0 -14.9 83.2 48.2 

(In mllllonr of Bon8 Kon8 dollarm) 

13.0 16.8 

34.3 27.5 

15.6 15.6 

82.5 58.2 

. . . . . 1.098 2,400 2.519 -1,200 -1.200 

(Q-p&Umillionr of Bona Konx dollari) 

Sources: Data provided by the Government Secretariat. Finmc* Bruxh: ad staff projwtionr. 

1/ The flscal y.ar runr from April 1 to March 31. 

2/ Consists of the Capital Works Reservs Fund, Dwrlopnent Loan Fund, Hasa Transit Fund, and Student Loan Fund prior 

to 1990/91; Capital Works Reserve Fund, Capital Invamtment Fund, md Low Fund beEinning 1990/91. 

z/ Excluding borrcming (6ovmrnmmt definition lncludms rwmue from the mal* of bonds in ConmolIdat*d Account Funda). 

i/ The Govsrnment Bond Program WAS launched in November 1991 in .m effort to dwelop l market ln flxsd-income 

securities and facilitate tha fundinS of long-tarm 6ovornment infrartructurll projwts. Tha bonda *r. ismumd bafora the 

Government actually requires the funds. Thhe size of the Pro6rsm is limitad to BKS5 billion of 6ro.s debt outstandin IAS 

of June 30, 1997. 
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Table 0. Bong Kong: Revanua (Ganeral Rovanua Account), 1900/09-1993/94 1/ 

(In millions of Bonn Konn dollars) 

1900/09 1909/90 1990/91 1991/92 1992/93 1993/94 
Budgot Actual Budget 

TAXelI 48.011 54.577 61.914 78.922 87.692 96.813 104.096 
Direct taxas 30,109 34,039 36,997 45,553 53,310 56,086 63,940 

Earnings and profits tax 29,662 33,549 36,341 44,070 52,630 55,061 63,140 
Estate duty 447 490 656 603 600 1,025 800 

Indirect taxes 10,702 20,539 24.917 33,369 34,302 40,727 
Duties 4,173 4,620 5,729 6,044 6,866 7,216 
General rates 1,517 1,663 3,039 3,494 5,290 4,423 
Internal revenue 10,423 11,559 13,143 10,406 17,984 23,012 

Bats and sweeps tax 4,076 4.030 5.004 7,110 8,741 7,818 
Entertainment tax 132 129 136 141 10 15 
Hotal accosraodation tax 242 271 269 266 285 314 
Stamp duties 5,095 5,464 5,939 9,569 7,540 13,409 
Air paaaengara' departure tax 603 669 710 1,120 1,200 1,255 
Cross Harbor Tunnel pasaaga tax 195 196 197 200 199 201 

Motor vehicles taxes 1,922 1,735 2,054 3,437 2,957 4,940 
Royalties and conceariona 590 746 016 006 1,033 1,136 
Taxi concessions 69 200 136 302 252 -- 

40,156 
7,739 
4,495 

21,961 
10,372 

. . . 
33s 

9,670 
1,304 

200 
4,222 
1,383 

356 

Nontax revenue 16.970 19.707 
Fines and penalties 495 570 
Properties, investments, and intarast 4,971 7,279 

Of which: Interest 2,010 4,942 
Reimbursementa and contributions 1.765 1,705 
Utilities 4,094 4,057 
Fees and charges 4,602 5,132 
Land transactions 2/ 365 212 
Other 590 24 

20.761 22.535 25.070 23.960 29.910 
652 886 791 892 942 

5.046 4,554 6,141 3.580 7,606 
4,505 2,902 4,420 1.767 2,970 
2,413 2,863 3,679 4,032 4,077 
5,617 6,650 7,244 7,174 7,892 
5,992 7.170 7,767 0,015 9,077 

241 412 248 267 236 

Total revenue 65.701 74.365 

-- 

02.675 

-- 

101.457 

-- -- -- 

113.562 120.781 134.006 

Source : Data provided by the Government Secretariat. Finance Branch. 

A/ The fiscal year runs from April 1 to March 31. 
2/ Includes only land transactions completed before tha coming into force of the Sine-British Joint 

Declaration (S/27/05), or land transactions conferring a benefit that l xpiras before Juno 30, 1997. Revenue from 
other land transactions is credited to tha Suspense Accsount of the Capital Works Reserve Fund. 



Table 9. Hong Kong: Government Expenditure Under the 
General Revenue Account, 1988/89-1993/94 L/.2/ 

(In millions of Honn Konn dollars) 

1988/89 1989/90 1990/91 1991/92 1992/93 1993/94 
Budget Actual Budget 

Current expenditure 41.260 49.077 60.370 70.773 81.935 01.593 94.206 

Personal emoluments 15,020 10,ess 23,443 25,206 25,785 25,852 29,063 
Personnel-related expenses 3,221 3,752 4,937 6,584 7,560 7.711 9,501 
Departmental expanses 3,667 3,050 4,552 4.702 4,685 4,438 5,143 
Other charges 6,632 8,402 9,712 10,939 11,710 11,770 13,092 
Subventions 11.912 14, 218 17,734 23,182 32,195 31,022 37.407 

Capital expenditure 3/ 7.693 2o.sas 22.459 22.628 21.450 20.432 29.460 

Plant, l quipllent, and works 
Other nonrecurrent 
Subventiona 
Transfers to funds 

Capital Works Reserve Fund/Public Works 
Davalopaent Loan Fund 
Mass Transit Fund 
Capital Investment Fund 
Loan Fund 
Other 

406 
77s 
202 

6,310 
6,200 

-- 

100 
-- 

776 758 
1,091 904 

302 416 
20,210 20,550 
15,200 15,000 

-- -- 

650 
3,700 

500 
24,450 
13,650 

-- 

-- 
10 

643 
2,029 

213 
17,700 
0,800 
0.900 

-- 
-- 
-- 
-- 

-- 

4,100 
910 

-- 

02.837 

-- 
3,900 
1.650 

-- 

010 641 
1,365 3.431 

405 022 
18,790 15,530 
15,450 12,190 

-- _- 
-- -- 

3.340 3,340 
-- -- 
-- -- 

-- 

10,500 
300 

-- 

Total expenditure 40.953 59.662 93.401 103.36; 102.02s 123.754 

Source: Data provided by the Government Secretariat, Finance Branch. 

L/ The fiscal year runs from April 1 to March 31. 
2/ Accounts of the funds l atahliahed under the public Finance Ordinance, and revenue and expenditure of the Urban 

Council, Regional Council, and Bousing Authority are not included. 
a/ Includes capital expenditure financed directly fraa the General Revenue Account (GRA) and from transfars from the 

GRA to Consolidated Account Funds. 



Table 10. Hong Kong: public Expenditure by Function, 1906/e?-1993/94 A/ 

(In millions of Hong Kona dollars) 

1986/e? 1907/80 1988/09 1909190 
Recurrent Capital Recurrent Capital Recurrent Capital Recurrent Capital 

Economic 2,665 222 2,085 365 3,105 529 3,609 491 

Security 6,208 765 6,823 477 8.259 1,187 10,187 1,129 
Internal security 5,378 583 5,806 421 6.997 1.124 8,631 1,017 
Immigration 387 27 456 12 583 12 761 35 
Other 523 155 561 44 679 51 795 77 

Social services 6,251 607 6,951 826 8,566 911 10,519 1.550 
Social welfare 2,460 87 2,759 97 3,633 171 4,426 336 
Health 3,703 520 4,192 729 4,933 740 6,093 1,214 

Education 7,017 700 8,569 862 9,906 1,449 11,439 1,591 

Environment 43 348 63 365 90 422 573 620 

Coaruunity end l xtemal affairs 2,507 728 2,860 059 3,299 1,052 3,099 1,503 
Recreation, culture, and maenities 2,053 700 2,329 032 2,665 1.017 3,077 1,445 
District and c ombunity relations 254 1s 312 13 428 11 540 10 
Other 200 5 219 14 206 24 202 40 

Infrastructure 2.666 4,156 2,997 4,564 3,080 5,666 4,097 9,023 
Transportation 880 1,265 969 1.906 007 2,259 906 3,296 
Land end buildings 791 2.270 042 2,058 811 2,804 1,093 5,000 
Water supply 99s 613 1,106 600 1,470 603 2,090 727 

Civil service support services 

Eousin8 

Total public expenditure 

5,923 

1,785 

35,945 

586 6,558 796 7,064 533 7,905 1,361 

3,794 2,254 4,562 3,035 6,720 3,710 7.059 

11,986 39,960 13,676 46,420 18,469 56,010 25,927 



Table 10. Hong Kong: Public Expenditure by Function, 1986/a?-1993/94 A/ (concluded) 

(In miLlions of Hong Kong dollars) 

1990/91 1991/92 1992/93 1993/94 Budaet 
Recurrent Capital Recurrent Capital Recurrent Capital Recurrent Capital 

Economic 

Security 12,105 1,450 13,186 1,392 14.054 1,113 16,345 1,789 
Internal security 10,203 1,295 10,995 1,289 12,441 1,083 13,670 1,705 
Immigration 935 00 1,051 a2 1,160 41 1,283 61 
Other 967 83 1,140 21 1.253 34 1,384 32 

Social services 13,084 2,014 15.981 1,686 20,077 1,570 23,706 2,920 
Social ralfare 5,360 451 6,606 307 7,676 281 9,003 523 
Eealth 7,724 1,563 9,375 1,379 12,401 1,297 14,783 2,397 

Education 14.464 1,610 16,235 2,661 18,759 2,739 22,221 3,144 

Envirorxaent 672 1.353 752 1,925 787 2,339 1,288 2,759 

Cannunity and external affairs 4.820 1,760 5,337 1.374 5,090 1,106 6,909 2,330 
Racreation, culture, and amenities 3,914 1,721 4,351 1,339 4.850 1,072 5.909 2,296 
District and c anaunity relations 639 17 696 15 738 16 756 20 
Other 275 22 290 20 294 18 324 14 

Infrastructure 4,747 7,153 5.941 8.304 5.961 11,454 6,633 10,095 
Transportation 1,118 3,320 1,262 2,405 1,377 4,514 1,527 8,062 
Land and buildings 1,342 3,074 1,918 5,170 2,077 5.027 2,324 8,773 
Water supply 2,287 759 2,761 649 2,507 1,113 2.702 1,260 

Civil service support services 

Housing 

Total public expenditure 

10,390 

3,999 

60,467 

1,893 13,129 1,614 14,421 1,945 16,870 4.905 

0.417 5,123 7,454 5.002 7,050 6.061 11,132 

26,731 00,401 27,481 91,259 32,235 106,908 49,622 

4.178 1.073 4,797 1,071 5,428 2,111 5,995 2,459 

Source : Data provided by the Government Secretariat, Finance Branch. 

L/ Public expenditure comprises expenditure by the Housing Authority, the Urban Council, the Regional Council, expenditure 
financed by the Government's statutory funds, and all expenditure charged to the General Revenue Account. Expenditure by 
institutions in the private or quasi-private sector is included to the extant of their subventions. The activities of government 
departments that are partly financed by charges raised on a coaaaercial basis are also included (e.g., airport, waterworks). 
Excluded is expenditure by those organisations in which the Government has only an equity position, including statutory 
organizations such as the Mass Transit Railway Corporation and the Kowloon-Canton Railway Corporation. Similarly, debt repayments 
and equity payments are excluded, as they represent financing items. 
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Tab10 11. Hong Kong: Monotary Indicators, 1988-93 u 

1988 1989 1990 1991 1992 1993 2/ 
Au&l. Sept. Oct. 

Annual rata of growth 
Ml 
M2 
M3 

Hong Kong dollar z/ 
Foreign currency A/ 

Total credit 
Bong Kon& dollar 
Foreign currency 

Of which: 
Total loam 

Bon& Xon& dollar 
Foreign currency 

Currency composition 
Ml 

Bon& Km& dollar v 
Foreign currency A/ 

M3 
Hong Kong dollar g 
Foreign currency i/ 

Velocity 
M2 
M3 

Memorandum itam: 
GDP (ElKS billions) 
Nominal growth 

in GDP (percent) 

8.5 6 . .? 13.3 
21.8 19.9 22.4 
20.2 18.7 21.5 
18.9 15.01 14.0 
21.4 22.2: 27.4 

17.8 27.3~ 36.4 
27.3 27.6' 16.9 
12.6 21.2 48.5 

23.5 32 . 2 I 40.6 
30.8 29.8 15.6 
18.8 33.9 58.3 

09.2 89.0 05.4 
10.8 10.2 14.6 

40.4 46.9 44.3 
51.6 53.1. 55.7 

0.53 0.50 0.46 
0.49 0.47 0.43 

433.7 499.2 559.6 

18.0 15.11 12.1 

(percmtam chanm) 

19.5 21.1 
13.3 10.7 
11.6 9.5 
15.6 13.7 

0.4 6.0 

26.3 9.7 
18.9 11.9 
30.0 0.7 

25.4 10.1 
19.2 12.2 
28.6 9.0 

(P*rcant of tota&) 

07.0 09.7 
13.0 10.3 

45.9 47.7 
54.1 52.3 

0.47 0.49 
0.45 0.47 

643.4 747.4 

15.0 16.1 

23.9 5.9 
14.2 11.2 
13.1 10.3 
17.2 15.3 

9.3 5.7 

15.6 9.1 
19.4 17.4 
13.9 5.6 

-10.1 
7.9 
7.4 
0.4 
6.4 

10.9 
9.5 

11.6 

16.3 13.5 10.3 
16.6 15.0 5.7 
16.1 12.8 12.9 

88.9 00.6 
11.1 11.4 

49.1 49.0 
50.9 50.2 

91.6 
8.4 

. . . 

. . . 

. . . 

. * . 

. . . 

. . . 

. . . 

. . . 

51.9 
48.1 

. . . 

. . . 

. . . 

. . . 

Sources: Govcmmnt Secretariat, Monotary Affairs Branch; and Cansus and Statiatica Department, 
Bonn Kong Monthly Direst of Statiaticq. 

lJ Monetary stocks at end of period; madjuatod for valuation chanlaa in foreign-currmcy-dmainatad 
deposits. 

2/ Year-on-year Browth rate. 
a/ Adjusted to includa foreign currmcy swap deposits. 
4/ Adjusted to axcluda foreian currency swap dapoaits. 
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Tabla 12. Hong Kong: Loans for lJ*o in Bong Kong, 1988-93 J.J 

1988 1989 1990 1991 1992 1993 
Sept. g 

Loans for use in 
Bong Kong 

Of which: 
Manufacturing 

Transport and equipment 

30.8 

19.3 

Buildins, construction, 
and property devolopent 49.0 

Wholesale and retail trade 37.6 

Miscellaneous 

Of which: 
To purchase flats in the 

Eome Ownership Scheme 
and Private Sector 
Participation Scham 

To purchase other 
residential proparty 

To financial concerns 

To stockbrokers 

Memorandum items: 
GDP (BKS bn.) 
Nominal growth 

in GDP (percent) 

29.4 28.1 17.9 18.5 11.4 15.3 

25.4 

18.6 6.6 10.6 16.9 23.5 

59.0 10.9 24.3 13.3 16.7 

63.6 

4.9 

24.2 

15.5 22.5 28.8 39.6 13.4 57.8 

33.6 28.6 

54.0 60.6 

-15.4 6.6 

433.7 499.2 

18.0 15.1 

(Parcmtare char%e) 

12.3 

19.1 

20.9 

16.3 13.1 

7.8 9.5 

21.5 lo.8 

32.8 

23.0 

-19.2 

34.9 13.5 

8.6 10.4 

38.6 1.0 

559.6 643.4 747.4 

12.1 15.0 16.1 

27.5 

18.0 

11.1 

14.7 

8.4 

-36.7 

. . . 

. . . 

Sources : Government Secretariat, Monetary Affairs Branch; and Census and Statistics Department, 
Bong Konn Monthly Diaeat. of Statistics. 

L/ Based on outstanding loans at the and of the period. 
2/ Year-on-year growth ratas. 



Table 13. Hong Kong: Exchange Fund Balance Sheat, 1987-92 

(In millions of HOnR Kong dollars: end of year) 

1987 1988 1989 1990 1991 1992 

Assets 
Foreign currmcy 113,089 127,089 149,142 192,323 225,333 274,948 
Bong Kong dollar 5,746 5,962 9,625 3,874 10,788 12,546 

Total 118,835 133,051 158,777 196,197 236,121 287,494 

Liabilities 
Certificates of 

indebtedness L/ 26,831 31,731 37,191 40,791 46,410 50,130 
Transfers of fiscal 

resBrves 21 32,557 38,269 52,546 63,226 69,802 96,145 
Coins in circulation 1,470 1,890 2,012 2,003 2,299 2,559 
Exchange Fund bills -- -- -- 6,671 13,624 19,324 
other 2/ 4,453 2,554 I.603 39: 4,834 3 220 
Balance of banking system i/ -- 860 978 480 500 I:480 

Total 65,311 75,304 94,330 113,562 137,469 180,858 

Accumulated earnings 53,524 57,747 64,447 82,635 98,652 106,636 

source: Data provided by the Bong Kong Monetary Authority. 

I/ As backing for their bank note issues, the two note-issuing banks ara required to hold non-interest-bearing certificates of 
indebtedness issued by the Exchanga Fund. Since October 17, 1983 these certificates have been issued to or redeemed from tha two banks 
against payment in U.S. dollars at a fixed rate of BK.$7.80-USS1.00. 

&/ Fiscal raservas that have been transferred from the General Revenue Account, Capital Investint Fund, Loan Fund, and Capital Worka 
Reserve Fund to the Exchange Fund on an interest-bearing basis. 

a/ Other liabilities comprise axpenaaa accrued at tha year's end, primarily interest due on fiscal reserve transfers, contingency reserves 
for bank rascue operations, and any other borrowings. 

A/ In accordance with the Accounting Arrangements introduced in July 1988, the Hongkong and Shanghai Banking Corporation Ltd., as the 
Management Bank of the Clearing Eouse of tha Hong Kong Association of Banks, is rquirod to maintain a Clearing Account with the Exchange 
Fund. Tbe balance in the Account, which roprasents the level of liquidity in the interbank market. can only be altered by tha Exchange Fund. 
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Table 14,. Bong Kong: Interest Rate Differentials, 1989-93 

Interbank Rates l/ DeDosit Rates 2/ Lendinn Rates 3/.4/ 

B PK ZE lat6ig 
US 

EIBOR z/ LIBOR a/ Differential doli& Differential 
-mEc's US 

BLR Prime Rate Diffarential 

1989 
January 
;;k;;ary 

April 
May 
June 
July 
August 
September 
October 
November 
December 

1990 
January 
February 
March 
April 
May 
June 
July 
August 
September 
October 
November 
December 

1991 
January 
February 
March 
April 
May 
June 
July 
August 
September 
October 
November 
December 

1992 
January 
February 
March 
April 
May 
June 
July 
August 
September 
October 
November 
December 

1993 
January 
February 
March 

fig" 
June 
July 
August 
September 
October 

1z.i 
11:3 
10.9 
10.6 
10.1 

f:i 

t-i 
816 

6.9 
7.1 

::6' 

Y.2 
614 

::I: 

2s 
4:o 

4.5 

2:: 

f3 
318 
3.3 

::i 

3:; 

8.: 
0:s 
1.3 
1.2 

8:; 

8:: 
-- 

82 

-0.1 

i:"B 

E 
1:3 

84 
-0:3 

-0:s 
-0.2 

8:: 

8.36 
-0:3 
-0.1 
-0.1 
-0.3 
-0.2 

82 
0:s 

8-i 
0:1 -- 

-- 

x-i 
0:2 -- 

-0.1 

Sources : Census and Statistics Department, Hong Kona Monthly Digest of Statistics; and IMF, International Financial 
Statistics. 

l/ Three-month end-of-period rates. 
z/ Three-month period average rates. 

period average. 
lending rates and Hong Kong and Shanghai Banking Corporation's quoted Best Lending Rates. 

interbank offered rate. 
offered rate. 

-2.7 
-2.7 
-2.5 
-1.9 
-1.6 
-1.4 
-1.7 
-2.0 
-2.3 
-2.1 
-1.9 
-1.9 

-1.7 
-1.7 
-1.7 
-0.7 -.. 
-0.6 
-0.4 
-0.3 
-0.6 
-0.8 
-1.0 
-1.3 
-1.0 

-0.5 
-0.3 
-0.2 

82 

i*; 
0:2 

-0.1 
0.3 

8.; 
a:5 
L?i 

-0:6 
-0.6 
-0.5 
-0.4 
-0.5 
-0.9 
-0.7 

-0.4 
-0.4 
-0.4 
-0.3 
-0.4 
-0.5 
-0.4 
-0.3 
-0.3 
-0.4 

9.5 

8-Z 
816 
8.5 

t:: 
t:: 
:-08 
6:6 

2: 

2 
6:5 

6.5 

t.: 
615 

8:: 

10.5 -0.5 
11.5 -1.2 
11.5 -0.4 11.5 -- 
11.5 -- 

11.1 11.0 -2: 
10.5 10.5 18.; 
10.5 -0:5 
10.5 -0.5 
10.5 -0.5 
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Table 15. Bong Kong: Balance of Trade in Goods and Nonfactor Sorvicms, 1988-93 A/ 

1988 1989 1990 1991 1992 1993 
Jan.-June 

Trade balance -8.1 5.3 
Exports of goods 493.1 570.5 

Domestic exports of goods 217.7 224.1 
Re-exports 275.4 346.4 

Imports of goods 501.2 565.2 
Of which: Retained imports 253.7 254.2 

Net balance on nonfactor services 30.1 34.7 
Exports of nonfactor services 85.5 98.0 

of which: Transportation 37.6 43.2 
Travel 33.9 37.6 

Imports of nonfactor services 55.4 63.4 
of which: Transportation 19.8 22.4 

Travel 24.2 28.0 

Net balance of trade on goods and 
nonfactor services 22.0 40.0 

Trade balance -1.9 1.1 
Total exports 113.7 114.3 

Domestic exports of goods 50.2 44.9 
Re-exports 63.5 69.4 

Imports of goods 115.6 113.2 
Of which: Retained imports 58.5 50.9 

Net balance on nonfactor services 6.9 6.9 
Exports of nonfactor services 19.7 19.6 
Imports of nonfactor services 12.8 12.7 

Net balance of trade on goods and 
nonfactor services 5.1 8.0 

Total exports 30.4 15.7 
Domestic exports of goods 11.5 3.0 
Re-exports 50.7 25.8 

Imports of goods 31.9 12.8 
Of which: Retained imports 17.0 0.2 

12.2 19.7 20.8 15.1 g 
0.8 2.3 1.3 -3.5 2/ 

19.5 29.2 29.2 21.5 2/ 
14.2 21.2 22.6 14.4 2/ 
14.0 13.6 16.4 . . . 

Exports of nonfactor services 20.7 14.7 10.7 11.9 18.1 15.1 g/ 
Imports of nonfactor services 20.1 14.3 19.7 13.7 11.4 7.4 2/ 

(In billions of Bona KOnt? dollars) 

-5.3 -16.2 
639.9 765.9 
225.9 231.0 
414.0 534.8 
645.2 782.0 
289.9 329.4 

32.7 35.3 
108.6 121.5 

49.8 57.9 
40.0 40.6 
75.9 86.2 
25.8 28.0 
34.9 41.0 

27.4 19.1 

(In percent of GDP) 

-1.0 -2.5 
114.5 119.0 
40.4 35.9 
74.1 83.1 

115.4 121.6 
51.9 51.2 

5.9 5.5 
19.4 18.9 
13.6 13.4 

4.9 3.0 

(PercentaRe channe) 

-33.5 -29.3 
925.0 479.0 
234.1 103.2 
690.8 375.8 
958.5 508.3 
383.3 . . . 

47.5 28.1 
143.5 75.6 

. . . . . . 
49.8 . . . 
96.0 47.5 

. . . . . . 
44.0 . . . 

14.0 -1.2 

-4.5 -7.5 
123.8 122.0 

31.3 26.3 
92.4 95.7 

128.2 129.4 
51.3 . . . 

6.4 7.2 
19.2 19.3 
12.8 12.1 

1.9 -0.3 

Source: Census and Statistics Department, BOW KonR Annual Dinest Of StatistiCa. 

L/ National accounts basis. 
2/ Percentage change over corresponding year-earlier period. 
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Table 16. Bong Kong: Exchange Rate Indicer, 1989-93 l/.1/ 

Real Effective Nominal Effective Exchange 
Exchan6e Rat. Exchange Rate Rate 

1989 
January 
February 
March 
April 
May 
June 
July 
Au8ust 
Septadmr 
October 
Novaaber 
Docamber 

1990 
January 
February 
March 
April 
bY 
JlllU 
July 
h8UBt 

September 
October 
November 
DW2d.r 

1991 
J8IlUU.y 
Februery 
Harch 
Apri 1 
May 
June 
July 
h8UBt 
September 
Octobar 
November 
Dmcdar 

1992 
JauUy 
February 
March 
April 
Hay 
JUlle 
July 
Au&us t 
Septder 
October 
novmmbsc 
Dmcadmr 

1993 
JallU8l-y 
Februaq 
March 
April 
HaY 
JUl* 
July 
Au8ust 
September 
October 

85.7 65.1 63.7 
86.9 65.3 63.8 
87.1 65.8 63.8 
87.7 66.1 63.9 
89.7 67.4 64.0 
91.5 68.3 63.9 
90.1 67.0 63.8 
90.9 67.2 63.7 
92.5 68.0 63.7 
91.4 67.1 63.7 
91.8 67.1 63.7 
92.8 67.6 63.7 

93.8 68.0 63.7 
93.5 67.8 63.7 
95.9 69.1 63.7 
96.7 69.6 63.8 
96.4 68.9 63.9 
96.9 69.0 63.9 
96.3 68.0 64.0 
94.9 66.9 64.0 
94.3 66.2 64.1 
92.5 64.5 64.0 
92.9 64.3 63.8 
95.0 65.4 63.8 

95.5 65.6 63.8 
95.2 64.9 63.8 
99.3 67.1 63.9 

101.8 66.1 63.8 
102.7 68.6 63.9 
105.0 70.1 64.3 
LO4.7 69.7 64.1 
104.4 69.0 64.1 
103.8 68.3 64.2 
103.6 67.9 64.2 
102.5 67.0 64.1 
101.7 66.1 64.0 

102.0 65.9 64.1 
104.0 66.7 64.1 
106.6 68.1 64.2 
106.8 68.1 64.3 
105.7 67.2 64.2 
104.9 66.3 64.3 
103.9 65.2 64.3 
104.2 65.0 64.3 
104.8 6S.0 64.4 
107.2 66.0 64.4 
110.6 67.9 64.3 
111.5 68.1 64.3 

113.4 60.6 64.3 
113.4 69.0 64.3 
112.2 68.5 64.3 
110.2 67.0 64.4 
110.2 66.7 64.4 
110.6 66.7 64.3 
111.6 67.3 64.1 
111.9 67.0 64.2 
112.2 66.7 64.3 
113.7 67.3 64.4 

Source: IHF, Infonnatlon Notice System. 
I/ Base year. 1980-100. 
z/ Incresee indicates appreciation. 
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Table 17. Ron& Kong: Imports, Re-Exports, and Retained Imports, 1982-92 

1982 1983 L984 1985 1986 1987 1988 1989 1990 1991 1992 

Raw materials and se&manufactures A/ 
Imports 
Re-exports 
Retained imports 

consumer goods I/ 
Imports 
Re-exports 
Retained imports 

Capital goods 1/ 
Imports 
Re-exports 
Retained jmports 

Foodstuffs 
Import5 
Re-exports 
Retained imports 

Fuels 
Imports 
Re-exports 
Retained imports 

Total imports 
Total re-exports 
Total retained imports 

Raw materials and semimanufactures A/ 
Imports 
Re-exports 
Retained imports 

Consumer goods L/ 
Import5 
Re-exports 
Retained imports 

Capital goods A/ 
Imports 
Re-exports 
Retained imports 

Foodstuffs 
Import5 
Pa-exports 
Retained imports 

Fuels 
Imports 
Re-exports 
Retained imports 

Total imports 
Total re-exports 
Total retained imports 

(In billions of HOnR KOnR dollars) 

56.4 75.3 
16.8 21.4 

. . . . . . 

99.7 
34.7 

. . . 

97.4 119.5 165.5 216.3 
42.8 49.2 72.5 108.2 

. . . . . . . . . . . . 

38.6 46.7 58.4 66.7 05.2 
18.1 22.8 30.6 38.5 49.5 

. . . . . . . . . . . . . . . 

19.9 22.5 32.0 36.3 
5.9 7.6 13.4 18.5 
. . . . . . . . . . . . 

39.5 56.9 
16.3 24.2 

. . . . . . 

16.8 19.7 
3.2 4.0 
. . . . . . 

20.7 
4 . 3 
. . 

20.8 23.5 26.8 32.1 
5.1 6.9 7.9 11.3 
. . . . . . . . . . . . 

11.1 
0.3 
. . . 

142.9 
44.4 

103.4 

11.3 
0.4 
. . . 

1l.S 
0 . !i 
. . * 

10.3 8.3 8.8 8.8 
0.4 0.8 0.8 1.1 
. . . . . . . . . . . . 

175.4 223.4 231.4 276.0 377.9 498.8 562.8 642.5 779.0 955.3 
56.3 83.5 105.3 122.5 102.8 275.4 346.4 414.0 534.8 690.8 

125.3 149.1. 137.7 166.9 215.3 253.7 254.2 289.9 329.4 383.3 

(In percent of GDP) 

30.4 36.5 40.2 37.3 
9.0 10.4 14.0 16.4 
. . . . . . . . . . . . 

40.0 45.0 
16.5 19.7 

. . . . . . 

20.8 22.6 23.6 25.5 
9.7 11.1 12.3 14.7 
. . . . . . . . . . . . 

28.5 32.6 
16.6 21.1 

. . . . . . 

120.0 164.4 
77.4 117.0 

. . . . . . 

77.2 84.4 94.6 120.5 167.8 
37.8 46.6 53.5 71.1 108.1 

. . . 43.9 48.8 59.5 76.1 

230.5 248.7 297.3 329.9 
119.5 127.2 158.0 187.3 
121.3 133.0 150.7 157.4 

201.5 247.7 304.7 394.5 
166.1 219.3 289.0 376.0 

55.4 69.2 77.5 104.0 

34.0 37.0 41.3 45.4 
11.4 11.4 13.2 14.4 
23.5 26.6 29.6 32.5 

12.5 14.5 15.3 17.7 
2.8 2.5 3.5 4.3 

10.0 12.3 12.1 13.7 

49.9 46.2 44.5 46.2 44.1 
25.0 23.9 22.8 24.6 25.1 

. . . 24.3 23.8 23.4 21.1 

37.9 40.4 44.3 47.4 52.0 
27.0 33.3 39.2 44.9 50.4 

. . . 11.1 12.4 12.0 13.9 

10.7 10.9 13.2 13.9 
3.2 3.7 5.4 7.1 
. . . . . . . . . . . . 

13.2 
5.5 
. . . 

15.5 17.8 
6.6 8.7 

16.9 16.9 18.7 22.5 
9.3 9.6 11.1 14.5 
8.8 8.7 9.2 10.2 

9.0 
1.7 
. . . 

9.6 8.3 8.0 
1.9 1.7 2.0 

7.9 7.3 
2.3 2.1 
. . . . . . 

7.4 6.8 6.6 6.4 6.1 
2.6 2.3 2.0 2.1 1.9 
. . . 4.7 4.8 4.6 4.3 

6.0 5.5 
0.2 0.2 
. . . . . . 

4.0 
0.2 

3.9 
0.2 
. . . 

2.0 2.4 2.0 
0.3 0.2 0.3 

2.5 2.6 2.4 2.4 
0.6 0.4 0.5 0.6 
2.0 2.2 1.9 1.8 

76.9 85.1 90.1 08.6 92.5 102.8 115.0 112.7 115.0 
23.9 27.3 33.7 40.3 41.0 49.7 63.5 69.4 74.1 
55.7 60.8 60.1 52.7 55.9 58.6 58.5 50.9 51.9 

121.1 
83.1 
51.2 

127.8 
92.4 
51.3 

Sources: Census and Statistics Department, Trade Analysis Section; and staff estimates. 

L/ As there was a reclassification of commodities in 1986, figures for 1985 (but not for 1902-84) have been revised according to 
the new classification to permit comparison with those for 1986. 
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Table 18. Hong Kong: Trade Indices, 1988-93 u 

1988 1989 1990 1991 1992 1993 
Jan.-Sept. u 

Total exports 
Value 
Unit value 
Quantity 

Domestic exports 
Value 
Unit value 
Quantity 

Re-exports 
Value 
Unit value 
Quantity 

Imports 
Value 
Unit value 
Quantity 

Terms of trade -1.0 1.3 0.3 

30.5 15.7 12.1 19.7 
3.1 5.1 2.7 2.6 

27.3 10.7 9.5 17.2 

11.6 2.9 0.8 2.3 
2.2 2.8 1.3 1.9 
9.0 0.1 -0.5 0.4 

50.8 25.9 19.5 29.2 
3.4 6.1 3.0 2.2 

45.7 18.6 16.0 26.4 

32.0 12.9 14.2 
4.2 3.6 2.5 

26.8 a.9 11.5 

(PercentaPe change) 

21.2 
1.9 

19.0 

0.7 

20.8 14.8 
0.9 -0.3 

19.8 15.1 

1.4 -3.9 
1.0 0.3 
0.4 -4.2 

29.2 21.2 
0.8 -0.5 

28.2 21.8 

22.7 14.6 
0.2 -0.7 

22.4 15.3 

0.7 0.4 

Sources: Census and Statistics Department, Hone Kong Monthlv Dieest of 
Statistics; and staff estimates. 

I/ Base year 1990. 
2J Percentage change from corresponding year-earlier periods. 



Table 19. Bong Kong: Structure of Trade with China, 1982-92 

1982 1983 1984 1985 1986 1907 1988 1989 1990 1991 1992 

Trade with China 

Total exporta 
Damstic axporta 
Re-experts (to China) 

Total imports 
Of which: Ra-exports 

(from China) 

Trade with China 

Bslanc8 

Total exports 6.4 
Damstic exports 2.0 
Ro-aports (to China) 4.3 

Total importa 17.8 

Of which: Reexports 
(from China) 7.9 9.6 11.3 13.3 17.3 22.9 30.3 37.7 

-21.3 

11.8 
3.8 
0.0 

33.1 

14.7 

-11.5 

-24.4 

la.4 
6.2 

12.2 

42.0 

19.7 

-11.0 

a.9 
3.0 
5.9 

20.8 

-16.2 3.2 - 

39.3 61.2 
11.3 15.2 
28.1 46.0 

55.5 58.0 

28.1 34.6 

-6.5 1.2 

15.8 23.4 
4.6 5.8 

11.3 17.6 

22.4 22.2 

(In billions of HOIIK Kon~ dollars) 

.21.1 -27.2 -10.5 

58.9 00.0 132.9 
10.0 27.9 30.0 
40.9 60.2 94.9 

80.0 115.2 151.5 

51.6 84.3 131.5 

(Pm-cant of GDP) 

-7.1 -7.4 -4.3 

19.7 23.9 30.6 
6.0 7.6 0.8 

13.7 16.4 21.9 

26.8 31.3 34.9 

-43.0 -71.6 -77.6 

146.8 158.4 207.7 
43.3 47.5 54.4 

103.5 110.9 153.3 

-68.0 

i74.1 
62.0 

212.1 

190.6 230.0 285.3 342.0 

188.3 240.4 315.7 403.8 

-0.0 -12.8 -12.1 -9.1 

29.4 20.3 32.3 36.7 
0.7 a.5 0.5 a.3 

20.7 19.8 23.0 20.4 

38.2 41.1 

43.0 

44.3 

49.0 

45.0 

54.0 

Sources: Census and Statistics D~parimont, Trade Analysis Saction; and staff estimates. 
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Table 20. Hon(l Kong: Direction of Trade by Area and Major Putnara, 1988-93 

(Percent of total) 

1988 1989 1990 1991 1992 1993 
Jan.- 
Oct. 

Imports 
North America 

Of which: 
United States 

Western Europe 
Asia 

Of which: 
China 
Japan 
Taiwan Province of China 
Korea 

Other 

Domestic exports 
North America 

Of which: 
United States 

Western Europe 
Of which: 

Germany I/ 
United Kingdom 

Asia 
Of which: 

China 
Japan 

Other 

Re-exports (destination) z/ 
China 
United States 
Germany I/ 
Japan 
Taiwan Province of China 
United Kingdom 
Korea 
Other 

Memorandum items: 
Re-exports (origin) 2/ 

China 
Japan 
Taiwan Province of China 
United States 
Korea 
Germany f/ 
United Kingdom 
Other 

1oo.o 
a.0 

a.3 
13.1 
73.4 

31.2 
18.6 

8.9 
5.3 
4.7 

1oo.o 
36.2 

33.5 
25.8 

7.5 
7.1 

31.1 

17.5 
5.3 
6.9 

1oo.o 
34.5 
18.0 

3.3 
6.3 
5.1 
2.3 
4.3 

26.2 

100 0 L 
47.8 
13.7 

7.7 
7.0 
4.7 
1.6 
1.2 

16.3 

1oo.o 
a.7 

8.2 
12.5 
74.5 

34.9 
16.6 

9.2 
4.5 
4.3 

1oo.o 
35.0 

32.2 
23.8 

7.0 
6.5 

34.9 

19.3 
5.8 
6.3 

1oo.o 
29.9 
20.8 

3.9 
6.4 
4.8 
2.6 
3.8 

27.8 

100 0 - 
54.3 
11.3 

7.8 
6.4 
3.3 
1.4 
1.1 

14.4 

1oo.o 
a.5 

8.1 
12.3 
75.7 

36.8 
16.1 

9.0 
4.4 
3.5 

1oo.o 
31.8 

29.4 
24.3 

8.0 
6.0 

37.9 

21.0 
5.3 
6.0 

1oo.o 
26.8 
21.2 

5.7 
5.9 
5.1 
2.9 
3.1 

29.3 

1oo.o 
0.0 

7.6 
11.2 
77.5 

37.7 
16.4 

9.6 
4.5 
3.3 

100 0 - 
29.4 

27.2 
24.3 

8.4 
5.9 

40.6 

23.5 
5.0 
5.7 

1oo.o 
28.7 
20.7 

6.0 
5.5 
4.6 
2.7 
2.7 

29.1 

1oo.o 
59.0 
10.7 

7.8 
5.0 
2.8 
1.3 
1.1 

12.3 

37.1 
17.4 

9.1 
4.6 
3.4 

1oo.o 
29.7 

27.6 
21.0 

6.8 
5.4 

44.2 

26.5 
4.7 
5.1 

100 0 - 
30.7 
21.5 

4.8 
5.4 
3.8 
3.0 
2.0 

28.8 

1oo.o 
58.4 
12.3 

7.9 
4.6 
2.8 
1.3 
1.1 

11.6 

100 0 
7.9 

7.4 
11.4 
77.2 

37.3 
16.9 

8.8 
4.5 
3.5 

26.7 
18.7 

6.2 
4.8 

47.3 

28.6 
4.4 
5.2 

1oo.o 
33.4 
22.0 

4.8 
5.2 
2.7 
2.9 
1.9 

27.1 

100 0 L 
57.3 
13.6 

7.9 
4.5 
2.6 
1.8 
1.0 

11.3 

Sources: Census and Statistics Department, Hong Kong Monthly Digest of Statistics; and staff estimates. 

A/ Data prior to October 1990 have been adjurted to include trade figure8 from the former German Democratic Republic, 
so as to ensure comparability of these trade figures with those after German unification. 

2/ Data for 1993 are for the January-September period. 




