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Impact of Mainland Processing Trade Policy
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on Hong Kong

tthe end of 2006, China reduced and removed the export
VAT rebates for certain products, expanded the prohibited
category under processing trade, and announced that the
prohibited category will be adjusted from time to time. In April
2007, the Ministry of Commerce (MOFCOM) published the
adjusted prohibited category under processing trade, making
additions and deletions to the list of products prohibited from
import and export in the form of processing trade. In the same
month, MOFCOM also issued a circular calling on commerce
departments at all levels to take environmental protection,
energy consumption, employment conditions, equipment level
and other factors into consideration in evaluating the business
operation and production capacity of processing trade
enterprises applying for approval to engage in processing trade
activities, thereby establishing the threshold for participating
in processing trade.

Promoting the transformation and upgrade of processing trade
and restricting the production of products with high pollution,
high energy consumption and resource consumption are China's
objectives in adjusting its processing trade policy. To achieve
these targets, it is understood that further adjustments will be
made to the catalogue of products managed by category under
processing trade. Steps will also be taken to include products
that are labour-intensive, low in value-added, short in industry
chain, easy to cause trade friction and difficult for customs
supervision in the restricted category under processing trade.

Reasons for Processing Trade Policy Change

Processing trade has made a significant contribution to export
growth and job creation in the Chinese mainland. One expert
reckons that processing trade is the key driver of China's trade
growth and has brought in new products and new technologies
which have helped turn the country into a manufacturing platform
that meets the requirements of the international market, and
lays a solid foundation for furthering China's industrial structure
upgrade. A study has also found that for every 1% growth in
processing trade there will be a corresponding 0.29% increase
in China's GDP. ‘ .
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According to mainland statistics, more than 90 000 processing
trade enterprises are currently operating in China, of which
70 000 are located in Guangdong. Over 16 million people are

estimated to be working for processing trade enterprises in
Guangdong. In 2006, total imports and exports related to
processing trade amounted to US$831.9 billion (RMB 6,632.7
billion), accounting for 47.2% of China's total foreign trade.

The surge in China's trade surplus in recent years has not only
exerted great pressure on the Renminbi to appreciate in value
but has also triggered increasing trade friction. At the same
time, the rate of energy and resource consumption by China's
industries is excessively high, and environmental pollution
caused by manufacturing activities is serious. As processing
trade was first introduced as a preferential policy to attract
foreign investment in the early days of China's opening-up, no
access requirements were set. In view of the strong correlation
between processing trade and China's huge trade surplus,
adjustments of the processing trade policy are necessary to
cope with changing circumstances.

Impact on Hong Kong-invested Processing
Activities in PRD

Hong Kong companies are extensively involved in processing
trade in the Chinese mainland. According to the latest survey
conducted by the Hong Kong Federation of Industries, 57 500
Hong Kong-invested factories are operating in the PRD in
various forms employing 9.6 million workers. In terms of the
export structure of the surveyed companies, 15.5% fall under
general trade, 34% are processing with imported materials,
47.4% are processing with supplied materials, and 3.2% are
others.

The impact of processing trade policy change on China's import
and export has proven to be immediate. In September 2006,
certain commonly used raw materials including leather, paper
and certain metal products were added to the prohibited
category under processing trade. Although processing activities
using the latter two subsequently resumed in November 2006,
the disruption already dealt a severe blow to Hong Kong
investors concerned. For instance, they were unable to import
or transfer from other factories the raw materials/semi-
manufactures needed for production, which in turn disrupted
their supply chain. In October 2006, the imports and exports
of Guangdong fell 11.7% and 4.4% from the previous month

respectively. This decrease is believed to be largely attributable
to the processing trade policy change.
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in the PRD, a long industry chain has been formed in the region
characterised by a high degree of inter-dependence among
various industry clusters. Hence, any disruption in the processing
link along the production chain will have serious repercussions.
According to the study conducted by TDC, a processing trade
enterprise in the PRD generally works with one to five different
products or production processes in their daily operation that
involve other enterprises. These mainly include packaging,
moulds, hardware parts, electroplating, plastic parts, and
bleaching/dyeing. About 42.4% of the processing trade
enterprises indicate that their products would be supplied to
other downstream manufacturers in the mainland in the form
of factory transfer. Such transfer-out products account for about
30% of their total output.

Directions of Further Policy Change and
Recommendations for Hong Kong Companies

Promoting the transformation and upgrade of processing trade
and restricting the development of high pollution, high energy
consumption and resource consumption industries are China's
policy directions and objectives. To this end, the relevant
ministries will continue to make adjustments to processing
trade from time to time. The major directions include abolishing
the bonded treatment of imports for industries and exports that
are restricted or no longer supported by the state (such as
those under the prohibited category in processing trade),
removing or reducing export tax rebates, and raising the access
threshold for processing trade enterprises. These adjustments
were intended to increase the export cost of enterprises and
"internalise" the social cost which should have been borne by
the enterprises.

Indeed, Hong Kong companies operating in the PRD have been
facing immense cost pressures in the past few years due to
rising wages and Renminbi appreciation. At the same time,
fierce market competition means that there is no room for export
price increase. As a result, the profit margin of processing trade
has dropped from 18% five years ago to 10% at present.
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The TDC study has found that in order to cut costs, 37.3% of
the enterprises in the PRD have plans to relocate all or part
of their production activities to other parts of Guangdong
province or other Pan-PRD provinces. But most Hong Kong
investors agree that in the long run transformation and upgrade
are the ultimate direction for development. In the TDC study,
53.1% of the responding Hong Kong companies indicate they
will seek upgrade through developing better quality products,
45.1% through improving product design and engaging in
innovation, and 35% through building their own brands. Over
35% of the respondents say they would strengthen internal
management, including inventory control and production
automation, to achieve corporate upgrade and better cost
control.

Transformation and upgrade involve huge amount of long-term
investment. To most companies, their major concerns are the
market potential of their products, their financial resources,
and their professional management/technical expertise.
Moreover, clear and consistent mainland policies are vital in
enabling them to work out the cost and return of their
investments.

Impact of Suppressed Processing Trade on
Greater PRD

The development of processing trade has significant implications
for Hong Kong's import-export trade as well as the related
transport services sector. In 2006, 80.7% of Hong Kong's re-
exports of China origin were related to outward processing.
Such re-exports were worth US$104.5 billion (RMB 833.2 billion),
accounting for 35% of Hong Kong's total re-exports. During
the same period, 64.5% (or US$98.6 billion) (RMB 786.1 billion)
of Hong Kong's imports of China origin were related to outward
processing, accounting for 30% of Hong Kong's total imports.

The TDC study has found that although the vast majority of
Hong Kong manufacturers have relocated their production
facilities to the mainland, most of the surveyed companies have
maintained their operation headquarters or control centre in
Hong Kong. According to a research project
‘ undertaken jointly by the Chinese University
P of Hong Kong and TDC, technical input and
g output tables as well as economic models
' ; were used for conducting analysis and it was
found that despite the relocation of Hong
Kong's industries across the boundary, the
demand for trade and business services
generated by the move has made a significant
contribution to Hong Kong's economy and
employment market. In particular, the number
- of indirect jobs created cannot be
underestimated.
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According to the TDC survey on production enterprises in the
PRD, 31% are the hardest hit by the processing trade policy
change and export tax rebate reduction. Among them, 10.5%
indicate that if the imported raw and auxiliary materials and
products needed for production are no longer eligible for bonded
treatment under processing trade, they will have to stop or
scale back their production as their competitiveness is eroded
by the cost hike. Another 55.3% of the surveyed companies
indicate that if they are required to make "actual payment" of
customs duty and VAT as deposit for the importation of raw
materials, it will pose a heavy burden on their cash flow which
will in turn affect the operation of their company.

While most of the affected Hong Kong-invested processing
enterprises adopt a wait-and-see attitude, 73.2% of them
indicate that if the mainland authorities further tighten the
processing trade policy to the extent of abolishing processing
trade altogether, they may be forced to cease or downsize their
operations.

According to the above-mentioned survey findings, if China
removes all preferential tax treatments for processing trade,
the worst scenario will be as follows:

145 RFEEUBRFEERT

14 500 Hong Kong companies will be seriously affected

o 1500R B KLEFE
1 500 enterprises will cease production

o 375 AR T AEIG &

375 000 mainland production workers will lose their jobs

o 1THEBLWATHIGEL

10 000 Hong Kong employees of the enterprises concerned

will lose their jobs
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o TARE W AREEFHIN S
10 000 enterprises may cease or scale back production

o 2507 M4 = T ABRA 32 BB
2.5 million mainland production worker jobs will be under
threat

o THIEBDW R TZ S0
70 000 Hong Kong employees of the enterprises concerned
will be affected

Difficulties Facing Hong Kong Companies

In coping with the mainland's processing trade policy change,
the strategies adopted by Hong Kong companies, such as
brand development, innovation or relocation, all involve huge
capital. For the many Hong Kong companies which lack financial
resources, in particular factories engaging in processing with
supplied materials which have great difficulties in obtaining
bank loans, transformation and upgrade are something beyond
their means. Even if the problem of finance can be solved, the
current uncertainties brought about by the mainland's processing
trade policy change have kept Hong Kong companies off from
making long-term investment. Moreover, since the majority of
Hong Kong companies do not have the experience or knowledge
in brand management and product and technology R&D, the
risks involved in transformation and upgrade are great hurdles
for them.
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At present, many Hong Kong companies are still engaging in
production and export in the PRD in the form of processing
with supplied materials. To shift to production in the form of
general trade and domestic sales development, they must
change their operation mode from processing with supplied
materials to foreign-invested enterprise (FIE). However, at the
moment the mainland does not have a set of clear and unified
procedures for examining and approving such processing
enterprises applying for conversion into FIEs. Moreover, since
it takes six to nine months for these processing enterprises to
apply for removal of customs supervision, their normal production
will be affected.

Under the current customs duty deposit system whereby
enterprises are managed by category, some Category A
enterprises are worried that to convert from the operation mode
of processing with supplied materials to FIE, they may be
downgraded to Category B since they will become newly
established enterprises with no export performance track record.
And as such, they will have to pay a large sum of import duty
deposit which would create considerable cash flow pressure.

Recommendations

Most Hong Kong companies recognise the necessity of the
processing trade policy change and are willing to take the
appropriate action to cope. In fact, "transformation and upgrade"
of processing trade are the common goal of Hong Kong and
the mainland. Statistics also show that processing trade in the
mainland has not only expanded in scale but its product structure
has also been upgraded and industry chain extended. It is the
projection of this report that market forces will continue to drive
processing trade forward in terms of structural upgrade,
relocation and transformation. It is also recommended that
during this process the mainland authorities should maintain
a clear, consistent policy direction, carry out advance
consultation before introducing policy adjustments, allow for
reasonable transition periods, and strengthen communication
with the HKSAR Government.

In providing assistance to enterprises in transformation and
upgrade, this report recommends that the authorities concerned
should, based on actual circumstances, give support and
guidance to help enterprises convert from the operation mode
of processing with supplied materials to FIE, and encourage
them to develop domestic sales. In introducing policy changes
from time to time, efforts should be made to avoid forcing
in any link of the industry chain out of business as
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The Central Government is recommended to:

* Provide clear guidelines and lenient arrangements for
enterprises operating in the form of processing with supplied
materials to convert into FIEs so that these enterprises can
change their business registration and legal person registration
and continue their existing production activities and develop
domestic sales within a short period of time by keeping their
original location, original factory, original workforce and original
export records.

* Allow processing enterprises to provide "bank guarantee" or
"insurance policy" as customs duty deposit in order to alleviate
their cash flow problem caused by the "actual payment"
requirement.

e Take factors such as "production technology level",
"proprietary brand" and "proprietary design" etc into
consideration when making policy changes in order to
encourage processing enterprises to make more investment
in "proprietary innovation" in the course of transformation.
This can also serve to compensate the shortcomings caused
by policy changes involving the categorisation of products
by tariff code.

The Guangdong Provincial Government is
recommended to:

* Provide "one-stop" consulting service, unify the
implementation measures of different localities, and expedite
the processing of applications for conversion from "processing
with supplied materials" to "FIE".

e Expedite the construction of eco parks featuring centralised
sewage treatment facilities to give enterprises more options
for relocation.

HKSAR Government and related organisations are
recommended to:

e Strengthen the ties between the Central Government and the
Hong Kong business community and step up communication
and consultation work.

» Strengthen the provision of market information to Hong Kong
enterprises and assist them in shifting their business focus
from export to domestic sales on the mainland market.

* Step up the promotion of "Hong Kong brands" and assist
more enterprises to develop their own brands.

* Adjust the existing "SME Loan Guarantee Scheme" to help
alleviate the financial difficulties of enterprises in the course
of transformation.
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