feead Third Quarter

¢ Economic Report 2003

Government of the Hong Kong
Special Administrative Region

\

i




THIRD QUARTER
ECONOMIC REPORT 2003

ECONOMIC ANALYSIS DIVISION
FINANCIAL SERVICES AND THE TREASURY BUREAU
GOVERNMENT OF THE
HONG KONG SPECIAL ADMINISTRATIVE REGION

November 2003



CONTENTS

Paragraphs
CHAPTER 1. OVERALL VIEW
Overall situation 11 - 19
The external sector 110 - 118
Domestic demand 119 - 123
The Government account 124 - 126
The property market 127 - 130
The labour market 131 - 134
Prices 135 - 1.37
The financial sector 138 - 1.42
CHAPTER 2: THE EXTERNAL SECTOR
Major external influences 21 - 26
Overall visible and invisible trade situation 2.7 - 2.15
Visible trade
Total exports of goods 216 - 229
Re-exports 230 - 233
Domestic exports 234 - 235
Outward processing trade 236 - 239
Imports of goods 240 - 241
Retained imports 242 - 245
Invisible trade
Exports of services 246 - 249
Imports of services 250 - 253
Overal balance of payments 254 - 256
CHAPTER 3: THE DOMESTIC ECONOMY
Net output or value added by major economic sector 31 - 32
Loca manufacturing output 33 - 34
Service sector receipts 35 - 36
Property 3.7 - 316
Building and construction 317 - 323
Land 324 - 327
Electricity and gas 328 - 329
Internal transport 330 - 331
External transport 332 - 335
Tourism 336 - 341
Telecommunications 342 - 343
CHAPTER 4: THE FINANCIAL SECTOR
Overall financia market situation 4.1
Exchange rates 42 - 44
Interest rates 4.5 - 47
Deposits and money supply 48 - 412
Hong Kong dollar external claims and liabilities of authorized 413 - 414
institutions
Loans and advances 415 - 419
Banks and other deposit-taking institutions 420 - 423
Insurance 4.24
The debt market 425 - 429
The stock, futures and gold markets 430 - 437

Unit trusts and mutual funds 438 - 439



CHAPTER 5: THE LABOUR SECTOR

Overall labour market situation

Profile of unemployment and underemployment
Profile of employment

Vacancies

Earnings and wages

CHAPTER 6: PRICES

Consumer prices

Import prices

Prices of key inputs

Prices of local manufacturing output
Prices of output in selected service sectors
Export prices

Terms of trade

GDP deflator

STATISTICAL APPENDIX

51 -
5.7

5.12
5.17
5.20

6.1

6.7 -
6.11
6.12
6.13

6.14 -
6.16
6.17

5.6

5.11
5.16
5.19
5.28

6.6
6.10

6.15



CHAPTER 1: OVERALL VIEW
Overall situation

11 After the setback caused by Severe Acute Respiratory Syndrome
(SARS) in the second quarter, the Hong Kong economy rebounded distinctly to
an appreciable growth in the third quarter of 2003. The turnaround was most
conspicuousin thetourism-rel ated sectors, driven by a sharp resurgencein visitor
arrivals from the mainland of China (the Mainland), particularly so after the
launch of the “individual visit” scheme in late July®. Also, local consumer
spending was steadily re-activated, resuming increase for the first time in two
years, upon better sentiment and improving labour market conditions. As to
Investment spending, building and construction output was still slack in overal
terms. Yet machinery and equipment acquisition picked up visibly, albeit
supported in part by intake of some aircraft ordered earlier.

12 Externally, total exports of goods remained generally robust in the third
guarter of 2003, even though the growth pace was not as marked asin the earlier
months due in part to shifting to a higher base of comparison. Exports to the
United States continued on adecline. But exportsto the European Union held up
well. Moreover, exports to many of the East Asian markets sustained growth
approaching or exceeding 20%. Concurrently, offshore trade remained buoyant,
along with the surging external trade in the Mainland.

1.3 In the third quarter of 2003, the Gross Domestic Product (GDP)®@
rebounded distinctly to growth at 4.0% in rea terms over a year earlier, in
contrast to a 0.5% declinein the second quarter (latter figure unchanged from the
estimate put out earlier). On a seasonaly adjusted quarter-to-quarter
comparison®, the turnaround in GDP was even more pronounced, with a 6.4%
leap in real termsin the third quarter of 2003, as against a3.7% dip in the second
guarter (latter figure also unchanged from the estimate put out earlier).

/Diagram 1.1 .....
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Table1.1

Gross Domestic Product and its main expenditure components
and the main priceindicators
(year-on-year rate of change (%))

2001*  2002* 2002 2003
: Q" Q2 Q¥ Q4 Q' Q2 QI
Changeinreal terms of
GDP and itsmain

expenditure components (%)

Private consumption 2.0 -1.2  -01 -24 -09 -13 -1.7 -26 20
expenditure®
Government consumption 6.1 24 23 30 35 08 13 04 05
expenditure
Gross domestic fixed 27 43 -118 -02 -43 -07 35 -57 -04
capital formation
of which :
Building and construction -1.1 1.2 -32 76 82 -6.2 -35 -84 -64
Machinery, equipment and 6.2 -91 -198 -6.7 -122 32 119 -20 49
computér software
Total exports of goods -3.3 8.7 -2.4 59 115 184 191 143 100
Re-exports -24 11.0 -1.4 84 137 222 223 170 115
Domestic exports -10.2 -11.2 -111 -136 -75 -129 -120 -126 -52
Imports of goods® -1.9 79 -40 60 108 182 188 109 82
Exports of services” 6.2 122 63 91 140 181 125 -139 69
Imports of services 2.0 0.2 -0.7 -38 20 34 -39 -196 05
Gross Domestic Product 0.5 2.3 -06 08 34 51 45 -05 40

Changein the main

price indicators (%)
GDP deflator -1.9 -3.0 23 22 -31 -41 -46 -54 57

C(IJm o')teConsumer Price -1.6 -3.0 -26 -32 -35 -29 -20 -25 -36
ndex

Consumer Price Index (A)® -1.7 32 28 -36 -41 -24 -1.8 -18 -33

Change in nominal GDP (%) -14 -0.8 -30 -14 0.2 0.8 -02 -59 -19

GDP at current market 1270 1,260 298 306 325 331 298 288 318
prices ($ billion)

GDP at constant (2000) 1294 1,324 310 318 343 353 324 316 357
market prices ($ billion)

Changesin inventories at -5 3 -3 1 1 3 3 2 -2
constant %2,000) market

prices ($ billion)
Notes: (#) Revisedfigures.
(+) Preliminary figures.

(™) Revised seriesincorporating a new set of visitor expenditure figures as released by the Hong Kong
Tourism Board near end-November 2003. For details, see Box 1.1.

(&) Hereimports of goods arevalued on f.o.b. basis, instead of on c.i.f. basis asis the on-going practice
for the merchandise trade statistics.

b) Fina fi .
(b) Final figures Table12 ...



Table1l.2

Gross Domestic Product and its main expenditure components
~and the main priceindicators
(seasonally adjusted quarter-to-quarter rate of change (%))

002

Qrr ¢ Q3 o QIf Q2 Q3

N
o
W

Changeinreal terms of
GDP and its main

expenditure components (%)

Private consumption 04 -09 -01 -04 -06 -13 4.6
expenditure”

Government consumption 04 -0.2 2.3 -1.2 01 -03 1.8
expenditure

Gross domestic fixed N.A. NA. NA. NA. NA. NA.  NA.
capital formation

Total exports of goods 4.6 5.7 4.1 3.9 3.1 24 0.2
Re-exports 5.8 6.6 4.6 4.7 3.9 2.7 -04
Domestic exports -5.5 -20 -06 -43 -63 -18 8.5

Imports of goods® 4.6 5.9 4.6 3.0 37 -09 2.0

Exports of services” 25 48 59 41 -26 -200 310

Imports of services 0.4 -1.6 3.8 11 -69 -17.7 297

Gross Domestic Product® 0.3 1.1 2.0 1.7 -03 -37 6.4

Change in the main

priceindicators (%)

GDP deflator -0.7 -0.8 -0.9 -1.6 -14 -1.6 -1.2
Composite Consumer Pricelndex® -11  -06 -07 -06 -01 -1.1 -19
Consumer Price Index (A)© -06 -06 -07 -06 * .05 -23

Notes: (#) Revisedfigures.
(+) Preliminary figures.

() Revised seriesincorporating a new set of visitor expenditure figures as released by the
Hong Kong Tourism Board near end-November 2003. For details, see Box 1.1.

(*) Change of less than 0.05%.

N.A. Not applicable, as no clear seasonal pattern is found in gross domestic fixed capital
formation, due to the presence of considerable short-term fluctuations.

(@ Here imports of goods are valued on f.o.b. basis, instead of on c.i.f. basis as is the
on-going practice for the merchandise trade statistics.

(b) Asgrossdomestic fixed capital formation does not exhibit a clear seasonal pattern, the
seasonally adjusted series of GDP is compiled separately at the overall level.

(c) Fina figures.
14 .....



14 Prompted by the upturn in economic activity, labour market conditions
were also set to improve. The seasonally adjusted unemployment rate fell to
8.3% in the third quarter of 2003, from 8.6% in the second quarter. Lesser
unemployment was seen mostly in the earlier SARS affected sectors. The
underemployment rate came down more visibly, from 4.3% to 3.6%, as many of
the employees having been suspended earlier resumed work in the more recent
months. Y et labour earnings and wages were still soft.

15 The property market turned more active in the third quarter of 2003, as
sentiment was rekindled by better performance in the economy and rally in the
local stock market. On residential property, transactions in the primary market
picked up visibly. In turn, trading in the secondary market was also bolstered.
Thetrend of declinein flat prices appeared to have been arrested towards the end
of the third quarter. On commercial property, there was some pick-up in market
activity, notably for retail premisesin prime locations. For office space, rentals
were gtill soft, yet prices seemed to have stabilised somewhat. For shopping
space, prices and rentals in the popular areas had firmed. As to industrial
property, the market stayed sluggish in overall terms.

16 In the financial market, the spot exchange rate of the Hong Kong dollar
against the US dollar strengthened during the third quarter of 2003, and the
spread of the twelve-month Hong Kong dollar forward rate against the spot rate
switched from a premium to a discount towards the end of the quarter. Therewas
an increased demand for Hong Kong dollar assets, induced by optimism about the
improved performance and near-term outlook of the Hong Kong economy aswell
as by theweakening of the US dollar against currenciesin theregion. Asliquidity
in the banking sector went higher along with increased inflow of funds, the
negative spread of the three-month HIBOR against the corresponding
Euro-dollar deposit rate widened. With Hong Kong dollar loans contracting
further whereas with Hong Kong dollar deposits expanding further, the
respective loan-to-deposit ratio went down appreciably further. The local stock
market was on a genera uptrend during the third quarter, boosted variously by
signing of the Closer Economic Partnership Arrangement (CEPA) between Hong
Kong and the Mainland®, launch of the “individual visit” scheme for Mainland
visitors to Hong Kong, increased inflow of funds, and genera uptrend in the
overseas stock markets. The Hang Seng Index surged to a high of 11 296 on

/24 September.....



24 September, and closed the month at 11 230, 17.3% abovetheleve at end-June.
Transactions were hectic, with the average daily turnover leaping to $12.0 billion
in the third quarter, from $8.1 billion in the second quarter.

17 On consumer prices, the Composite Consumer Price Index had alarger
decline, by 3.6% in the third quarter of 2003 over ayear earlier, as against 2.5%
in the second quarter. But this was mostly due to the rates concession and the
walver of water and sewage charges granted as relief measures by the
Government, which had the combined effect of dampening the Composite CPI by
about one percentage point in the third quarter. In fact, as economic activity
progressively improved, the year-on-year rate of decline in the Composite CPI
had been lessening, from 4.0% in July to 3.8% in August, and visibly further to
3.2% in September. This reversed the enlarging decline seen in the earlier
months owing to the impact of SARS.

1.8 Statistics on the Gross National Product (GNP)® are available up to the
second quarter of 2003. Both external factor income inflow and outflow
continued to decrease in the second quarter of 2003 over ayear earlier. Thiswas
largely caused by further fall-off in interest income into and out of Hong Kong
amidst alow interest rate environment globally. Balancing these flows, there was
still a net inflow of externa factor income amounting to 0.5% of GDP in the
second quarter of 2003. With these flows decreasing to abroadly similar degree,
GNP fell by 0.6% in rea termsin the second quarter of 2003 over ayear earlier,
broadly comparable to the corresponding declinein GDP by 0.5% in real terms.

19 More specifically on external factor income, net direct investment
income outflow decreased in the second quarter of 2003 over a year earlier,
mainly due to a more substantial reduction in investment earnings by foreign
enterprises in Hong Kong. Yet concurrently, net portfolio investment income
inflow declined, largely on account of increased dividend pay-outs by resident
companies to foreign investors more than offsetting increased pay-insto resident
investors from holding of foreign securities. Meanwhile, net income inflow on
other investment also fell, along with larger reduction in interest income from
loans and deposits placed abroad by local banks.

[Tablel.3.....



Table1.3

Gross National Product and
external factor income flows

2001 2002 2002 2
Ql Q2 Q3 Q4 Q1

Year-on-year rate of
change in money terms (%)
Tota externa factor income flow®

Inflow 7.7 -15.7 -170 -284 -95 -42 -15

Outflow -13.1 -13.6 -21.1  -26.8 -3.0 22 -35
Net external factor 41 27 15 2 8 2 16
income flow at current
market prices ($ billion)
GDP at current 1,270 1,260 298 306 325 331 298
market prices ($ billion) (-1.4) (-0.8) (-300 (1.4 (020 (0.8 (-0.2
GNP at current 1,311 1,287 313 308 333 333 314
market prices ($ billion)® (0.2) (-1.8) (-25) (-24) (-1.8) (-0.7) (0.2
Year-on-year rate of
changein real terms (%)
Gross National Product 2.0 1.2 -0.1 -0.2 1.3 3.6 49

Notes :

(a) External factor income comprises direct investment income, portfolio investment income, other
investment income, and compensation of employees.

(b) GNP isequa to GDP plus net external factor income flow.

() Figuresin brackets represent the year-on-year rates of change in money terms in GDP and GNP
respectively.

The external sector

1.10 Hong Kong's merchandise exports continued to show notable growthin
the third quarter of 2003, amidst generally improved global and regional
economic environment and with the earlier weakening in the US dollar still
giving some positive boost. But the growth pace was not as marked asin thefirst
half of the year, duein part to a higher base of comparison in the third quarter of
2002. According to the merchandise trade statistics, total exports of goods
(comprising re-exports and domestic exports) grew by 9.8% in real termsin the
third quarter of 2003 over ayear earlier. Onthe monthly profile, export growthin

fred .....
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real termswas 10.4% in July, 9.8% in August and 9.3% in September. The effect
of a higher base of comparison was more appreciable in September, as exports
accelerated to a double-digit increase in September last year. Together with a
16.5% surgein thefirst half of the year, total exports of goods |eaped by 13.9% in
real terms in the first nine months of 2003 over a year earlier. On a seasonally
adjusted quarter-to-quarter comparison, total exports of goods were virtually
unchanged in real terms in the third quarter of 2003, after rising for six
consecutive quarters and up by 3.2% in the first quarter and 2.4% in the second
quarter (paragraph 2.7).

Diagram 1.2
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computed from the new 2000-based trade index series. Before
then, the rates of change are computed from the old 1990-based
series. Re-scaling using conversion factors as derived from the
levels of the old and the new seriesin their overlapping period
of 2000 has been applied to the indices to maintain continuity.

(#) From the second quarter of 2000 onwards, the rates of change
are comﬁuted from the new 2000-based trade index series.
Before then, the rates of change are computed from the old
1990-based series. Re-scaling using conversion factors as
derived from the levels of the old and the new series in their
overlapping period of 2000 has been applied to the indices to
maintain continuity.
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111 Re-exports remained the key driver of growth within total exports of
goods, leaping by 11.3% in real terms in the third quarter of 2003 over a year
earlier. There were double-digit increases in rea terms for each month of the
third quarter, at 12.2%, 11.0% and 10.7% respectively. For the first nine months
of 2003 taken together, re-exports soared by 16.3% in real terms over a year
earlier, having increased distinctly by 19.4% in the first half of the year. On a
seasonally adjusted quarter-to-quarter comparison, re-exports however fell back
modestly, by 0.6% inreal termsin thethird quarter of 2003, having risen by 4.0%
and 2.7% respectively in the first and second quarters. Domestic exports
continued to be suppressed by the on-going structural shift towards re-exports
and offshore trade. In the third quarter of 2003, domestic exports fell further, by
5.4% in rea terms over ayear earlier. Asto the individual monthsin the third
guarter, the declinesin real termswere 7.3%, 2.8% and 6.0% respectively. Along
with a 12.3% dlump in the first half of the year, domestic exports were down by
9.8% in rea terms in the first nine months of 2003 over a year earlier. On a
seasonally adjusted quarter-to-quarter comparison, domestic exports nevertheless
reverted to increase, up distinctly by 8.2% in real terms in the third quarter of
2003, after declines by 6.3% and 1.8% respectively in the first and second
guarters (paragraphs 2.8 and 2.9).

112  Exports to the region remained the key driving force for Hong Kong's
export growth. Total exports of goods to East Asia as a whole continued to be
strong, rising by 17.9% in real terms in the third quarter of 2003 over a year
earlier. Amongst the major markets, exports to the Mainland, the Republic of
Korea, Singapore and Taiwan had growth approaching or exceeding 20% in real
terms in the third quarter over a year earlier. Exports to Japan, Thailand and
Indonesia al'so maintained double-digit growth. On the other hand, exports to
Malaysia and the Philippines sipped into decline. Total exports of goods to
North America slackened further, declining by 6.3% in rea terms in the third
guarter of 2003 over ayear earlier. Thiswent along with the deceleration in US
import demand in that quarter. Conceivably also mattered was the further
structural shift in re-exports to offshore trade for shipment to the US market.
Total exports of goods to the European Union held up well, with a10.6% risein
real termsin the third quarter of 2003 over ayear earlier. The growth waslargely
attributable to enhanced price attractiveness of Hong Kong's exports brought
about by the strength of the euro (paragraphs 2.17 to 2.19).
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1.13 Imports of goods grew further, by 7.9% in real terms over ayear earlier
in the third quarter of 2003 over a year earlier. The moderation from the
double-digit growth in the preceding four quarters was mainly due to the
slow-down in re-export growth from the highly hectic pace in thefirst half of this
year. Also relevant was the continued weakness in imports for local use in most
of thethird quarter. But assuch imports picked up, total imports also rose faster,
by 9.2% in real terms in September, as against 7.3% in both July and August.
Together with a 14.3% surge in the first half of the year, imports of goods rose by
11.9% in real terms in the first nine months of 2003 over ayear earlier. Within
total imports, retained imports rose back marginaly by 0.6% in real termsin the
third quarter of 2003 over ayear earlier. Such importswere still weak in July and
August, down by 2.8% and 0.9% respectively inreal terms. A notable rebound to
a 5.7% increase occurred in September, as local demand improved. Together
with a4.3% risein thefirst half of the year, retained imports went up by 2.9%in
real termsin the first nine months of 2003 over a year earlier. On a seasonally
adjusted guarter-to-quarter comparison, imports of goods rose back, by 2.2% in
real terms in the third quarter of 2003, after a 3.6% increase in the first quarter
and a 1.1% decline in the second quarter. Retained imports bounced up more
strongly, by 9.3% in real termsin the third quarter of 2003, having risen by 2.9%
in the first quarter and plunged by 9.6% in the second quarter (paragraph 2.10).

114 With the value of total exports of goods increasing faster than the value
of imports of goods, the visible trade deficit reckoned on a GDP basis narrowed
further, to $1.4 billion or 0.3% of the value of imports of goods in the third
quarter of 2003, from $5.0 billion or 1.1% in the same quarter in 2002. For the
first nine months of 2003 taken together, the visible trade deficit also narrowed,
to $27.2 billion or 2.1% of the value of imports of goods, from $33.8 billion or
2.9% in the same period in 2002 (paragraph 2.11).

1.15 On invisible trade, exports of services, having plummeted sharply
during the second guarter upon the impact of SARS, turned up visibly during the
third quarter upon the swift revival in inbound tourism and continued buoyant
offshoretrade. Inthethird quarter of 2003, exports of services rose back by 6.9%
in real terms over ayear earlier, representing a sharp turnaround from the 13.9%
plungein the second quarter. Together with a1.0% declinein thefirst half of the
year, there was a 1.9% increase in real terms for the first three quarters of 2003

las.....
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as a whole over a year earlier. On a seasonally adjusted quarter-to-quarter
comparison, exports of services had amuch more pronounced surge, by 31.0% in
real terms in the third quarter of 2003, having fallen by 2.6% and 20.0%
respectively in the first and second quarters (paragraph 2.12).

Diagram 1.3
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Box 1.1
New tourism expenditure data and its effect
on the GDP statistics

As a continuing effort to improve the quality of tourism statistics, the Hong Kong Tourism
Board (HKTB) has undertaken a review of the statistical framework and revamped the data
collection system. As a result of this review, HKTB’s Departing Visitors Survey has been
enhanced with a considerable increase in sample size. Data coverage iS now more
comprehensive than before, particularly in regard to the expenditure profile of same-day in-
town visitors whose arrival has been growing very rapidly in recent years.

In line with the recommendations for tourism statistics stipulated by the World Tourism
Organisation, HKTB will replace the previous set of data on “tourism receipts’ by a more
comprehensive set of data entitled “tourism expenditure associated to inbound tourism”. The
new set of tourism expenditure data comprises the following two main components :

(1) Destination consumption expenditure of incoming visitors and travellers, which
includes the expenditure in Hong Kong by overnight visitors, same-day in-town
visitors, servicemen, aircrew members, transit/transfer passengers, and cruise
passengers.

(2) Passenger international transportation expenditure, which are the receipts of Hong
Kong-based carriersfor international transportation of non-resident visitors by air, sea
or land.

Compared with the previous set of data, the coverage of tourism expenditure in the new set of
datais expanded to include expenditure of cruise passengers and expenditure by passengersin
international transportation. Furthermore, the estimation of destination consumption
expenditure of incoming visitors and travellers is refined with separate constituent estimates
for overnight visitors and same-day in-town visitors.

With the present enhanced framework, total tourism expenditureisestimated at $77.4 billionin
2002, comprising $58.5 hillion in destination consumption expenditure of incoming visitors
and travellers and $18.9 billion in passenger international transportation expenditure. The total
tourism expenditure rose by 25.3% in value terms over 2001.

The refinement made to the data on destination consumption expenditure of incoming visitors
and travellers does not lead to any change in the overall Gross Domestic Product (GDP), as it
affects the estimates on two of its expenditure components, viz. exports of services (XS) and
private consumption expenditure (PCE), to the same absolute magnitude yet in the opposite
direction, with XS down and PCE up.

Asto the growth rate in real terms, that of PCE is revised from 1.6% and -1.3% in 2001 and
2002 to 2.0% and —1.2% respectively, while that of XS is revised from 6.9% and 11.7% to
6.2% and 12.2% respectively.

The incorporation of passenger international transportation expenditure does not affect the
estimation of XS, asit is already included under the transportation item within XS, and hence
also does not lead to any change in the overall GDP.

/1.16 .....
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1.16 Imports of services aso recovered from the plunge brought about by
SARS. Therewasa0.5% riseinreal termsinthethird quarter of 2003 over ayear
earlier. The sharp turnaround from the 19.6% slump in the second quarter was
underpinned by a swift revival in outbound travel and related transportation
services. But with an 11.5% dip in the first half of the year, imports of services
still fell markedly by 7.3% in real terms for the first three quarters of 2003 as a
whole over ayear earlier. On aseasonally adjusted quarter-to-quarter comparison,
imports of services had an even stronger rebound, rising by 29.7%inreal termsin
the third quarter of 2003, following decreases of 6.9% and 17.7% respectively in
the first and second quarters (paragraph 2.13).

1.17 Taking exports and imports of services together, the invisible trade
surplus reckoned on a GDP basis rose back to $41.6 billion or 78.5% of thevalue
of imports of servicesin the third quarter of 2003, from $38.4 billion or 73.7%in
the same quarter in 2002. For the first three quarters of 2003 as a whole, the
invisible trade surplus also enlarged, to $105.6 billion or 77.1% of the vaue of
imports of services, from $98.2 hillion or 67.8% in the same period in 2002

(paragraph 2.14).

1.18 As the visible trade deficit narrowed while the invisible trade surplus
expanded, the combined surplus reckoned on a GDP basis surged markedly, to
$40.2 billion or 7.7% of the total value of imports of goods and services in the
third quarter of 2003, from $33.4 billion or 6.8% in the same quarter in 2002. For
the first three quarters of 2003 as a whole, the combined surplus went up to
$78.4 hillion or 5.5% of the total value of imports of goods and services, as
compared to $64.4 billion or 4.9% in the same period in 2002 (paragraph 2.15).

Domestic demand

1.19 Local consumer spending revived steadily during the third quarter of
2003, as sentiment and labour market conditions both turned better. Coupling
this with a strong upturn in inbound tourism, the volume of retail sales bottomed
out, with the year-on-year change turning from a decrease of 0.3% in July to
increases of 3.0% in August and 0.8% in September. The smaller increase in
September than in August was attributable to the sales of festive food items being
affected by the timing of the Mid-Autumn Festival, which occurred shortly
before mid-September this year but in the latter part of September last year. For
the third quarter of 2003 as awhole, the volume of retail sales went up modestly,

/by .....

13



by 1.2% over ayear earlier, yet thisalready represented adistinct upturn from the
7.7% dip in the second quarter. While the improvement in retail sales was rather
broad-based, there was particularly large increase in sales of such consumer
durables as el ectrical goods and photographic equipment, and also furniture. On
a seasonally adjusted quarter-to-quarter comparison, the volume of retail sales
bounced up by 8.3% in the third quarter of 2003, having plummeted by 7.5% in
the second quarter.

1.20 Private consumption expenditure (PCE) rebounded to increase, up by
2.0% in real terms in the third quarter of 2003 over a year earlier, having been
down by 2.6% in the second quarter. This was the first increase in two years.
The rebound was marked by almost across-the-board increases in spending on
goods and services. Residents' spending abroad also showed a distinct relative
improvement as people progressively resumed their outbound trips. On a
seasonally adjusted quarter-to-quarter comparison, PCE rose visibly by 4.6% in
real terms in the third quarter of 2003, reversing the 1.3% decrease in the second
quarter.

[Tablel4 ....
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Table1.4

L ocal consumer and visitor spending in the domestic mar ket
(year-on-year rate of changein real terms (%))

Visitor
Retail sales® Consumer spending by major component® spending®
Residents
Non- . expenditure
Food Durables durables Services abroad otal

2002 Annua -2.6 * * -5 3 -2 * 27
Q1 -1.8 (2.1) 1 * -2 2 -3 1 10
Q2 -45 (-1.5) * -4 -8 3 -5 -1 26
Q3 -3.0 (-1.4) -1 * -7 4 * 1 28
Q4 -1.1 (0.1) * 5 -4 3 -1 1 41
2003 Q1 -0.8 (1.0 1 5 -5 1 -8 * 19
82 -7.7 (-7.5; * -1 -17 -4 -29 -8 -71
3 1.2 (8.3 * 6 1 3 -1 2 4

Notes: () Retail salesand consumer spending by major component include both local consumer and visitor

spending, which are not separable from the survey data.

(b) Thisisabroad estimate of spending by non-residentsin the domestic market, asa deduction item
within private consumption expenditure amongst the expenditure components of GDP. The
series has been revised, incorporating a new set of visitor expenditure figures as released by the
Hong Kong Tourism Board near end-November 2003. For details, see Box 1.1.

() Figuresin brackets represent the seasonally adjusted quarter-to-quarter % changesin real terms.

(*)

Change of less than 0.5%.

Diagram 1.4
Domestic demand
(year-on-year rate of changein real terms)
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Box 1.2 . o . .
Retail salesvis-a-vis private consumption expenditure

Retail salesstatistics are primarily intended to measure the sales receipts of goods sold by local
retail establishments, for gauging the short-term business performance of thelocal retail sector.
They cover both spending on goods by local households and by tourists in Hong Kong.

Private consumption expenditure (PCE) is a maor expenditure component of the Gross
Domestic Product (GDP). It iscompiled from awide range of data sources, including the retall
salesdata. But it has amuch broader coverage than retail sales, in that PCE covers consumer
spending on goods (purchased from all channels including the conventional retail outlets) as
well as spending on services by Hong Kong residents, whether domestically or abroad. As
such, the retail sales figures are not as comprehensive and as direct as PCE for gauging the
trend in local consumer spending.

More specifically, PCE is distinguished from retail sales statisticsin that:

(1) retail sales statistics refer to consumer spending on goods purchased from local retail
establishments, but do not cover those consumer spending on electricity, gas and water
and on various services such as housing, transportation, education, medical and health
care, recreation, entertainment and personal services. PCE covers households
consumption expenditure on all goods and services,

(2) visitors' spending in Hong Kong isincluded in the retail sales figures but not in PCE; and

(3) Hong Kong residents consumption expenditure abroad is covered in PCE but such
spending being outside Hong Kong is outside the coverage of retail sales statistics.

Dueto the differencesin coverage, the retail sales and PCE series may not necessarily be very
close in terms of trends and fluctuations. As an economy becomes more affluent, consumers
tend to spend relatively more on services than on goods. For example, the average proportion
spent on food (in particular food for meals prepared at home) is smaller than what it used to be
some decades ago. New items like charges for mobile phone services and Internet services
now also appear in the spending list of an average household. For households in general, a
significant proportion of consumption services are “necessities’ such as housing,
transportation, and medical and education services, which tend to have a steady growth in
demand over time. On the other hand, households tend to spend less on expensive items like
motor vehicles and jewellery during economic downturns. Thus, the cyclical pattern of
consumer spending on some of the services tends to be less pronounced as compared to that of
spending on goods.

1.21 Government consumption expenditure (GCE) reckoned on a national
accounts basis® went up by 0.5% in real termsin the third quarter of 2003 over a
year earlier, broadly similar to the 0.4% increase in the second quarter. On a
seasonally adjusted quarter-to-quarter comparison, GCE rose by 1.8% in real
terms in the third quarter of 2003, following a decline of 0.3% in the second
quarter.

11.22 .....
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122 Overdl investment spending, as represented by gross domestic fixed
capital formation (GDFCF), had amarginal decline of only 0.4% in rea termsin
the third quarter of 2003 over ayear earlier, much smaller than the 5.7% decrease
in the second quarter. This improvement was attributable to a visible rebound in
expenditure on machinery, equipment and computer software, which went up by
4.9% in rea terms in the third quarter of 2003 over a year earlier, reversing the
2.0% decline in the second quarter. In part, it was helped by the intake of some
aircraft ordered earlier. On the other hand, expenditure on building and
construction remained slack, faling by 6.4% in real terms in the third quarter of
2003 over ayear earlier, having declined by 8.4% in the second quarter. Several
major civil engineering projects had wound down or were close to completion,
including the first berth of Container Terminal 9 in the private sector, as well as
KCR’'s West Rail, Ma On Shan Extension and Tsim Sha Tsui Extension in the
public sector. Also, building activity in the private sector continued to shrink,
amidst adearth of new building projects.

1.23 Having been accumulated for five consecutive quarters, inventoriesfell
back in thethird quarter of 2003, asimport intake for local use dwindled for most
of the quarter while overall demand in the local market staged an upturn.

The Gover nment account

1.24 Inthefirst half of thefinancial year 2003/04 (April to September 2003),
government revenue amounted to $45.9 billion, down by 5.6% in money terms
from the same period in the financia year 2002/03. Within this total, revenue
from salaries tax fell more significantly, due to implementation of a salaries tax
rebate under the package of relief measures announced in April. Concurrently,
revenue from other major sources such as profitstax, stamp duties and land sales
also went down. Asto revenue from general rates, it bounced back sharply in the
guarter April-June over a year earlier, upon dissipation of the effect of the rates
concession granted in 2002. It then fell off again in the quarter July-September
over a year earlier, due to another rates concession under the package of relief
measures granted in 2003.

125 On the other hand, government spending in the first half of the financial
year 2003/04, at $120.2 billion, was up by 0.7% in money terms over the same
period in thefinancial year 2002/03. Withinthistotal, capital expenditurerose by
14.9% to $22.4 hillion, including extra expenditure incurred to re-vitalise the
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economy and to provide additional employment and training opportunities after
SARS. It more than offset a further decline in recurrent spending, by 2.1% to
$97.8 hillion.

1.26 The fiscal balance gave a deficit of $74.3 billion in the first half of the
financia year 2003/04, larger than that of $70.8 billion in the first haf the
financia year 2002/03. Thiswas largely related to the earlier economic setback
owing to SARS, as well as the two packages of relief and support measures
announced in April and June.

The property market

1.27 Activity in the sales market for residential property showed a strong
pick-up during the third quarter of 2003. Sentiment improved markedly, along
with the better performance of the overall economy and the strong rally in the
stock market. This was particularly so after the signing of CEPA in June and
implementation of the “individual visit” scheme for Mainland visitors to Hong
Kong in July. Expectation for further policy measures to stabilise the housing
market also provided some support. Developers resumed sales in the primary
market, which had been held off during the spread of SARS, and the sales were
generally met with a good response. In view of this favourable turn, many
developers had reduced or withdrawn the price discounts and other concessions
they offered earlier. Moreover, there was a notable revival in activity in the
secondary market. Flat prices appeared to have bottomed out in the third quarter,
with adlight increase recorded in September. In theluxury end of the market, the
rebound was more clearly visible. Purportedly, the Government’s new policy
measure to attract investment immigrants to Hong Kong rendered somelift to this
segment. Asto the rental market, leasing activity likewise increased in the third
quarter. Flat rentals also appeared to have stabilised towards the end of the
quarter (paragraph 3.7).

1.28 On a quarter-to-quarter comparison, the fall in flat prices narrowed, on
averageto 2% in the third quarter of 2003, from that of 5% in the second quarter.
Thefall inflat rentals likewise narrowed, on average to 2% in the third quarter of
2003, fromthat of 4% inthe second quarter. For thefirst three quartersof 2003 as
a whole, flat prices on average went down by 10%, and flat rentals by 9%.
Compared with the respective peak levelsin the third quarter of 1997, flat prices
and rentals in the third quarter of 2003 remained substantially lower, by an
average of 66% and 49% respectively (paragraph 3.8).
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1.29 On commercial property, both the sales and rental markets for office
gpace turned more active in the third quarter of 2003. Investor interest was
rekindled somewhat, stimulated in part by the signing of CEPA in June. Leasing
demand also strengthened slightly. In addition, more tenants were willing to
relocate their offices from buildings which were older or in secondary locations
to better ones, as rentals of Grade A office space had fallen to a more attractive
level to them. Y et the abundant supply of new and existing office spacein overall
terms continued to exert adrag on prices and rentals. Meanwhile, the sales and
rental markets for shopping space both showed a mixed performance in the third
quarter of 2003. Retail premises in popular locations and in better-managed
shopping malls fared better, supported by the recovery inloca consumer demand
and in inbound tourism from the earlier SARS impact. Yet the sales and rental
markets for industrial property remained generally sluggish in the third quarter.
Nevertheless, projects involving the conversion of industrial sites to hotel use
gained some momentum, amidst the rebound in inbound tourism (paragraphs 3.9
to 3.11).

1.30 Comparing the first nine months of 2003 with a year earlier, planned
developments of all types of property in the private sector turned up to an increase
of 26%, following amarginal decrease of 1% in 2002. Within thistotal, planned
developments of private residential property rose significantly, by 74% in terms
of units or by 23% in terms of total usable floor areain the first three quarters of
2003 over a year earlier. Planned developments of property in the “others’
category surged even more, by 372%. Y et planned developments of commercial
property and industrial property were substantially down, by 55% and 100%

respectively (paragraph 3.16).
Thelabour mar ket

131 Labour market conditions, having deteriorated markedly during the
second quarter and the beginning of the third quarter under the severe impact of
SARS, showed a visible improvement towards the end of the third quarter, as
SARS had come under control and as overall economic activity staged a
progressive upturn. The seasonally adjusted unemployment rate fell back to
8.3% in the third quarter of 2003, following aleap from 7.5% in the first quarter
to 8.6% in the second quarter and further to a historical high of 8.7% in
May - July. The number of unemployed persons (not seasonally adjusted)
likewise dropped, to 297 300 in the third quarter of 2003, after elevating from
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259 800 in thefirst quarter to 300 000 in the second quarter and further to a peak
of 309 400 in June - August. However, the median duration of unemployment
lengthened from 82 days to 90 days between the second and third quarters of
2003, along with an increase in the proportion of persons unemployed for six
months or more from 28% to 31%. (In August - October 2003, the seasonally
adjusted unemployment rate had a further fall, to 8.0% (provisional).)

(paragraph 5.1)

1.32 The underemployment rate concurrently declined, to 3.6% in the third
guarter of 2003, after leaping from 2.9% in the first quarter to 4.3% in the second
guarter. Conceivably, many of the affected employees, having earlier been
suspended from work or asked to take no-pay leave, had returned to their jobs
more recently. Thiswas notably so for those workers engaged in the tourism and
consumption-related sectors. The number of underemployed persons likewise
decreased, to 126 600 in the third quarter of 2003, following alift from 100 700
in the first quarter to 151 000 in the second quarter. (In August - October 2003,
the underemployment rate went down further, to 3.5% (provisional).)

(paragraph 5.2)

Diagram 1.5
Unemployment and underemployment rates
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1.33 On a quarter-to-quarter comparison, total employment as enumerated
from households was reduced further, by 0.8% in the third quarter of 2003,
following a 0.7% decrease in the second quarter. Weakened labour demand in
manufacturing and in foundation and superstructure construction was a major
contributory factor. The former could be due to further relocation of production
processes outside Hong Kong, and the latter due to completion or winding down
of some major construction projects. Y et employment gains were still found in
quite a number of economic sectors including restaurants, real estate, the
whol esal e trade and business services, along with the pick-up in business activity.
As to labour supply, total labour force showed a distinct moderation, to a 0.8%
decrease in the third quarter of 2003, from a 0.5% increase in the second quarter.
This reflected the combined influence of a contraction in the population of
working age and a decline in the labour force participation rate especially for
middle-aged females. On ayear-on-year comparison, total employment and total
labour force both fell, by 1.7% and 0.7% respectively in the third quarter of 2003,
having expanded by 0.5% and 1.5% in the second quarter (paragraph 5.4).

Diagram 1.6

Total labour force and total employment
(year-on-year rate of change)
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1.34 L abour income drifted lower in the second quarter, asthe labour market
slackened distinctly further under the adverse impact of SARS. Specifically,
labour earnings decreased by 2.5% in money termsin the second quarter of 2003
from ayear earlier, after a2.0% drop in the first quarter. Netting out the decline
In consumer prices as measured by the Composite CPI, labour earnings were
down by only 0.1%in real termsin the second quarter of 2003 from ayear earlier,
having shown nil change in the first quarter. Likewise, labour wages were
reduced by 2.5% in money terms in June 2003 from a year earlier, following a
1.5% fall in March. Netting out the decline in consumer prices as measured by
the CPI(A), labour wages receded also by only 0.1% in real termsin June 2003,
following a0.3% risein March (paragraph 5.5).

Prices

1.35 Overal consumer prices declined further in the third quarter of 2003,
thereby extending their downtrend to almost five years. Though with apick-upin
overall economic activity and improving consumer spending during the quarter,
local retailers and service providers continued to restrain the prices of their goods
and services. Price discounts and other concessions were still widespread, yet
apparently with some modest narrowing by the end of the quarter. Meanwhile,
the pressure on domestic costs remained scant, as property rentals and labour
wages stayed subdued. In addition, there was a dampening effect on the
respective costs to consumers brought about by the rates concession and the
waiver of water and sewage charges granted by the Government for the periods
July - September and August - November respectively. These factors taken
together outweighed the pressure due to higher prices of retained imports brought
about by aweaker US dollar and firmer world commodity prices (paragraph 6.1).

1.36 On a year-on-year comparison, the Composite Consumer Price Index
went down by 3.6% in the third quarter of 2003, exceeding the 2.5% fall in the
second quarter. The enlarged drop was mainly attributable to the Government’s
relief measures, specifically the rates concession and the waiver of water and
sewage charges, which had the combined effect of lowering the Composite CPI
by about one percentage point in the third quarter. For the first nine months of
2003 as awhole, the Composite CPI did by 2.7% from ayear earlier, which was
nevertheless less than the 3.0% dip in 2002 (paragraph 6.2).
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Diagram 1.7
Composite Consumer Price Index
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Notes: (*) From the fourth quarter of 2000 onwards, the year-on-year
changes in the Composite CPI are computed from the new
1999/2000-based series.  Before then, the year-on-year
changes are computed from the old 1994/95-based series.
Splicing has been applied to the indices to maintain continuity.

(#) From the first quarter of 2000 onwards, the quarter-to-quarter
changes in the seasondly adjusted Composite CPl are
computed from the new 1999/2000-based series. Before then,
the quarter-to-quarter changes are computed from the old
1994/95-based series. Splicing has been applied to the indices
to maintain continuity.

1.37 The GDP deflator, as a broad measure of overall price change in the
economy, declined by 5.7% in the third quarter of 2003 over ayear earlier, even
larger than the 5.4% fall in the second quarter. Thiswas mainly due to enlarged
declines in the price deflator for private consumption expenditure and for gross
domestic fixed capital formation, more than offsetting lesser deterioration in the
terms of trade in goods and in services. Within the GDP deflator, the domestic
demand deflator and the total final demand deflator both had enlarged declines,
by 4.5% and 3.1% respectively in the third quarter of 2003 over ayear earlier as
against 4.1% and 2.8% in the second quarter. On a seasonally adjusted
guarter-to-quarter comparison, the GDP deflator fell by 1.2% in the third quarter
of 2003, which was nevertheless smaller than the 1.6% decrease in the second
guarter (paragraph 6.17).

/Diagram 1.8 .....

23



Diagram 1.8
GDP deflator
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Thefinancial sector

1.38 The spot exchange rate of the Hong Kong dollar against the US dollar
stayed on the strong side of the linked rate (at 7.80) throughout the third quarter
of 2003. It appreciated more visibly towards the end of the quarter, reaching
7.749 on 23 September and hovering at around that level towards end-September.
The spread of the twelve-month forward rate against the spot rate switched froma
premium to a discount of 105 pips (each pip equivalent to HK$0.0001) also on
23 September.  The discount narrowed to 79 pips a end-September, which
contrasted with a premium of 120 pips at end-June. The fluctuationsin the Hong
Kong dollar exchange rate in the latter part of September were affected by more
intense rumours for revaluation of the renminbi (paragraph 4.2).

1.39 Under the linked exchange rate system, the movementsin the exchange
rates of the Hong Kong dollar against other major currenciesfollow closely those
in the US dollar. During the third quarter of 2003, the US dollar weakened
against most of the East Asian currencies, amidst concerns about the worsening
US trade deficit. In particular, the yen - dollar rate fell by 2.8% from a monthly
average of 118.3 in Juneto that of 115.0 in September. The US dollar also eased
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against the Thai baht, the Korean won and the New Taiwan dollar by 2.8%, 2.4%
and 1.9% respectively. Yet it strengthened against the major European
currencies. Thedollar - euro rate appreciated by 3.5% from a monthly average of
1.167 in Juneto that of 1.130 in September, and the dollar - pound sterling rate by
2.8% fromamonthly average of 1.661 to that of 1.614 between these two months.
Taking these currency movements together, the trade-weighted Nominal
Effective Exchange Rate Index of the Hong Kong dollar went up marginally by
0.1%, from a monthly average of 100.56 in June to 100.63 in September.
However, after adjusting for changes in the respective consumer price indices,
the trade-weighted Real Effective Exchange Rate Index of the Hong Kong dollar
was down by 2.2%, from 90.0 to 88.0 over the same period (paragraphs 4.3
and 4.4).

1.40 Higher liquidity in the banking sector resulting from increased inflow
of funds pushed down the local inter-bank interest rates during the third quarter
of 2003. At end-September, the three-month HIBOR closed at 0.7%, down from
1.0% at end-June. Over the same period, the negative spread of the three-month
HIBOR against the corresponding Euro-dollar deposit rate widened, from 6 basis
points to 44 basis points. Asthe US Fed Funds target rate stayed intact at 1%in
the third quarter of 2003, the Base Rate under the Discount Window operated by
the Hong Kong Monetary Authority also held steady, at 2.5%. The best lending
rate and savings deposit rate offered by the major commercial banks likewise
remained unchanged, at 5.00% and 0.03% respectively throughout the quarter.
There was a marginal widening in the spread of the best lending rate over the
three-month time deposit rate, from an average of 4.91 percentage pointsin the
second quarter of 2003 to 4.92 percentage points in the third quarter (paragraphs
4.5 and 4.6).

141 Hong Kong dollar deposits rose further by 2.4% during the third quarter
of 2003, following a 2.1% increase during the second quarter. Yet Hong Kong
dollar loans decreased further by 1.8% during the third quarter of 2003, after a
0.8% fall during the second quarter. As Hong Kong dollar loans contracted
further while Hong Kong dollar deposits expanded further during the third
guarter, the Hong Kong dollar loan-to-deposit ratio moved down appreciably
further, to 83.2% at end-September, from 86.7% at end-June (paragraphs 4.8,
4.15 and 4.16).
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142 Thelocal stock market, having shown a distinct upturn since late April,
rose significantly further during the third quarter of 2003. It was underpinned by
growing optimism about the performance and near-term outlook of the Hong
Kong economy. Further lifting market sentiment were signing of CEPA,
implementation of the “individual visit” scheme for Mainland visitors to Hong
Kong, and a rebound in activity in the residential property market. Increased
inflow of funds into the region gave an additional boost. The general uptrend in
the overseas stock markets also contributed. As a result, the Hang Seng Index
surged amidst active market trading, reaching ahigh at 11 296 on 24 September.
While profit-taking in the latter part of the month pared some of the earlier gains,
the Hang Seng Index managed to close at 11 230 at the end of September, 17.3%
higher than the level at end-June, and 33.5% higher than the trough at 8 409 on
25 April. (The Hang Seng Index rose further, to a new high at 12 251 on
21 October, upon further inflow of funds and probably also in the light of the
Government’s announcement of additional measures to stabilise the residential
property market. It broadly hovered within 11 700 - 12 400 thereafter, with a
leap to another new high at 12 441 on 4 November, before settling back to close
at 11 845 on 20 November.) Transactions surged to an even larger extent, with
the average daily turnover leaping to $12.0 billion in the third quarter, from
$8.1 billion in the second quarter (paragraphs 4.30 and 4.31).
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Notes:

(1)

)

©)

(4)

The“individual visit” scheme wasfirst launched to residents of four citiesin Guangdong
Province, including Dongguan, Zhongshan, Jiangmen and Foshan, on 28 July 2003.
This was then extended to residents of Guangzhou, Shenzhen, Zhuhai and Huizhou on
20 August 2003, and further to residents of Beijing and Shanghai on 1 September 2003.
Under this scheme, Mainland residents in these cities can apply for travel documents
which allow them to make up to two visitsto Hong Kong within aperiod of three months,
and to stay in Hong Kong each time for up to seven days. Thereis no restriction on the
number of times that the residents may apply for renewal of the travel documents.

The Gross Domestic Product (GDP) is an overall measure of net output produced within
an economy in a specified period, such as a caendar year or a quarter, before deducting
the consumption of fixed capital. In accordance with the expenditure approach to its
estimation, GDPiscompiled astotal final expenditures on goods and services (including
private consumption expenditure, government consumption expenditure, gross domestic
fixed capital formation, changes in inventories, and exports of goods and services), less
imports of goods and services.

The seasonally adjusted quarter-to-quarter GDP series, by removing the variations that
occur at about the same time and in about the same magnitude each year, provides
another perspective for discerning the trend, particularly in regard to turning points. A

detailed examination reveal s the presence of seasonality inthe overall GDP and in some
of its main components, including private consumption expenditure, government
consumption expenditure, exports of goods, imports of goods, exports of services, and
imports of services. However, due to the presence of considerable short-term
fluctuations, no clear seasonal pattern isfound in gross domestic fixed capital formation.
Therefore, the seasonally adjusted series of GDP is compiled separately at the overall
level, rather than summing up from its main components.

The main text of CEPA was signed between the Central People’s Government and the
Hong Kong SAR Government on 29 June 2003, and the six Annexes on
29 September 2003. On the merchandise trade front, the Mainland under CEPA will
accord zero tariff for exports from Hong Kong in 273 Mainland product codes as from
1 January 2004, and for exports from Hong Kong in the other product codes maintained
on China's tariff system meeting the CEPA rules of origin by 1 January 2006. On the
service trade front, CEPA will allow earlier and wider market accessin the Mainland to
Hong Kong companiesin 18 services sectors, including accounting services, advertising
services, audiovisual services, banking services, convention services, distribution
services, freight forwarding agency services, insurance services, legal services, logistics
services, management consulting services, medical and dental services, real estate and
construction  services, securities services, storage and warehousing services,
telecommunications value added services, transport services, and tourism services. As
to trade and investment facilitation, there will be co-operation in a number of delineated
areas, including customs clearance, quarantine and inspection, quality assurance and
food safety, small and medium-sized enterprises, Chinese medicine and medical
products, e-commerce, trade and investment promotion, and transparency in laws and
regulations.
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The Gross National Product (GNP) is obtained by adding net external factor income
flow, being the income inflow minus the corresponding income outflow, to GDP.
External factor income inflow refers to income earned by residents from abroad, while
external factor income outflow refers to income earned by non-residents from within the
domestic territory. Hence GNP is an overall measure of income earned by the residents
of an economy in a specified period, both domesticaly and from elsewhere. It
distinguishes from GDP in that GDP is an overall measure of income earned by both
residents and non-residents, from within the domestic territory in a specified period.
Factor income comprises direct investment income, portfolio investment income, other
investment income, and compensation of employees.

Government consumption expenditure reckoned on a national accounts basis coversthe
recurrent expenditure on goods and services incurred by government departments. It
also coversthe recurrent expenditure of quasi-government non-profit bodies, such asthe
Hong Kong Trade Development Council, Hong Kong Productivity Council, Hong Kong
Tourism Board, Consumer Council and Hospital Authority. On the other hand, it does
not include the expenditure of those government departments and statutory entities
engaged in the production of goods and services principaly for sale to the public, such
asthe Housing Department, Post Office and Water Supplies Department, and such asthe
Mass Transit Railway Corporation Limited, Kowloon-Canton Railway Corporation and
Airport Authority Hong Kong. Government subventions to the various organisations
providing community and welfare services are also excluded, because such expenditure
isin the nature of transfer payments and not direct consumption of economic resources.
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CHAPTER 2: THE EXTERNAL SECTOR
Major external influences

2.1 The global economy showed signs of renewed recovery in the third
guarter of 2003, as sentiment improved soon after the end of the war on Irag, as
the US economy turned more upbeat, and as the impact of SARS waned in the
East Asian region.

2.2 In the US economy, the better-than-expected GDP outturn in the
second and third quarters of 2003 and successive releases of more favourable
forward indicators generally pointed to a faster pick-up in activity. Business
confidence concurrently improved, aided further by the fiscal stimulus
measures and the low interest rate environment. The labour market, though still
dlack in overall terms, also exhibited relative improvement lately. Yet against
these positive revelations, the growing US fiscal deficit, with its ensuing
pressure on interest rates and hence possible repercussions on the asset markets,
was a key risk on sustainability of the recovery. Also arousing increased
concern was the widening US trade deficit and current account deficit.

2.3 The EU economy remained weak in the third quarter of 2003. It was
mainly dragged down by the subdued domestic sector, amidst weakening
employment conditions. Moreover, its exports, especialy those to the US
market, were on a general declining trend so far this year, being aggravated by
the sustained strength of the euro. There was nevertheless some relative
Improvement in overall economic sentiment more recently.

24 In East Asia, the recovery process in the Japanese economy that
began in the second half of 2002 gathered further strength during the first three
guarters of 2003. The export sector remained relatively resilient, while
investment spending picked up strongly. Sentiment was lifted by a gradual
fall-back in unemployment and a surge in the stock market. The Mainland
economy, having slowed down distinctly in the second quarter of 2003 amidst
the severe impact of SARS, rebounded strongly in the third quarter as consumer
demand recovered swiftly. The export sector was relatively unaffected and
stayed buoyant, while the influx of foreign direct investment continued to be
hefty. The other East Asian economies hit earlier by SARS also improved
visibly in the third quarter of 2003 from the dip in the second quarter,
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underpinned by a strong rebound in domestic demand. All in all, both the
global and regional economic environment was more sanguine in the third
guarter of 2003 than in the second quarter.

Table2.1
Gross Domestic Product of selected major economies
(year-on-year rate of changein real terms (%))
United European Mainland Republic
States Union of China Japan Taiwan Singapore of Korea
2002 Annua 24 1.0 80 01 3.6 2.2 6.3
H1 1.8 0.9 78  -17 2.3 1.1 6.4
H2 3.1 1.2 8.2 2.0 4.9 3.4 6.3

Q1 14 (1.2) 07 (04) 76 -31(01 09 -15 (17) 62 (25)
Q2 22 (03) 11 (05 80 -03(07) 37 38 (29 66 (13
Q3 33 (10) 1.1 (03) 81 17(12 52 38 (17 58 (10
Q4 29 (03) 13 (01 83 23(04) 45 30 (01) 68 (20

2003 H1 2.3 0.7 8.2 3.0 1.7 -12 2.7
Q1-Q3 26 0.7 8.5 2.8 26 -0.2 2.6

Q1 20 (04) 09 (*) 99 29(5 35 16 (03) 37(04)

Q2 25(08 05 (*) 67 32(09 -01 -38(-25 19(-0.7)
Q3 33 (17) 06 (04 91 25(06) 42 17 (41) 23 (L1

Notes: Figures in brackets are the seasonally adjusted quarter-to-quarter rates of change.
For the mainland of Chinaand Taiwan, seasonally adjusted series are not available.

(*) Change of less than 0.05%.
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Table2.2
Total exports of goods of selected major economies
(year-on-year rate of changein local currency terms (%))

United European Mainland Republic
States Union of China Japan Tawan S nggpore# of Korea
2002 Annual -5.1 1.2 22.4 6.4 89 19 8.0
H1 -11.0 0.5 141 13 4.6 -7.9 -3.3
H2 15 2.0 29.6 11.8 13.3 12.8 20.3
Q1 -15.1 -2.1 10.0 -3.0 -1.0 -15.0 -11.1
Q2 -6.7 2.9 17.8 5.7 10.1 -0.4 49
Q3 1.0 33 28.7 7.4 16.0 16.1 15.9
4 1.9 0.7 30.5 16.2 10.9 9.7 24.6
2003 H1 3.0 -3.3 34.0 39 7.0 15.1 17.4
Q1-Q3 2.8 -2.7 323 50 85 14.4 17.0
Q1 45 -1.2 33.6 5.1 10.3 20.6 20.8
Q2 1.6 -5.3 34.3 2.8 4.0 10.1 145
Q3 2.3 -14 29.7 7.1 11.3 13.2 16.3

Notes: (#) Non-oil domestic exports.

(*) Dataon exportsin the mainland of China and the Republic of Koreaarein US
dollar terms.

Table 2.3
| mports of goods of selected major economies
(year-on-year rate of changein local currency terms (%))

United European Mainl ang Republig
States Union of China Japan Talwan Singapore of Korea
2002 Annua 1.6 -4.0 21.2 -04 7.6 04 7.8
H1 -6.2 -6.8 10.4 -6.3 -1.0 -4.8 -2.2
H2 10.0 -0.9 311 5.8 16.7 5.8 18.5
Q1 -12.7 -9.1 51 -8.2 -89 -12.2 -11.4
Q2 0.5 -4.5 15.0 -4.4 6.8 3.0 7.8
Q3 7.7 -2.3 29.2 2.1 20.0 53 13.8
Q4 12.3 04 33.0 94 135 6.3 23.1
2003 H1 10.3 -0.3 445 7.2 11.5 45 21.0
Q1-Q3 8.6 -0.7 40.5 7.0 9.7 45 17.3
Q1 14.4 34 52.3 8.2 18.7 95 30.9
Q2 6.7 -39 38.3 6.3 54 -0.1 12.1
Q3 54 -15 34.3 6.5 6.4 4.6 10.4

Note: (*) Dataonimportsinthe mainland of Chinaand the Republic of Koreaarein US
dollar terms.
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Diagram 2.1

Hong Kong'stotal exports of goods
and total import demand in Hong Kong's major markets
(year-on-year rate of change)
Percent
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Note:  Total exports of goods as depicted refer to the year-on-year rate of
change in rea terms, while total import demand in Hong Kong's
major markets as depicted refers to the year-on-year rate of change
in US dollar terms in the aggregate import demand in East Asia,
the United States and the European Union taken together.

2.5 On exchange rate movements, the US dollar regained some lost
ground against the European currencies during the third quarter of 2003, upon a
better outlook in the US economy. The trend of rebound in the US dollar
reversed as G7's urge for more flexible exchange rates triggered a change in
view in the market, causing the US dollar to hit a three-month low against the
euro at end-September. Meanwhile, the US dollar was on a general weakening
track against the Japanese yen during the third quarter, more so towards the end
of the quarter as prospects in the Japanese economy turned more positive.
Comparing the average level in the third quarter of 2003 with that in the second
guarter, the US dollar still went up by 0.9% and 0.5% respectively against the
euro and the pound sterling, yet was 0.9% lower against the Japanese yen.
Concurrently, the US dollar also weakened against most of the other East Asian
currencies, particularly the Korean won and the Thal baht.
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2.6

With the movement of the Hong Kong dollar tracking closely that of
the US dollar under the linked exchange rate system, and also with a larger
price decline in Hong Kong in the more recent months as compared to the
earlier months, the trade-weighted Real Effective Exchange Rate Index of the
Hong Kong dollar fell further by an average of 3.4% in the third quarter of
2003 over the preceding quarter. This continued to render support to Hong
Kong's export performance in recent months by enhancing further Hong

Kong's external price competitiveness.

Diagram 2.2

Note:

Hong Kong'stotal exports of goods and exchange rate movements

(year-on-year rate of changein real terms)

Percent Percent

Trade-weighted
Real EERI*
(right scale)

N

Hong Kong's total
exports of goods
(left scale)

Q1 Q2 Q3 Q4
1998

*)

I I I I I I I I I I I I I I I I I I I I
Q1 Q2Q3Q4Q1Q2Q3Q4Q1Q2Q30Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3
| 1999 | 2000 | 2001 | 2002 2003

The Rea Effective Exchange Rate Index of the Hong Kong dollar
(Real EERI), as compiled by the Hong Kong Monetary Authority, is
a weighted average of the exchange rates of the Hong Kong dollar
against the currencies of 14 magjor trading partners after adjusting
for relative movements in the respective seasonally adjusted
consumer price indices, with the weights adopted being the shares
of these 14 trading partners in the overall value of Hong Kong's
merchandise trade.

Positive changes in the Real EERI denote rea appreciation of the
Hong Kong dollar, and negative changes denote real depreciation.
For ease of comparison with the rate of change in Hong Kong's
total exports of goods, the scale for the Real EERI is presented here
upside down, so that positive changes appear at the lower part and
negative changes at the upper part of the diagram.
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Table2.4
Exchangerates of themajor currencies
and of selected East Asian currencies against the US dollar

% change
in terms of average New
in the quarter over Japanese Pound Taiwan  Singapore Korean
the preceding quarter yen uro  sterling dollar dollar won
2002 Q1 -6.6 -2.0 -1.1 -1.3 -0.4 2.1
Q2 4.3 4.7 25 1.7 1.6 4.0
Q3 6.4 71 6.0 1.4 2.6 6.0
Q4 -2.6 1.7 15 -2.5 -0.5 -1.9
2003 Q1 2.9 7.2 2.0 0.4 1.3 1.5
Q2 04 5.9 1.0 -0.1 -0.2 -0.6
Q3 0.9 -0.9 -0.5 1.4 -0.1 2.9

Overall visbleand invisible trade situation

2.7 On visible trade, with generally improved global and regiona
economic environment and with the earlier weakening in the US dollar still
giving some positive boost, exports of goods continued to show notable growth
in the third quarter of 2003. But the growth pace was not as marked as in the
first half of the year, due in part to a higher base of comparison in the third
guarter of 2002. Total exports of goods (comprising re-exports and domestic
exports) had a growth of 7.1% in value terms over a year earlier, to
$465.7 billion in the third quarter of 2003. After netting out the decrease in
prices, the growth was 9.8% in real terms®. On the monthly profile, export
growth in real termswas 10.4% in July, 9.8% in August and 9.3% in September.
The effect of a higher base of comparison was more appreciable in September,
as exports accelerated to a double-digit increase in September last year.
Together with a 16.5% surge in the first half of the year, total exports of goods
leaped by 13.9% in rea terms in the first nine months of 2003 over a year
earlier. On aseasonally adjusted quarter-to-quarter comparison, total exports of
goods were virtually unchanged in real terms in the third quarter of 2003, after
rising for six consecutive quarters and up by 3.2% in the first quarter and 2.4%
in the second quarter.
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2.8 Re-exports'®? remained the key driver of growth within total exports of
goods, leaping by 8.2% in value terms over a year earlier to $430.6 billion in
the third quarter of 2003. After netting out the decrease in prices, there was an
11.3% increase in real terms. There were double-digit increases in real terms
for each month of the third quarter, at 12.2%, 11.0% and 10.7% respectively.
For the first nine months of 2003 taken together, re-exports soared by 16.3% in
real terms over a year earlier, having increased distinctly by 19.4% in the first
half of the year. On a seasonally adjusted quarter-to-quarter comparison,
re-exports however fell back modestly, by 0.6% in rea terms in the third
guarter of 2003, having risen by 4.0% and 2.7% respectively in the first and
second quarters.

2.9 Domestic exports continued to be suppressed by the on-going
structural shift towards re-exports and offshore trade®. In the third quarter of
2003, domestic exports fell further, by 5.4% in value terms over a year earlier
to $35.1 billion. After netting out a marginal increase in prices, the decline was
also 5.4% in real terms. As to the individual months in the third quarter, the
declines in real terms were 7.3%, 2.8% and 6.0% respectively. Along with a
12.3% slump in the first half of the year, domestic exports were down by 9.8%
in real terms in the first nine months of 2003 over a year earlier. On a
seasonally adjusted quarter-to-quarter comparison, domestic exports
nevertheless reverted to increase, up distinctly by 8.2% in real termsin the third
guarter of 2003, after declines by 6.3% and 1.8% respectively in the first and
second quarters.
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Table2.5
Total exports of goods, re-exports and domestic exports
(year-on-year rate of change (%))

Total exports of goods Re-exports Domestic exports

Invalue Inreal Change Invaue Inrea Change Invalue Inrea Change
terms terms inprices terms terms inprices terms  terms inprices

2002 Annual 5.4 8.6 2.7 7.7 10.9 2.7 -14.7  -11.3 -3.3
H1 -1.6 18 -3.1 0.2 3.5 -2.9 -17.7  -125 -4.4
H2 11.8 14.7 24 14.6 17.7 24 -119 -10.2 -2.2
Q1 -6.2 -25 -34 -5.0 -1.5 -3.2 -175 112 -54
Q2 2.8 5.9 2.7 53 8.3 -2.6 -17.8  -13.7 -3.6
Q3 85 114 24 10.6 13.6 -2.3 -10.4 -7.6 31
Q4 155 18.3 -2.3 18.8 221 24 -136 -12.9 -1.2

2003 H1 14.7 16.5 -1.1 17.2 194 -1.3 -11.0 -123 0.8
Q1-Q3 11.8 139 -1.4 13.7 16.3 -1.6 -8.9 -9.8 0.6
Q1 17.6 191 -0.9 20.3 22.3 -1.1 -104  -12.0 0.8
Q2 12.2 14.3 -1.4 14.4 17.0 -1.6 -11.4 -12.6 0.7
Q3 7.1 9.8 -1.8 8.2 11.3 -2.0 -5.4 -54 0.3
Jul 7.6 104 -1.7 9.1 12.2 -1.9 -7.1 -7.3 0.5
Aug 7.0 9.8 -2.0 7.9 110 -2.3 24 -2.8 0.6
Sep 6.4 9.3 -1.7 7.6 10.7 -1.8 -6.9 -6.0 -0.3

Table2.6

Total exports of goods, re-exports and domestic exports
(seasonally adjusted quarter-to-quarter
rate of changein real terms (%))

Total exports of goods  Re-exports Domestic exports

2002 Q1 4, 5.7 -5.6
Q2 5.8 6.6 -2.0
Q3 4.0 4.5 -0.7
Q4 4.0 4.7 -4.3
2003 Q1 3.2 4.0 -6.3
Q2 24 2.7 -1.8
Q3 * -0.6 8.2

Note: (*) Change of lessthan 0.05%.
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Diagram 2.3
Total exportsof goods, re-exports and domestic exports

(a) Year-on-year rateof changein real terms
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From the first quarter of 2001 onwards, the rates of change are
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From the second gquarter of 2000 onwards, the rates of change are
computedsﬁcom tﬁe new 2000-based trade index series. Before
then, the rates of chanr%;e are computed from the old 1990-based
series. Re-scaling using conversion factors as derived from the
levels of the old and the' new, series in thelr overlapping period of
2000 has been applied to the indices to maintain contindity.
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2.10 Imports of goods grew further, by 6.1% in value terms over a year
earlier to $473.1 billion in the third quarter of 2003. After netting out the
declinein prices, the increase was 7.9% in real terms. The moderation from the
double-digit growth in the preceding four quarters was mainly due to the slow-
down in re-export growth from the highly hectic pace in the first half of this
year. Also relevant was the continued weakness in imports for local use in
most of the third quarter. But as such imports picked up, total imports also rose
faster, by 9.2% in real terms in September, as against 7.3% in both July and
August. Together with a 14.3% surge in the first half of the year, imports of
goods rose by 11.9% in real terms in the first nine months of 2003 over a year
earlier. Within total imports, retained imports rose back marginally by 0.6% in
real terms in the third quarter of 2003 over a year earlier. Such imports were
still weak in July and August, down by 2.8% and 0.9% respectively in real
terms. A notable rebound to a 5.7% increase occurred in September, as local
demand improved. Together with a 4.3% rise in the first half of the year,
retained imports went up by 2.9% in real termsin the first nine months of 2003
over a year earlier. On a seasonally adjusted quarter-to-quarter comparison,
imports of goods rose back, by 2.2% in real terms in the third quarter of 2003,
after a 3.6% increase in the first quarter and a 1.1% decline in the second
guarter. Retained imports bounced up more strongly, by 9.3% in real termsin
the third quarter of 2003, having risen by 2.9% in the first quarter and plunged
by 9.6% in the second quarter.
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Table2.7
Imports of goods and retained imports
(year-on-year rate of change (%))

Imports of goods Retained imports®
Invalue Inred Change Invalue Inreal  Change
terms terms  inprices terms terms  inprices
2002 Annual 3.3 7.8 -3.9 -9.0 1.8 -9.7
H1 42 0.9 48 1156 39  -117
H2 105 143 30 21 75 76
Q1 9.1 -4.1 -49 -19.7 -8.9 -11.6
Q2 04 57 -4.6 -11.7 0.8 -11.7
Q3 6.5 10.8 -3.6 -6.0 52 -9.6
Q4 14.9 18.1 -2.3 2.2 10.0 -55
2003 H1 134 143 0.2 4.7 4.3 2.4
QLQ3 107 119 04 32 29 25
Q1 17.8 18.7 -0.1 11.8 115 19
Q2 9.6 10.6 -0.3 -15 -1.9 2.8
Q3 6.1 7.9 -0.9 0.7 0.6 2.7
Jul 5.6 7.3 -0.8 -3.1 -2.8 2.2
Aug 6.0 7.3 -0.8 0.9 -0.9 3.6
Sep 7.3 9.2 -0.9 6.5 5.7 21

Note: (@) Based on the results of the Annual Survey of Re-export Trade conducted by
the Census and Statistics Department, re-export margins by individual end-use
category are estimated and adopted for deriving the value of imports retained
for use in Hong Kong.

Table2.8
Imports of goods and retained imports
(seasonally adjusted quarter-to-quarter
rate of changein real terms (%))
|mports of goods Retained imports®
2002 Q1 4.5 2.3
Q2 5.8 4.2
Q3 4.8 54
Q4 2.9 -1.0
2003 Q1 3.6 2.9
Q2 -1.1 -9.6
Q3 2.2 9.3

Note: (@) SeeNote(a)to Table2.7.
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Diagram 2.4
Imports of goods and retained imports

(a) Year-on-year rate of changein real terms
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(b) Seasonally adjusted quarter-to-quarter
rate of changein real terms
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211

With the value of total exports of goods increasing faster than the

value of imports of goods, the visible trade deficit reckoned on a GDP basis'”
narrowed further, to $1.4 billion or 0.3% of the value of imports of goodsin the
third quarter of 2003, from $5.0 billion or 1.1% in the same quarter in 2002.

For the first nine months of 2003 taken together, the visible trade deficit also

narrowed, to $27.2 billion or 2.1% of the value of imports of goods, from $33.8

billion or 2.9% in the same period in 2002.

Diagram 2.5

Value of Hong Kong'svisibletrade and
thevisible trade balance
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Box 2.1
Hong Kong'svisible trade balance over the past decade

Hong Kong's visible trade balance was persistently in deficit throughout the past decade
(1993-2002).

Total exports Visibletrade As % of
of goods Imports of goods balance imports of goods
($Bn) ($Bn) ($Bn)
1993 1,046.3 1,072.6 -26.3 25
1994 1,170.0 1,250.7 -80.7 6.5
1995 1,344.1 1,491.1 -147.0 9.9
1996 1,397.9 1,535.6 -137.7 9.0
1997 1,455.9 1,615.1 -159.1 9.9
1998 1,347.6 1,429.1 -81.4 5.7
1999 1,349.0 1,392.7 -43.7 3.1
2000 1572.7 1,658.0 -85.3 5.1
2001 1,481.0 1,568.2 -87.2 5.6
2002 1,560.5 1,619.4 -58.9 3.6

In terms of the ratio to imports of goods, the deficit was generally rising during the first half
of the past decade. It was particularly large in 1995 - 1997, mainly due to heavy intake of
materials and equipment during intensive construction of the new airport and the airport
raillway. With completion of the airport infrastructure in mid-1998, the deficit fell back
distinctly in the latter part of that year. The deficit dwindled markedly further in 1999,
reflecting the adjustment in import intake for local use so as to restore external balance after
the pronounced shock from the Asian financia crisis. Then, as the economic recovery
process gathered pace, imports for local use firmed up in the course of 2000, and the deficit
rose back to a more normal level in that year. The deficit enlarged dlightly further in 2001,
owing to a setback in exports brought about by the global economic downturn. In 2002, with
exports on an upturn whilst imports for local use still remaining slack amidst the weak
domestic sector, the deficit was markedly reduced. This in turn lifted the external balance
and contributed to th