Chapter 1

Hong Kong’s Business Environment
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Characteristics of the Hong Kong economy
Lack of primary industry

Concentration on tertiary industry

Dependence on external trade

A free market economy

Simply taxation
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Free flow of information

O Primary production

@ Definition

=>» Economic activities of extracting natural
resources

® Examples

=>» Agriculture, fisheries, mining and quarrying

O Secondary production
® Definition
=>» Economic activities of turning raw materials into
semi-finished or finished products
® Examples
= Manufacturing and construction

O Tertiary production

® Definition

=>» Economic activities of providing services to
customers

® Examples

=>» Wholesale and retail trades

1.
O

Lack of primary industry

Primary production is insignificant in Hong Kong in

terms of its contribution to gross domestic product

(GDP) and share of total employment

Since Hong Kong lacks arable land and natural
resources, there is a lack of primary industry in Hong

Kong.
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Concentration on tertiary industry

In 1978, the Chinese government launched its
economic reform and the open-door policy and
started to implement measures to attract foreign
investment.

Since the early 1980s, more and more Hong Kong
factories have therefore relocated to the Mainland
to utilise the cheap land and labour there.

The contribution of secondary production to the
Hong Kong economy has declined.

The relative importance of tertiary production has
continued to grow as the Hong Kong economy is
transforming into a service-oriented economy.

O

O

In terms of output

| 1980 | 1990 | 2000 | 201
Primary sector 1.0% 0.3% 0.1% <0.05%
‘Secondarysector | 316% | 243% | 126% @ 6.8%
(Tertiary sector 675% | 754% | 87.3% | 931% )

Fig 1.1 Percentage contributions to GDP by economic sector

O Hong Kong'’s tertiary sector is much larger than the
other two sectors.

In terms of labour force

| 1980 | 1990 | 2000 | 20m
Primary sector 1.5% 1.1% 0.4% 0.1%
Secondary sector 50.1% 36.2% 17.3% 11.4%
Tertiary sector 48.4% 62.7% 82.3% 88.5%
Fig 1.2 Employment share by economic sector
O The service sector is becoming increasingly

important in Hong Kong.

w

Dependence on external trade
As Hong Kong lacks natural resources and arable

land, it needs to import foodstuffs and fuel from the
Mainland and other countries.

O Hong Kong also depends on other countries to
supply consumer durables such as automobiles,
televisions and machines.

O As an entrepdt, Hong Kong imports a lot of goods
from the Mainland and other countries and
re-exports the goods to other countries and the
Mainland.

O The value of trade is several times of Hong Kong’s
GDP:
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4. A free market economy
Laissez-faire policy
O The government adopts a laissez-faire policy, which
promotes the free market and free trade.
® Except for certain industries such as public
transport services, anyone can start a business in
Hong Kong.
® Enabling the free market to allocate resources
efficiently.
® The government minimises its intervention in the
market.
No trade barriers and free flow of capital

O

The Hong Kong government generally does not
impose any trade barriers, such as tariffs and quotas
on imported goods.

There are no foreign exchange controls.

The Hong Kong government does not control the
flows of capital.

Roles of the government

O Maintaining law and order

O Maintaining fiscal prudence, and a simple, low tax
system

O Maintaining open and fair competition in the market

O Providing infrastructure like the airport and transport
facilities

O Providing education and training to the people of
Hong Kong in order to improve their productivity and
competitveness.

©)
©)

5. Simple taxation

O Profits and salaries tax rates are low compared with
other countries.
O There is no general sales tax imposed on goods and

services.
= A simple, low tax policy makes Hong Kong an
attractive place for doing business and shopping.

6. Free flow of information

O Investors make their investment decisions based on
information available in the market.

O The media enjoy a high degree of freedom.

O Firms can quickly obtain information about changes

in the business environment which is useful for

making timely business decisions.

=>» Hong Kong becomes a global centre for trade,
finance, business and communications.
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Recent development of the Hong Kong economy
1. Closer economic relationship with the Mainland
2. Impacts of globalisation on Hong Kong business
3. Increasing international trade cooperation

Closer economic relationship with the Mainland
O CEPA

O Trading partners

O Flow of investment

O Flow of people

CEPA

O The Mainland and Hong Kong Closer Economic
Partnership Arrangement (CEPA) was signed in 2003
and was first implemented in January 2004.

Objectives of CEPA

O To reduce or eliminate barriers on substantially all the
trade in goods between the two sides.

O To achieve free trade in services through reduction or
elimination of substantially all discriminatory
measures.

O To promote trade and investment facilitation.

Hong Kong enjoys zero tariff and preferential treatment

O Under CEPA, many products produced in Hong Kong
and exported to the Mainland can enjoy zero tariff
provided that they meet the CEPA rules of origin.

O The zero import tariff preference increases Hong
Kong’s attractiveness as a place in which to produce
high-end products.

O Hong Kong firms are given preferential treatment in
gaining access into a number of service sectors in the
Mainland.

Hong Kong enjoys a first-mover advantage in entering

the Mainland market

O Under World Trade Organization (WTO) agreements,
other countries have been able to obtain similar
benefits from China only since 2006.

O Hence, CEPA gave Hong Kong firms a first-mover
advantage of early entry into the Mainland market.

Recent development of CEPA

O Since its implementation, the scope of CEPA has been
expanded to cover more products and services.

O Hong Kong service providers can enjoy preferential
treatment in entering 48 service sectors (as of
October 2013) in the Mainland, including:

[ Banking J[ Securities J[ Telecommunications ” Transport J
Legal Social
services services

O There are agreements on mutual recognition of

professional qualifications between the Mainland and
Hong Kong, such as:

Technical J [

Analysis
testing

services

Accountants H Doctors H Dentists ’
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Trading partners
Flow of goods
O The Mainland is Hong Kong’s largest trading partner.

export
—

L&-2X0ot (Hong Kong
import
—

import

Mainland Other

China countries

re-export
—

O Hong Kong imports a lot of food and consumer goods
from the Mainland for its consumption.

Flow of services

O As an entrep6t, Hong Kong provides many services to
facilitate the trade between the Mainland and other
countries.

As an important service centre for the Mainland,
Hong Kong provides a wide range of financial and
business services to individuals and firms in the
Mainland, such as:

Banking and
finance

O

H Insurance H Transport H Accounting ’
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Flow of investment
Foreign direct investment

O Hong Kong is a major source of foreign direct
investment in the Mainland (accounting for 46.3% of
the national total in 2012).

Many Hong Kong enterprises have set up factories
and businesses in the Mainland.

In the 1980s and the early 1990s, most of the direct
investment was in the manufacturing sector.

In the past decade, Hong Kong businesspeople have
switched to investing in other sectors, such as real
estate, hotels and infrastructure development.

Hong Kong has received large amounts of direct
investment from the Mainland (accounting for 36.3%
of Hong Kong’s inward direct investment at market
value at the end of 2011).

Many Mainland enterprises have invested in Hong
Kong by establishing subsidiaries and companies here.

O

O

O

A funding centre for the Mainland
O Because of its good financial infrastructure and sound

legal system, Hong Kong serves as a major funding
centre for the Mainland.

Hong Kong provides fund raising and fund/asset
management services to individuals and enterprises
in the Mainland.

Mainland enterprises have raised capital in Hong Kong
by:

> borrowing money from financial institutions

> issuing shares on the stock market
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Flow of people

O Since the handover in 1997, the flow of people
between Hong Kong and the Mainland has increased
sharply.

O With the introduction of and the extension to the

Individual Visit Scheme under CEPA, it is easier for

residents of some Mainland cities to visit Hong Kong.

Mainland visitors have now become the most

important source of tourists in Hong Kong.

Impacts of globalisation on Hong Kong

business

O Globalisation is:

® the process of moving towards a more integrated
and interdependent world economy.
a series of economic, technological, cultural, social
and political changes which have led to the
increasing integration and interdependence of
people and firms around the world.

K International Global sourcing
een y
tition ﬂov_v of caplt_al and )
Gompe and information outsourcing

Keen competition
O Expansion of firms to overseas markets
® Business firms not only face competition in the
local market, but also competition from foreign
firms in overseas markets.
O Greater mobility of factors of production between
countries
® Local firms need to compete with foreign firms for
labour and capital.

O Which industries are affected?

® Hong Kong’s current economy depends heavily on
Four Pillar Industries (i.e., financial services,
trading and logistics, tourism and professional
services).

However, the financial and tourism industries in
Hong Kong are facing competition from Singapore
and Korea.

® Shanghai is developing
financial centre.

The logistics and trading industries in Hong Kong
are now facing challenges
Shanghai and Shenzhen.

Their port facilities have developed rapidly and are
competing intensively with Hong Kong container
ports in freight handling.
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transfers

into an international
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O Government’s response

® Promote the development of Six Priority Industries
® |Improve the quality and productivity of the labour
force by:
> providing more
opportunities
> implementing schemes to attract talent and
professionals from the Mainland and overseas
® Develop Hong Kong into an offshore Renminbi
(RMB) centre and an international asset

management centre.

education and

training

O Firms’ response

® Develop their own brand names to differentiate
their products from competitors

® Set up joint ventures with foreign companies to
increase their competitiveness

@® Specialise in the production of goods and services
in which they have a comparative advantage and
export them to other countries

® Expand their business to other countries to make

their brand or company international

International flow of capital and information
O Flow of information

® Widespread use of the Internet has greatly
improved information flows and revolutionised the
business practices of many Hong Kong firms.
® Through the Internet, firms in Hong Kong can:
> explore new markets in other countries and sell
their products to foreign buyers worldwide
> reduce their market risk by selling their
products in various countries

O Flow of capital
® \With greater capital flows between countries,

firms in Hong Kong can:

> make good use of capital to explore business
opportunities

> diversify their investment around the world to
reduce their risks

> raise capital in other countries for business
expansion

Global sourcing and Global outsourcing

4 I
Improvements in information Lower
and communication technology communications and
and transport technology transports costs

- J

h

More economical to
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Global sourcing of
inputs and outsourcing transport raw materials and
of production processes products around the world
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Global sourcing and Global outsourcing

Global sourcing
O Global sourcing: Due to lower transportation and

communication cost, multinational corporations can

purchase the raw material from other countries with

lower cost.

Global outsourcing

O By outsourcing, multinational corporations, are able

to relocate their production processes/factories to

other countries with lower production costs such as

lower wage rate and rent of factories.

O With global sourcing and outsourcing, supply chain
management and production logistics have become
increasingly important.

International Division of Labour
O multinational corporations can hire service providers

from other countries to carry out particular business
function e.g. call centre outsourcing and accounting

outsourcing.

Technology transfers
O Technology transfers from other countries have

improved the production techniques and labour
productivity of business firms. This helps reduce their
production cost.

Greater mobility of labour
O Greater movement of cheap or skill labour may lower

the production cost
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Increasing international trade cooperation

- N\ N

World Trade
Organization (WTO)

Asia-Pacific Economic
Cooperation (APEC)

World Trade Organization (WTO)
O The aim of the World Trade Organization is to:
> promote free trade
> serve as a forum for multilateral trade negotiations
and dispute settlement between its members
O It also enforces the rules of trade and arbitrates trade

disputes between its members.
O It has the power to impose trade sanctions if

members fail to comply with the rules and decisions
of the WTO.
O Hong Kong is a founding member of the WTO.

O Hong Kong takes part in the WTO to foster free trade
and to support the multilateral trading system.

O When making business decisions, firms in Hong Kong
should make sure that the decisions do not violate
WTO rules.

Asia-Pacific Economic Cooperation (APEC)
O The APEC is a

government-to-government

forum  for  high-level

dialogue and

cooperation on trade, investment, economic growth

and other economic issues in the Asia-Pacific region.
made by the APEC are

among

Decisions reached by

consensus member economies, and

commitments made by them are undertaken on a
voluntary basis.
O The primary goal of APEC is to support sustainable

economic growth and prosperity in the Asia-Pacific

region.
O Hong Kong participates as a full and separate member
in APEC.

O APEC provides more business

opportunities to

business firms in Hong Kong.
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Role and importance of the business sector

uhkwnNpE

=

o o o

w

as

v

Providing employment opportunities
Producing income

Earning foreign exchange to pay for imports
Serving the Mainland

Raising government revenue

Providing employment opportunities

In 2011, 88.5% of Hong Kong’s labour force was
engaged in the tertiary sector.

Without the expansion of the tertiary sector, the
Hong Kong economy might not be able to provide
enough employment opportunities for its expanding
labour force.

Producing income
Hong Kong people earn most of their income by
providing services to local and foreign customers.
Many of these services are of high value-added types,
enabling some of them to earn high incomes.
The business sector promotes Hong Kong’s economic
growth and raises the living standards of Hong Kong
people.

Earning foreign exchange to pay for imports
Hong Kong needs to import a lot of goods for
consumption and production.

To pay for its imports, Hong Kong earns foreign

exchange by:
> exporting or re-exporting goods and services to

the Mainland and other countries
> providing services to tourists

Serving the Mainland
Many foreign firms have set up headquarters and
offices in Hong Kong because of its proximity to the
Mainland. They regard Hong Kong as a stepping stone
to the Mainland market.
Hong Kong helps many Mainland enterprises raise
capital and manage their assets.

Raising government revenue
As the business sector prospers,
> private enterprises will earn more profits
> transactions in the property market and the stock
market will increase

Government revenue from land sales, profits tax, and
stamp duties on property and stock transactions will
rise.

The government can spend more money on:

> social services; and

> the development of infrastructure

This helps reduce income disparity and improve Hong
Kong’s labour productivity and competitiveness.
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External factors affecting business decisions

vJ) Physical factors

1.

o 0o o a4d

O

QEconomic factol'S)Qolitical and IegaD

factors

Business
Environment

3 Technological
factors

Economic factors

Economic factors include:

Income level/Purchasing power
Inflation rate

Unemployment rate/Economic growth
Exchange rate

Interest rate

Trade barriers/trade tariff

Social and cultura
factors

VVVYVVYV

Income level: It affects consumption of customers
and leading to the fluctuation of the sales.

Inflation rate: It will increase the costs of the
business.

Unemployment rate: It affects consumption of
customers and leading to the fluctuation of the sales.
Exchange rate: If the exchange rate of a country is
very unstable, the risk of doing business in that
country increases.

Interest rate: It affects the costs of borrowing for the
business and customers.

Trade barriers/trade tariff: It affects the trade
relationship among trading partners and hinder the
growth of sales.

Physical factors

Physical factors are related to the natural
environment and physical location of a country or a
region such as climatic condition, air quality,
geographical dispersion, infrastructure and transport
networks.

A favourable physical environment with a
well-developed infrastructure and transport networks
can attract investments.

Hong Kong’s proximity to the Mainland has helped
the territory develop into an international trading
centre.

Technological factors

Information technology applications of a country or a
region such as Internet coverage, Network security
and safety, payment platform and reliability of
telecommunication system.

Transport technology of a country or a region such as
Logistics technology, Air transport technology,
Marine technology and land transport technology.
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Advanced Technology level of a country or a region

can improve production techniques and labour
productivity so that firms can save on production
costs.

Advanced information and communication technology

(ICT) and transport technology of a country or a
region can provide some new cost-saving ways for
firms to transport raw materials and deliver their

products.
Business managers have to consider how to make use

of new technology of a country or a region to reduce
production and distribution costs and to explore new
business opportunities.

Social and cultural factors
Social and cultural of a country or a region such as

cultural values, lifestyle, tastes and preferences,

education level, language ability and population

(age
distribution and religious distribution)

structure distribution, sex ratio, race

Population structure of a country or a region will

affect the labour supply.
The education level and language ability of the

population affect labour productivity.

The cultural values, lifestyle, tastes and preferences of
consumers will affect the demand of the customers.
Because of globalisation, firms entering foreign
markets have to:

> recognise that there are cultural differences in

different countries; and
> localise their products to suit the tastes and
preferences of consumers in those countries.

Political and legal factors

Political and legal system of a country or a region such
as political stability, licensing regulations, labour
laws, environment protection laws, customs laws

and the relationship between the country of doing

business.
Government can improve business environment by:
encouraging fair competition

respect private property rights and the rule of law

>

>

> enforcing business contracts

> allowing a free flow of information
>

preventing corruption and bribery

Stable political environment, Sound legal system and

minimal government intervention in business will

lead to good business environment
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