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. Socio-Political Risk Dynamics

A. Direction of change in terms of socio-political risks:
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Third, it is helping the
development of new industries. For example, the decision to abolish beer and wine taxes should
help Hong Kong develop as an international wine center. Less than one month after the tax cut, the
world’s largest wine and spirits show, Vinexpo, decided to hold its biennial international show in May
in Hong Kong rather than in New York or Chicago.

The decision to hold the wine show in Hong Kong rather than in the US highlights another of
Hong Kong’s attributes: it is located in a part of the world that is expected to continue growing
relatively fast and involve rapid consumer spending growth at a time when the US is slipping into
recession. The Hong Kong government’s policies are therefore well timed and will enhance Hong
Kong relative attractions even more than would be the case when the US and Europe are doing well
economically. Because of increasingly difficult conditions at home, US and European companies will
be looking more to Asia for growth, and Hong Kong is positioning itself even better as the base from
which many of these companies will direct their Asian business.

We also improved the scores in the systemic risk section of our model. The better grade for
corruption is based on a survey we undertook of expatriates working in Hong Kong. This is an
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exercise we do every year, and our latest survey indicates that people working in Hong Kong
consider corruption to be even less of a problem this year than they did last year at this time. This
favorable perception about how Hong Kong is dealing with corruption, together with the strong
condition of the government’s fiscal accounts, are testaments to the quality of Hong Kong’s
institutions like the police, the judiciary, government regulators and financial sector authorities.

So much for the good news; now for the bad: Several external developments are a cause of
serious concern. One that is widely recognized is the negative fallout from the slump in the US
economy. This is already reflected in weaker share prices in Hong Kong, softer exports, and
projections that growth in Hong Kong will slow in 2008 from 2007. However, other new external
threats are less widely recognized and could have an even bigger negative impact on Hong Kong in
2008. In particular watch out for rising social unrest in other countries and the negative fallout this
could have on Hong Kong. The flare-up of demonstrations in Tibet is a case in point. It is very likely
that Beijing’s response to these demonstrations will be harsh. Conditions are therefore moving in a
direction that will see a lot more controversy surrounding the Summer Olympics than China was
hoping for. More foreign groups are likely to be advocating a boycott of the Olympics and the
chances of demonstrations occurring even during the Olympics are growing.

In themselves the demonstrations would be harmful for Hong Kong. Just as Hong Kong
stands to benefit from a successful Olympics, it could be hurt by the negative fallout from Games that
are highly politicized. Even worse is that Hong Kong could find itself in the center of this
politicization. Hong Kong might like to think that its security services are capable of dealing with
external threats. But there is a large element of complacency — since Hong Kong has never really
been tested. Any number of international activist organizations — from Tibetan human rights groups,
to animal rights activists to environmentalists — might want to use the Olympics as a platform to
press their cases, and these groups might well find it easier to demonstrate in Hong Kong during the
Olympics than in China. And since the equestrian events will be held in Hong Kong, the gap
between Hong Kong and the Games in Beijing is not as wide as one might think. Even if Hong Kong
is spared demonstrations, there is a risk that activist groups will try to use Hong Kong as a base from
which to get into China to stage protests. This is why we raised our assessment of risks of external
social unrest that could adversely impact Hong Kong. The reason we also raised the grade
assessing adverse policy changes is because the odds are high that Beijing might respond to these
demonstrations in ways that invite international criticism, and since this is an election year in the US
too it is very likely that US presidential candidates will try to portray their “international affairs”
credentials by taking a line that is critical of any actions by Beijing that can be portrayed as violating
human rights.
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B. Grades and weights of key socio-political risk variables:

Mar. 2007 | Feb. 2008 | Mar. 2008
Wgt Grade | Wgt Grade | Wgt Grade

1 Domestic political risks 25 3.09 25 2.79 25 2.71
l.a Change of government and key leaders 25 3.00 25 2.00 25 2.00
1.b Inability of the government to implement its policies | 25 3.50 25 3.50 25 3.50
1.c Adverse policy changes 15 3.00 15 3.00 15 2.50
1.d Disruptive political transition 15 1.75 15 1.75 15 1.75
l.e Quality of leadership 20 3.75 20 3.50 20 3.50
1.f Other 0 0 0
2 Social disorder risks 25 2.87 25 3.55 25 3.45
2.a Labor activism 25 1.25 25 3.00 25 3.00
2.b  Social activism/unrest 40 2.90 40 3.50 40 3.25
2.c Regionalism 35 4.00 35 4.00 35 4.00
2.d Other 0 0 0
3 External risks 25 3.25 25 4.07 25 451
3.a Risk of a change of leadership / government 15 2.00 15 3.75 15 3.75
3.b  Risk of unfavorable external policy changes 40 4.75 40 5.50 40 5.75
3.c Risk of external social unrest 30 3.00 30 3.85 30 5.00
3.d Military risks 15 1.00 15 1.00 15 1.00
3.e Other 0 0 0
4 Systemic risks 25 3.66 25 3.86 25 3.33
4.a Corruption 25 2.00 25 2.00 25 1.80
4.b  Nationalism and other cultural risks 25 3.65 25 3.75 25 3.50
4.c Institutional weakness 50 4.50 50 4.85 50 4.00
4.d Other 0 0 0

RISK INDEX 100 3.22 100 3.57 100 3.50

Grades are scaled from zero to 10, with zero being the best grade possible and 10 the worst.

Economic Dynamics

A. Macroeconomic data and forecasts

(all units are in U.S. dollar billion unless otherwise specified)

2002 2003 2004 2005 2006 2007 2008
GDP (current US$ prices) 163.71| 158.47| 165.84| 177.70| 188.67| 202.66| 218.87
GDP (real growth rates) 2.30 3.30 8.60 7.50 6.90 6.30 5.00
Population (million) 6.79 6.80 6.88 6.84 6.90 6.92 6.94
Inflation (% change) -3.00 -2.60 0.20 1.80 2.00 2.50 4.50
Exports 200.07| 223.48| 259.86| 290.35| 316.33| 344.55| 368.67
Imports (c.i.f.) 207.62| 231.50[ 271.70| 300.58| 334.17 367.69| 397.11
Goods and services balance 14.90 17.12 16.00 20.70 20.17 23.00 21.00
Foreign Exchange Reserves 105.00f 107.00f 113.00| 120.00f 135.00{ 150.00| 170.00
Exchange Rate vs. US$ (end year) 7.80 7.76 7.77 7.75 7.78 7.80 7.77
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B. Comments on economic trends and developments

The government’s finances are in such strong shape that the Financial Secretary announced a
generous package of giveaways in his latest Budget. Hong Kong will finish the fiscal year
ending March 31 with a fiscal surplus of about HK$116 billion — an amount that could actually
turn out to be much larger once the final figures are in. This would compare with a surplus of
HK$58.6 billion last year and is four times larger than the previous official estimate of this year’s
surplus. The new Budget includes a proposal to offer households a one-time tax cut of 75% on
property and individual income taxes, up to a maximum reduction of HK$20,000 and provides
the same break for corporate profits. The new plan also includes a waiver on business
registration fees and property rates for the next fiscal year. The maximum income tax on big
earners will fall to 15% from 16%, while the tax on corporate profits will drop to 16.5% from
17.5%. The icing on the cake was a decision to abolish taxes on wine and beer as well as on
hotel stays.

Because of the handouts, the government is budgeting for a deficit of HK$7.5 billion in 2008-09.
However, judging from the way the government has with very, very few exceptions grossly
underestimated the strength of its fiscal situation in previous years, the odds are high that there
will actually be another large surplus in the coming fiscal year, supported yet again by higher tax
revenues from stock and property transactions.

Hong Kong’s underlying rate of consumer price inflation accelerated to 4.3% in January-over-
January mainly as a result of higher food prices. The official rate of inflation for January was
only 3.2%, but this was due to the distortion caused by one-time property-tax concessions that
the government put in place this quarter. The higher rate excludes this concession. Rents are
still rising fast, especially for expatriate accommodations, while energy prices jumped 7% in
January-over-January, up from 5.1% in December-over-December. The biggest factor affecting
inflation is food. Pork prices, for example, surged 48.2% in January from the year before. Beef
was up 41.4%, canned meat by 34.7%, frozen meat by 18.6%, fresh vegetables by 20.1%, and
poultry by 17.2%. Prices for rice, wheat and other grains were also sharply higher.



