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Chairman's Statement

Introduction

H Kong/Guangdong cooperation is not new. Ties
have been growing since China's economic reform started
in 1978. Today, there are more than 90 000 Hong Kong
enterprises in Guangdong. Cumulative actual direct
investment in the Province from Hong Kong stands at
US$ 105.4 billion.

The Greater Pearl River Delta Business Council (the
Business Council) was established in March 2004 to foster
closer economic cooperation between Hong Kong and
the Pearl River Delta (PRD) region. It is a private sector
initiative and works alongside the Governments of the
Hong Kong Special Administrative Region (HKSAR) and
Guangdong Province.

In the past few years, the Business Council has been
working with its counterparts in Guangdong to increase
economic and trade interaction. We completed studies
on several important projects including Guangdong's
industrial restructuring and the development of the western
PRD. We subsequently held a seminar in November 2006
to share our recommendations with government and the
public. Throughout we have been helping Hong Kong
enterprises understand developments in the Mainland
that affect their business. In the same vein, we have
created awareness among Mainland enterprises of the
role that Hong Kong can play to help them grow
internationally.

| am happy to see the Business Council entering its second
term and am honoured to present to you this year's Annual
Report. In it you will find highlights of our work and some
of my own thoughts on the issues that we face.
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Increasing Integration with the PRD and
Implications for Hong Kong

For almost three decades, Hong Kong has been one of the
key driving forces behind the transformation of the PRD into
a major regional manufacturing centre. As a result, Hong
Kong and the PRD have become increasingly integrated.

This has been a
catalyst for even
greater expansion.
We have witnessed
the growth of the
PRD into the Greater
Pearl River Delta
(GPRD), which
includes Hong Kong
and Macao SARs.
The GPRD has
become one of the
fastest growing and most affluent regions in China.
Furthermore, we now see the emergence of an even wider
cooperation, i.e. the Pan-PRD region embracing nine
provinces and Hong Kong and Macao SARs.

Hong Kong is still in the process of integrating with the PRD.
Because the strengths of these two regions are complementary,
this on-going integration is also central to Pan-PRD regional
cooperation and development. Hong Kong continues to be an
international centre for financial services, trade, and shipping.
It can provide financial, logistics, tourism and information
technology services to the region. Meanwhile the PRD is already
one of the world's leading manufacturing and sourcing bases.
Its clusters of internationally successful industries and services
as well as the healthy presence of small and medium enterprises,
means that it has great flexibility in meeting changing market
conditions.

The relationship between Hong Kong and the PRD has
undoubtedly strengthened. Yet the region's future
development will inevitably give rise to new challenges for
Hong Kong.

Constraints and Opportunities
The Concept of Four Flows

Hong Kong's economy has always been built around flows:
flows through our port and airport, flows through our stock
market and banking sector, flows of talented people from
the Mainland and the rest of the world, and information flows
that have allowed Hong Kong to become a management and
coordination centre. It is these flows that have built our
economy and contributed to sustaining Hong Kong's
prosperity.
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Historically, Hong Kong has benefited from investments in
infrastructure such as our ports and telecommunications
system to ensure sufficient capacity for growth. We have
experienced fewer constraints than most other economies
in the region. We have also been better connected to the
economically vibrant portions of the Mainland than the rest
of the world and better connected with the rest of the world
than the Mainland.

Today, we need to be more concerned about capacity,
constraints and connectivity than ever before. The reasons
are several-fold.

Fundamentally Hong Kong remains only a conduit for the
crucial content that flows through it in so many different
ways. It is neither the source nor the destination of most of
the flows that it relies upon.

Other reasons are related to developments in Guangdong
that have changed the nature of the flows that Hong Kong
relies on for its prosperity.

The Flow Dynamic is Changing

Most of the flows that are important to Hong Kong have their
source or their destination in the Mainland. The vast majority
of goods that flow through Hong Kong come from or go to
the Mainland. Mainland company IPOs and other funds flows
have made Hong Kong a leading centre for raising equity
capital as well as a leading global financial centre. Most of
our human resources inflows involve the Mainland. Hong
Kong's role as a coordination and management centre
underpins information flows between Hong Kong and the
Mainland.

But things are changing. Hong Kong used to be better equipped
than cities in the Mainland to interact with the rest of the world.
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Yet if we look at the rapid development of ports, airports and
communications systems in many Mainland cities, we can see
that that is not going to be the case in the future. Hong Kong
still has an important advantage particularly in fund and
information flows, but the Mainland is becoming increasingly
efficient in transport and communications infrastructure and
customs systems.

The Restructuring of Guangdong's Industries

Guangdong Province has embarked on a rigorous economic
restructuring programme. Its priorities are heavy and high
value-added industries and the service sector.

Guangdong's industrial restructuring will have a significant
long-term impact on Hong Kong's economy. If Hong Kong's
manufacturing and services industries fail to adapt to new
business conditions resulting from Guangdong's restructuring,
then key pillars of Hong Kong economy, such as its ports
and trade platform risk being marginalised in the long run.

Changes in Export Processing Trade Policy

The latest announcement of a policy change on export processing
trade will also have a huge impact on more than 70 000 factories
that are currently in processing trade business in Guangdong.
The Business Council has established a task group to assess
the new policy's impact on Hong Kong-based enterprises and
will make some policy recommendations accordingly. A summary
of the study is featured in a later chapter.

Corporate Income Tax Reform

In March 2007, the National People's Congress of the Chinese
Government announced a new Corporate Income Tax Law
to come into effect on 1 January 2008. One of the main
objectives of the Law is to standardise the income tax rates
of foreign invested enterprises and domestic enterprises at
25% to provide a level playing field for both types of
enterprises. Most Hong Kong-based enterprises operating
in Guangdong are foreign invested enterprises and have
been enjoying a lower tax rate of 15%. Under the new Law,
the 25% tax rate will apply to them with a transition period
of five years. The higher tax rate will impose an additional
financial burden on them. Con.ve_rsely, since the new Law
also applies to domestic companies currently paying a tax
rate of 33%, the new standard tax rate will increase these
companies' competitiveness. This presents another challenge
to Hong Kong-based companies. L " |
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Other challenges faced by Hong Kong-based
enterprises in Guangdong

Doing business in Guangdong is getting more expensive.
Hong Kong enterprises are finding themselves saddled with
escalating land and labour costs and higher energy bills as
the region endeavours to meet soaring demand. An
appreciating RMB is another factor in increasing operating
costs.

On another front, the government and community have
perceived the need for greater environmental protection.
New measures and standards promoting green manufacturing
and green consumption have been introduced. While we
support these environmental initiatives, most enterprises find
coping with the new rules and regulations difficult as they
lack both knowledge of the subject and capital to implement
required changes.

How should Hong Kong react?

Hong Kong is well known for its status as an international
centre for financial services, trade and shipping. It is of
paramount importance that Hong Kong consolidates its
leading position in key pillar industries to strengthen and
sustain its long-term competitiveness. To do so, it must be
alert to changes taking place in the entire region and must
take measures to sustain its competitiveness.

People

Ultimately, Hong Kong's competitiveness rests very much
on its people. A large pool of talent that can flow freely
through Hong Kong will increase Hong Kong's
competitiveness, attract more capital and create more jobs.
Apart from elevating local education standards, Hong Kong
must enlarge its talent pool by attracting and nurturing talent
from overseas and the Mainland. In both work and study
fields, the mixing of local and overseas talent not only
generates intellectual stimulation but also brands Hong Kong
as a nucleus for creativity and innovation. It will help to assure
Hong Kong's future ability to remain competitive. As such,
collaboration involving industry, academia and the government
to attract and nurture international talent should be
encouraged.

Connectivity

Our long-term competitiveness also depends on having
sufficient connectivity to the right locations. We need to
ensure that we are plugged into the sources and destinations
of the critical flows that | mentioned before. This means
building infrastructure linking us to cities in the PRD, to the
rest of the Mainland and to the world.
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At the moment, visitors from Hong Kong to the PRD mainly
go to the east of the region. | am delighted that the Lok Ma
Chau Spur Line and the Hong Kong-Shenzhen Western
Corridor will start operation this year. The new train and road
links will help meet the increasing demand of cross-boundary
traffic. But we still need to push ahead with the construction
of the Hong Kong-Zhuhai-Macao Bridge. We also need to
further connect our road systems and our rail systems to
those of the Mainland.

An integrated transportation system will open up the "Magic
Three Hour Zone", the area in the PRD that can be reached
from Hong Kong by land in three hours. This is the Zone in
which it is easiest for Hong Kong companies to invest, for
Hong Kong sourcing and trading offices to access, for Hong
Kong service providers to serve, and for Hong Kong firms
and offices to manage.

Our vision of connectivity goes beyond building links to the
PRD or Guangdong and extends to a much larger hinterland:
the Pan-PRD. Removing obstacles to trade, attracting foreign
capital, technology, management and talent will reinforce
the status of this region as one of the most dynamic economic
centres of China and of the world in the 21t century.

CEPA

We need to look at optimising CEPA. Most would agree that
CEPA is a win-win trade agreement that deepens cooperation,
brings about new business opportunities and enables the
long-term development of the Mainland and Hong Kong.

The opening of the Mainland market means more business
opportunities for Hong Kong while investment and talent
from Hong Kong to the Mainland bring first-class professional
expertise and an international outlook to the Mainland
enterprises. In order to have a fuller appreciation of the
agreement, a consultative platform should be established
to allow major business associations to share experiences
on trade and investment facilitation measures and problems
encountered relating to CEPA implementation. Meanwhile,
more research on the benefits of CEPA should be conducted
to facilitate CEPA promotional work, and ways should be
explored to capture new opportunities in the light of the
Mainland's trade and investment liberalisation arising from
multilateral trade negotiations and new trends in world trade.

Air Quality

Determination to address environmental problems is a
universal phenomenon. Hong Kong is no exception. The
deterioration of air quality in the region threatens not only
people's health and quality of life, but also the region's
attractiveness to international business and tourists. | am
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delighted to see that the Hong Kong and the Mainland
governments as well as the business community have been
working to solve this problem. Yet, more measures are needed
to address this pressing issue. Hong Kong must strengthen
its communication with Guangdong, build up a tripartite
cooperation among government, business sector and the
general public, and take the lead in implementing exemplary
measures.

Conclusion

We recognise the importance of cooperation between Hong
Kong and the Mainland to our mutual growth and
development. Long-term partnership is no easy task. Long-
term planning and coordination are pivotal in our relationship.
At the Business Council, we are engaged in seeking both
short and long-term initiatives addressing issues of mutual
interest. These initiatives will require the support of the
authorities and business communities in Hong Kong and the
Mainland.
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