Press Release
(embargoed until 4:30 p.m. on 13 November 2009)

Economic Situation in the Third Quarter of 2009
and Latest GDP and Price Forecasts for 2009

The Government released today (Friday) the Third Quarter Economic Report 2009,
together with the preliminary figures on Gross Domestic Product for the third
quarter of 20009.

The Government Economist, Mrs Helen Chan, described the economic situation in
the third quarter of 2009 and provided the latest GDP and price forecasts for the
year.

MAIN POINTS

« The Hong Kong economy improved further after a strong rebound during the
second quarter, leading to a further tapering of the year-on-year decline in real
GDP to 2.4% in the third quarter. This was led mainly by the further
improvement in the domestic sector, offsetting the drag from the weak external
demand. On a seasonally adjusted quarter-to-quarter comparison, real GDP
expanded further by 0.4% in the third quarter over the second quarter.

« Although the global economy had entered the initial stage of recovery, import
demand in the advanced economies remained sluggish and continued to weigh
heavily on exports of Asian economies. Against this backdrop, Hong Kong’s
merchandise exports still declined notably year-on-year in the third quarter,
although the pace of decline slowed distinctly towards the end of the quarter.

« In contrast, exports of services improved more visibly in the third quarter,
supported by further revival in financial market activities and a rebound in
inbound tourism. Yet trade-related service exports were still weak under the
drag of sluggish trade flows.

« Local consumer sentiments revived further in the third quarter, as economic
prospects got better, the labour market stabilized, Government’s relief measures
yielded further results, and asset markets remained supportive. Private
consumption expenditure, having fallen for four consecutive quarters, bottomed
out in the third quarter on a year-on-year basis. Business sentiments turned up
distinctly, with overall investment reverting to a small increase after three
consecutive quarters of double-digit decline.

« Labour market showed initial signs of improvement after a period of successive
worsening since late 2008. The seasonally adjusted unemployment rate fell
slightly to 5.3% in the third quarter, the first decline since the onset of the global
financial crisis.
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Following the exceptionally large stimulus measures by governments and central
banks to shore up demand and stabilize the financial markets, the global
economy is finally expanding again. Despite this, labour markets in many
advanced economies continued to worsen.  These economies are still
confronted by impaired financial systems and an on-going adjustment process to
deleverage and rebuild savings. Yet in Asia, the improvement has been more
evident, with the Mainland economy taking the lead in the return to a faster
growth path. With global trade flows still notably down as compared to the
pre-crisis level, there are indications that orders are gradually coming back in
recent months and the onset of a modest global recovery and the restocking
process should help Hong Kong’s external trade going forward.

Domestically, local consumer sentiments should continue to be supported by an
improving labour market and the cushion rendered by the Government’s relief
measures. As for businesses, the results of latest Quarterly Business Tendency
Survey conducted by the Census and Statistics Department in September and
early October indicated that many large business establishments have turned
more upbeat about their near-term business prospects. Also, public sector
investment should continue apace to shore up aggregate demand, as part of the
Government’s counter-cyclical strategy in the current global downturn.

With both domestic and external sectors likely to show further improvement in
the fourth quarter, and taking into account the actual outturn so far, GDP for
2009 as a whole is now forecast to contract by 3.3% in real terms, up from the
forecast decline of 3.5-4.5% in the August round.

Although the downside risks in the external environment seem to have receded
for the time being, the global economic outlook in the period ahead remains
subject to considerable uncertainties. The clear risk is that the global recovery
could stall after the exceptionally fiscal boost begins to fade out. The “toxic
assets” in the US and European financial systems and the deleveraging process
to restore health in the banking sector are the key drags to the recovery process.
Another major risk is the timing and pace of the exit strategies by governments
and central banks, and the possible fluctuations in the asset markets they may
cause. The potential rise in protectionist sentiment is another concern.

On inflation outlook, both local and external price pressures are virtually absent,
as local costs remain contained and as the supply capacity of the global economy
still out-runs demand by a sizable margin. Underlying Composite CPl went
lower by 0.3% in the third quarter from a year earlier, but the underlying
deflationary pressure had tended to stabilise towards the end of the quarter on a
seasonally adjusted basis. Hence, the deflationary pressure facing the economy
has been relatively contained thus far. With the development on the price front
largely in line with the earlier expectations, the forecast headline and underlying
consumer price inflation rates remain unchanged, at 0.5% and 0.9% respectively
for 2009 as a whole.



DETAIL
GDP

According to the preliminary figure on the Gross Domestic Product (GDP)
released today by the Census and Statistics Department, real GDP registered a
decline of 2.4% in the third quarter over a year earlier. The decline was narrower
than the 3.6% (revised upwards from an earlier estimate of -3.8%) decline in the
second quarter. On a seasonally adjusted quarter-to-quarter comparison, GDP
expanded by 0.4% in real terms in the third quarter (Chart).

2. The latest figures on GDP and its major expenditure components up to the
third quarter of 2009 are presented in Table 1. Developments in different segments
of the economy in the third quarter of 2009 are described below.

External trade

3. Total exports of goods continued to fall notably by 13.2% in real terms
year-on-year in the third quarter of 2009, following the decline of 12.4% in the
preceding quarter. On a seasonally adjusted quarter-to-quarter comparison, total
exports of goods dipped by 2.8% in the third quarter after an exceptionally strong
rebound of 11.6% in the previous quarter. With global trade flows still languishing
at a relatively low level, many other Asian economies continued to record
double-digit declines in exports in the quarter. Yet the pace of decline in Hong
Kong’s merchandise exports slowed distinctly towards the end of the quarter.

4, Exports of services showed visible improvement in the third quarter of
2009. On a seasonally adjusted quarter-to-quarter basis, exports of services
expanded rapidly by 4.6% in the third quarter, leading to a distinct tapering in the
year-on-year rate of decline to just 0.9%, from that of 5.2% in the second quarter.
Exports of financial services continued to improve alongside the further revival in
financial market activities. Exports of travel services likewise reverted to an
increase, in tandem with a rebound in visitor arrivals.  Yet exports of transportation
services and trade-related services were still weak, under the drag of the much
slackened trade flows in goods.

Domestic sector

5. Local consumer sentiments revived further in the third quarter, riding on a
generally improved labour market, and Government’s several rounds of relief
measures, and further aided by favourable asset market conditions. Private
consumption expenditure (PCE) expanded further by 0.5% in real terms in the third
quarter on a seasonally adjusted quarter-to-quarter basis after a strong rebound in the
second quarter. The year-on-year change also reversed back to a small increase of
0.2%, after falling for four consecutive quarters.
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6. Business sentiments turned up distinctly in the third quarter. Overall
investment spending returned to a small growth of 1.4% in the third quarter over a
year earlier. Yet this represented a distinct improvement from the 13.6% decline in
the second quarter. Expenditure on building and construction rose by 3.4% in the
third quarter, arresting the decline of 4.7% in the second quarter. The growth in
public sector construction work accelerated significantly further amidst the
Government’s efforts to expedite public sector projects, while private sector
construction work also saw a further relative improvement. The year-on-year
decline in machinery and equipment investment also eased notably to 4.0% in the
third quarter from the 18.0% decline in the second quarter.

The labour sector

7. Labour market showed initial signs of improvement, after a period of
successive worsening since late 2008. In the third quarter, the seasonally adjusted
unemployment rate fell slightly to 5.3%, the first decline since the onset of the
global financial crisis in September 2008. The underemployment rate registered
only a slight increase by 0.1 percentage point to 2.4%, with its movement holding
broadly stable in recent months. Meanwhile, earnings and wages remained on a
decline in the second quarter.

Prices

8. Inflationary pressure has basically subsided, as local business costs were
contained and import prices softened in the aftermath of the global financial tsunami.
Underlying consumer price inflation turned slightly negative at -0.3% in the third
quarter, while headline consumer price inflation, being kept down by the one-off
measures (mainly the electricity subsidy in July and August), went even lower to
-0.9%. Nevertheless, on a seasonally adjusted basis, the underlying deflationary
pressure had tended to stabilise towards the end of the quarter. As to the GDP
deflator, a slight increase of 0.4% was recorded in the third quarter, as the deflator
for machinery and equipment increased notably and the terms of trade rose
marginally.

Latest GDP and price forecasts for 2009

9. Following the exceptionally large stimulus measures by governments and
central banks to shore up demand and stabilize the financial markets, the global
economy is finally expanding again. Despite this, labour markets in many
advanced economies continued to worsen. These economies are still confronted by
impaired financial systems and an on-going adjustment process to deleverage and
rebuild savings. Yet in Asia, the improvement has been more evident, with the
Mainland economy taking the lead in the return to a faster growth path. With
global trade flows still notably down as compared to the pre-crisis level, there are
indications that orders are gradually coming back in recent months and the onset of a
modest global recovery and the restocking process should help Hong Kong’s
external trade going forward.
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10. Domestically, local consumer sentiments should continue to be supported
by an improving labour market and the cushion rendered by the Government’s relief
measures. As for businesses, the results of latest Quarterly Business Tendency
Survey conducted by the Census and Statistics Department in September and early
October indicated that many large business establishments have turned more upbeat
about their near-term business prospects. Also, public sector investment should
continue apace to shore up aggregate demand, as part of the Government’s
counter-cyclical strategy in the current global downturn.

11. With both domestic and external sectors likely to show further
improvement in the fourth quarter, and taking into account the actual outturn so far,
GDP for 2009 as a whole is now forecast to contract by 3.3% in real terms, up from
the forecast decline of 3.5-4.5% in the August round (Table 2). By comparison,
most private sector analysts are currently projecting the economy to contract by
2.5-5.0%, averaging at around -3.6%.

12.  Although the downside risks in the external environment seem to have
receded for the time being, the global economic outlook in the period ahead remains
subject to considerable uncertainties. The clear risk is that the global recovery
could stall after the exceptionally fiscal boost begins to fade out. The *toxic
assets” in the US and European financial systems and the deleveraging process to
restore health in the banking sector are the key drags to the recovery process.
Another major risk is the timing and pace of the exit strategies by governments and
central banks, and the possible fluctuations in the asset markets they may cause.
The potential rise in protectionist sentiment is another concern.

13.  On inflation outlook, both local and external price pressures are virtually
absent, as local costs remain contained and as the supply capacity of the global
economy still out-runs demand by a sizable margin. Nevertheless, the underlying
deflationary pressure had tended to stabilise towards the end of the quarter on a
seasonally adjusted basis, and hence the deflationary pressure facing the economy
has been relatively contained thus far. With the development on the price front
largely in line with the earlier expectations, the forecast headline and underlying
consumer price inflation rates remain unchanged, at 0.5% and 0.9% respectively for
2009 as a whole.



(The Third Quarter Economic Report 2009 is now available for online download,
free of charge at http://www.hkeconomy.gov.hk/en/reports/index.ntm. The Report
of the Gross Domestic Product, Third Quarter 2009, which contains the GDP figures
up to the third quarter of 2009, is also available for online download, free of charge
at the homepage of the Census and  Statistics  Department
(http://www.censtatd.gov.hk). Users can purchase the print version of these two
publications online at the Government Bookstore at http://www.bookstore.gov.hk, or
by calling the Publications Sales Unit of the Information Services Department at
2537 1910. The print version of the two reports is available for sale at $90 and $49
per issue respectively, plus postage charge.)
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Table 1

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

2007*  2008" 2008 2009
Q1 Q2 3 Q4 Q1f Q2 Q3"

Change in real terms of GDP and
its main expenditure components (%)

Private consumption 8.5 1.5 8.0 30 -02 -4.1 -6.0 -1.1 0.2
expenditure ™ (-1.3) (-06) (-2.2) (200 (3.9 (0.5
Government consumption 3.0 1.7 0.6 3.1 1.6 1.8 14 1.7 3.3
expenditure (-0.3) (1.6) (-0.5) (0.8) (-0.3) (16) (1.3
Gross domestic fixed 3.4 -0.5 9.9 51 29 -178 -13.7 -136 1.4

capital formation
of which :

Building and construction -0.3 1.6 91 -01 -28 0.1 -109 -4.7 3.4

Machinery, equipment and 3.0 -0.3 4.3 74 107 -21.1 -6.6 -18.0 -4.0
computer software

Total exports of goods 7.0 1.9 8.3 44 13 -49 -227 -124 -13.2
(09 (0.1) (-1.8) (-4.3) (-16.8) (11.6) (-2.8)

Imports of goods 8.8 1.8 8.4 48 20 -64 -214 -12.7 -8.3
(-1.7) (19 (-1.2) (-5.6) (-15.9) (10.9) (3.6)

Exports of services 141 5.7 10.1 84 48 0.4 -6.3 -5.2 -0.9
(15 (03) (0.1) (-13) (-56) (1.7) (4.6

Imports of services 12.1 3.3 11.2 38 22 -3.4 -9.6 -5.6 -3.8
(1.3) (-2.6) (-0.1) (-1.8) (-5.5) (1.8) (1.9

Gross Domestic Product 6.4 2.4 7.3 4.1 15 -2.6 -7.8 -3.6 -2.4
(1.0) (-1.0) (-0.8) (1.9 (-43) (35 (0.49)

Change in the main
price indicators (%)

GDP deflator 29 14 23 19 20 02 04 11 04
(15 (06) (09) (-0.2) (-0.8) (1.3) (0.1)

Composite CPI

Headline 2.0 4.3 4.6 57 46 2.3 1.7 -0.1 -0.9
(0.9 (15 (-02) (0.1) 0.3) (-0.2) (-1.1)

Underlying® 2.8 5.6 4.9 57 6.3 5.4 3.1 1.2 -0.3

(20) (15 (1.3 0.4) (-02) (-0.3) (-0.1)
Change in nominal GDP (%) 9.5 3.8 9.7 6.1 3.5 -2.8 -7.4 -2.5 -2.0

Notes : Figures are subject to revision later on as more data become available. Seasonally adjusted
quarter-to-quarter rate of change is not applicable to gross domestic fixed capital formation, as no clear
seasonal pattern is found for the category due to the presence of considerable short term fluctuations.

# Revised figures.

(+) Preliminary figures.

() Seasonally adjusted quarter-to-quarter rate of change.

™ Change of less than 0.05%.

(@) After netting out effects of Government’s one-off relief measures.



Table 2

Economic forecasts for 2009

(rate of change (%0))

Forecasts
for 2009
as released
on 14.8.2009
(%)
Gross Domestic Product (GDP)
Real GDP -3.5t0-4.5
Nominal GDP -3.51t0-4.5
Composite Consumer Price Index
(CCPI)
Headline CCPI 0.5
Underlying CCPI 0.9
GDP Deflator 0

Latest
forecasts
for 2009

on 13.11.2009

(%)

0.5

0.9

0.5
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CHAPTER 1: OVERVIEW OF ECONOMIC PERFORMANCE

Summary

The Hong Kong economy improved further after a strong rebound during
the second quarter, leading to a further tapering of the year-on-year decline
in real GDP to 2.4% in the third quarter. This was led mainly by the
further improvement in the domestic sector, offsetting the drag from the
weak external demand. On a seasonally adjusted quarter-to-quarter
comparison, real GDP expanded further by 0.4% in the third quarter.

Although the global economy had entered the initial stage of recovery,
import demand in the advanced economies remained sluggish and
continued to weigh heavily on exports of Asian economies. Against this
backdrop, Hong Kong’s merchandise exports still declined notably
year-on-year in the third quarter, although the pace of decline slowed
towards the end of the quarter.

In contrast, exports of services improved more visibly in the third quarter,
supported by further revival of financial market activities and a rebound in
inbound tourism. Yet trade-related services were still weak under the drag
of sluggish trade flows.

Local consumer sentiments revived further in the third quarter, as economic
prospects got better, the labour market stabilized, Government’s relief
measures yielded positive results, and asset markets saw further gains.
Private consumption expenditure, having fallen for four consecutive
quarters, bottomed out in the third quarter on a year-on-year basis.
Business sentiments turned up distinctly, with fixed investment reverting to
an increase after three consecutive quarters of decline.

Labour market showed initial sign of improvement following a period of
successive worsening since late 2008. The seasonally adjusted
unemployment rate fell slightly to 5.3% in the third quarter, the first decline
since the onset of the global financial crisis.

Consumer price inflation turned slightly negative in terms of both the
headline and the underlying Composite Consumer Price Index in the third
quarter. Local and external price pressures were virtually non-existent, as
local costs remained depressed and as the supply capacity of the global
economy still out-ran demand by a sizable margin.



Overall situation

1.1 The Hong Kong economy entered the nascent stage of recovery, with
the overall situation improving further, after a notable rebound in the second
quarter.  The domestic sector improved visibly further, as consumer
confidence was well supported by the stabilized labour market, Government’s
relief measures, and the stronger asset market situation. Business sentiments
also apparently turned more positive. However, external trade continued to
pose a drag on the overall economy. Despite the gradual recovery of the
global economy, the sluggish import demand in the advanced economies
continued to weigh heavily on Asian exports. In fact, the decline in global
trade flows in the current crisis was even larger than that during the Great
Depression in 1930s (see Box 1.1 for details). Nevertheless, exports of
services fared relatively better, supported by the revival in financial market
activities and a notable rebound in inbound tourism. The seasonally adjusted
unemployment rate edged lower in the third quarter, the first decline since the
onset of the global financial crisis, while consumer price inflation turned
slightly negative.

1.2 The year-on-year decline of Gross Domestic Product (GDP)®
tapered further to 2.4% in real terms in the third quarter from 3.6% in the
second quarter. On a seasonally adjusted quarter-to-quarter comparison®,
GDP rose further by 0.4% in real terms in the third quarter following the strong
rebound in the second quarter that ended the contraction in the preceding four
quarters.

Diagram 1.1 : Overall situation of the Hong Kong economy
improved further in the third quarter
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Box 1.1

The performance of world trade during the Great Depression and the current crisis

The global economy slid into the deepest recession in more than 60 years after the outbreak
of the financial tsunami. The collapse in global demand led to drastic declines in world
merchandise trade in the final quarter of 2008 and the beginning months of 2009. While
global economic activities in terms of industrial production showed signs of gradual recovery
in recent months, along with improving consumer and business sentiments in many major
economies, world trade remained notably lower than the pre-crisis levels.

In a study by Eichengreen and O’Rourke (2009)®, a comparison was made between the
performance of world trade during the current crisis and that during the Great Depression in
the 1930s. It was noted that during the current crisis the volume of world trade slumped by
around 20% in June 2009 from its pre-crisis peak in April 2008. By comparison, during the
Great Depression the volume of world trade fell by around 10% over the same 14-month span
from its pre-crisis peak in June 1929 (Chart 1). Thus the severity of the contracting impact
on world trade is even more pronounced in the current crisis than that in the comparable stage
of the Great Depression. While the more recent data showed that global trade stabilized
somewhat in July and August, the total trade volume remained around 17% below its peak in
April 2008.

Chart 1: Performance of world trade volume during the current crisis and the Great
Depression
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Source: Eichengreen and O’Rourke (2009). Data for the current crisis extended to August
2009.

(1) (http://www.voxeu.org/index.php?g=node/3421)




Box 1.1 (Cont’d)

The plunge in world trade during the current episode can be attributable to the rapid
inventory drawn-down due to the loss of business confidence, extremely tight credit
conditions in the advanced economies, as well as the extensive use of global supply chain as
a result of trade liberalization and technology advancement over the decades. Compared to
the 1930s, the use of global supply chain is much more widespread, giving rise to increased
trade involving intermediate goods through exports and imports and to closer trade links
among economies. Thus the impact of the collapse in import demand in advanced
economies on world trade had been amplified by these trade links during the current crisis.

In the recent months, many major economies saw nascent recovery thanks to the strong
policy actions by the respective governments in shoring up aggregate demand and credit
supply. Nevertheless, their unemployment situation continued to deteriorate and this trend
is widely expected to remain well into next year. These would easily trigger protectionist
sentiments, which many major economies had pledged to fight against in many multilateral
arenas. According to a report jointly prepared by the World Trade Organization, the
Organization for Economic Cooperation and Development, and the United Nations
Conference on Trade and Development® for the G-20 Leaders’ Meeting in Pittsburgh in
September, there was no indication of a descent into high-intensity protectionism. Yet the
report noted “policy slippage” since the beginning of the current round of global recession.
It also highlighted the possibility of the governments of major economies to continue to cede
ground to protectionist pressures as the main risk to world trade and thus global economic
activity.

As Chart 1 indicates, during the Great Depression the volume of world trade fell for several
years, with a peak-to-trough decline of over 30%. An important reason was the enactment
of the Smoot-Hawley Tariff Act in 1930 in the United States and the subsequent retaliatory
actions taken by its trading partners. The rise in protectionism that exacerbated the global
downturn during the Great Depression was a grave mistake that the world today needs to
avoid. In this regard, the recent increased incidences of trade disputes among the world’s
major trading entities are a concern.

For an economy as externally-oriented as Hong Kong, the revival in world merchandise trade
is critical to Hong Kong’s economic recovery process. This in turn hinges on the
sustainability and strength of economic rebound in the major advanced economies after
public policy support is withdrawn. On this, it is of utmost importance that governments
will continue to guard against the rise in protectionism, to ensure that the conditions for a
sustainable recovery remain in place.

(2) Report on G20 Trade and Investment Measures
(http://www.pittsburghsummit.gov/documents/organization/129863.pdf)
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1.3 The global economy is finally expanding again, as the stimulus
measures by governments and central banks have helped to shore up demand
and stabilize the financial markets. Nevertheless, labour markets in many
advanced economies continued to worsen, albeit at a slower pace. These
economies were still confronted by impaired financial systems and consumers
with much less propensity to consume. On the other hand, the improvement
had been more evident in the emerging Asian economies, with the Mainland
economy taking the lead in the return to a faster growth path. With global
trade flows still distinctly down, most Asian economies continued to report
double-digit year-on-year rates of decline in exports in the third quarter.

1.4 Against this background, Hong Kong’s merchandise exports
continued to register a notable year-on-year decline of 13.2% in real terms in
the third quarter. On a seasonally adjusted quarter-to-quarter comparison,
there was a moderate relapse in exports in the third quarter, after an
exceptionally strong rebound in the second quarter.  Nevertheless, the
year-on-year decline narrowed notably again in September, and the declines
experienced by Hong Kong were less than those by many other Asian
economies. The rather unsteady merchandise export performance in recent
periods was indicative of the high degree of uncertainty in the external
environment.

1.5 Exports of services improved more visibly in the third quarter, with a
rapid growth of 4.6% in real terms on a seasonally adjusted quarter-to-quarter
basis, resulting in a much smaller year-on-year decline of 0.9%. Exports of
financial services continued to benefit from the further revival of financial
market activities, while inbound tourism also reverted to increase in the third
quarter in tandem with the pick-up in Mainland visitors. However, exports of
trade-related services, and the accompanying transportation services, were still
weighed by the sluggish trade flows.



Table 1.1 : Gross Domestic Product and its main expenditure components
and the main price indicators
(year-on-year rate of change (%0))

2007*  2008" 2008 2009
Q1 Q2 Q3 Q4 Q1f Q2 Q3

Change in real terms of GDP and
its main expenditure components (%)

Private consumption 8.5 1.5 8.0 30 -0.2 -4.1 -6.0 -1.1 0.2
expenditure ™ (-1.3) (-0.6) (-2.2) (-2.00 (3.9 (0.5
Government consumption 3.0 1.7 0.6 3.1 1.6 1.8 14 1.7 3.3
expenditure (-0.3) (1.6) (-0.5) (0.8) (-0.3) (16) (1.3)
Gross domestic fixed 3.4 -0.5 9.9 51 29 -17.8 -13.7 -136 14

capital formation

of which :

Building and construction 0.3 1.6 91 -01 -28 01 -109 -4.7 3.4

Machinery, equipment and 3.0 -0.3 4.3 74 107 -21.1 -6.6 -18.0 -4.0
computer software

Total exports of goods 7.0 1.9 8.3 44 13 -49 227 -124 -13.2
(0.9 (0.1) (-1.8) (-4.3) (-16.8) (11.6) (-2.8)

Imports of goods 8.8 1.8 8.4 48 20 -6.4 -214 -12.7 -8.3
-17) (19 (-1.2) (-5.6) (-15.9) (10.9) (3.6)

Exports of services 141 5.7 10.1 84 48 0.4 -6.3 -5.2 -0.9
(15 (0.3) (0.1) (-13) (-56) (1.7) (4.6

Imports of services 12.1 3.3 11.2 3.8 2.2 -3.4 -9.6 -5.6 -3.8
(1.3) (-2.6) (-0.1) (-1.8) (-55) (1.8) (1.9

Gross Domestic Product 6.4 2.4 7.3 41 15 -2.6 -7.8 -3.6 -2.4
(1.0) (-1.0) (-0.8) (1.9 (-43) (35 (0.9

Change in the main
price indicators (%)

GDP deflator 29 14 23 19 20 02 04 11 04
(-15) (06) (0.9) (0.2) (08 (1.3) (0.1)

Composite CPI

Headline 2.0 4.3 4.6 57 4.6 2.3 1.7 -0.1 -0.9
0.9 (15 (-02) (0.1) 0.3) (-0.2) (-1.1)

Underlying” 2.8 5.6 4.9 57 6.3 5.4 3.1 1.2 -0.3

(20) (15 (1.3 0.4) (-02) (-0.3) (-0.1)
Change in nominal GDP (%) 9.5 3.8 9.7 6.1 3.5 -2.8 -7.4 -2.5 -2.0

Notes : Figures are subject to revision later on as more data become available. Seasonally adjusted
quarter-to-quarter rate of change is not applicable to gross domestic fixed capital formation, as no clear
seasonal pattern is found for the category due to the presence of considerable short term fluctuations.
# Revised figures.

(+) Preliminary figures.

() Seasonally adjusted quarter-to-quarter rate of change.

™ Change of less than 0.05%.

(@) After netting out effects of Government’s one-off relief measures.
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1.6 Local consumer sentiments revived further in the third quarter, riding
on generally improved labour market, and Government’s several rounds of
relief measures, and further aided by favourable asset market conditions.
Private consumption expenditure (PCE) expanded further by 0.5% in real terms
in the third quarter on a seasonally adjusted quarter-to-quarter basis after a
strong rebound in the second quarter, with the year-on-year rate of change
reverting to an increase of 0.2%. Government consumption expenditure
picked up in the third quarter to a 3.3% year-on-year growth, reflecting the
Government’s measures to shore up demand in the economy.

Table 1.2 : Consumer spending by major components®
(year-on-year rate of change in real terms (%))

Of which :
Total
consumer
spending in Residents’ Private

the domestic Non- expenditure Visitor  consumption

market®  Food Durables durables Services abroad spending expenditure’
2008 Annual 2.2 0.8 106 48 0.4 1.1 6.1 1.5
Q1 7.6 34 18.8 11.4 5.6 10.7 7.2 8.0
Q2 4.3 1.6 13.8 84 2.2 -6.7 7.6 3.0
Q3 0.8 0.4 135 3.1 -1.8 -1.5 7.3 -0.2
Q4 -3.1 -1.8 -1.1 -2.1 -3.9 -6.1 3.0 -4.1
2009 Q1 4.4 -3.7 -55 -5.7 -3.9 -4.1 10.0 -6.0
Q2 -1.9 -2.4 -7.9 -5.9 0.4 7.4 -1.4 -1.1
Q3 0.5 -1.2 -2.4 -1.5 1.9 0.1 2.8 0.2

Notes : (a) Consumer spending in the domestic market comprises both local consumer and visitor
spending, which are not separable from the survey data.

(b) Private consumption expenditure is obtained by deducting visitor spending from the
total consumer spending in the domestic market, and adding back residents’
expenditure abroad.



Diagram 1.2 : Private consumption Diagram 1.3 : Overall investment reverted to an

resumed growth in the third quarter increase as business sentiments
turned more upbeat
Percent 35 Year-on-year rate of change in real terms (%)
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1.7 Overall investment spending in terms of gross domestic fixed capital

formation reverted to a small increase of 1.4% in the third quarter over a year
earlier. This represented a notable improvement from the 13.6% decline in the
second quarter. Expenditure on building and construction rose by 3.4% in the
third quarter, arresting the decline of 4.7% in the second quarter. The growth
in public sector construction work accelerated significantly further amidst the
Government’s efforts to expedite public sector projects, while private sector
construction work saw further relative improvement. The year-on-year decline
in machinery and equipment investment also eased notably to 4.0% in the third
quarter from that of 18.0% in the second quarter. The results of latest
Quarterly Business Tendency Survey conducted by the Census and Statistics
Department in September and early October indicated that many large business
establishments had turned more upbeat about the near-term business prospects.



1.8 Inflationary pressure basically subsided, as local business costs were
contained and import prices softened in the aftermath of the global financial
tsunami.  Underlying consumer price inflation turned slightly negative at
-0.3% in the third quarter, while headline consumer price inflation, being
dragged by the one-off measures (mainly the electricity subsidy in July and
August), went even lower to -0.9%. As to the GDP deflator, a slight increase
of 0.4% was recorded in the third quarter, as the deflator for machinery and
equipment increased notably and the terms of trade rose marginally.

Diagram 1.4 : Price pressure remained subdued in the third quarter

8 Year-on-year rate of change (%)

6 _ Composite consumer price index
4
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Table 1.3 : GDP by economic activity®
(year-on-year rate of change in real terms (%0))

2008 2009

2008 Ql Q2 Q3 Q4 Q1 Q2

Manufacturing -6.6 -4.4 4.1 -6.7 -10.4 -12.2 -10.8
Construction 2.7 9.2 -0.3 -1.5 2.8 -7.0 -2.2
Services® 2.4 7.1 4.0 1.7 -2.3 -7.2 -3.7

Wholesale, retail and 4.1 9.0 7.2 4.2 -2.1 -15.7 -11.3

import and export
trades, restaurants
and hotels

Import and export 4.6 9.7 8.0 4.9 -1.9 -18.4 -12.4
trade

Wholesale and 2.9 9.1 6.0 2.2 -3.6 -10.0 -7.8
retail trades

Restaurants and 2.1 4.4 3.7 1.8 -1.2 -5.6 -7.9
hotels

Transport, storage 2.2 7.6 3.9 2.0 -4.3 -8.8 -8.8
and
communications

Transport and 1.9 8.3 3.8 1.5 -5.4 -10.8 -10.7

storage

Communications 3.5 4.4 4.6 4.3 0.8 0.3 -0.4
Financing, insurance, 1.6 10.0 2.8 -0.5 -4.9 -6.7 -0.2

real estate and
business services

Financing and 14 111 2.2 -0.5 -6.1 -8.4 *
insurance services

Real estate and 2.1 7.9 3.6 -0.1 -2.4 -3.3 -0.5
business services

Community, social 1.4 15 1.7 1.7 0.7 0.6 1.3
and personal
services
Notes : Figures are subject to revision later on as more data become available.
(@) The GDP figures shown in this table are compiled from the production approach, in
parallel with those shown in Table 1.1 which are compiled from the expenditure
approach. For details, see Note (1) to this chapter.

(b) In the context of value-added contribution to GDP, the service sectors include ownership
of premises as well, which is analytically a service activity.

(*) Change of less than 0.05%.

10



GDP by major economic sector

1.9 Many service sectors showed relative improvements in the second
quarter after contracting sharply in the first quarter. Net output of services
sector as a whole declined notably less by 3.7% in the second quarter over a
year earlier as compared to the 7.2% decline in the first quarter. Analyzed by
sector, import and export trade still showed the largest decline in net output,
followed by transport and storage, restaurants and hotels, and wholesale and
retail trades. On the other hand, net output of financing and insurance, real
estate, and business services held largely stable on a year-on-year comparison.
Community, social and personal services posted a modest increase, nevertheless.
Manufacturing output fell markedly again, while construction output declined
only moderately, thanks to a strong rebound in the public sector segment.

Some highlights of economic policy

1.10 The Government has adopted the strategy of “stabilizing the financial
system, supporting enterprises and preserving employment” to counter the
worst global recession in decades brought about by the financial tsunami. The
various support measures have helped stabilize the local economy without
impairing the Government’s long-term fiscal position.

1.11 As an open and mature market economy, Hong Kong must keep up its
competitiveness and continue to evolve into a high value-added,
knowledge-based economy to maintain its leading edge over global competitors
and create more quality jobs. The Government’s role is to make flexible
adjustments in response to market needs and remove the barriers so as to ensure
the smooth running of the markets for the benefit of the public and society.
The Government will adhere to the principle of “Big Market, Small
Government”.

1.12 Having endorsed the recommendations of the Task Force on
Economic Challenge, the Government announced measures in the 2009-10
Policy Address to promote the six industries where Hong Kong enjoys clear
advantages. The Government has the responsibility to examine whether the
existing use of resources, particularly land resources, can support the new
direction of economic development, facilitate the on-going economic
restructuring, and unleash the factors of production that have been tied up by
outdated policies. Therefore, the Government proposed a string of measures
to release the potential of over 1000 old industrial buildings through policies
that encourage the redevelopment or conversion of industrial buildings by
owners.
11



Box 1.2

Impact of financial tsunami on small and medium-sized enterprises (An update)

To attain a better understanding on the impact of the financial tsunami on the business
receipts, employment and credit access situations of the small and medium-sized enterprises
(SMEs)®, an ad-hoc consultation exercise has been conducted by the Census and Statistics
Department on behalf of the Economic Analysis and Business Facilitation Unit since late
November 2008 on a sample panel of around 500 SMEs to solicit their relevant feedback
information. This note provides an update of the results reported in Box 1.2 in the
Half-yearly Economic Report 2009.

The findings of the consultation exercise available up to October 2009 indicated that business
situation in many sectors was still worse than that before the outbreak of the financial
tsunami. Nevertheless, the overall situation had stabilized with some sectors showing more
discernible improvement in recent months (Table 1). Specifically, business situation in
travel agents saw some visible improvement in business situation on entering June, along
with the rebound in inbound tourism, while SMEs in restaurants and retail trade had largely
steady business situation amid improved local consumer sentiment. Business situation in
real estate turned markedly better during the third quarter in tandem with the increased
activity in the property market, before showing some deterioration on entering October
(Chart 1a). With the revival of financial market activities, business situation for financing
institutions improved notably in recent months compared with the early months of the year.
The declines in business receipts for SMEs in trading and logistics, though narrowed,
remained significant in recent months, as external demand continued to be weak (Chart 1b).
It should be noted that given the coverage and nature of the consultation exercise, the
consultation findings should be interpreted with considerable caution. They nevertheless
can serve as rough indicator to enable high frequency monitoring of SMES’ situation.

Regarding the employment situation, the results of the consultation indicated that SMES’
employment situation remained weak in recent months. Among the various sectors,
employment in real estate and construction, logistics, financing institutions and business
services remained more severely hit than the others (Table 2).

Credit access situation turned stable more recently, having improved notably in the previous
months. The proportion of SMEs reporting tighter-than-normal credit access went down
distinctly to about 6.6% in October from above 12% in late November last year (Table 3 and
Chart 2). The supplementary information provided by SMEs surveyed indicated that credit
pricing likewise held broadly stable over the past few months. This encouraging
development reflected the improved financial conditions as well as the effectiveness of the
Government’s efforts to help to ease credit strains facing SMEs, especially those under the
enhanced and special loan guarantee schemes. As at end-October, some 14 600 companies
benefited under these schemes, involving approved loan amount of about 59.4 billion. This
also indirectly helped to secure the jobs for those employed by these companies, totaling over
250 000.

(1) Manufacturing enterprises with fewer than 100 employees and non-manufacturing enterprises with fewer
than 50 employees are regarded as SMEs in Hong Kong.
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Box 1.2 (Cont’d)

Chart 1: Impact of Financial Tsunami on SMEs' Business Receipts (BR)

(a) Local Segments

% decline in BR

0

Restaurants - Retail trade
5 Travel = = Insurance
™~ Real estate

12/08 1/09 2/09 3/09 4/09 5/09 6/09 7/09 8/09 9/09 10/09

% decline in BR

(b) External Segments

— — Import/Export trade

Logistics

— Financing institutions

Table 1: Impact on business receipts as compared with normal situation

SMEs by sectors

Wholesale trade

Retail trade

Import and export trade
Restaurants

Logistics

Travel agents

Financing institutions
Insurance agents and brokers
Real estate and construction
Business services

All the above sectors

% decline as compared with normal situation

Feb

-9.3
-21.8
-20.0
-13.4
-41.4
-15.3
-20.2
-10.8
-30.3
-14.2
-19.4

Mar
-16.2
-24.8
-21.2
-15.3
-37.7
-15.8
-19.5
-10.8
-28.7
-14.8
-20.9

Apr
-18.7
225
-20.1
-13.4
-38.5
-18.2
-20.1

-9.0
-20.5
-15.1
-20.0

May
-19.4
-22.6
21.7
-14.8
-40.5
-23.1
-18.1
-10.2
-24.3
-15.0
215

Jun
-15.2
-24.2
-22.2
-16.1
-35.5
-24.8
-16.8
-10.7
-21.5
-13.7

-21.5

Jul
-15.4
-22.2
-22.3
-14.8
-34.2
-21.2
-14.6
-10.9
-19.1
-11.9

-21.4

Aug
-16.9
-21.6
213
-14.5
-29.7
7.7
-13.0
-10.0
7.7
-11.6
-20.5

Sep
-16.3
-21.2
-19.6
-13.8
-25.7
-16.4
-11.8

-9.7
17.2
-11.2
-19.0

12/08 1/09 2/09 3/09 4/09 5/09 6/09 7/09 8/09 9/09 10/09

Oct
-13.8
-19.0
-17.6
-13.1
-23.2
-15.2

-9.3

-9.2
-21.7

-9.4
-17.0

13




Box 1.2 (Cont’d)

Table 2:

SMEs by sectors
Wholesale trade

Retail trade

Import and export trade
Restaurants

Logistics

Travel agents

Financing institutions

Impact on employment as compared with normal situation

% change as compared with normal situation

2008 2009
Dec Jan Feb Mar Apr May Jun Jul  Aug
0.0 0.0 0.0 0.0 0.0 0.0 00 -03 -18
-0.5 -05 06 -04 -02 -02 -04 -05 -07
-1.1 -09 -10 06 -09 -12 -14 -14 -14
-3.1 -32 37 -26 -17 -12 -18 -20 -18
-6.5 37 30 32 -34 -33 -48 58 58
0.2 -0.1 0.1 0.2 0.2 0.2 0.4 0.3 0.7
-0.9 -0 -14 -16 -23 -39 -37 30 -29

Insurance agents and brokers 0.0 0.0 0.0 0.0 0.0 0.0 0.1 0.9 1.0
Real estate and construction -7.3 -8.2 -8.0 -8.0 -80 -84 -9.9 -9.1 -7.7

Business services

All the above sectors

30 -30 37 -38 -38 -41 34 -26 -27
-1.8 -16 -18 -15 -15 -16 -18 -18 -1.9

Sep
-2.6
-0.8
-1.8
2.0
-6.0

0.7
2.8

0.8
-8.6
-2.9
2.2

Oct

-2.4
-0.9
-1.7
-1.8
-6.9

0.5
-2.8

0.8
-8.4
-2.3
-2.1
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Box 1.2 (Cont’d)

Table 3: Impact on access to credit as compared with normal situation

SMEs by sectors
Wholesale trade

Retail trade

Import and export trade
Restaurants

Logistics

Travel agents

Financing institutions
Insurance agents and brokers
Real estate and construction
Business services

All the above sectors

% SMESs reporting very tight/tighter credit access

Dec Jan Feb
10.0 5.3 0.0
8.8 6.5 6.6
17.0 157 140
107 118 11.8
118 176 125
3.8 3.7 3.6
10.8 7.9 7.7
10.0 56 10.0
5.9 5.7 6.1
6.1 0.0 0.0
119 10.2 9.0

Chart 2: Access to credit turned stable

Share of SMEs surveyed (%)

10.5
8.8
2.9
9.7

Apr  May
0.0 0.0
3.5 35

13.7 11.3
7.1 55

16.7 111
3.7 3.6
7.9 1.7

10.0 10.0
8.8 8.8
3.1 2.9
8.5 7.2

Impact on Access to Credit

Jun
0.0
2.7

12.1
5.2

10.5
3.3
7.7

10.0
8.8
3.0
7.3

Jul
0.0
1.8

121
54

10.5
3.3
2.6
53
8.8
3.0
7.0

Aug
0.0
25

11.3
5.1

105
33
2.6
5.3
8.8
3.0
6.8

Sep
0.0

2.6
10.4
5.2
10.5
3.3
2.6
5.3
8.8
3.1
6.5

Oct

0.0
2.6
10.6
5.2
10.5
3.3
2.6
5.3
8.8
3.1
6.6

14
] — Percentage share of SMEs indicating that current Access
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1.13 The Government also proposed a number of specific measures to
promote the six industries. Some of the more notable measures are
highlighted below:-

I.  Educational Services
Reserve two sites for operators providing self-financing degree
programmes, which are expected to provide some 4 000 places.

Ii.  Medical Services
Reserve four sites for private hospital developments; and facilitate the
development of Chinese medicine by expediting the setting of
standards for Chinese herbal medicines commonly used in Hong
Kong.

1ii.  Testing and Certification Services
Draw up a three-year development plan for the industry.

iv. Environmental Industries
Expand the Government's green procurement list and actively apply
green specifications in procurement procedures to promote the green
procurement policy.

v.  Innovation and Technology
Allocate about $200 million to launch an "R&D Cash Rebate Scheme™
to encourage enterprises to invest in research and development.

vi.  Cultural and Creative Industries
Support local cultural and creative industries to further develop the
Mainland market through CEPA.

1.14 The Outline of the Plan for the Reform and Development of the Pearl
River Delta has elevated the platform of co-operation between Hong Kong and
Guangdong on all fronts to a national strategic level. By providing for the
early and pilot implementation of various measures in Guangdong, there will be
tremendous opportunities in the PRD market for the six industries. As part of
the regional co-operation, Hong Kong will participate in the development of
Qianhai in Shenzhen, so as to promote and enhance Hong Kong’s own service
industries and to contribute to the development of service industries in the
Mainland. Also, in response to the latest development in cross-Strait relations,
the Government will enhance exchanges between Hong Kong and Taiwan on
various fronts.
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1.15 At the same time, the Government will strive to consolidate the
strengths of the traditional four pillar industries, namely financial services,
tourism, trading and logistics, and professional services, through trying every
means to enhance the flow of people, goods, capital and information that are
related to the four pillar industries. The financial services sector is the most
important pillar supporting the economy. Specific plans will be formulated to
continue to develop Hong Kong as a global financial centre, asset management
centre and offshore Renminbi centre attracting capital and talent from within
and outside the country.

Notes :

(1) The Gross Domestic Product (GDP) is an overall measure of net output produced
within an economy in a specified period, such as a calendar year or a quarter, before
deducting the consumption of fixed capital. In accordance with the expenditure
approach to its estimation, GDP is compiled as total 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.

(2) 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 reveals the presence of seasonality in the 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 is found 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.
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CHAPTER 2 : THE EXTERNAL SECTOR
Summary

e While the global economy has bottomed out and is expanding again, the
recovery process has yet to translate into a revival in import demand in the
advanced economies.  Exports of Asian economies remained under
immense pressure. Hong Kong’s merchandise exports in the third quarter
were still visibly lower than a year earlier. Nevertheless, exports of
services improved more visibly, thanks to the bounce-back in financial
services and inbound tourism.

* Merchandise exports fell notably by 13.6% in real terms in the third quarter.
With global trade flows still languishing at a relatively low level, many
other Asian economies continued to record double-digit declines in exports
in the quarter. Yet the pace of decline in Hong Kong’s merchandise
exports slowed distinctly towards the end of the quarter.

e In contrast, exports of services turned up distinctly with a much smaller
year-on-year decline in the third quarter, and a further large rise on a
seasonally adjusted quarter-to-quarter comparison. Exports of financial
services continued to improve alongside the further revival in financial
market activities. Exports of travel services likewise reverted to an
increase, in tandem with a rebound in visitor arrivals. Yet exports of
transportation services and trade-related services remained under the drag
of the much slackened trade flows in goods.

e A number of international trade disputes emerged as elevated
unemployment in many major economies triggered rising protectionist
sentiments. Leaders of the G20 reiterated to fight against protectionism
and support and promote free trade and investment at their meeting in
September.

* The Government will continue to increase co-operation with the Guangdong
authority in developing the Pearl River Delta market, where tremendous
opportunities for the development of the six industries lie, and also as a
huge market for Hong Kong’s services sector as a whole. The Government
will also promote multi-faceted, multi-level exchanges with Taiwan in
response to the latest development in cross-Strait relations.
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Visible trade

Total exports of goods

2.1 Total exports of goods (comprising re-exports and domestic exports)
again declined notably in the third quarter of 2009, by 13.6% in real terms®
over a year earlier, as compared to the decline of 10.8% in the preceding quarter.
Yet the pace of decline slowed towards the end of the quarter. On a seasonally
adjusted quarter-to-quarter comparison, total exports of goods dipped by 4.7%
in the third quarter after the strong rebound of 13.0% in the second quarter.

2.2 The global economy has by now returned to the growth path, on the
back of the strong policy actions taken by governments and central banks to
support aggregate demand and stabilise the financial markets. In October, the
International Monetary Fund® estimated that the world economy was finally
expanding again after a deep global recession in the earlier quarters, and would
expand by 3.1% in 2010. The outlook improved more noticeably for the
emerging Asian economies, with the Mainland economy leading the recovery.
Yet import demand in advanced economies was still sluggish, dragging exports
of Asian economies, many of which continued to see double-digit decline in the
third quarter. Meanwhile, worsening unemployment situation in many major
economies had triggered a general rise in protectionist sentiments. In face of
the challenge, leaders of the G20 reiterated at their meeting in September their
commitment to fight against protectionism in order to revive world trade and
investment.

2.3 Re-exports® were the backbone of Hong Kong’s merchandise exports,
accounting for 97.7% by total value in the third quarter of 2009. In the face of
the still weak import demand in the advanced economies, re-exports posted a
larger decline of 12.9% in real terms in the third quarter over a year earlier,
following a decrease of 9.9% in the second quarter. Domestic exports, which
only constitute a small share of total exports, continued to plunge, by 35.1% in
the third quarter, after contracting by 37.0% in the second quarter.
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Table 2.1 : Total exports of goods, re-exports and domestic exports
(year-on-year rate of change (%0))

Total exports of goods Re-exports Domestic exports
In value In real Change In value In real Change Invalue In real Change
terms terms in prices terms terms in prices  terms terms in prices
2008 Annual 5.1 2.9 3.8 6.0 4.0 3.8 -16.8 -22.0 5.1
H1 9.1 7.1 3.3 9.8 8.0 3.3 -7.8 -13.3 4.2
H2 1.7 -0.7 4.4 2.8 0.5 43 -24.4 -29.4 6.3
Q1 10.5 9.1 (1.2 2.6 10.9 9.6 (1.6) 2.6 0.3 5.0 (-7.3) 3.3
Q2 7.8 54 (0.2 3.9 8.8 6.6 (0.5 3.9 -14.3 -20.0 (-9.5) 5.0
Q3 55 2.1 (-1.5) 4.8 6.5 3.3 (-1.1) 47 -17.8 -26.1 (-12.9) 6.4
Q4 21 35 (3.7 4.1 -0.9 -2.3 (-3.5) 4.0 -31.1 -328 (-8.2) 6.2
2009 H1 -17.2  -16.3 1.6 -16.3 -155 1.6 -41.9 -40.1 1.2
Q1 -21.9 -22.2 (-17.1) 25 -21.1  -21.4 (-17.1) 25 -44.3 -43.3 (-19.4) 25
Q2 -129 -10.8 (13.0) 0.8 -12.0 -9.9 (13.4) 0.8 -39.6 -37.0 (-1.9) *
Q3 -143 -13.6 (-4.7) 0.2 -135  -129 (-4.6) 0.3 -38.7 -35.1  (-9.5) -2.2

Notes : Figures in brackets are the seasonally adjusted quarter-to-quarter rates of change.
(*) Change of less than 0.05%.
Diagram 2.1 : Merchandise exports remained on a notable decline

in the third quarter of 2009
(year-on-year rate of change)

40 APercent Percenti -8
30 ] Total import demand in 6
] Hong Kong's major markets #
] LHS
20 (LHS) -4
1 -2
10 1 Hong Kong's total exports
01 of goods (LHS) 0
-10 A Trade-weighted , 2
] Real EERI * 3
20 RHS) 4
-30 1 -6
@0+ttt -+ F 3
Q1 Q1 Q1 Q1 Q1 Q1
2004 2005 2006 2007 2008 2009

Notes : Total exports of goods as depicted refer to the year-on-year rate of
change in real 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.

(*) The real EERI in this graph is inverted in scale for easier
comprehension. A positive change denotes real appreciation of
the Hong Kong dollar.

(#) Import demand figure for the third quarter of 2009 is based on
statistics for July and August 2009.
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Diagram 2.2 : Both re-exports and domestic exports dipped after a strong rebound

(a) Year-on-year rate of change

inreal terms
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Diagram 2.3 : The decline in exports to the Mainland, Hong Kong's largest market,
widened again in the third quarter of 2009
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Table 2.2 : Total exports of goods by major market
(year-on-year rate of change in real terms (%0))

Mainland United European Republic
of China States Union Japan of Korea Taiwan Singapore

2008  Annual 59 -85 0.2 2.4 -8.2 -1.6 6.2
H1 10.3  -6.6 3.0 -3.7 -1.6 1.2 17.7
H2 21 -10.0 2.2 -1.1 -145 -4.2 -3.9
Q1 122 58 4.6 -3.2 2.8 -0.2 21.6
Q2 86 -74 1.6 -4.1 -5.7 2.6 13.8
Q3 39 71 2.0 -1.2 -5.7 -2.5 -0.5
Q4 04 -13.0 -6.3 -1.0  -232 -5.9 -7.2

2009 H1 -103  -23.0 -223  -187  -26.3 -18.1  -32.6
Q1 202 246  -221  -178  -319 274 -37.0
Q2 -13  -216  -226  -19.6  -20.8 96  -27.9
Q3 79 225  -256 -82  -115 08  -20.2

2.4 Hong Kong’s merchandise exports to many markets remained under

the heavy drag of the much slackened global trade flows. Reflecting this,
exports to the European Union and the United States continued to fall sharply in
the third quarter over a year earlier. Asian regional trade also suffered as the
decline in exports to the Mainland widened again in the third quarter following
the visible improvement in the previous quarter. The declines in exports to
South Korea and Singapore were still sizable, despite some relative
improvement in the quarter. Exports to Japan and Taiwan nevertheless had
much tapered year-on-year declines in the third quarter.
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Diagram 2.4 : Exports to the Mainland fell
more again as Asian regional trade suffered
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Diagram 2.6 : Exports to US continued to fall
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Diagram 2.5 : Exports to EU remained on a distinct

15

10

20

15

10

decline amid the weak import demand there

Year-on-year rate of change (%)

. - 40
4 Hong Kong’s total
] exports to EU - 30
1 (RHS) i
] - 20
] - 10
] -0
. HK$/Euro\_/
] (RHS) 10
] _ - 20
. EU's import
b demand * i
] (LHS) -30
] T T T : T T T : T T T : T T T : T T T : T - -40
Q1 Q1 Q1 Q1 Q1 Q1
2004 2005 2006 2007 2008 2009

Note: (*) Import demand figure for the third quarter of 2009

is based on statistics for Jul-Aug 2009.
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Diagram 2.8 : Exports to Singapore were still Diagram 2.9 : ...and so did exports to
sharply down despite some relative Republic of Korea

improvement...
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Note: (*) Import demand figure for the third quarter of 2009
is based on statistics for Jul-Aug 2009.

Imports of goods

2.5 Imports of goods fell at a smaller rate of 7.9% in real terms in the third
quarter of 2009, as compared to the 12.3% decrease in the second quarter.
Retained imports, referring to the imports for domestic uses, rose back by 7.3%
in real terms in the third quarter, representing a notable reversal from a fall of
18.6% in the previous quarter. Analysed by end-use, retained imports of raw
materials and semi-manufactures reverted to a sharp increase and consumer
goods a marginal increase, while those of foodstuffs and fuels picked up further.
Although retained imports of capital goods were still weak, the rate of decline
tapered visibly as compared to the preceding quarters.
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2008

2009

Notes

Table 2.3 : Imports of goods and retained imports
(year-on-year rate of change (%))

Imports of goods Retained imports®
In value In real Change Invalue In real Change
terms terms in prices  terms terms in prices
Annual 55 2.6 4.4 53 -14 7.6
H1 10.3 7.5 4.3 13.1 6.0 8.4
H2 1.3  -17 4.6 -1.8 -8.0 6.9
Q1 11.6 96 (19 36 15.1 9.6 (-10.9) 7.9
Q2 9.1 5.6 (2.6) 4.9 11.4 3.0 (4.9 8.9
Q3 7.0 27 (-0.6) 5.6 10.0 0.8 (0.9 9.9
Q4 -42 -60 (-54) 36 -125 -16.0 (-10.5) 3.7
H1l -18.6 -17.0 * -24.9 -21.3 -4.3
Q1 -228 -222 (-17.2) 1.0 274 -242 (-17.7) -35
Q2 -149 -123 (123) -0.8 -22.7 -18.6 (9.0) -51
Q3 -104 -7.9 4.2) -15 -1.3 73 (31.7) -6.3
: (@) 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.
() Seasonally adjusted quarter-to-quarter rate of change.
(*) Change of less than 0.05%.
Diagram 2.10 : Total imports turned up further in the third quarter
(a) Year-on-year rate of change (b) Seasonally adjusted quarter-to-quarter
in real terms rate of change in real terms
Percent Percent
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Table 2.4 : Retained imports by end-use category
(year-on-year rate of change in real terms (%0))

Raw
Consumer Capital materials and
goods Foodstuffs goods semi-manufactures Fuels
2008  Annual 12.4 13.3 75 -29.9 -3.9
H1 22.6 15.8 12.7 -16.9 -9.2
H2 3.2 10.8 3.1 -41.9 1.4
Q1 30.3 12.7 14.5 -11.7 -11.3
Q2 16.2 19.0 11.2 -20.8 -7.0
Q3 9.8 9.0 20.0 -35.4 0.9
Q4 -3.3 12.6 -11.1 -47.9 1.9
2009 H1 -26.4 1.5 -10.9 -57.4 24.0
Q1 -30.7 3.4 -8.1 -69.5 30.8
Q2 -22.4 6.3 -13.4 -47.4 17.4
Q3 0.1 11.1 -3.7 41.1 24.1
Invisible trade
Exports of services
2.6 Compared to merchandise exports, exports of services showed visible

improvement in the third quarter of 2009, with the year-on-year rate of decline
tapering distinctly to just 0.9% from that of 5.2% in the second quarter. On a
seasonally adjusted quarter-to-quarter basis, it expanded further by 4.6% in the
third quarter. As fund-raising and other financial market activities revived
further during the quarter, exports of finance, business and other services went
up more significantly in the third quarter, although partly affected by the low
base of comparison caused by the outbreak of the global financial crisis a year
earlier. Thanks to the rebound in the number of visitor arrivals, exports of
travel services reverted to an increase in the third quarter. However, exports of
transportation services and trade-related services (mainly offshore trade) were
still down owing to the sluggish global trade flows.
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Diagram 2.11 : Travel and finance, business and
other services accounting for over 40% of
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Diagram 2.12 : Exports of services
displayed more resilience amid the further
resumption in financial activities and
rebound in inbound tourism
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Table 2.5 : Exports of services by major service group
(year-on-year rate of change in real terms (%))

Of which :
Finance,
business
Exports  Trade-related Transportation Travel and other

of services  services®

Annual 5.7 5.8
H1 9.3 9.7
H2 2.6 3.0
Q1 101 (1.5) 9.6
Q2 8.4 (0.3) 9.9
Q3 4.8 (0.2) 6.0
Q4 04 (-1.3) 0.3
H1 -5.8 -13.2
Q1 -6.3  (-5.6) -14.6
Q2 -5.2 .7) -11.7
Q3 -0.9 (4.6) -8.5

(@ Comprising mainly offshore trade.

services  services®  services

2.2 6.2 9.6
4.6 7.5 15.9
0.0 5.0 3.5
5.2 7.3 17.7
4.1 7.7 13.7
1.2 7.3 6.2
-1.4 3.0 0.7
-6.0 4.6 -4.3
-8.1 10.0 -6.4
-4.1 -1.4 -1.6
-2.7 2.8 9.6

(b) Comprising mainly inbound tourism receipts.

() Seasonally adjusted quarter-to-quarter rate of change.
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Imports of services

2.7 Imports of services contracted by 3.8% in real terms in the third
quarter of 2009 over a year earlier, narrowed from the 5.6% decline in the
second quarter. Imports of finance, business and other services held up rather
well, as the financial and commercial activities actually picked up in the third
quarter. Imports of travel services only registered a marginal increase despite
the further improvement in local consumer sentiment during the quarter.
Meanwhile, imports of trade-related services and transportation services
remained on a decline, dragged by the continued setback in external trade.

Diagram 2.13 : Travel services, Diagram 2.14 : Imports of services
transportation services, and services involving saw a smaller decrease
finance and business were
the main components in imports of services

20 Percent
Trade-related Finance, business
SEVIC_eS_ and other sevices 35
$16.3 billion $62.2 billion 30 3
(6.7%) (25.7%) :
..... 25 1
E Year-on-year
20 ] rate of change
15 3 inreal terms
10 7
5
0 =
Travel services Transp(?rtation ] ;
$91.5 billion sevices -5 ]  Seasonally adjusted quarter-to-quarter
(37.7%) $72.5 billion 10 ] rate of change in real terms
(29.9%) 1
o 155 4ttt
Imports of services in Q1 Q1 Q1 Q1 Q1 Q1
the first three quarters of 2009 : $242.5 billion 2004 2005 2006 2007 2008 2009
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Table 2.6 : Imports of services by major service group

(year-on-year rate of change in real terms (%0))

Of which : Finance,
business
Imports Travel Transportation ~ Trade-related and other
of services services™ services services services
2008  Annual 3.3 2.2 1.8 6.3 5.9
H1 1.5 5.7 1.7 10.3 8.9
H2 -0.5 -1.1 -35 35 3.0
Q1 11.2 (1.3) 13.1 10.2 10.2 10.1
Q2 3.8 (-2.6) -1.3 55 10.4 7.5
Q3 22 (-0.1) 1.4 0.8 6.6 4.2
Q4 -3.4  (-1.8) -3.7 -8.1 0.8 1.9
2009 H1 -7.6 0.2 -14.7 -13.6 -7.9
Q1 -9.6 (-5.5) -4.2 -16.4 -15.1 -7.9
Q2 -5.6  (1.8) 4.9 -13.1 -12.1 -7.9
Q3 -3.8 (1.9 0.2 -10.6 -8.9 1.4
Notes : (+) Comprising mainly outbound travel spending.
() Seasonally adjusted quarter-to-quarter rate of change.
Visible and invisible trade balance
2.8 As the surplus in the invisible trade account more than offset the

deficit in the merchandise trade account, a sizable surplus of $24.8 billion was
recorded in the combined visible and invisible trade balance in the third quarter
of 2009, equivalent to 3.1% of the total value of imports of goods and services.
This compared with the corresponding figures of $56.8 billion and 6.3% in the

same quarter last year.

The sizable surplus continued to highlight Hong

Kong’s strengths and resilience in meeting challenges during the global

financial crisis.
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Table 2.7 : Visible and invisible trade balance
($ billion at current market prices)

Total exports Imports Trade balance
As % of
Goods Services Goods Services Goods Services Combined imports
2008 Annual 2,844 719 3,024 357 -180 362 182 54
H1 1,359 341 1,467 177 -108 164 56 34
H2 1,485 378 1,557 180 -72 198 126 7.2
Q1 651 174 697 90 -46 84 38 49
Q2 709 167 771 87 -62 80 18 2.1
Q3 764 194 806 95 -41 98 57 6.3
Q4 720 184 751 85 -31 99 69 8.2
2009 H1 1,131 297 1,205 153 -74 143 69 5.1
Q1 512 151 547 76 -35 75 40 6.5
Q2 619 146 658 77 -39 68 29 3.9
Q3 657 180 723 89 -66 91 25 3.1

Note : Figures may not add up exactly to the total due to rounding.

Other developments

2.9 The 2009-10 Policy Address announced by the Chief Executive on
14 October 2009 outlined a blueprint to promote Hong Kong's economic
development and sustainable growth. On the front of regional co-operation,
the Government will continue to increase co-operation with the Guangdong
authority on developing the Pearl River Delta market, where tremendous
opportunities for the six economic industries lies, as well as those for the
services sector as a whole. A framework agreement for Hong
Kong-Guangdong co-operation is being formulated between the governments of
Hong Kong and Guangdong, to translate macro policies in The Outline of the
Plan for the Reform and Development of the Pearl River Delta promulgated in
January 2009 into concrete measures conducive to the development of both
places. The Government will continue to promote the Mainland and Hong
Kong Closer Economic Partnership Arrangement (CEPA), ensure its effective
implementation, and seek further liberalization and facilitation measures under
it.

2.10 Also, by participating in the development of Qianhai in Shenzhen,

Hong Kong will be able to promote and enhance its own service industries and
thereby fostering its long term economic growth.
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2.11

In response to the latest development in cross-Strait relations, the

Government will establish a co-operation framework and foster bilateral
economic co-operation with Taiwan, and also play an active role in financial,
economic and trade, tourism and other exchanges between the Mainland,
Taiwan and Hong Kong.

Notes :

1)

(2)

(3)

Changes in merchandise exports and imports in real terms are derived by discounting
the effect of price changes from changes in the value of the trade aggregates.
Estimates of price changes for the trade aggregates are based on changes in unit values,
which do not take into account changes in the composition or quality of the goods
traded, except for some selected commodities for which specific price indices are
available. The real growth figures reported here are based on the constant price
measures adopted for compiling the external trade quantum index numbers. They are
not strictly comparable with the real trade aggregates under GDP (reported in Chapter 1)
which are based on the chain volume measures using the preceding-year prices as
weights for aggregating the components.

In October 2009, the International Monetary Fund (IMF) revised upwards its global
growth forecast for 2009 and 2010 from -1.4% and 2.5% to -1.1% and 3.1%
respectively, amidst the strong policy actions taken by governments and the re-stocking
phase in an inventory cycle. Separately, the IMF estimated that actual and potential
global write-downs on US-originated assets held by banks and other financial
institutions until 2010 would reach US$3.4 trillion, down from US$4.1 trillion
estimated in April 2009.

Re-exports are those goods which have previously been imported into Hong Kong and

are subsequently exported without having undergone in Hong Kong any manufacturing
processes which change permanently the shape, nature, form or utility of the goods.
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CHAPTER 3 : DEVELOPMENTS IN SELECTED SECTORS
Summary

e The residential property market continued to firm up in the third quarter of
2009, as improved economic conditions and low mortgage rates sustained
strong buying interest. Consequential to the uptrend established since the
beginning of this year, the overall flat prices in September 2009 have
surpassed their preceding highs in mid-2008 by around 2%. The markets
for non-residential properties were likewise active, with more notable price
increases observed for the quality premises in prime locations.

e Inbound tourism showed signs of recovery in the third quarter, as the global
economy gradually pulled out of recession. Both long-haul and Mainland
visitor arrivals experienced a modest rebound, which helped cushion the
impact of reduced visitors from the short-haul markets.

e The logistics sector remained generally subdued, though there seemed to be
signs of moderating decline in throughput.

Property

3.1 The residential property market maintained its upward momentum in
the third quarter of 2009. Trading activities, sale prices and rentals all went up
further during the quarter, on the back of strong property demand amid
improved economic conditions and low mortgage rates. The total number of
sale and purchase (S&P) agreements of residential property received by the
Land Registry jumped by 89% over a year earlier to 35 558 in the third quarter,
but the rise was exaggerated by the low base of comparison when the property
market was hard hit by the global financial crisis. This was also partly due to
realisation of pent-up demand that had been held back amid the immense
economic uncertainties in the first half of this year. Taking the first nine
months of 2009 as a whole, the total number of S&P agreements went up by
only 5% over a year earlier. Trading activities rose across flats of most price
ranges, with those of luxurious flats posting more distinct increases.
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Diagram 3.1 : Transaction volume in the residential property market picked up further
in the third quarter of 2009 amid recovered buying interest
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3.2 Sale prices of residential property stayed on an uptrend, rising by 6%

between June and September 2009. Compared with December 2008, the
prices posted a cumulative gain of 23%, but this should be viewed against the
sharp fall of 17% between June and December 2008 when the market came
under the severe shocks from the global financial crisis. As a result, overall
flat prices have moved back to a level slightly higher than the peaks in
June 2008. Analysed by size of property, the prices of small/medium-sized
and large flats in September were up by 6% and 11% over June. Compared
with the peaks reached in 2008, prices of small/medium-sized flats were only
2% higher while those for large flats were little changed.

3.3 While the exorbitant prices fetched by some luxurious flats in the
primary market were particularly eye-catching, the luxury end accounted for
only 1-2% in terms of both the stock and transactions. Indeed, nearly 90% of
all transactions in the secondary market in the first nine months of 2009 fell in
the category of flats with saleable area of less than 70 square metres.
Transactions for flats valued at over $10 million amounted to less than 6% of
total transactions. Also, reflecting the combined effects of property prices,
income and mortgage rate, the home purchase affordability (i.e. the ratio of
mortgage payment for a 45-square metre flat to median income of households,
excluding those living in public housing) notched up to 36% in the third quarter
of 2009, yet still comfortably lower than the average of 53% over the past
20 years.  The level of speculative activities in the first nine months of this
year was still slightly lower than the average in the past five years, indicating
that the market was largely end-user led.
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Diagram 3.2 : The rise in property prices has been Diagram 3.3 : Home purchase affordability

largely in line with household income remained healthy
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Note : () The ratio of mortgage payment for a 45n? flat
(assuming 70% loan-to-value ratio and tenor of
20 years) to median income of households
(excluding those living in public housing).

3.4 With a view to maintaining banking stability and enhancing banks’
risk management on mortgage lending to high end residential properties, on
23 October 2009 the HKMA advised banks to cap the loan-to-value ratio at
60% for residential properties valued at $20 million or more and set the
maximum loan amount at $12 million for mortgages on properties valued at
below $20 million. The HKMA also reminded lenders to be prudent in
valuating properties and calculating borrowers’ debt servicing ratios. Initial
signs suggested that the property market might have eased back somewhat as a
consequence.

91 93 9 97 99 01 03 05 07 09
Note : (*) Excluding households living in public housing.

35 The Government’s policy is to maintain a fair and stable
environment to enable the sustained and healthy development of the property
market. It is the Government’s wish to see the market developing naturally,
adjusting and regulating by itself according to market forces. The
Government is mindful that sharp fluctuations in property prices could affect
the macroeconomic stability as well as social stability, and hence would act
prudently when considering appropriate measures to stabilise the property
market if necessary. As announced by the Chief Executive in his Policy
Address, the Government will closely monitor the development and changes,
including supply and demand, in the private property market in the coming
months. When necessary, the Government will fine-tune the land supply
arrangements and discuss with the Urban Renewal Authority and MTR
Corporation Limited with a view to quickening the pace of bringing readily
available residential sites to the market. The Government is of the view that
developers should ensure and enhance market transparency when launching
their projects for sale.
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3.6 Having fallen by a cumulative 23% between July 2008 and
March 2009, flat rentals began to pick up in April and rose by a further 7%
between June and September. However, compared with the peaks in 2008, flat
rentals in September were still 13% lower. The average rental yield for
residential flats in September stayed at 3.6%.

Diagram 3.4 : Both flat prices and rentals continued to firm up

(a) Prices (b) Rentals
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Note : Residential property price index pertains to secondary market transactions only. Large flats refer to those with a saleable area of

at least 100 mz, and small/medium-sized flats with a saleable area of less than 100 m’.

3.7 Regarding commercial and industrial properties, both sale prices and
rentals firmed up alongside the gradual revival in business activities. For
office space, overall prices rose further, by 8% between June and September,
but the level in September was still 7% lower than the peaks in 2008. Prices
for both Grade A and B offices registered gains of 8% between June and
September while those for Grade C recorded an increase of 7%. Meanwhile,
office rentals managed to reverse their downtrend seen in the first half of the
year and rose slightly by 1% during June to September. Compared with the
peaks in 2008, office rentals in September were sharply lower, by 18%.
Analysed by type of office space, rentals for Grade A and C offices increased by
1% and 3% respectively whereas those for Grade B offices were little changed.
As a result of the faster increases in sale prices than in rentals, the average
rental yield for Grade A, B and C offices declined from 3.6%, 4.2% and 4.4% in
June to 3.4%, 3.9% and 4.2% in September respectively.
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3.8 On retail shop space, sale prices in September jumped by 13% over
June. But again this should be viewed against the 21% plunge following the
outbreak of the global financial crisis. Compared with the peaks in 2008,
prices were only 2% higher. By comparison, shop rentals recorded a lesser
gain of 3% between June and September, and were still 4% lower than the
peaks in 2008. For flatted factory space, while prices in September were
distinctly higher by 8% over the level in June, they were still 9% lower than the
peaks in 2008. Rentals in September registered a more moderate increase of
3% over June, which represented a decrease of 11% from the peaks in 2008.
The average rental yields for retail shop space and flatted factory space both fell
noticeably from 4.2% and 5.7% in June to 3.8% and 5.4% in September
respectively.

Diagram 3.5 : Prices rallied in the non-residential property market
while rentals also showed some gains
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Land

3.9 The land sales market remained lacklustre, with only scanty
transactions recorded in the third quarter of 2009 notwithstanding the buoyancy
in the local property market. During the period, only two sites were sold via
public tender at a total of $238 million. No land site was successfully
triggered for auction through the Application List system.
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Tourism

3.10 Inbound tourism showed signs of stabilisation in the third quarter of
2009, as the negative impact of human swine flu gradually subsided. While
the total number of incoming visitor arrivals still declined by 1.6% from a year
earlier to 7.5 million in the third quarter, this represented a considerable
improvement over the 8.9% fall in the second quarter. Analysed by source
market, visitor arrivals from the Mainland (61.3% of which were visitors under
the Individual Visit Scheme) and the long-haul markets grew by 0.1% and 2.4%
respectively over a year earlier. On the other hand, visitor arrivals from the
short-haul markets exhibited a relatively poor performance with a drop of 7.5%.

Diagram 3.6 : Inbound tourism showed signs of stabilisation in recent months
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3.11 Analysed by length of stay, the number of same-day visitors went up
by 2.9% year-on-year in the third quarter, while the number of overnight
visitors fell by 4.7%. Consequently, the share of same-day visitors in total
arrivals in the quarter rose to 42.9% from 41.1% a year earlier, while that for
overnight visitors decreased from 58.9% to 57.1%.

3.12 Hotel room occupancy rate fell to 76% in the third quarter from 84% a
year earlier, reflecting the combined effect of an increase in the supply of hotel
rooms and a decline in number of overnight visitors®. The achieved hotel
room rate was down by 18% over the period to $935.
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Logistics

3.13 The logistics sector remained generally subdued. The total container
throughput continued to fall sharply, by 16.1% over a year earlier to 5.6 million
TEUs in the third quarter of 2009. The value of trade handled at the Hong
Kong Port recorded a more distinct drop of 18.6% over the period, and its share
in Hong Kong’s overall trade value declined to 29.1%.

Diagram 3.7 : Port container traffic continued to record sharp fall

TEU ('000) Percent
8000 1 r 20
1 [ Container throughput by river vessels (LHS) C
7000 + E= Container throughput by ocean vessels (LHS) F 15
1 = Overall year-on-year rate of change (RHS) - - ] C
6000 T —— — 11 [l - 10
] \v/\— — . _ [ ] mls
5000 { | \ mipi=s " A | /\ \/3 1] |ES
] N /T \/ _\\/,_ e ML :
4000 == — ] = \ r 0
3000 1 ] - -5
2000 1 - -10
1000 H \ - -15
] \ 1 il
4 Lo L
0 1 1 1 1 1 _20
Q1 Q1 Q1 Q1 Q1 Q1 *
2004 2005 2006 2007 2008 2009

Note : (*) The container throughput figure for the latest quarter is the preliminary estimate by Hong Kong Port Development
Council, for which a breakdown by ocean and river vessels is not yet available.

3.14 Meanwhile, the rate of decline in air freight volume tapered, as the
severe drag from the global recession diminished. Air freight throughput
amounted to 890 000 tonnes in the third quarter, representing a year-on-year
decline of 5.9% that is much improved from the plunge of 17.0% in the second
quarter. While the total value of trade by air still witnessed a visible drop of
12.3%, its share in overall trade value edged up to 34.2%.
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Diagram 3.8 : Air freight traffic volume showed moderated decline
though the value of trade involved continued to plunge

(a) Air cargo volume (b) Value of trade handled by air*
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Transport

3.15 Having suffered a significant drop in the first half of 2009, air
passenger traffic stabilised somewhat in the third quarter, thanks to the
improved global economic conditions and alleviated concerns about human
swine flu. The number of air-borne passengers, at 11.8 million in the
third quarter of 2009, was still down by 3.5% from a year earlier. Again, this
was already a distinct improvement when compared with the 9.2% drop in the
second quarter. Meanwhile, the number of water-borne passenger trips fell by
15.3% over a year earlier to 5.9 million.

3.16 Land-based cross-boundary traffic movements fared better.
Land-based passenger trips recorded a year-on-year growth of 1.4% to an
average of 466 000 per day in the third quarter. Passenger vehicle movements
grew in tandem by 4.9% to an average of 19 900 per day, although overall
cross-boundary vehicular movements still recorded a 3.2% decrease to a daily
average of 43 000.

3.17 Work on the large-scale transport infrastructure projects remained in
good progress. Regarding the Hong Kong-Zhuhai-Macao Bridge (HZMB),
the construction works of the Link Road and the Hong Kong Boundary
Crossing Facilities (HKBCF) were both gazetted in August 2009. Works will
start in mid-2010 and mid-2011 respectively and are expected to be completed
by 2015-2016.
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3.18 On the domestic front, the construction works of the Mass Transit
Railway (MTR) West Island Line (WIL) have commenced after the Finance
Committee approved the funding support in July. The WIL is an extension of
the MTR Island Line from Sheung Wan to Kennedy Town and is expected to be
commissioned in 2014. The proposed railway scheme of the South Island
Line (SIL) (East) was also gazetted in July. The SIL (East) will provide
passenger service between Admiralty and South Horizons with three
intermediate stations near the Ocean Park and at Wong Chuk Hang and Lei
Tung Estate, and is aimed at commencing construction in 2011 for
commissioning in 2015.

3.19 The construction of the Tuen Mun-Chek Lap Kok Link was gazetted
in August. The project will link up Tuen Mun and the HZMB HKBCF at the
north-east of Hong Kong International Airport (HKIA). The new road link is
planned to meet the anticipated traffic demand between Northwest New
Territories and North Lantau, as well as to serve as an alternative access to the
HKIA in addition to the existing North Lantau Highway.

Creativity and innovation

3.20 The Hong Kong Council for Testing and Certification was established
on 17 September 2009. This demonstrates the staunch support from the
Government for the sustained growth of the testing and certification industry,
which has been identified by the Task Force on Economic Challenges as one of
the six industries where Hong Kong enjoys clear advantages. The priority task
of the Council is to work with the industry to formulate a three-year
market-oriented development plan.

3.21 The fourth meeting of the Mainland/Hong Kong Science and
Technology Co-operation Committee was held on 25 September. At the
meeting, the Central Government and SAR Government discussed the progress
of work and mapped out future innovation and technology co-operation projects
between the two sides. The meeting also agreed to set up the “Working Group
on Pilot Implementation for Guangdong-Hong Kong Technology Co-operation”
to study and formulate measures for pilot implementation in Guangdong. It
was also agreed that the governments would follow up on the establishment of
seven Partner State Key Laboratories in Hong Kong.
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Energy

3.22 On 22 September 2009, the Executive Council gave approval for CLP
Power Hong Kong Limited to extend the contract for supply of nuclear
electricity from Daya Bay Nuclear Power Station for another 20 years from
May 2014 to May 2034. This is in accordance with the Memorandum of
Understanding on Energy Co-operation signed between the Government and the
National Energy Administration of the Central Government in August 2008,
which indicated support for the extension of nuclear electricity supply upon
expiry. The projected average unit price of nuclear electricity from Daya Bay
in the extended contract period will be 6-12% lower in real terms than the
average unit price during 2006 to 2008.

3.23 The Energy Efficiency (Labelling of Products) Ordinance
(Amendment of Schedule 1) Order 2009 was submitted to the Legislative
Council on 30 September to introduce the second phase of the Mandatory
Energy Efficiency Labelling Scheme (MEELS). The second phase of the
MEELS will extend its coverage by including washing machines and
dehumidifiers. It is estimated that the extension of the scheme will bring
about an additional annual energy saving of around 25 GWh, or a saving of
about $25 million in household electricity bills every year.

Note :

(1) The figures on hotel room occupancy and achieved room rate do not include tourist
guesthouses.
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CHAPTER 4 : THE FINANCIAL SECTOR?

Summary

Amid the improved economic conditions and ample liquidity, financial asset
prices in Hong Kong rose notably in the recent months, in line with the
uptrend in the overseas markets. In parallel, there has been a general
expansion in most types of financial sector activities.

Hong Kong dollar interbank interest rates remained low in the third
quarter of 2009. The money supply recorded further growth on the back
of continued inflow of funds and improved demand for loans locally.
Under the strong demand for the Hong Kong dollar, the HKMA was
prompted to passively sell Hong Kong dollars against US dollars to banks
several times.

Under the linked exchange rate system, the Hong Kong dollar Effective
Exchange Rate Indices moved lower during the third quarter, along with
the softening of the US dollar.

Local share prices rose further in active trading during the third quarter,
propelled by growing optimism about the economic outlook. Fund raising
activities showed an accelerated increase, with initial public offerings
recovering towards the latter part of the period to level comparable to that
before the global financial crisis.

With the issuance of renminbi sovereign bonds in Hong Kong by the
Central Government in September, the role of Hong Kong as a renminbi
centre outside the Mainland is further strengthened. At the same time,
considerable headway was made in cross-boundary co-operation in
financial services and increasing the breadth and depth of the local
financial sector.

(#) This chapter is jointly prepared by the Hong Kong Monetary Authority (HKMA)

and the Economic Analysis Division.
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Interest rates and exchange rates

4.1 The Hong Kong dollar interbank interest rates remained low
throughout the third quarter of 2009. Broadly tracking the movement in their
US dollar counterparts, the overnight HIBOR was little changed during the
period and stood at 0.13% at end-September 2009, while the three-month
HIBOR eased from 0.25% at end-June to 0.13% at end-September. As the US
Federal Funds Target Rate was steady at 0-0.25%, the Base Rate under the
Discount Window operated by the HKMA was unchanged at 0.5% during the
quarter®.

4.2 Hong Kong dollar interest rates remained lower than US dollar
interest rates during the third quarter, with the discount of the three-month
HIBOR to the corresponding Euro-dollar deposit rate widening from 40 basis
points at end-June to 64 basis points at end-September. Meanwhile, the Hong
Kong dollar vyield curve flattened somewhat between end-June and
end-September. Alongside decreases in the yields of US Treasuries in August
and September, the yields of longer-term Exchange Fund paper declined in the
period. On the other hand, the implied yields of one-week and one-month
Exchange Fund Bills reverted to positive again after dipping below zero in late
June and early July.

Diagram 4.1 : The Hong Kong dollar longer-term rates declined
in the third quarter of 2009 alongside their US dollar counterparts
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4.3 At the retail level, banks continued to keep their Best Lending Rates
(BLRs) unchanged at 5.00% and 5.25% throughout the third quarter. Deposit
interest rates also remained steady at very benign levels, with the average
savings deposit rate and one-month time deposit rate quoted by major banks
both staying at around 0.01%. The composite interest rate, which indicates the
average cost of funds for banks, edged down to 0.13% at end-September from
0.19% at end-June®. On the mortgage front, the proportion of newly
approved mortgage loans with reference to rates other than the BLR (mostly
HIBOR) climbed further to a record high of 54.5% in September, reflecting
banks’ aggressive stance in the mortgage market and borrowers’ increased
inclination to take advantage of the prevailing low interbank interest rates.

4.4 Amid buoyant stock market activities, demand for the Hong Kong
dollar remained strong during the third quarter. As the strong-side
Convertibility Undertaking (CU) was repeatedly triggered between mid-July
and early August, the Aggregate Balance rose to a high of $234.2 billion on
4 August 2009, from $217.7 billion at end-June. Despite sporadic triggering
of strong-side CU in September, the Aggregate Balance subsequently declined
to $184.2 billion at end-September following the additional issuance of
Exchange Fund Bills to meet the increased demand by banks for liquidity
management purposes.

Diagram 4.2 : Hong Kong dollar interbank interest rates remained
exceptionally low in the third quarter under abundant liquidity
(end for the week)
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4.5 Due to strong inflow of funds, the Hong Kong dollar spot exchange
rate stayed on the strong side of the link, close to 7.75 per US dollar during the
third quarter. Meanwhile, the discounts of the 3-month and 12-month Hong
Kong dollar forward rates to the spot rates narrowed slightly from 61 and
180 pips (each pip equivalent to HK$0.0001) at end-June to 48 and 179 pips at
end-September respectively.

4.6 Under the Linked Exchange Rate system, movements in the Hong
Kong dollar exchange rate against other currencies closely followed those in the
US dollar. As the US dollar depreciated against other major currencies, the
trade-weighted Hong Kong dollar Nominal and Real Effective Exchange Rate
Indices in the third quarter softened by 1.5% and 3.1% respectively from the
second quarter®.

Diagram 4.3 : Forward spreads shrank Diagram 4.4 : Trade-weighted EERIs
marginally in the third quarter weakened further in the period
(end for the week) (average for the month)
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4.7 Reflecting the expansion in outstanding Hong Kong dollar loan and

continued inflow of funds, Hong Kong dollar money supply posted further
growth in the third quarter of 2009®). Seasonally adjusted narrow money
supply (HK$M1) jumped by 19.2% in the period after expanding 13.9% in the
second quarter, as depositors shifted to more liquid deposits given the extremely
low term deposit interest rates. For broad money supply (HK$M3), the
amount outstanding rose by another 3.3% in the third quarter, though slowing
from the 6.0% growth in the preceding quarter. Total deposits with authorised
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institutions (Als) also increased, by 2.4% in the third quarter to $6,424 billion®.
Among the total, Hong Kong dollar deposit outstanding grew by 3.4% to
$3,392 billion while foreign currency deposits edged up by 1.3% to
$3,032 billion.

Diagram 4.5 : Money supply expanded further amid continued inflow of funds
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4.8 Total loans and advances outstanding expanded further during the

third quarter, by 2.3% to $3,278 billion at end-September (comprising
Hong Kong dollar loans of $2,381 billion and foreign currency loans of
$897 billion). Partly reflecting the increased optimism on the local economy,
loans for use in Hong Kong edged up by 1.6% during the third quarter.
Analysed by economic use, growth in residential mortgage loans accelerated to
3.5% due to the buoyant residential property market and accommodative
mortgage interest rates. Trade finance grew further by 2.3% as external trade
performance gradually improved. Lending to financial concerns rebounded by
2.1% while loans to stockbrokers dropped notably by 17.2% from the high base
of comparison at end-June amid strong initial public offering (IPO)-related
activities. Notwithstanding the revived loan demand, the Hong Kong dollar
loan-to-deposit ratio declined further from 72.1% at end-June to 70.2% at
end-September.
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Table 4.1 : Loans and advances

All loans and advances for use in Hong Kong

Loans to :
Building,
Whole-  construction, All loans
sale property Purchase and advances Total

% change and development of for use loans
during Trade  Manu-  retail and residential Financial Stock- outside and
the quarter finance facturing trade  investment  property® concerns brokers Total® Hong Kong®  advances
2008 Q1 8.4 16.1 16.6 6.2 2.4 7.2 4.2 6.3 104 7.0

Q2 15.2 4.9 155 4.6 2.7 14 -19.0 4.7 10.1 5.6

Q3 -2.9 4.5 * 4.4 0.7 8.1 -20.6 2.7 0.6 2.3

Q4 -16.2 -5.3 -3.3 1.9 -1.4 -5.4 -10.4 -3.5 -6.7 -4.1
2009 Q1 -15.1 -1.5 -5.5 -1.0 -0.3 -14.5 -10.3 -3.8 -2.8 -3.6

Q2 3.3 -5.8 1.9 -0.5 2.0 -9.0 443.6 1.6 -1.0 1.2

Q3 2.3 1.9 3.8 -2.3 35 2.1 -17.2 1.6 5.6 2.3
Total amount at 167 139 152 662 685 225 42 2,693 584 3,278
end-September
2009 ($Bn)
% change -24.8 -10.5 -3.3 -1.8 3.8 -24.8 261.8 -4.1 -5.2 -4.3

over a year earlier

Notes:  Some loans have been reclassified. As such, the figures are not strictly comparable with those of
previous quarters.

(@) Figures also include loans for the purchase of flats under the Home Ownership Scheme,
Private Sector Participation Scheme and Tenants Purchase Scheme, in addition to those for
the purchase of private residential flats.

(b) Loans to individual sectors may not add up to all loans and advances for use in Hong Kong,
as some sectors are not included.

(c) Also include loans where the place of use is not known.

(*) Change of less than 0.05%

4.9 On 23 October 2009 the HKMA issued a circular to banks in Hong
Kong, capping the loan-to-value (LTV) ratios for residential mortgages on
properties valued at $20 million or more at 60% (instead of 70% originally) and
setting a maximum loan amount of $12 million for properties valued at below
$20 million (while leaving the maximum LTV intact at 70%). The circular
also reminded banks to be prudent in conducting valuation of properties and in
calculating borrowers’ debt servicing ratios, with particular consideration to the
effect on borrowers’ ability to service mortgage payments when interest rates
return to more normal levels. These prudential measures are designed in the
interest of maintaining banking stability and enhancing banks’ risk management
on mortgage lending to high-end residential properties.
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4.10 Despite the recent global financial crisis, Hong Kong’s banking
system remained resilient, with the capital positions of the Hong Kong
incorporated Als staying strong. Under the capital adequacy framework
promulgated by the Basel Committee on Banking Supervision (commonly
referred to as “Basel 11), the capital adequacy ratio (CAR) of these institutions
stayed high at an average of 16.5% at end-June. All individual Als’ CARs
were above the statutory minimum ratios as required by the HKMA. To
address the lessons learnt from the recent global financial crisis, the Basel
Committee issued a final package of proposals in July for enhancements of the
Basel Il capital framework. The HKMA is supportive of the Committee’s
initiative in this regard and is taking steps to implement the enhanced
international standards in consultation with the banking industry.

411 Asset quality of the local banking sector remained sound. The ratio
of classified loans rose slightly to 1.51% at end-June from 1.47% at end-March,
following the relatively more notable deterioration in asset quality earlier on
when the global financial turmoil was at its height, but was still low by
historical standards. On the other hand, arrears for over three months in credit
card repayment edged up only marginally from 0.49% to 0.50%. The
delinquency ratio for residential mortgage loans, at 0.05% at end-September,
was little changed from end-June.

Table 4.2 : Asset quality of retail banks”
(as % of total loans)

As at end of period Pass loans Special mention loans Classified loans
(gross)

2008 Q1 97.72 1.47 0.81

Q2 97.75 1.38 0.88

Q3 97.61 1.43 0.96

Q4 96.55 2.20 1.24
2009 Q1 96.09 2.44 1.47

Q2 96.14 2.35 151

Notes: Due to rounding, figures may not add up to 100.

(*) Period-end figures relate to Hong Kong offices and overseas branches. Loans and
advances are classified into the following categories: Pass, Special Mention,
Substandard, Doubtful and Loss. Loans in the substandard, doubtful and loss
categories are collectively known as “classified loans”.
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4,12 Since February 2004, banks in Hong Kong have been offering
renminbi services to customers including deposit-taking, currency exchange and
remittance. With the implementation of a pilot scheme in July to allow
eligible Mainland enterprises to use renminbi to settle trade transactions with
their trade counterparts in selected areas outside the Mainland, the scope of
renminbi banking business in Hong Kong has expanded further. Boosted by
the renminbi trade settlement pilot scheme and demand induced by the issuance
of renminbi-denominated bonds by the Ministry of Finance and Mainland
subsidiaries of Hong Kong banks, renminbi deposits outstanding in Hong Kong
rose from RMB54.4 billion at end-June to RMB58.2 billion at end-September.

Table 4.3 : Renminbi deposits in Hong Kong

Interest rates on®

Number of
Demand and authorised
savings Savings Three-month institutions engaged
As at end of period deposits Time deposits ~ Total deposits ~ deposits® time deposits®  in RMB business
(RMB Mn) (RMB Mn) (RMB Mn) (%) (%)
2008 Q1 39,364 18,221 57,585 0.46 0.65 40
Q2 51,242 26,398 77,640 0.46 0.65 40
Q3 47,508 22,443 69,951 0.46 0.65 40
Q4 38,119 17,942 56,061 0.46 0.64 39
2009 Q1 35,166 17,944 53,110 0.46 0.64 39
Q2 35,924 18,457 54,381 0.46 0.64 40
Q3 40,559 17,616 58,174 0.46 0.66 44
% change -14.6 -21.5 -16.8 N.A. N.A. N.A.

over a year earlier
Notes: (a) The interest rates are based on a survey conducted by the HKMA.
(b) Period average figures.

N.A. Not available.
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The debt market

4.13 The Hong Kong dollar debt market expanded further in the
third quarter of 2009, with total gross issuance of Hong Kong dollar debt
securities in the period rising considerably by 262.0% over a year earlier. As
the HKMA continued to raise the supply of short-dated Exchange Fund paper to
meet the demand from banks for liquidity management purposes, issuance of
Exchange Fund Bills and Notes increased sharply by 395.9% and accounted for
87.5% of all new debt issuance in the quarter. Consequently, total outstanding
balance of Hong Kong dollar debt stood at a record level of $992.5 billion at
end-September 2009, up by 38.5% over a year earlier®. This was equivalent
to 27.4% of HK$M3 or 23.0% of Hong Kong dollar-denominated assets of the
entire banking sectort”.

4.14 With a view to promoting the sustainable development of the local
bond market, the Financial Secretary in the 2009-10 Budget announced to
implement a Government Bond Programme, under which Government Bonds
will be issued in a systematic and consistent manner. The Government Bond
Programme is divided into two parts, namely, the Institutional Bond Issuance
Programme and the Retail Bond Issuance Programme. The inaugural issue of
Government bonds under the Institutional Bond Issuance Programme, a
two-year bond with an issue size of $3,500 million, was tendered on
2 September 2009 while the second issue under the Institutional Bond Issuance
Programme, a five-year bond with an issue size of $2,000 million, was tendered
on 2 November. Both issues were well-received by investors. The HKMA,
as the representative of the Government to assist in the implementation of the
Programme, will continue to maintain close dialogues with market players and
consider measures to encourage primary market participation, promote
secondary market liquidity, and broaden investor base. Regarding the Retail
Bond Issuance Programme, the Government will take into account the advice of
the co-arrangers and prevailing market conditions in determining the timing of
Issue.
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Table 4.4 : New issuance and outstanding value of
Hong Kong dollar debt securities ($Bn)

Statutory
bodies/govern Public Non-MDBs Private
Exchange ment-owned Govern- sector Local overseas  sector
Fund paper corporations ment total Als® corporations borrowers® total MDBs®
New issuance
2008 Annual 285.9 24.3 - 310.2 45.2 14.3 51.6 111.2 3.0
Q1 62.8 5.5 - 68.2 8.6 1.2 6.1 15.9 -
Q2 77.2 8.7 - 85.9 15.4 8.4 22.3 46.2 -
Q3 67.3 35 - 70.8 14.7 4.1 15.8 34.6 -
Q4 78.6 6.7 - 85.3 6.5 0.6 7.5 14.5 3.0
2009 Q1 130.7 8.6 - 139.4 5.6 2.8 29.6 38.0 5.8
Q2 191.1 10.6 - 201.8 15.0* 4.8 21.2 41.0* 6.2
Q3 333.8 9.4 3.5 346.7 114 5.2 17.6 34.2 0.4
% change 395.9 171.2 N.A. 3899 -225 28.8 114 -1.0 N.A.
over a year
earlier

Outstanding (as at end of period)

2008 Q1 143.3 60.3 7.7 211.3 1214 60.8 320.7 502.9 125
Q2 1443 64.5 7.7 216.5 106.5 68.4 318.6 493.5 125
Q3 145.0 62.7 5.0 212.7 103.8 67.5 320.2 491.6 12.4
Q4 157.7 64.6 5.0 227.3 95.1 67.0 313.0 475.1 14.3

2009 Q1 218.9 63.5 5.0 287.4 86.2 67.7 325.2 479.1 19.3
Q2 288.4 68.1 5.0 361.5 80.9* 72.0 322.9 475.8* 25.5
Q3 413.0 74.4 5.0 4925 82.6 73.7 319.8 476.1 23.9

% change 184.9 18.7 0.0 1316 -204 9.1 -0.1 -3.1 93.5

over a year

earlier

Notes: Figures may not add up to the corresponding totals due to rounding.
(@)  Als: Authorised institutions.
(b) MDBs : Multilateral Development Banks.
(*) Revised figures.

N.A. Not available.

4.15 In September, the Ministry of Finance launched its first issuance of
RMB sovereign bonds in Hong Kong totaling RMB6 billion. Two Mainland
subsidiaries of Hong Kong banks also issued renminbi bonds that raised
RMB6 billion in total during the third quarter. The latest developments
represent a significant expansion of RMB bond issuer base in Hong Kong, and
have helped enhance the breadth and depth of Hong Kong’s bond market.

o1

Total

4244

84.1
132.0
105.3
102.8

183.1
248.9*
381.4

262.0

726.7
722.4
716.6
716.6

785.8
862.9*
992.5
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The stock and derivatives markets

4.16 The local stock market gained further strength in the third quarter of
2009. The Hang Seng Index (HSI) went up by another 14.0% during the
quarter to 20 955 at end-September, as investors turned more optimistic about
the economic outlook. Compared with the closing low of 11 345 on 9 March,
the HSI has soared by 84.7%. This is broadly in line with the gain in other
Asian markets, as indicated by the 85.7% jump in the MSCI Asia excluding
Japan index over the same period. The daily turnover averaged at
$66.7 billion in the third quarter, 5.0% higher than a year earlier though 6.9%
lower than that recorded in the previous quarter.

4.17 The market capitalisation moved up in tandem, by 12.8% during the
third quarter to $16.0 trillion at end-September. The local bourse remained the
seventh largest in the world and the third largest in Asia, according to the World
Federation of Exchanges®. As to fund raising activities, equity capital raised
through new share flotation and post-listing arrangements on the Main Board
and the Growth Enterprise Market (GEM) amounted to $147.4 billion in the
third quarter, representing a sharp 144.4% jump over the low base a year
earlier®. A resurgence of interest in IPOs was observed in September, when a
total of eight new companies were listed on the Main Board and GEM,
matching the high level seen in June 2008.

Diagram 4.6 : The local stock market Diagram 4.7 : Most major stock markets
gathered further momentum continued to trend up
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4.18 Mainland enterprises continued to play a dominant role in the
Hong Kong stock market. At end-September, there were 483 Mainland
enterprises (including 153 H-share companies, 96 “Red Chips” companies and
234 private enterprises) listed on the market, accounting for 38% of the total
number of listed companies and 57% of the total market capitalisation. In the
third quarter, Mainland-related stocks accounted for 72% of equity turnover and
73% of equity capital raised respectively.

4.19 Yet trading in derivatives market quieted down somewhat.
The average daily trading volume for futures and options contracts in the
third quarter fell by 14.2% year-on-year™. Among these contracts, turnover
of HSI futures, H-shares index futures and stock options fell by 11.7%, 18.1%
and 23.3% respectively, more than offsetting the 18.9% gain in turnover of
HSI options.  Similarly, the average daily trading value for securitised
derivatives decreased by 7.9% from a year earlier. The decrease was entirely
due to a 16.8% drop in trading of derivative warrants, as trading in callable
bull/bear contracts increased by 4.5% (Box 4.1).

Table 4.5 : Average daily turnover of derivative products

of the Hong Kong market

Total

Total Callable securitised
Hang Seng  Hang Seng H-shares futuresand  Derivative bull/bear derivatives
Index Index Index Stock options warrants contracts traded
futures options futures options traded” ($Mn) ($Mn) ($Mn)~
2008 Annual 89 368 15723 59 428 225074 432 126 14,015 4,243 18,258
Q1 89 686 15072 61 088 266 199 472 052 26,851 1,395 28,247
Q2 78 668 13890 50 653 212191 388 939 15,715 2,886 18,601
Q3 95 335 18 381 58 217 220110 435 527 8,964 6,394 15,359
Q4 93 607 15476 67 742 202 782 432 561 4,972 6,183 11,155
2009 Q1 80 094 17 167 54 785 194 279 389 778 5,240 5,856 11,096
Q2 95 356 21 465 55 346 217 696 449 160 6,770 7,720 14,490
Q3 84 197 21 857 47 683 168 876 373514 7,458 6,681 14,139
% change over a -11.7 18.9 -18.1 -23.3 -14.2 -16.8 45 -7.9
year earlier
Notes: (*) Tu