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Introduction

¢ Impact on the Mainland Economy

¢ The Chinese Economy in a Post-Financial Crisis World
¢ The Renminbi-U.S.$ Exchange Rate

¢ Impact on the Hong Kong Economy

¢ The Future of the Hong Kong Economy

¢ Concluding Remarks

Lawrence J. Lau, The Chinese University of Hong Kong



Impact on the Mainland Economy

¢ Is 8% economic growth achievable?

¢ Yes, despite the difficulties in the export sector, there
should be sufficient aggregate demand to sustain a rate of
growth of 7-8%.

Lawrence J. Lau, The Chinese University of Hong Kong 3



The De-Coupling Hypothesis
The Shifting Economic Center of Gravity

¢ The economic center of gravity of the world has been
gradually shifting to East Asia from the United States and
Western Europe and within East Asia from Japan to China.

¢ In 1960, East Asian GDP, comprising of the GDPs of
ASEAN (Brunei, Cambodia, Indonesia, Laos, Malaysia,
Myanmar, Philippines, Singapore, Thailand and Vietnam)
+ 3 (China (Mainland only), Japan, and South Korea) was
less than 12 percent of World GDP. Today, East Asian
GDP accounts for approximately a quarter of World GDP.

Lawrence J. Lau, The Chinese University of Hong Kong 4



East Asian Share of World GDP, 1960-present
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The De-Coupling Hypothesis
The Shifting Economic Center of Gravity

¢ East Asian shares of world exports, imports, and international trade
have also grown from approximately 10 percent in 1960 to a quarter
In 2007, paralleling the growth of East Asian share of world GDP.

¢ Because of the rapid economic growth of China and the rest of East
Asia outside of Japan, and the demand and supply that such
economic growth has generated, the East Asian economies now trade
more with one another than with economies outside of East Asia,
Including the United States. Approximately half of East Asian trade
IS among East Asian economies. This is a sea change compared to
say thirty years ago when most of the East Asian trade was between
East Asia and the United States and Western Europe.

Lawrence J. Lau, The Chinese University of Hong Kong 6
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The De-Coupling Hypothesis
The Changing Pattern of World Trade

¢ Interdependence of the East Asian economies has been
rising sharply over the years and East Asian dependence on
the United States and Western Europe has declined.

¢ The ASEAN Free Trade Area as well as its variations (+1
(China); + 3 (China, Japan and South Korea)) are rapidly
becoming a reality.

¢ This iIs what gives credence to the idea of partial “de-
coupling” of the world economies—that the Chinese and
East Asian economies can continue to do reasonably well
despite the current economic problems in the U.S. and
elsewhere. However, China and East Asia are not large
enough to turn-aroanduthecwrraleswworiely kon 8
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The Share of East Asian Imports
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Quarterly Rates of Growth of Exports of

Goods
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Figure 3.2: Year-over-Year Quarterly Rates of Growth of Exports of Goods in US$ (Percent)
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Quarterly Rates of Growth of Imports of
Goods: Selected East Asian Economies

Figure 3.3: Year-over-Year Quarterly Rates of Growth of Imports of Goods in US$ (Percent)
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Figure 3.1: Quarterly Rates of Growth of Real GDP, Year-over-Year, Selected East Asian Economies
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The Chinese Economy In a Post-Financial
Crisis Worla

¢ The Continuing Shift in the Economic and Financial

Center of Gravity
¢ U.S. and Europe gradually lose their pre-dominance.
¢ There is a relative redistribution of wealth in favor of East Asia.
¢ New Global Financial Architecture and Regulatory Regime

¢ The global financial system will have to be restructured to limit
the spillover effects.

¢ The global financial markets will be reorganized and reoriented,
with new, hopefully safer products.

¢ The use of leverage, which used to be a substitute for savings,
will be greatly reduced.

¢ Cash and Savings are King
¢ Savers will own the world

¢ China is still orglvy 10% (%f the \L/J\/_or_ltd economy, compared4
to the Euro Zoneé and the'U'S, of approximately 25% each.



The Renminbi-U.S.$ Exchange Rate

¢ The near-term expectation is that it will be relatively
stable—neither appreciating nor devaluing.

¢ Everyone in the world has an interest in trying to restore
stability in the markets—the fewer changes, the better.

¢ A revaluation of the Renminbi would require the selling of
USS$ assets (including bonds and notes) and the buying of
Renminbi by the People’s Bank of China—it will help
neither the U.S. nor China.

Lawrence J. Lau, The Chinese University of Hong Kong 15
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The Nominal and Real Yuan/US$
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Impact on the Hong Kong Economy:
Short-Term

¢ The decline in the stock market—this is due primarily to
three reasons: repatriation of capital back home by foreign
Investors; de-leveraging; and loss of confidence (irrational
panic).

¢ The drying up of initial public offerings and other financial
transactions.

¢ The reduction in wealth (even unrealized) also has a
negative impact on domestic consumption and investment.

¢ The decline in exports by and export orders received by
Hong Kong and Hong Hong-invested enterprises in the
Mainland, and in re-exports through Hong Kong, with
derivative declines in the demands for shipping,

transportation, |IQ@IStICS ANG, SERFALE of Hong Kong 18




Impact on the Hong Kong Economy:
Short-Term

¢ The decline In visitor arrivals, especially from North
America and Europe.

¢ All this means a decline in the rate of growth of real GDP
and a rise in the rate of unemployment in Hong Kong in
the near term. The rate of growth has already turned
negative for two consecutive quarters and Is expected to
remain negative for at least another two quarters. The
unemployment rate iIs expected to edge up but will

probably stop short of the high of 8% reached during the
SARS period.

Lawrence J. Lau, The Chinese University of Hong Kong 19



Impact on the Hong Kong Economy:
Long-Term

¢ The Critical Importance of the Mainland to the Hong Kong Economy

IS Now Even More Apparent.
¢ Hong Kong can take advantage of the fact that the Mainland is a huge source of
savings that can be used to finance investment worldwide.

¢ Can Hong Kong Continue to be Internationally Competitive?
¢ Hong Kong needs to re-examine its cost structure, whether with its high land
prices and double taxation, it can remain internationally competitive. It also
needs to consider how to avoid the volatility of its revenue stream going
forward—nhow it can smooth its revenue and expenditure. This may require a
rethink of the revenue base.
¢ Beyond Renminbi Convertibility
¢ With the U.S.$ likely to devalue over the intermediate to long term, despite its
short-term strength, Hong Kong must prepare for the arrival of the full
convertibility of the Renminbi.

Lawrence J. Lau, The Chinese University of Hong Kong 20



Maintaining Internal Demand and

Employment

¢ The Chief Executive has already announced measures to
Increase public expenditures (e.g., through accelerating the
construction of public works projects), to maintain and
create employment, and to provide credit assistance to
small and medium enterprises. These measures will both
boost confidence as well as help maintain the aggregate
demand in the Hong Kong economy.

¢ The Government can encourage large employers to
consider alternatives to lay-offs such as reduction of work
hours coupled with a corresponding reduction of pay
during this difficult period. This is a method tried in many
U.S. employers to retain the labor force in an economic

downturn. Everyone can.come out,aneads. 21



Maintaining Internal Demand and
Employment

¢ The Government can also encourage the hiring of new entrants into

the labor force by large firms on a trial basis, e.g., new graduates
from universities and high schools, by sharing the cost of
employment for the first full year (with the employers being
reimbursed at the end of the first year). ldeally this should apply
only to “net new hires,” that is, new hires over and above what the
firm would have hired anyway, but in practice it is difficult to
determine what Is and is not “new new hires,” and one may have to
settle for new hires. Even In the latter case, it Is less costly and more
productive than the creation of temporary public service jobs.

¢ The Government can consider providing unemployment benefits
sufficient for subsistence to those workers who become newly

unemployed.
Lawrence J. Lau, The Chinese University of Hong Kong 22



Maintaining Internal Demand and
Employment

¢ The Government can promote longer-term owner-occupied
residential mortgage loans to enable the average citizen to purchase
their own homes or to reduce their monthly payments through
refinancing—>by lengthening the maturity of such loans to say 35
years to 15 years, the monthly payments can be reduced by more
than 50%, releasing purchasing power for either new homes or
current consumption. (Such government-supported long-term
mortgages can be subject to various ceiling restrictions as to cost and
size—the objective is to help the average household in Hong Kong.)

¢ Long-term mortgage loans can also be considered for owner-used
premises for small and medium enterprises to enhance their long-
term economic viability and sustainability and to insulate them to

some extent from the volatility of commercial rents in Hong Kong.
Lawrence J. Lau, The Chinese University of Hong Kong 23



Sustaining External Demand

¢ Hong Kong should request the extension of the “individual
visit scheme” ({l& * ) to include Mainland citizens from
more provinces and cities to replace the lost travellers from
North America and Europe and from the now
economically depressed areas in Guangdong, Shanghai,
Jiangsu and Zhejiang.

¢ The Government can consider the facilitation of visitors
from Taiwan by granting them the privilege of “instant
visa” (%9 3555) which Hong Kong citizens already enjoy
going to Taiwan. This should also be helpful to Cathay
Pacific Airways and Dragonair as cross-strait air traffic
becomes increastnghy-directiese niversity of Hong Kong 24



Sustaining External Demand

¢ The Government can also consider the facilitation of visitors from
Shenzhen by granting the residents there with proper household
registration (1 1) the privilege of visiting Hong Kong on demand
through an identification card system (e.g. “Hong Kong visit card” (

THIEED)) similar to the “home return card” ([p'5&&). The number of

henzhen citizens who can qualify is a little over 2 million, our of a
total permanent population estimated to be over 8 million and a total
population, including floating population, that has been estimated to
be as high as 17 million. With a per capita GDP approaching
U.S.$10,000 for this group of residents, their visits to Hong Kong
should be helpful to the tourism-related and retail and service
businesses in Hong Kong.

Lawrence J. Lau, The Chinese University of Hong Kong 25



Sustaining External Demand

¢ The Government can consider helping long-term exporters
to finance their exports to long-term customers in the U.S.
and elsewhere who are unable to issue letters of credit or
carry their inventories because of the credit freeze in North
America and Europe. This can take the form of export
loan guarantees so that the Hong Kong exporters can ship
their goods In part on consignment to their overseas
customers and wait to receive payments in up to six
months.

Lawrence J. Lau, The Chinese University of Hong Kong 26



The Future of the Hong Kong Economy

¢ Is Hong Kong Going to Become Another Venice?

¢ Hong Kong’s Long-Term Comparative Advantage

¢ International links and bilingualism and biculturalism

¢ Academic freedom, freedom of information

¢ Rule of law and civil liberties

¢ Proximity to China, a huge market and a huge source of savings

¢ An entrepreneurial environment

¢ World-class research-oriented universities

¢ Geographically well located at the junction between Mainland
China and the ASEAN region

¢ Hong Kong’s Vulnerabilities
¢ Volatility of government revenue and narrow tax base
¢ High cost strugture for internatiqn |ver5|tu(§IHonS§on

J. La hinese

¢ Insufficient support for higher education and for R&D

27



Possible Long-Term Directions

¢ Intensified Cooperation with Guangdong and the Pearl
River Delta Region

¢ Economic Integration with Shenzhen
¢ Complementarities
# Specialization and division of labor

¢ Cooperation and Specialization and Division of Labor with

Shanghal
¢ Dual listing of stocks in both Hong Kong and Shanghai
¢ Comparative advantages

¢ Serving East and Southeast Asia
¢ Education and R&D Hub of the Region

Lawrence J. Lau, The Chinese University of Hong Kong 28



Concluding Remarks

¢ If the Chinese economy continues to grow In the 8% range
In the next couple of years, the Hong Kong economy will
be able to do reasonably well. | am confident that China
will be able to grow at approximately 8% and that Hong
Kong will be able to survive the financial earthquake
relatively unscathed.

¢ In the longer term Hong Kong should try to reposition
Itself as a financial, insurance, logistics, design, education,
R&D, tourism center serving not just China but also East
Asia as a whole.

Lawrence J. Lau, The Chinese University of Hong Kong 29
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