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-BRITISH DIALOGUE HITS STUMBLING BLOC 

1 . C - ENTIRE TEXT . 

2 . HONG KONG POLAD IN A CAREFULLY WORDED CONVERSATION 
WITH CONGENOFF ON MARCH 7 HAS IMPLIED THERE ARE SERIOUS 
PROBLEMS TN CIIRJ;ilif>IT SINO BRITISH TALKS ON HONG KONG ' S 

' F UTURE . RESPONDING TO CONGENOFF ' S QUESTION ON WHETHER 
TALKS HAD RESUMED , POLAD STATED THAT WHILE " CONTACTS " 
CONTINUED, THE CHINESE HAVE NOT YET BEGUN "SUBSTANTIVE 
DISCUSSIONS" ON THE 1997 QUESTION . HE DECLARED THE 
CHINESE HAVE ADOPTED A TRADITIONAL NEGOTIATING TACTIC , 
P RESSING FOR ACCEPT ANCE OF THEIR UNDERLYING PRINCIPI E 

__QF CHINESE SOVEREIGNTY OVER HONG KONG, BEFORE 
CONSENTING TO TALK ABOUT MODALITIES . ON THE LOCAL 
SCENE , POLAD NOTED THAT THE UNITED FRONT OFFICIALS WERE 
ACTIVE IN ARTICULATING THE PRC POSITION ON SOVEREIGNTY. 

(DEPARTMENT WILL HAVE ALREADY SEEN ~sis HK030655 MARCH 83 
WHICH PROVIDES A WEN WEI BAO EDITORIAL ON THE NECESSITY 
FOR BRITAIN TO AC KNOWLEDGE CHINESE SOVEREIGNTY.) 

3 . WHEN QUESTIONED ABOUT GOVERNOR YOUDE ' S VISIT 
TO LONDON CONCURRENT WITH ARRIVAL OF AMBASS ADOR 
SIR PERCY CRADDOCK FROM BEIJING, POLAD STATED 
UNCONVINCINGLY THAT VISITS WERE PART OF THE 
REGULAR DIALOGUE ON THE 1997 ISSUE. 

(CO MME NT : DIPL OMA TIC OBSE RVERS HERE, HOWEVER, 
HAVE TA KEN NOTE OF SIR ED WA RD ' S TWO EARLIER 
TRIPS IN THE NOT SO DISTANT PAST AND HAVE 
CONCLUDED THAT A TRIP AT THIS TIME COULD ONLY 
BE BASED ON CONCRETE DEVELOPMENTS OR PROBLEMS. 
THESE ~BSERVERS HAVE Al $0 BEEN STRUCK BY THE 
SLOW RATE OF PROGRESS IN THE TALKS TO DATE 
,WO SPECULATE THAT ONE SIDE OR THE OTHER MUST 
BE PRESSING FOR A BREAKTHROUGH, END COMMENTl 

4. POLAD STATED THAT HE BELIEVED LOCAL EXPECTATIONS 

~CNF I BENT I AL 
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OR ~~=E~ ~O~ ~~ ~~RLY SETTLEMENT OF HONG KONG ' S 
, f UL AO w T DI MIN1$HE □ , THEREBY LESSENIN G THE 

PRESSURES . HE EXPL AINED THAT PRC STATEMENTS HAD MORE 
OR LES S RE ASSURED PEOP LE THE SITU ATION WOULD NOT CH AN GE 
BEFORE 1997 AND THAT THERE WAS STILL TIME LEFT TO CARRY 
ON REGULAR BUSINESS ACTIVITIES. ECLARED CHINA ' S 
REASSURANCES THAT HO~lG KmH,' 5 "SYSTEM" WOULD BE 

<. PRESERVED HAD ALSO BEEN BENEFICIAL (HK 3287). -

5 . COMMENT. 
POLAD ' SWORDS WERE CAREFULLY CHOSEN SO AS NOT TO 
REVEAL THE SUBSTANCE OR NATURE OF THE DISCUSSIONS . 
HE NEVERTHELESS CONVEYED THE IMPRESSION THAT ALTHOUGH 
THE NEED FOR PROGESS ON THE TALKS WAS LESS URGENT THAN 
SEEMED THE CASE A FEW MONTHS AGO, THE BRITISH REMAINED 

' ' §ae~~~TgN~~ g~;~A~~N~o~g~GI~~I!~~~OWL~DGEDI~~FORE ANY 
SPECIFICS CAN BE DISCUSSED . 
LEVIN 
BT 

G9NflgENTIA~ 
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□ EO 13526 3.3(b)(1 )>25Yrs 

HONG JCONG -- . · .. ..._ . 
. f • '\ . ' • • I"'\ 

EconOllly . . . . ~'-, \. it-, '7?•. ,·:-•AL 
A. ~liERAL -;oLICY·-•11 ••···, . _, ., '; ~ . 

1. POLICY ENVIRONMBN_T: A TlME OF TROUBLES. 

a. THE GLOBAL RECZSSlQN. Ron9 Kon9 is wallowing 
in rece·ss1on.. ~erc:-handi~e: export -;r-everiues and 
volumes have been dep.teased :by ·global 
recession. Slumping world ··tra·cie also, cut 
invisible export re.ceipte., . e.g., fro~ ·s_hippi:n·g, 

··insurance, and touriall\. · ' 

Heavy losses aJllOng shipping f~r,ns . had .·:a wider 
.impact. Many Hong Kong ·,M,pp'j;ng : firms· ar·e · p·art 
of larye, ,;eal eetate-~aeed , con9lo111e_rat·~9, . 
Shipping losse.s weakened _the ··· parent ·i .-irm.s .• · Mo:st 

. · of tb~_ae fin\a had borrowed . .h.e,.vily': from . ba·n·J(s ~
. collateralizin9 th4:t loans ~it.h· pr'i>perty_ • . :. Tbts 
was fine so long as re~t-s ,and pz:-ic~·, · ·.kept · · 

-~ rising. Koweve.r, such highly le',;,~r~ged . f'i~ms · 
were quite exp<>sed fi-na,seidl·y._ t;o· t -he.: -~i:qh :wo·rld 
interest rat:ea · which accomp.,.n·ied ·this t -t .·ad~ ' 
alup (aee _below). · · 

b. BOOM . + HIGH RA1'ES .. BUST • . Unlike mos.t . 

e. 

dev•loping countries, Hong. korrg h'il:,i · al~s-t no 
debt. 'l'hua, · unlike Mexico~ · high -ratea· .-d~d i,ot 
cauae a debt~·service ori.a{J ·. _in H~ng _J<"cmg. ·. . 
However• the external alul!lp: ·~omb.ined wi·th :-nigh · 
rates collapsed the l .ate:•t ... property boom~ . · T_h~ 
propertr market drivea the .. ·1nt:,l"tl~ .. ~- ,~o·n(>my -~' · ·By_ 
en4.-·198 the propc,rty awarJcet·. ~ _bloat'!.~ ·,_by t ;oo . 
inuc:h construction and eteacU.ly .~i•~,:ng ,·P:rlce:a -
had be9un · to weaJten. Lower. ecoi,_Ol_nic• ·9·.rowt>:a. ·. a,td 
high rates eroded real ee.tat~·- desnand and . · 

, price•. The ·Hang Seng siocl(.-....,rke.t.. _i:ndei ~ 
dc.t1nated by property •h!lr.e:a -:· ·reflect..ed thi11 
1:rend. tt.- topped 1,-800 in July . 1-981.~ By ·. · 
end-year it vas down to 1,400. 

'l'JiAT SINICI_NC PEELING. Tb.a •~onomy•_s _growing . 
weakness in 1982 relentleaely ·d•pres•ed o(fice . 
occupancy rat.ea, rents, and prices~ . Property 
developMnt firms• revenues fell'. Debt _ s~.i-v:ic_e 
coeta soared·, driven by high ra-tes. Mo.reover, 
falling prices cut the collateral . valu·e ·of 
property use to back bank.· loal>'s. · Thol!le: vho had 
bought in order to re-sell q:ulc~-l,y ~i.t • h:~gher 
p;,:--~:ce were disappointed • . ,Some pr~p~rty : f 'i _rms 
filled. They' dra99ed along w.~·th .t~~m a · few 
second-tier financial instit-u·dons.·· This 

. ·q;i_ l{:l < 

~--, .. -. - ·:~=~.\LI-HCflNFIOENT~I _____ _____,, 
~ ' . 

I 
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..QOUCU1El 1:fl tr--,., 

-21'-------~~----' 
fequetnce o.f events in sorqe -~ays parallels 
_development.a in the u.k. in 1974-75. · 

d. TH£. LAST. STAAW • . An extern~l .. jol~ -b,:01,19~t t .~e 
crhia to a head .~ .Aft:er. lengthy prepar.iftion., in 
mid-Septnber 1982 :the BE'.it.ish .'and. Chinese . . 
·premi,er•· met to ·discuae_ Hong. ~o~g-•:a _po~t-~.1~97 

· future. · · The • Chinese .inaiated on getti·ng both 
s.overeigr.ty .and the right to admin·istei ·Hong · 

· · ·.1ton9 as aoon i11s the .lea1;1_e. exp-ired lsee ~elow) • 
. Beijing left open the posaiblU.ty .o .f a. long ·. · 
tra.neition period and the grant of broad· local 
self-gov•rnment powers.· Unr.ea~sur,~d•,. 1:iong: _:Kcm:g 

. investors shudderecl. The !JtQc~ ' ritarke.t - already . 
well-down from its end•l981 .level .. - nose,..di,ved. ·. 
At f.!nd-Septe~er, shares . lo.tit 12 p~rc~•nt ·.·of · 
their value in the two trading. days .·followi"9· 
the . Sino:-Bt itish. 111eet.in9s. .Th~,.' ·Hon<{ ~orig_ . d'ol'_l~ r 
·plull\l'llet~.d, · hi'tt'i~g ·what ina.y · have .- been a ·· 25-:-yea.r 
low a~ainst the ·u.s. :dollar. · . · 

e. .THE C~CH, By ~n4-0ctober 1981, . t~o l'arg~ 
real estate · firms ·failed . to meet their 
~bli9ationa~ .· So :fa-r, ... . b ·-.ec:o'n~-tle·r f.in~nc·1ai 
ins~i t\ltions - depoelt-~aicing· c~mpa.J'.l.i~s, . OTC~ ' -
have· .faile·d. Th'ase· 'D'l'C's ·were.··. not· bank · · · 
subsid.iarios • . They · vet.e ei.~he( J>art. :,.of ,'·_ p_z;-c>pert:y . · 
firms or had e,ctended credit, to .-s.uch· fi.rms. :' 'l'he · 
failed ...ainly because they depended ' ·on ·m~ney 
mat:kilt lines for funding. · · · · · . · 

. Bankers• tigllt4tni~9 · of lending_ p.oli.cies .. - muc:J\ 

. as they ha~ ~ri. t:he··case · of ta·un.- Ame~i<tali 
sovereign ·bor·tow~r.s ·· earlier in the _.year- .- was·• 
too _111\tch for tott~·rJng ·oTC• .. s~ · ·. Tl\~r-c "'a·s . ·a risk. 
of wider fai,lur.es.' :T~· •J:ton~kon9, ·fl1\d : Shang~ai · 
~ -n·~ . (HSBC) - whi9h . although · a p:riv.a~e .sector 
commercial bank function• as the cen·ti-al bank -
s~epped in. It offered to help any. b«·eically 
·sound DTC .short on liquidity. To· re-ass~re 
inveators . about Hong Kong's long-t·erm . fU:t,ure, 
the -HSBC · al ao offered 20-year mort.9a9e.s • ·: Tl;l~ o<" 
loa_n.s wou:ld expire ofter ·the date o.n. whi,ch ·china . 
intended to reawne control of Hong Kong ·. 

f. EPlThPH TO A BOOM. The government ls Hong 

.•.. ··- . 

Kong' a larg.est landlord.· It also auflere~ . t:J"om 
the property sector bust. Property ·revenues 
became· a big, part of total revenues · (.t:Je(: 
below)~ Weak . prices cut these revenues. Ea.rly 
in Nov«;mbe-r, · the auction of . a prime . cen·tral . kong 
Kong· site faU,ed · .to -.dr~v any occeptt11ble · b i ds~ · 
The government had hoped to· realite 'l! •. s .. · $·ISO . 
milli.on. Furthe-r, plans to finance -subway 
system expansion with property development 

' 
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re.vel).uee ,had to· be .del•yed~ .The ver,rt.ure 
b.eco,ae unp.r_ofi table. · .. 1.ri :tb·i a f .1,sc;a~· y'ea'r · 
(fY.i-tU-83, · ending . H M4rch), · Hon,g :.l<ong . w~ll 
~aVf:! j;ts Ur's-t budget. d~ficit. ·ainc,e 197·4:-·:-75.. 

2. ECQN~IC GROWTH. The FY19-82-~83 'bµd·get ~s,;·umed .. 8 
~ _per .cent · '°eal .. GDP 9rov~h. The· 'l&.t.i,mJite ·wa·e- ·twioe 

- ~ ~ -- · · red11ced., ulti1110tely to 4 percent •. : This ·r..esµit · 
. c~ntr~s·t~· '.sh,1rply with 11 p~r~en.t · .real .gro,.jth·: .i'r1 
· l981.. _Weak· ~xports unde·ri~Y :_mo$·t . ·of this ·slump. • 
Th'e investment ·rate dropped ·' th1,ur~$- to· political· 
uncertainties. lf 4· percent ·g-~owth·. is .achleVecl; . .- it 
will be th~ lowest record°Qd. ·ai·nce 19;.:4.:.7_5 ~ · whe·~·- . only 
two percent . real growth was manac;(ed. 

In ~tober, . _financial secretary .John .Br.~_ri:dge 
said th41t · in . fraining the- budgetr · he -ha·" a·ssi;imed 1 
perc·en'i. re·a1 _growth in the u.s.-• . By:. Octob'e;rr .he 
expected .u mucta. as a 2 percent· :~ont·i-acticm J •n .. the 
U.S. econ·~y ~ · He ls now pr-epadn9· . ~he· FY 198 J-'s.·:4 
budget.. · ~ive~. :t.he OECD' s moa.t rece.nt,. · ;f'pr-ec.~s:t ot 

· ~.s pe·rcent···reat growth for its m~~~rs·· tn . f9·9·J ., . · a 5 
percent .gr~th rate for Hong Kong · woul:d .be . ~ · 

· r,aeonable·· target. 

3. BUDGET AN!> -P\,lBLIC PI NANCE. 

a. RECENT .TRENDS. 

(1) A .-GRpWJ~.G . . PUBLIC SECTOR. _Betw~en 
· FY1·97·7-18 -and · FY1981-82. gcver-nment outlays
rose· -an · average of 16·. S pe~cei,'t;:. ea·cti · ·year. 
Real GDP ·:rose by ooly 10. 7 perc~rt.t .,· · on .· · 
avel".age: · .The publ,ic: sector• s .sha·re of : 
resourc:~ni_ has grown· ~teadily, .except ·fn.-. FY 
U78-n.:· over this period it, l\as gr·~ -~: · 
.fr.011 15-.4·. percent to .2'2.9 percent cif .Gl:)J.>•. 

(2) 

• ·covernment land saleJ revenues. fuell.;td : thi.s 
e·xplosive· ·growth. Ev~J'l so, . ttfo: ratio is 
low. by v.o·rld st,af'darda_. In S~den, for 
exainple, · lt ii -close t _o 60 peJ:'.c~nt. . 
Brembrid9• · - in announcing the·--FY19_~.c-.c,J 
buAget - ·~,cpres-sed conce·rn, and said .he . 
hop~d to _rewrse .this ·.trend. · 

SPENDING. Spending patte-rns have also .. 
changed. 9~tlays · ~n infraotructure Croa4s •, 
trari..,art, ·_civil engineering, etc.) ,rose 
from 23.9 percent in 197_7-78 .to 27.3 . 
pet'cent of outlaye · in 1!>~1-82 ·. . Social 
services ·· spendl.n_g fell f,rac::tiona ll~ . to 4 l. 6 
percent ip .-1981-·82. · How.ever, :housing . 
outlays ro•~ from - .11. 2 pos:cent. of t,~t.al 
spending in- 1977•·1- to .- H,.4 percont .in 
1981-82, ' ~11 othe~ spending ·fell from 34 
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. perce;0t to 31.1 percent. T-~se changc,s 
reflect-.d -the governments~ desire · to ·· · 
impfove. the quality of" li(e. 

(3) QVENUES. In this five-year periQ"d, 
direct taxes - those on incom~ -a·n·d : prQf,itn 
- .. gefo_ed . in impo~tance ·v1s ... a.;'ili& · ia:,direc::t · 
(e~9., ·excise) taxes. Even . so·, .. the · 
p~raonal income tax is se·t · /it ·1"5 •_per.cqnt1 · 
corporte· profits tax · is 16_. 5 perctu)t. 
These are _ low rates by world. -st·4)iidards. 

<;enei:a.lly, ·bec_ause non-tax re,>-enues ( fec.s 
and cha·rges) have risen in Hne with . ta·x . 
roceipt:s, : t_a',ces' contrib.ution · to rev~riues 
changed onli. a l.ittlc. · In · 19e 1-·e2:, . -.taxes 
brought: -fo -al>Qut 70 percent of g_ov~r",ne·nt 
revenu~s. · • ·OtJrln9 t ·his pt,r.iod, l :an_d -~ale·s 
reven.ues-· roscf 11harply, from 15 : pe,:-cent in 
197&-79, to 3S percent in 1978.-81 ·. .. 

( .. ) CHRON.lC SURPLUSE~ •. For .each .o t .. ~ htt past 
10· Uical · years, Hong. Kong ~·as re·corded 
surpluses on t -tje ·· budget curr.en:t ,account . 
These have ·ftlOre than ·suH.i'ced t.o ·cover · 
chronic.-. ·c_lt'pft...i .. account ·d·eficl ts. Only ·1n 
FY U'4-7S .wa·a there an overall deficit, 
·which had .to -be -carrJ.'ed forw·ard. · 

b. _U82_: THE 8£S'1' ·LAID ~I.ANS. 'l'he ·coll.aps_e of 
the ·proper.ty mar>tttt. de.-railed ~reillbrid9e' s · 
tfn~ncial pla:·ns · for · 1"982--83. First,. :the 12· 
percent rise in spen4ing .far · exceede~ real 
ec·o~Qlllic 9rowttl, . ~eap_ite .Brembridge' 's · d:esire to 

:close this gap • . The .· pu~lic sector~s: · sha:r-e ·of . 
· CDP .· probably roJe t.o 2-5 percent. . The :gove'rnme~t • 

counted on realizing ·.u.s ; $2 bil-lion from··. it:s · · · 
propt1rty -sales, . abou-t :o,ie-third of tot•l · · 

.. revenues. At best hfl_lf · that amount p:i;ol;>.ably ~aa 
earnud • . Although a .. ·$365: million budget ctirrE,nt . 
accou.nt surplus was f~recaat in February. 1982, .a 
deUc.it of up to $809 ·mu),_ion may res',llt. A. 
$1. 2 .bi,llion surplu·s. carr~ed over frQm 1981-82 
w.111 cover this def'icit. In addition, the 
9ove,-nl!19'nt has dispo~·a·ble 'fiscal reserves of 
some $2. s· billion .• · · · 

c ., 1983.- 84_ AND BEYOND. The property market is 
likely to· remain depressed.. There is a mae:sivo 
over-s_upply. Cash-_short .firms will try to 
1Jquidate -.asseta when~vor .- the market pormits . 
As a · reault, the 9over-nment cannot expect a 
sustained near-te·~~ rebound in its land sales 
revenues. Unless taxes are raised and/ <., r · 
spending cut sh,frJ>ly ~ Hong J<ong might actually . 

~ a: _,,,_. ___________ ..;.. ____ ..,....;,.;,.. __________________ ....;,_~---.. 1 --· -· .... i---
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re.cord two suj:c,.es.ive- 9ve·ral,l _deficita. While 
c:ap_ital . spending -w~·];"l · _be "'ld1R111e~,. ·cur:ren_t 
apending - · on infr.iatru_c.tµr~ -~ .. h9using ,· · ... 
echoo-lJ.ng, social : ser-v~c::es, . _·and .l~w enforce~e-n~ 
- cannot be alas~ed • . · Tax · rises_ are -~qu;,Uiy 
probleanatic. Higher taxes ·would -11imi-n-ish .«or,g 
Kong•• appeal a·s an international· -bu.s~n~s.s· · 
center • . Moreover, ·higbe'r -:taxes· would .·.-further 
strain corporate balance ahe"ta-,-- weaken.ed by · 
recession. · 

. Br.embr~d9e_ faces no -so_t:t· .choic~s .. . Accepti·ng 
re~at:e_d·: ·def_ici·ts au9~e-~t;s ge>ve_r~e,it ·· · 
·borr01iings. Hong Jtong . could · issue · d"ebt ;_.· buyers 
voul~ p'ro.bably .be plenti-~_ul. . Equ~lly., ---~~Q_k . 
l>C>rro-,inga -would be poae,i;ble_ • . _On~ ·-s_u~pe.c_ta th·at 
in. t:):i~ fi.i;-°st · ins.t~nce, nre~ridge_ ·will ·dr·aw. on 
the r~~rvea "in the h_o~_-.-.tha~ .the. ·· economy. _will 
pick u;, before "t:1"1e ·reeerv•s -run ·down. ·· ·· 

4 • . MONBY SUPPLY / INFLATION. 

a. MOHEr SUPPLY. 

• • I , . . ., ., :, 

( • I , "'' \ . . 
. _ ...... ,.., ' 

(1) DEFINITIONS. -ffon·g Kong's :development. _into 
a world-scale. ·fina-n-::iai" cejlte,r _ ha·~ requi.r.eJ 
the the authodties :• t;o."re.,.sb,,~ _.: the ···money ·· 
supply atat~llti~a • . . 6-µch ·,ref.i"~e~·n-t~ .- revea·t 
new trends which a:.f_t-ect, JX?"licy.,.m-.king. .-. . 
Broader d-l-in!t.i,.on• · "lth mor·e -·de.i:ai~ed ::.:iaca 
have been .adop"ted . . · ~ile_ .thi.s'·. b~lps. th_e 
·authorit.iea, it hindtf.rs t .ho·se · seeki;Jlg a 
longer-teni ptt"rap_act•ive. A _· aerJ~~- 'g.o:ing_ 
back to 1977 .must -a>e:·bued . on .·M-·2 : f·M-1 '-
(castt held by non.;.fi~a·n~i:al .a·ect·(>r pu~·-1-ic + 
demand deposits with ).icen.•~t"d ·.·bank-s:) _-- + · : 
licensed banks' time. and e.av.lngs depc;>_e;i..t·s) • 

Beginning in 1978, a -broader -~_a-s~fre ;-M.;. 3., · 
was introduced. It cons:is~• :;;_t ·M2 : ~lus 
deposits with depoeit•talci1'.9. in~tit\)t#~ns 
C•econd-t.ier financial institut-ions) ~ ·. ·1·n 
Au9us·t 1981, the autho_ri ti_oa. · ~_e-.s_haf>ed th·e 
statlsctica, dividing each ·a99re9a·te -,.to . · 
ahow the Hong Kong dollar ttle~nt •. · This- . 
component 1110st accurately . re.f lec.~a- "d·9me"$t ~-c 
econ011ic trends. However ·, . :1t ·only.· exte·nd·s 
back to Decellbor 1980. · lt · .tllus. ··is : not easy 
to follow a c~m•i~ten_t trend 1-n:· -~ong ' Kong's . 
recent money supply ·data. · ·· 

UJ RECENT TRENDS. Heavy"" bank: borrowings 
'.l~fuel:led the prop.rty· boom·_- · Thia . 

underpinned rapid • money • , :upp~y . grm,th · rates 
during the past -thr~e years. Hong J<ong $ 

~ --"A~' bl ·-· · · · ·---hb~,vt::~r:::i:i:111~tiflf11"Ftrfflt---'~-r=:;-------------' 
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' . M•J daia ahow that recee·aive condi t,ions. ,i -n 
the .export· •l'!d property: se~tors have 
aha.rply re.duced ~ney -·sup.ply growth rata:s. 
This doubtless reflects the fa11 fn bank 
loans ·to the pr-ivate se~_tor. · 

b. INFLATION. The •~cond oil· price ehock mo-re . 
than ·doubled Hong JCon9•:a . infl•tion · rate·. · Since 
•it• 1980 peak of nearly. i:s _percent, the ·,gro,-,th • 
rate has gradually decele·ra·te<l. ·. Thtt decl.i.ne' ha·l'I 
been retarded by internal a.nd ext·ernal ·.factors. 
The depreciation of the Hong :Kong •cSol·l,ar: "' ·. 
particularly · vb-a-vis the O.s. 'do1la:r :.. -o·tfset 
some · of the fall in u.s. dollar-denomin·ated · 
ro~ity prices. Iraport Pl'.ices tended·· to ··r1s·e 

·· in .l.981. .Mortte>ver, rapid econol!'lic growth 
through 198\ pushecl . up .dornes-t;·ic deman_d. · .. As . a 
result, t-her_e wa-,.: an inte~nal cost-:-·push :elem~nt 
to price rises.. D\Xring 1982, th~ ·fJK d·ollar' s 

· depreciation also .retard~d th~ fail in. cpn~\,lmer 
prices. This may ·have be·en ·. offset · at · le'1st·: .. in 
part by the impact. of . the loc~l r:ec .. ,s~ion ·oh . . 

·domestic demand. Ev~n sot re:Uil' ·.pri,c.c . i;-i_~e~ · 
may have dropped into slng~e .d;lgits for the . 
first tiaae since 1978. 

S. LABOR MARKET. As a rule, the . r~ceasi9n h~s .pushed · . 
·Up · unemployr11ent rates to ;?Oat-World. War tI · r.ec.ord . \ 
levels in most countries. · Hong x~ng: is ·:a·ll. · 
-excepti()n. Seaaonally aaju·ated unemployment. in ,.J~ne 
•tood at 3. 4 pez:cent, up h011 3. ~: percen.t in · · 
·oecefflber 1981. Two ta~tora . are ·s.ignitic:;an.t • . first, 
there were few lay•offs in the _1,"4.\la-t;rh·l . ~ect.->r ·and 

-service sect.or e111ployment. rose .m~rkedl'.y. •_,second, · ·.· 
·. the avera~• nuJllber of hours worked ·in · m'an-9fa~tu:rtng. 

fell. In s~cond•half ·1_982, the economy•·s .··co·ntinqed . 
· we.a·kneae probably caused lay-offs .. to ·increase~ - The 
·unancial sector slump su9gests that :u~ernployment · 
rose sharply. 

6 • . PI-l~ANCIAL MAJtXSTS •. ·Hong Kon9 intere1!9-t · rates ha_ve 
come . dQwn during 1982, in line vith .world- .,r-at:es. 
Weak ·d0111eatic dema.nd 9rovin9 out o-f the . propert;y 

._market slump and sagging exports also·is •·a .. ff\ajor 
factor. Dudn9 the firs.t-half, leading .ban~s • . 

· prO'fi.t ·e rose in re«l terms lbasis Hrat -half' 1981. 
For e~ample, the Hong Kong •nd Shang~ai Bank~s 
(HSBCJ··profits rose by 18.1 percent. · The · ffang Seng 
8ank.'s _p1·ofits r<>H by 19 percent. · 

'l'he. eeconcl•ha.lf p·i .cture is likely . to be _. l'DUch le~a 
rosy·. ·Nt>rvousna.sa· about the future touched· off· a . 
·run on a small Bank ·e·arly in September.. .P.rompt . help 
from other Bantta caused the run· to : f~il •.. :How.••;,-e·r, ·· . 
property. market-related failures among Hong ·Ko·ng' s 

. '----I -------'~Nfl□ENTIAL 
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aecond-Uer i nanci~l insU.t,utiona . .... t~e. . .. 
c:\epp·ait-takir:1., ._conlpaniea .. will sur.e,ly . dept.e ·as·. ~ank· · 
ean,inga. - 1.0,n· lonee vill rie•, although· ~at .9f . 
t .he~e vill be 1covered · frosi hidden . 1.:u1crve·a. ·. , 

. . . I . . 

7. THE· CORPORATE I SECTOR. ·As deta}.lcd abov·e, _pre>perty 
· fii'ID~ · have "i" the 1110st con•p~cuous ca_s\.ul'h .. i •es ·of . 
·nong Kong's r cession. However, shippin.g_ J .i .nns :hajr.e 
a~eo ··been llin. inq in -red ink. The p :r.oblems·-he:re ··ar.e. 

. in · _a · sense mote severe· than in the p·rope~_ty;_ sec.·t .or • 
. There. h -••~ve· vortd-vide over-c:apaci"->'· in · • 
· ehipplng~ .pa_r .\',icularly in oil tanke·r.s. so:• l~r_ge:. is · 

the ·•ui"J>'lua tl\at even with higher acrappin·g r-·ate·s . 
· ,oine· analy'ats.! expe.ct no relief until the lat:t;~:r ·pa·r .t 
of. the decade• ln · addition, many 'developio·q 
countr~cts .' eee~ international a9r~eme~t ·tP.. -~~e 
al.loc:at-iqn . of I ehlppin9 market aha_r~s -~tl!'~en . . 
nat.ional .c~rr i·era and third count~y: car,ri.er·s . ·ce , ._g. , 
.a Gt~k ~'hip . *arryin9 Hong l<ong_ e~~r-t~ to .Japan) • . 
They: ~•J'.11; .to ·. eli111inate ·operators udng ,•flags ·.Of 
c~nveni,-en~e• •1 'l'h,ia effoi:t ·may f·a .il. Eve·o .if · it 
doe_s, competi ion ,in ahip_p~·ng is :l~k~ly _to remain . 

. kee.n. · PrQfti wo1. be depreased,· ·-~nl~ss · th~re :is a 
.. ■trong, euatatned u~·•turn in vorl.~. ·t ·rade • .. 

Hong Kong· maml1facturera - pai:-tieularly ·. thoa~ · in the 
--~•utti:).·•• and . ~oys sectors - have be~n hit by · 
• .l'W!IPing expott sales. 'this is the i~evi.table 
r~ault of rec!aaio~ i,n the OBCD . a,1e111be.r~ _who :a.x:-e ,,Hong 

·l<on4• ·• main t adin9 J)4lrtner_••. lt:a..gher·.·int~reat ra.tes 
.probably have damaged ·corporate. bal•inc·e s~~ete _in · 
1;vn9 Kong 11\UC · as they have -v•.t;;yw)Jere . . e_1·~e-~ · . · . 
n·~ver~ the ~imited riee in •Un~nnp'loyment_ ~u_ggests 
that corporatf' · f~llut"H have .·h~d-: limi-te_d 1•p~c.~~--

All of the PJ'.~perty .sectorra -probl~tn• p_robab~·l' ):lave 
.not yet aurfa,ed. · Allowing for t.ha·t.., it_ a_ppears· • 
·~hat the impatts will be limit.ed • . · ·The:, same .may . ·be 
t~ue for the f iha.ncial sector;. So. fa,:-, on;l}i ·six ... o1 
the •IIIOre than 300· deposit-t.aJting . ,inatitut:ions ··have : · 
failed. The .. problems, made worse by ·politi-cal · 
.uheertainty, feem to date to have been ·contain ... d. 

8. OU'l'toOJt. The / •h~ke-out in the property/ f in•oncia 1 
s•~~or could ;reate a aound baaia for future ... 
9i-01J1th. 'l'he amage is deep, ))ut not broad ·. · 
Th~~rld econ my probably ia nov beginning a 9~a.dual. 

i 

-~~-~ ,~•~,;;►... iT, f;.1"'! 
. . . . I . 

climb towards , recovery. If so, this ahou.ld .. · 
tr.a~•·l!lte into a modest upturn in ord~rs fp.r :Hong · 
JCo~g · manufact, arera • . This sector should .t .hue. • lea'd · 
the upturn. ''1\e lar9e aurplus ·over-han~i-~g- the: real . I 

I 
I _,._,, ·:.- ", . .. " .... ' ·t·· 

1 

estate and sh pp in.CJ iaarkets su99ea:t~ · .t ·hat. "these 
sectors .,u1 eaiain depreHed f.o, fltUCh · ·of 1'98_3·. 

'. CONFIDENTIAL -
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9 .' .EXTSJWAL ACCOUN'I'S. Hong J<on9 ia among the most 
· foreign trade-'dependent plaQ68: .in· the world. ·It: has 
been bard hH by . prevailing .g.fobal trenC,s: . · · 
o the long :recession in the · OECt> .member states' 

e.conomie• 1 . 
o 9e~•ralhe4 ,protectionis·t ·pressures, keenly felt. 

in the te,ct,Uea and .9•rrqenta aect.ora; 
o intense competition for ahrinking markets. 
Hong. Kong is. both . a mai,u,fac:ture·r of ex119rt good.a 
and a. regional ·transit .c:an:t,ex:·~ mainly for China•~ 
export& and i:rnporta. Ther,tore, Hong Kong trade · 
data • ~i&ting.uhh .betw.een domeatic expo'rts and 
re-expo,:ts. The former are .ma-de or processed in 
Hong .l(ong. "llhe. latter merely ·,pase through Hong 

· Kong. ·ch,in.a ·h,is become the slnql:e largest source of 
Hong Kong's · re-exports. ' · · · 

In . 1981, the most recent year for which there are. 
hll da.ta, · three items - cloth:ing. toys, and ,-i,at·ches 
and clock• - .. made up Sl. 8 percent of total exports. 
'!:'.he e~aro o.f clothing . and toys ·fell only slightly 
d:µring: . . th~. de:c·ade endin9 in 1981. By contrast, 
watches · .-.nd cl~k• have grown steadily. . In terl1\s .<>! 

·export ma~kets, th• u.s·. reui;~• by fa·r t.he larges·t, 
al though i .t :s . import~nce dec:li.-ied by about 5 · percef\t • 
over the tne yea.rs to 1981. Even so, non-OECD 
member·· inarkets : are still relati.vely unimportant. 

I!\ recent years ·; China baa adopted an e~t.roverted 
econoailc 90licy. Hong Kong ·has benefi t~d. In the 
U.rst.· .fiye ·1t1¢mths of 1,12, exp,orts to China had . 
r'.i,aen by 71. 5 ~rcent Cbaaia year-earlier period) • 
Chi.na · inainly• .has b,po~ted raw materials and 
se.mi~.f.t.r:aiahed 9oods for procee•i•ng. The products 
have been returned to Kang Kong for axport. 

Hon9·1Con9 off-set;s' its tra~e ac~ou.nt defic.its with 
su~stai'}tial e~r.nings from invi~•:l,ble exports. . 'l'hese 
include·· financla:1 services, . shlpp,ing, insurance~ and 
tourism • . It is the region• s· largest banking and 
finan.ci.a,1 service■ center. 

a. T~E TRADE ·B'ALANCE. In 1981., the impacta of 
9·J;obnl reqeasion de9re.Jsed : b9th expol'.ta and 
impox-ts.' •'The trado deficit ·gr·ew to a reco~d 
l'evel. However, ·the deter~o~at.J,on . wasmuch 
smaller d,an that. recorded ·,1n 1980 (basis . 
19?9). 'l'he available evidence · for 1982 suggests 
that the deficit actually narrowed slightly. · 
Both ifflP()~t.a and ex~rta .appear:, to have fallen 
in real u ·n~lation-adj\l&tedl torms •.. The . 
intensit:y o.f the down-·t~rn ·. 1s clear:.· even the 

· Hong l(ong dollar•• depreciat~on - espec-iaJ.l.y 
via-a-vis • the u •. s; dol.lar· - ·d:id not ·suffice to · 
keep export a· from ·contracting. 

-tJ~il -t□E_N_II_AL-. -------. 
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Hon9 Kong should benetit . frOJII the grad~l!ll ~orld 
econ0111ic recovery li"ely to begin · in ·1:9:~u. · The · 
up-turn will flower ·fint. tn . t ·he>U. s. , · i.f 
reetricUve polic.i•• ·are . not · •~J.~in illipoeed. 
Thia ahoula translate into incr••eed deman~ fc;,r 
u. S. exports . As, however~ •COJIIIIOC, ity prices . -
••peeially oil - uy rebound. l .eee vlgO:r.ou:a:ly, 
Hoi:19 1ton9•a tanna of . . tra~e a,i9ht. · rebollnd ·. : . Thi&•, 
ce>$.ined with a receHi.ve . hang-ov•r- . whicti wU 1 .. 
restr;dn import 9.rowtb / ,shQ~ld .. pro4.uce. a · further 
nai:r°"in9 of th& trade defic::it · i;n ·1'98l. · 

b. THB CURRENT ACCOUNT~ · Hong K~ng • & • •x,te rnal 
accounts data are .not fully, .compati:bl-.e wl th 
those issued by ~he Interna.t,ional MQn~ta·ry 
Fund. However, it .......... cles1r : that: ln,tisible . 
earnings in 1981 sulficed. t.o. offset . the la;rge 
trade balance and . to leave a . current · ·sutpl'u·s. 
Jn 1982, c .ontinued · rec41'a••ive ~~dl~i0:n·s ·:. pro~abiy 
reduced ~ervi~ea revenues, ··. ?our.ism receipts, · 
may have risen, as . tije numbe1· c:;,t a~'riv~ls : was · up 
.alig~Uy i,n the fi.u.t; :eigJ\t·. 111onths :o~ . 198 2, . · 

. vis-a~vis the . year-earl:1,e~ period .• · As, . hO'<!l~ver, 
the tr•de deficit. appar~nt~y .~•• •. shr\il'.'I.Jc, .fforig . · .. · . · 
·Kong:••· ·external ·•Q~plus ·p'°e>bobl·y ha~ . only falhm 
sli9htly. . . . ' · . 

10. . BXCHANGE RATE. During . 1,0, . the J:1on·9 ~on.g ·. dop~r' s 
depreciation a9ain•t. t:.h.e U:. S· • . dollar. ·mainly . waa .. 
explained by the latter's :s,trerigth.·~ . . The; H.f<. dollar 
kept about even with ·the cu:r;r~n.cies . . o~. Hong Kong' 8 .· 
other· trading partners. ln· ·19.s2, .lower ra~e.s in . . the 
u.s. made .the u.~ • . dollar •lese strong~· .Haw.evet;, 
political w.orries in Hong Kong .cause.~ the ,H. K ~ •. 
dollar to' dep"ee.iate broadly •.. Ttris . probably .h~l~4 
to reduce import outlays • . Tbe .. prp.spe~ts. :tor ~983 

. are aix~d. ~ne the dollar ·.• :~ems Uk~ly . to · 
depreciate, .political worries could d.i-ive down the 
Ho,:19 ltong currency. In the ce>ntex.t of · a world trade 
recovery, this ~ould boost exports. · 

B. SPECIAL SBCTOR1 . . ffONG KONG VS. THE PROTECTIONISTS 

1 , F~RJC. Hong Kong is the world.'.s ·largest 
9ar111ent exporter. Thia sector e·mploya . ·a.botit 40 
percent of the indu•trial workforce. The pres~nt 
receHion haa · intensified alre,dy strong pol i t ·~c~l 
preasurea in · ~~• u.s. and Bu·roptl .to ··Umit .. f~r.th~r . 
import competftion. In fact, ~rade :in . . CJ•·rmenta 41,nd 
tex.tU.;ea ha• been controlled·; since· 1.91·3 ·. · 

In that. year, the fJ.rat Multi.;.Fiber .. Arran9e11141nt 
(HPA) waa • set up under the a1>Jptces . of . the Gene.ra l 
Agreement on 'l'ariffe and Trade f GA'l"r) • Geneva-based · 

~ GA'l"l' eeeka to b{oaden world tra~• ·:by organizing 
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talk& to reduce tariffs and non-tariff trade . 
barriers. 

The MFA wae a set of bHateral_pacts, e .. g. ·, ~ett;if,ee.n 
the U.S. and Korea, or ·the _£, ~.·c. -- an~ Br~zi).. Und.er , 
this four-year arrangement-, _- Alile:r.ican an<l-- ~uropean . 
capacity in the was to be closed -in ._a-n .or~e·rly · 
fashion, At the sa1ne time, dev.•10.pt,ncf .coun't ·ries' 
expor-ts were to riee by 6 percent .-' annua .. ll.y, ·on· 
average. These good intent.ions ha.ve .not: been 
translated into real fac::t11. When 'in 19·7.8 •ttie. Mf'.A 

_was revised, developing c::ount:r -ies ·- · p.a-i-t~cul!irly_. the 
more advanced ones such . as· Ta_iwan ,11n.d Hon·g K·ong .- · 
found the u.s. and the .£.£~~- - m',l~h. lf;t,!i·s .:recep~ive to 
taking more of their export.a. · The 9uara_l'\t.e'e _of six 
percent average annual export _9-ro~~h -w.as <froppe·d. 

At. cnd-1981 , 51 na tiona met . ·at · ·Gene..it!i . un~er .. the 
auspices of t;oe GATT to ·revise the MFA~ Aft-~r. five 
wee)(.e of intense talks • they 49;-eed · t;,o extend · the , Mf1\ 
until 30 J\lly 1986. · The . new :p_ao~ ;9.av~ . the · 
industrialized countri~•s · -greate_r . latit:ude .::to curb 
surges ·in _. bnport&. · It also.- limlted -0the ·practice 
whereby t!Xp~rters v~o had· used ~p .their quot.as. 

· trane~shipped goods through ·sma,r.l, e,cpqrter·s · wi.th ' 
spare · export· capacity uri4er- quota~.. · · ·. 

From textile~exportin9 countr·.f,.es • .vi~in~., .1 ~82 
was_ the worst time to bilateral - de~ls und·~·r the. new · 
MPA. Unemployment at post.-Wo~ld. Wair n: _ le,tels i _n · 
the u.s. and Europe set the -context .for _the .:tal_ks. 

2. HONC ICONG'·s POSITION. Hong Kong• s i~te.rest: •.are 
clear ·. _It needs larger acC488S: to ma_r ->c:e·ts~ .. ~he . 
going "'as rough at points~ At en:d--M~~~h 1 ~-~2 the . 
U. 6. and Hong ·J<ong •greed a six-year.: dea,l. . This WA$ 
possible ~cause the u.s. had _· p.rev.J,<>ualy '~f(nou·nc-ed· 
that it wc;>ul'.d seek no quota f:lU.t-backs.· About: two .. 
thirds of Hong 1<0n9'a exports ·. ~ere to .be· regulated · 
by quota11 .- . Permitted growth range:d ·. from o. 5 . to 2 . · 
percent pei: year, depending on : the .it.;,in·. Th~ .. . 18 
rnoat restri~ted· categories were li.rai ted to .only O ~ S 
percent gr~wt_h. · .These lines amounled to . 5·5 percent · 
~f Hong Kong•s -1981 exports to the .u.s. such 
growth i ·ates were well below ·the . . si~ _p_er.::ent MFA-

. guldelinf'. · 

The E.E.c:. - Uong Kong's second larges,::. tra<,iing 
partner - was _ far tougher and deman.ded ··.quot.a cuts. 
The talk!-. opened on l June in Brusse.ls-• . · Th~ · ~EC 
held that· ·becaus·~ Honct ·J<ong ·, ·Tai.wari, -and South Kor.ea 
were, "dc.:minant .suppliers", •th_eir .. exports · _should .. ·be 
pared' 1110Et hea·vuy. Hong 10~9 recoiled'. at · the · 
prospect of ·.it9 most vibrant .export sector be_ing 
strait-jaclteted for five ye·ars· to · come . · Tho damage 

I 
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to -textl:Le man.ufacturera, their suppliers, and to 
government :·.revenuea would have boen lar_9~ • . The 

· ~ttle -v•~ _joined. 

... ....... 

The B.'E.C. _. 4~_nded quot. cuta of "'P to -:1;2 percel.lt , 
in ·•ena.itlve 1,.tema, those where import c:o~peti.tion 

· cut the keeneat (e.9., T•ehirta, blouses., . . 
trou•era) .• . _ .·Hon9 Jong and ite neighbors 'balked. · The 
1.s.c. th,:-e,atened unilateral imp~rt control11· • . · Att·er 
~r•vn~eu,:; "bitter talks, in December 1982 Jt<>ng Kong 
and the ·, B.B.C. came to terms. Cu_te in q·u~ta:e. for · 
sensi_tiv~· _·it.ems i-an9ed between · 6. 3 and 8. J · percent. 
';l'hia :ahoulC, .·,eneure no drop i:, real · t:.erms in Hon<j · 
.Kong's :e~~rte to the E • .t.c. in 1983. In Lh.;._ lu1i~e1: 
-~era, gr()Vth -for aenaitive items -is · to be 1-imi-ted to 
O.S percent. 

PROSPECTS. Hong Jtong • s textile se~·~o.r is go.ing to 
be equ~~zed. On one si"de · is imper.ting nation~-~ 
d_•sire . t:o protect employme.nt. on _th$ · other s i .d.e, is 
~over~cQat competition from, say, S~i Lanka. While 
aome _Hong long firms will successfully · move up. . 
111ark,1t· >· ~nto product lines- with high~r value adde:d 
1!'-hic~ are less •~en,ttive• ~ many wiH not make· .. the. 
change. · Even if the world begins to pul~ .out of" 
receaJion • Hon9 1<ong • • garment sector may have a 
hanCJC)Ver. 

Fi 
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DIPLOMACY 

A • . '?'HE POSITION, Brithh control of Hong l<on·g is b~scd 
on · three· treaties: 
0 · :Nanking fl842) by which China ceded Hong Kong . 

Ishnd t" Britain inperpetu~ty) 
o · Pekinq C 1860) by which Chi.na ·.1e~aed .JJr ·_square. mile_s 

of the Kowloon Peninsula ton t _be mainla.no, . oppo1:tite 
the island) ~o Britain in • pe-rpetu.ity·, 

o •Peking C 1898) under which ' Bdt.·ain got a -99..,ye_ar 
lease to 365 square 1t1ilee of ·t~r-ritory'- on the 
mainland (about 90 percent·· of the . Colop-y). 

Th'e 18 98 lease e:icpirea on JO June · 1.99 7. . Hong .:KQng is 
· not viable "1ithout links to China, ~hich supplies· food 
and water. Hong li:ong could not sur.v i ve the ioss of .. the 
ll°ew Territories, as 11\0st or the popula.tion llves · 
there. BecJuae the lease now has. le:sa, than· .. 15 'ye~rs t ·o 
run - less than a normal ·Rong Kong mortc,age-·- · i _nvcstors 
now are uncortain, · · 

· B~ JU:CENT DEV-ELOPMENTS • . In the· Autumn· Q,f , 198:2 ·, the 
British and· Chinose premiers met ·to d·iisc':l,'ss f_ult-·seale 
.tal·ks on Hong Kong's future. 

c. 

1. . CHINA'S POSITION, The pres.en~ Bei:ji~g ·regj.·me .,has 
. alwayt1 rejected the treat-lea on the. 9.,:-ound· · that 
Britain extorted them. Thus·, ~he Chine.111~ 'de·c'lared 
at once to British premier Tha.t~.her. t.hei-r ·· . ii:,~ent "to 
exercisu soveroignty over Honcj Kol\g . . . _Th·ey_ lrit:ended 
to inst.ill a Chinese governor and to hoi~t: Ch.i,na .•·~ 
flag. Jlo,.,ever, they also wanted th~ . H.ong. ·Kong · . 
oconomy to retain its vibrancy. These · goals 
probably conflict. · 

2. BRITAIN'S POSITION. The British. feol obliged -to 
:1e9otiat:e Hong Kong's fate, even. though they . 
consider val.id the first · two of the treaties l .lstecf: 
above.· As n·oted, Hong .Kong cannot .s~rvive without 

'the le.uied New Territories, In contrast wi .th the 
Falklands Islands, Britain cannot_ hope ~ven ·to.'. · 
deter a Chines~ take-over. In fact, London <Jo_..:~ 
not want. to arouso Chinese hostility •. · That .woul~ 
move many Hong .. Kong Chinese to flee. They· are : not 
\ielc;o111e in the :u. K, u. J(. immigration laws . have • 
been chanqed such that Hong Kong Chinese·. ian.d_ other 
ex-colonials) .lose any right to settle _in .England~ · 
Britain thus seems to seek a pact .whereby. ·the · 
Chinese would fly their flag but not impose . their 
political v~1~cs, · 

l'RQSl'ECTS, The talks started in Novell\bec. They are . 
unlikely to reach a quick solution • . The . Ch1nese · h~vc 
through unofficial channels offered it n·umber o:r -alleys . 
by which thry could take and cxcrcisa' ·control. None· u! · 

L 
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~;r~rn~f ' ' ' 
t .1'•.e.e •propoaai.• t)aa re-ea.sue~ .Hong .. 1<9ng .i~ve.s•t!b; . 
T.hQ Chinese· probably will not ~ke any ·abi-upt " fflQves. 
Thay · will 90 an e)(panding · their • e~nom,i.c .. posi:tio~. · in 
Hot\CJ:.'kong. Pirat, they wil.l •continl!e ~uyi~g propeit.Y.~; 

, Se~ond,. •~hey will ·continue to dire:ct ll'iuch :t.rade t,br-o.'Jgh 
,.Hong Kong, described ·ae •the tineet h.arb.or in .. So\~.t;·h . 
. 'China·". over time, China can take-o:v~X'. ·ec~nomi¢~ll-y • . · 
At tlte same tin, China will develop other 'p.ort~. · and •. · 
d)• n'ew eC0h0JniC zones along. ita southeast 'co,urt. "' 'Tl'.li•S ' 
will reduce ita dependence on lton9 ·:Kon9. · If, · · 
:~~t.isl,ately, the Hong Kong entrepr.eno~re·. decicSt.t •to. <JP~ . 
China• s econ0J11ic interests will not . be. d.amage~· he·~vi ly _. . 

' . 

;; 
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Vc1lues • Millions of U.S • . $'s / • ·•• a Million~· .o~ Natn' Curr 
CperiQd average exchange rates: :u1Qd· i11 .cc;;.nverei:ons ► ,_ ____ _, 

A· ODP(current prices) 
B Real GDP Gr.owthfl) 
c .GDP/C~p(c.u1:r prices) 
D Growth ae·a ~- GDP /CapO > 

' E Fixed lnvest/GDP(I) 

i977 

12,787 
10.2 

2,835 
8.6 

21.8 
1. Dir Inv/Fixed lnvfl) 

f' con.suiner •Price Rise (,) 
G Whol~i Pdc·e.·. Rise . (\) 
H M~ney suppy Growth(\) 

s.1 

1 Narr<nt A99re9ate (I) 
2. Broad :Aggregate ti) 

28.4 
20,9 

I Govt .Surplu~;f l-0.Uc:it) 
l • . Surp ( ..:oe··f.) /Expend (I) 
.2 • ·surp f :-:Def) ./.GN' .. CI)' 

J BALANCE OF PAY.ramrs · 
1 · • . Mchds• E>eport:s f FpB'·) 

•· t ·change: 
2. Mchdae: ·lmport·s fCIF) 

b. ·1 ~h•nee:. · - · 
3. ~E: · or TRADB 
4. Service.a: (nett 
s. Tranfl'fer• (ne.t) 
6.. CUMENT ~CT -BALAIICE 
7. Net Capital Flow■ 

a. Dlrec-t ; Invest 
b. Portfo:lio - Invest 
c ·. .Other . Sho·rt-tertn 
d. Qther Long~teni 

8. Er·rors · , omi•ssions 
9. SURPLUS (~DEl'ICIT) 

K .Jnter~ationefl · Reserves 
1. Foreign Exchange 
2. Gold ' 
· a. Stock hnil Tr 01) 

L l\eee.rv.ea/.ImJ:k)tts ~mos) 

9,624 
12.9 

.•10,457 
17.7 
-833 

1,300 

467e 

M Exchg Ra·te ($/Loe -C\lrr) 0.215 

N Population· fmilliona) 
1. Growth Rate Cl) 

1978 1979 

14,824 H,870 
10.3 12.8 

J,225 J ·,663 
8.2 ·,.2 

24.1 27.5 

5.6 12.6 

22.3 3.7 
25.5 13.2 

11,497 lS, 1:-47 
19.5 . 31.7 

-13,40 · -i7 ;t39 
28.6 27.4 

-1,9S2 -1,992 
1,494 ·l, 585 

-4·sae ·-407 

0.213 0.020 

0 M-2 up to 1.9801 Hong Kong $ M-3 after 1980. 
@ Hong Kong $ M••l, Nov 8 2 /Nov 81 
, M-1 throughout. 
• end•Ol I 1 rat·e ·· 

19:8():' . 1981 '1982 

·. 22, -tt>Se .. 2'4-, 4·5oe· . 24, 7.-88f 
10.~. a~ . lLOe .. 4.lf 

4, ,4'41.e·. ··,L .744e . . 4~ .737f 
.' 6 ~Be . s~5e 2. 5'f 
27. 6·e 28.6e 

1'4.8 14.4 12. U 

15.7 4. l 11. 1& 
28.7 21 • 2l~ 3. s., • 

J!3n-.Jfog 
·n,120 21,.830 13,008~ 

3·0. 2 H>. 7 . -s·. 7e 
. :--22, 401 - ·2·4, 772 -14.,72'4e 

-a: .. fo 30·.-, 
:.:. 2, ,-e·3 

.1, 6'24 

-1, 0~·9~ 

0. 200 · 

10.-6 
- .·2., 942 

i ,-56'8 

1,l74e. 

0.018 

!'>.l 

-:..1, 1u·e 

t. Aug 8.2 / Aug U ; Hang Seng I naex, . a 11 ite111e (Index rev ieed in 19-8'1 • 
' Data for followin9 period& not comparable ·with t:ho·ae £or .i>rc:yi.c,u·a years). 
e estimate · ,,, ..... . , 
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1978 
Exports 

I us 3.490(30) 
GER 989( 9) 
JAP sei·t 8l 
Uk 856( 7) 
SING 532( 5) 

I 

HONG KONG ----.--

TRADE OAlA 

HAlN TRADE PARTNERS {VAlUES IN U •. S. $ MILLIONS; 1 IN PARENTliESES) 
(EXPORTS F.0.8. I IMPORTS C.I.F.) 

1979 1980 1981 
Imports uports Imports Exports larports Exports 

'JAP 3,072123l us . . 1 44(27! JAP 3,8S8i23! ·us . s,1s7f6l JAP 5,142r3! us 6,056~28~ 
CHI 2,249 17 GER l,J3~~ 9 CHI 3,02118 · (iER l.61s· 8 CHI 4,.401 20 C.Hl 1,964 9 
US 1,605(12} UK l,267{ 8) US 2,068(12 UK liS27{ .8) us 2.653 12) UK l,MO( 7) 
SING 687~ S) _JAP 1,026 ·7) SING ·· 961(. .6) . Ctit 1,249( -6) S-lNG l.481( 7) GE~ 1.372( 6) 
UK 634 5) SING 642( 4) Utt: · : 866( 5}._ . JAP. ~9(- S} UK 1 ;094( S) JAP. l , 022 { S ) 

Imports 

JAP S,756i23~ 
I . 

CHl 5,272 21 , . I 
I us· 2~519.00) 

··stNG l ·.901( 8) 
u~ ,l,125( 5) 

i 
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Hong Kong: The Coming Year 

Summary 

We expect little progress this year in the Sino-British 
talks on Hong Kong, which are deadlocked over the s .overei gn ty 
question. London is withholding recognition of Chinese 
sovereignty over the - colony in an effort to obtain sati-sfactory 
terms for the transfer of authority. The Thatcher government 
clearly hopes to persuade Beijing to let Britain continue to play 
a role - at least in running the economy - after 1997 to bolster 
its domestic political position and to help calm local 
concerns. 7 I 

Chinese leaders, however, have not yet .decided on a plan for 
administering Hong Kong. To keep their options open and maintain 
piessure on the British, they are insisting that Britain cede 
sovereignty be-fore substantive negotiations be-gin. Meanwhile, 
Beijing is trying--without much success--to reassure the colony's 
residents by floating an autonomy plan that would allow Hong Kong 
to retain its present social and economic system. We believe the 
Chinese offer also is intended to encourage Taiwan to consider 
negotiating similar arrangements. I I 
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Despite this standoff, the colony's economy is beginning to 
recover from the slump that followed the Thatcher visit. 
Prospects this year for Hong Kong's export driven economy are 
good, plthough the recovery probably would be stronger if the 
political situation were more predictable. Iranically, Beijing 
may misinterpret this . recovery as a sign that the colony's 
investor s accept their autonomy proposal, and thus may become 
even less wi 11 ing to consider a compromise. I I 

Neither Beijing nor London now appears ready to adopt a more 
flexible negotiating stance, although British leaders may feel 
freer to compromise on the sovereignty question after . Britain'~ 
next general elections. Should Britain unexpectedly cave in, 

~ xisting us _a r reements with the colony could . become invalid. ~I-- ~ 

The Thatcher Visit 

Prime Minister Thatcher's discussions with Chinese leaders 
last September over Hong Kong were contentious. Deng Xiaoping 
told Thatcher that China would recover its ove i nt in 1997 

_A~~ declared the issue non-ne otiable. 

The Chinese infuriated the British by adding a line to the 
joint statement reiterating their position on the sovereignty 
issue. After Thatcher subsequently told a press conference in 
Hong Kong that the three treaties establishing the colo~y were 
still valid, Beijing lashed out in a strongly-worded Xinhua · 
commentary, _r:~.tatirig China's position that Hong Kong is Chinese 
territory. I ] 

The unsuccessful talks prompted a sharp downturn in the _ 
mercurial Hong Kong stock market. The Hang Seng index, alr~ady 
slipping as a result of worldwide recession, dropped more than 
300 points between 1 September and ·31 October. More importantly. 
Hong Kong's international financial market--third largest in the 
world and a major source of capital--reacted negatively, 
Singapore, Thailand and the United States reportedly all received 
major injections of Hong . Kong capital in late 1982. The Hong 
Kong dollar also depreciated 12 percent in September and October 
alone. Visa applications and inquiries also rose sharply as Hong 
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Kong residents sought to insure themselves against ,........_.'-'---'----~ 
uncertainties associated with a Chinese takeover. 

This near-panic, coming at a time when the domestic economy 
was already reeling from the effects of the worldwide economic 
recession, hit several deposit-taking companies and major land 
companies hard, forcing them to default on loans totalli~g over 
$1 billion. Without the determined efforts of several of Hong 
Kong's leading financial institutions, most experts believe that 
other large industrial and financial institutions would have 
followed suit. Even so, bankruptcies reached a 20-year peak in 
1982 and were up more than ~O percent from the 1981 level~ ~I--~ 
The Current Hiatus 

· Neither side seems disturbed by the lack of progress. The 
British are using the interlude to educate the Chinese on the 
complexities of admi~istering Hong Kong, hoping to conv1nce China 
to allow London to continue to play a management role after 
1997. The British have used Hong Kong businessmen travelling to 
Beijing to get across their message. The Chinese seem content to 
stand pat and are trying to gain public support in the colony t6 
put pressure on the British. As part of this effort, China 
initiated a propaganda offensive in Hong Kong last fall designed 
to calm local jitters and to float various proposals for the 
colony's future. I .. ______ I . 

Beijing is currently promoting the notion of Hong Ko~g 
becoming a special administrative zone in 1997 under Article 31 
of China's recently enacted constitution. Hong Kong would 
basically retain its existing social and economic structure and 
would be locally administered. The details remain vague. At a 
minimum, the British governor and flag would be removed, but 
Beijing has indicated it would allow some British civil servants 
to remain to . help with the transition. I j 

Thus far, Beijing's efforts to reassure the Hong Kong public 
have not gone well. In one case, Premier Zhao Ziyang had to . 
disavow the statements of the leader of a visiting overseas 
Chinese delegation who re orted that China mi ht retake Hong_!_QJ}_g 
bef ore 1997. I 



In the meantime, the Hong Kong economy has recover~d 
somewhat from its November nad .ir as investors have come·, to 
realize that there will be no quick solution to the 1997 
problem. The stock market bottomed out in November, picked up 
stfram in December, and then jumped more than 100 points in 
January--b.a.ck to pre-Thatcher visit levels. Overall ec.onomic 
growth was about 2.4 percent in 1982. good by Western standards 
but well be low ~ong Kong's 10 percent average for the past 

decade. '~---~J 
Economic prospects for 1983 are brighter. As the West moves 

out of recession Hong Kong's export - led economy is likely to turn 
upward. The incr~ase should be enhanced by falling oil prices 
which will generate increased demand for . Hong Kong . consumer 
goods. The improvement could lead to real increases of as much 
as 6 percent in GDP for the year. Price pressures may also ease 
as signs of domestic prosperity and lower international interest 
rates increase the f cow of fqreign funds into the now undervalued 
Hong Kong currency. l J 
Constraints on China's Hong Kong Policy 

In formulating plans for the future of Hong Kong, Chin~se 
leaders will have to reconcile several potentially conflicting 
interests. Foremost of these is their concern over the impact of 
a takeover on the colony's economic vitality. Sizeable amounts 
of Weste~n equipment, technology, and managerial skills continue 
to be funneled through Hong Kong into China and, by its own 
account, fully 31 percent of China's annual foreign exchange 
revenues originate tn the colony. In order to satis f y th e 
colony's residents, China will have to offer credible guarantees 
that the colony's economic and social systems will not be 
dismantled. Beijing _may also be concerned over the impact 
negotiations with the British could have on prospects for 

.reunification talks with Taiwan. Beijing wants to demonstrate to 
Taipei that it is willing to let two different social and 
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economic systems operate under one flag. 

Growing nationalistic feelings may circumscribe the room 
Deng and his supporters have to man~uver. Some Chinese probably 
are more concerned about obtaining a settlement that restores 
China's honor than they are about the colony's economy. We 
believe that this is a factor in China's demand that London 
acknowledge Chinese sovereignty over the colony. To some extent 
Deng could also be vulnerable to sniping by ideological 
conservatives concerned about the spread of "decadent" foreign 
influences in China as a result of the open door policy. 
Conservatives probably are already disturbed by suggestions in 
Hong Kong's leftist press that China will a)low such activities 
as horse racing and dancing to continue once the colony reverts 
to Chinese control. I I 

No Settlement Likely This Year 

. We believe China and Britain are unlikely to reach . a 
settlement this year. The Thatcher government will be ~n no mood 
to concede on the sovereignty issue until after the next British 
elections, which must be held before June 1984. Nor is Britain 
likely to conce~e sovereignty until it has received at least some 
general as.s.urances about arrangements for the transfer of 
authority. The British want to reassure the colony's r~sidents 
that London intends to stand by them. Giving in too soon on the 
sovereignty issue could destroy business confidence in Hong Kong 
and possibly precipitate a panic. Even when the sovereignty 
stalemate is broken, we expect the negotiations over the transfer 
of authority to be lengthy and contentious. 

Britfs economic s a es an 
consi erations of potential refugee problems, however, mean that 
the policies of these parties if they were in power probably 
would not be fun_Q~11J~Jl1;g.ll .Y different from those of the 
Conservatives. I I 

If, as we expect, economic conditions in Hong Kong continue 
to improve, Beijing is unlikely to relax its demand that Britain 
acknowledge Chinese sovereignty. We believe Chinese leaders have 
overestimated their ability to play a larger role in Hong Kong 
affairs after 1997 without seriously harming the economy during 
the intervening years. Chinese leaders probably will interpret a 
sharp economic upturn in 1983 as a sign that Hong Kong inves ~ 
share this belief·, reinforcing Beijing's myopic perspective, [ I 

Possible Problems 

Although we believe Hong Kong's prospects for economic and 
political stability in t983 are good, miscalculation by either 
side could upset the relatively calm atmosphere. For exam~le, a 
premature British concession on ' the sovereignty issue or 
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alternatively a serious breakdown in discussions, if mishandled, 
could lead to major capital flight. Large outflows would have 
long-term detrimental effects on growth prospects. Even small 
domestic investors would probably h~dge their bets by turning to 
ventures elsewhere. j I 

The Hong Kong government probably would intervene 1~ the 
economy if major capital outflows threatened the system. 
Beijing's H~ng Kong branch of the Bank of China also would step 
in to stabilize the economy. The Bank has already been involved 
in several major land deals--including a $200 million 75-year 
renewable lease on land for a new office building--as part of its 
effort to assuage investors fears about the colony's future. In 
late 1982 the Bank of China also actively defended the Hong Kong 
dollar against downward speculative pressures. In its most 
recent gesture, the bank last month began offering Hong Kong's 
small manufacturers unsecured cut-rate loans. I / 

The development of local interest groups in Hong Kong 
favoring a particular solution could complicate the quett for a 
solution. One such group, called Meeting Point, was recently 
formed. Composed mainly of academics, journalists, social 
workers, lawyers, and businessmen, this relatively small group 
has come oY..t in support of Beijing's basic plan. Its members, 
however, also favor greater democracy for the colony. The 
activities of Meeting Point could eventually encourage other 
groups less well disposed toward China to demand a voice both in 
running Hong Kong and in the talks bver its future--a develop~ent 
Beijing would not welcome. / ________________ I 

Thus far, Taiwan has not used its influence in Hong Kong to 
impede negotiations; Taipei has simply said it will not recognize 
any transfer of sovereignty to Beijing. Taiwan businessmen, who 
have a large economic stake in the colony, might line up quietly 
with local interests to try ~o obtruct the talks with t~e aim of 
extracting maximum Chinese concessions. Although Taipei might 
favor such footdragging to delay an agreement, the government 
would be loathe to become enmeshed in the negotiations. I~--~ 
US Interests 

We believe US interests in Hong Kong will remain largely 
unaffected over the short run, unless the British unexpectedly 
concede sovere1gnty over Hong Kong. Existing US agreements with 
Hong Kong could then become invalid. For example, quotas fa~ US 
textile impofts from Hong Kong, which exceed tho~e from Chi·na, 
might have to be renegotiated. US-British agreements for naval 
port calls and the use of Kai TaK airport might also become 
invalid. Many of the approximately 150,000 residents of Hong 
Kong who currently hold valid US visas could decide to flee to 
the United States. Some of Hong Kong's other 5 mill ion resid~nts_ 
would almost certainly s·eek to come to the United States. c□ I 

~ 
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Further Down the Road 

In the absence of fundamental changes in the policy stance 
of London and Beijing, we expect Hopg Kong gradually will lose 
its economic vitality. With the 1997 deadline still 14 years 
away, investors probably continue to see sizeable short term 
opportunities in the Hong Kong market. But as a Chinese ,takeover 
looms larger, we expect Hong Kong businessmen to begin placing 
the1r funds increasingly in more secure markets such as 
Singapore, Japan, and the United States. 

A gradual economic downturn--especially one that occurs at a 
time when China's traditional trade competitors are making 
continuous gains--will probably encourage Beijing t~ seek greater 
British cooperation. However, the extent to which Britain will 
play a role in the post-1997 government, and the firmness of 
Chinese guarantees against intervention in Hong Kong business 
affairs, probably will depend on how much Beijing brlieves it has 
to pay to maintain Hong Kong's economic viability. _ I 

.... 
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