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Ports, airports and bureaucrats
Restructuring Hong Kong and Guangdong
Hong Kong and Guangdong Province�s fortunes have become intimately tied.
Hong Kong continues to provide the capital and expertise for development
across the border, especially in the Pearl River Delta, for the creation of what
is likely to be the world�s most efficient supply-chain system in light
manufacturing industries.

To support this dynamic region, a unifying vision and system to manage
growth is desperately needed. Hong Kong�s future will likely be defined by
how the region develops and what role the city assumes in shaping that
development.

Spatially, the Pearl River Delta has already become one metropolis.
Administratively, it remains a nightmare with many jurisdictions. These units
have become used to competing with each other using supply-led
approaches, which is susceptible to waste and mismanagement, as seen in
the spate of airport building in the 1990s. There are five airports within a
radial distance of 100km.

Road, rail lines, bridges, ports and container terminals are being built to
improve links within the region. The opportunities to discover the benefits of
collaboration among the authorities are there for the taking. The most
innovative strategy has so far come from Hong Kong�s airport authority to
spearhead an alliance with the other four regional airports to explore greater
efficiency. It is still early days, but this development needs to be closely
monitored as it possibly points the way to deepening collaboration across the
board.

With healthy trade projections for the foreseeable future, those companies in
transport-related businesses are likely to do well. Companies and red chips
listed in Hong Kong, dominate air cargo and container-terminal services in the
whole region. Container-terminal handling charges are high in both Hong
Kong and Shenzhen, indicating that cross-owners are maximising profit at
both ends. Shippers are alleging price fixing and lobbying hard for a
competition law in Hong Kong. Their public punch-up needs to be watched
because it provides insight into an important sector of business. How the
Hong Kong authorities deal with growing demand for a more competitive
environment needs to be monitored as well.

Linked fortunes

Managing development

Messy governance

Integration proceeds by
force of circumstance

Container-terminal
handling charges remain

contentious
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The future is about �flow�
Hong Kong�s fortune appears to be increasingly tied to its hinterland. While it
is becoming more embedded in its regional metropolitan space in the Pearl
River Delta, Hong Kong must also continue to expand its international
networks to maintain a leadership role.

The paradox is that Hong Kong has to become simultaneously more local and
more global. Its immediate geography and culture requires it to develop
location-specific skills. Yet as a dynamic centre of global trade and finance, it
must adapt to the needs of multinational business.

Hong Kong�s role is to be a super-connector and super-conductor of new
economic and social opportunities for residents and the global community.
This is where the development and provision of high-end services becomes
critical � everything from trade and financial services to the arts, recreation,
health care and education. In other words, Hong Kong must enlarge its reach
based on flows of all kinds � people, information, ideas, knowledge, goods,
services, capital as well as technology.

This report looks at one aspect of flow � trade and the major trade-related
services, such as import/export, logistics, transportation and ports and
airports. Growth will come from seeking new market opportunities rather than
just protecting existing share. To increase flow, Hong Kong needs to look at a
faster pace of liberalisation, such as opening up air services further, and
promoting competition in those sectors still dominated by cartels.

Economic integration with mainland China
Hong Kong�s economic links with the mainland have expanded rapidly since
the 1980s. With 46 months of continuous deflation in Hong Kong, private
consumption is weak and economic gains are driven by external demand.
Hong Kong provides the capital, organises production capacities, manages
manufacturing and supplies production-related services to industries across
the border, particularly the Pearl River Delta. According to the Hong Kong
Trade Development Council, possibly 55% of the FDI stock in China is owned
by Hong Kong entities that collectively employ anywhere between three and
five million people across the border.

The three areas to note are Hong Kong�s re-exports, offshore exports and
other production-related services exports. Trading (import/export) activities
are classified as services. Together, they provide insight into the flows from
which Hong Kong generates and profits. They also tell a large part of the
story of economic integration between Hong Kong and the mainland.

Hong Kong is now the undisputed trade and international fundraising centre
for the country. The trade numbers are impressive. Hong Kong mediates
about 40% of China�s external trade. Hong Kong�s manufacturing and trading
SMEs control the city�s re-export trade, which now accounts for over 110% of
GDP. In addition, the size of offshore trade is at least as large today and
growing according to the Trade Development Council. We estimate that Hong
Kong�s offshore manufacturing operations profit some US$20-30bn that is not
necessarily repatriated back to Hong Kong. The city�s GNP is therefore
understated, as there is huge liquidity that is potentially available from this
profit waiting for opportunities.

Hong Kong needs to
expand international
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Trading is actually a highly sophisticated business where the largest margins
are made because good traders know how to capitalise on information they
have about opportunities. Good examples include Li & Fung and Noble
Resources. Government statistics show that Hong Kong�s SMEs make
healthy merchant margins on offshore businesses. In 2000, Hong Kong�s
earnings from offshore trade amounted to US$11bn with gross margin from
merchanting at US$9bn. Thus, even if less physical trade is routed through
Hong Kong in the future, Hong Kong companies can still make good money
from merchants.

The point to note is that by-and-large, the Hong Kong SMEs control much of
the production capacities in light industries in the Pearl River Delta. They have
no competition in the provision of various production-related services exports
because a substantial chunk is provided by the parent company in Hong Kong
to its subsidiaries, affiliates and sub-contractors across the border. Thus,
when China exports do well, Hong Kong�s services do well.

More than one-sixth of Hong Kong�s workforce is engaged in trading, and
collectively this sector contributes nearly 20% to GDP. If on top, we add the
related services, such as financing, insurance, transportation, advertising and
marketing, the total impact of Hong Kong�s trading and trade-related
activities make up a substantial chunk of its economic activities. Services
contribution to Hong Kong�s GDP now stands at 85.6% in 2000, from 74.5%
in 1990. Hong Kong is probably the most service-oriented economy in the
world.

Hong Kong�s services exports stood at US$40.72, its imports at US$24.55 in
2000. Together, Hong Kong had an invisible surplus of more than US$16bn, or
10% of GDP. Between 1997 and 2001, trade-related services on average grew
10.9% annually. It should also be noted that the value of Hong Kong�s service
exports is about double that of goods. In the year 2000, the value of service
exports was US$41.4bn (HK$323bn) and goods exports was US$19.6bn
(HK$153bn).

Hong Kong and Guangdong�s economic relations
With Hong Kong�s investment and expertise, Guangdong Province�s growth
over the past two decades has been nothing short of stunning. Its GDP today
is already larger than Singapore and South Africa. Guangdong generates 40%
of China�s export value and receives 30% of its FDI.

Guangdong, particularly the relatively wealthy Pearl River Delta, is now a
growing consumer market waiting to be tapped with various Hong Kong-
based groups already making significant inroads, such as Convenient Retail
Asia (CRA), Watson�s, 7-Eleven, Giordano, Texwinca and a new listing
coming up, Ports International, to name a few.

It is clear that Hong Kong and Guangdong actually form one metropolitan
region. But administratively, it remains messy with multiple authorities all
looking out for themselves. How Hong Kong and Guangdong can work
together will determine whether they can define a clear vision for South China
that will enable them to continue to stay ahead of other regions in China and
beyond.
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A much needed unifying vision
Hong Kong and Guangdong Province are discussing various billion-dollar rail,
road and bridge plans so that the Pearl River Delta can be better integrated
physically. Port and airport projects are also being planned on the other side
of the border, some of which are designed to compete with Hong Kong.

There is no single authority with control over these matters. The involvement
of numerous jurisdictions with supply-led mindsets presents a planning
nightmare. The lack of leadership and weak coordination remain problematic,
and susceptible to resource wastage and mismanagement.

What is sorely lacking is the kind of political leadership that can galvanise the
many local authorities in the Pearl River Delta to put collective interests over
parochial ones. It is becoming critical to further regional development that
Hong Kong and Guangdong come to a clearer understanding of how to
leverage their strengths. The difficulties involved cannot be underestimated:

� The administrative structure in the Pearl River Delta is possibly the most
complex in the world with multiple authorities having varying degrees of
autonomy particularly in economic matters;

� There are gaps in expectations among the authorities � Hong Kong tends
to be more market oriented, whereas mainland parties have central-
planning approaches; and

� There are those with large, competing, ambitions in the Pearl River Delta,
most notably the municipality of Guangzhou, with their ideas of
developing heavy industries at Nansha, whose plans are pure machismo.

An early hopeful sign is the five airports in the region putting forward a united
front internationally. At the Air Cargo Forum 2002 held in Hong Kong in
September this year, the airport authorities of Hong Kong, Shenzhen, Zhuhai,
Guangzhou and Macau went by the name of A5 to tell the world that they
now have an alliance to exploit opportunities.

Life continues in the meantime
The Pearl River Delta is an incredibly busy region for passenger, ocean freight
and air cargo movements � all part of serving the highly efficient production
lines that churn things out for export. The region�s imports are also rising
fast. Hong Kong�s container terminals and airport are the busiest in the world.

Hong Kong�s SMEs, such as Li & Fung, want the Pearl River Delta region to
become the world�s No.1 supply-chain system delivering higher quality,
competitively priced (not necessarily cheap), light industrial products for the
international markets. The region can aspire to this goal, because it has a
strong group of Hong Kong companies constantly improving their
management capabilities on Quick Response Manufacturing (QRM). By
shortening lead times, they can get goods to market swiftly, thereby saving
overall costs. Speed of response becomes a competitive strategy.

Apart from strong management, sophisticated logistics services are also
essential to shortening delivery times. Transportation-related services are key
growth areas. The IMF estimates that 12% of world GDP comes from logistics
activities. In China, the estimate is much higher � 17% to 20% - because of
its relative inefficiency. Hong Kong companies such as Hutchison Whampoa,
Swire Pacific, Wharf and Hopewell have been investing aggressively in
ports or roads across the border, as have red chips China Merchants and
COSCO, which are Hong Kong-listed companies.

Lots of infrastructure
planned�

� but no unifying plan

Lack of leadership is not
helping

But "A5" airport strategy
points to positive

collaboration

PRD as world's No.1
supply-chain system with

top QRM capability
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Flows by air �
Air-cargo movements are increasing by leaps and bounds as exporters turn to
air deliveries as a response to fast-changing technology and fashion
demands. Buyers prefer to place small orders at the last minute. 27% of the
value of Hong Kong�s trade is already handled by air. Air cargo is slated to
grow at over 20% per annum and is one of the leading reasons for the
recovery of airlines like Cathay Pacific.

In 2001, the Hong Kong International Airport (HKIA) moved more than 33
million passengers and 2.12 million tonnes of cargo. Its master plan
envisages expansion over the next 20 years to build facilities to accommodate
87 million passengers and 9 million tonnes of cargo. A major new
international capacity airport will be completed in Guangzhou in late 2003
with a capacity for 25 million passengers and 1 million tonnes of cargo.
However, it seems unlikely that the new Guangzhou Baiyun Airport will unseat
the dominance of Hong Kong International Airport with its well-established
and extensive airline-network advantages.

The growing collaboration between Hong Kong and Guangzhou airports, as
well as with the other three smaller airports in Shenzhen, Zhuhai and Macau,
should be closely monitored. It will be interesting to see if their efforts
succeed in maximising opportunities for the Pearl River Delta as a whole, as it
is a highly innovative strategic move and the brightest spark in the Hong
Kong-Guangdong collaboration.

In an attempt to encourage flow, the Hong Kong government has dropped its
�one airline, one route� policy, and instead adopts a policy of progressive
liberalisation in allocating route rights. Approval will only be given if the
government is convinced that there is sufficient demand to warrant more
capacity. There is an ongoing heated debate as to whether this gradual
approach benefits Hong Kong�s overall interest to become an even bigger air
hub centre. A faster pace may be appropriate.

� and by sea
Ocean freight is more complicated. Throughput at Hong Kong�s container
terminals had been dropping until this year when China exports picked up
significantly. The Kwai Chung terminals will do well this year and probably for
the next 12-18 months as exports and re-exports remain strong. Shenzhen
terminals have been growing dramatically � Yantian, the largest of the
Shenzhen container ports, is currently working at nearly twice its handling
capacity.

There is a palpable fear in Hong Kong that the neighbourhood ports will usurp
its position since services across the border cost less. While Hong Kong�s
throughput still ranks first in the world by a long stretch, Shenzhen�s total
throughput has leapt ahead. For example, its container ports (Yantian,
Shekou and Chiwan) together ranked eight in the world, and are expected to
replace Los Angeles for seventh place by the end of the year, or perhaps even
slot into sixth place by edging ahead of Rotterdam.

Air cargo to grow 20%
per annum

HKIA is the dominant
airport in the region

PRD airport collaboration
is worth watching

Hong Kong may wish to
open up air services

faster

Will Shenzhen's port
take over Hong Kong's

No.1 ranking?



Section 1: The future is about �flow� Linked fortunes

8 cloh@civic-exchange.org October 2002

Shenzhen ports are surprisingly expensive
The surprising thing is that Shenzhen ports are in fact very expensive. They
only look cheap when compared to Hong Kong�s terminal handling charges,
which are the highest in the world. Shenzhen terminal prices are the second
highest in the world when prices should actually be much lower.

There is evidence that the terminal operators, who have by-and-large the
same interests as those running Hong Kong terminals, keep prices across the
border artificially high. By keeping Shenzhen prices high, they are in fact
propping up their Hong Kong profit, which remains considerable. In other
words, they are maximising earnings at both ends.

Hong Kong SMEs are angry that they have to pay the highest prices because
they would otherwise be even more competitive. There is a continuing feud
between local shippers, the shipping lines (who collect terminal handling
charges) and the terminal operators.

Hong Kong companies and a handful of mainland companies dominate the air
and ocean transportation business on both sides of the border. The Hong
Kong companies have been at it for many years and as operators, they are
among the best in the world. In the short term, earnings from their ports and
terminals businesses are going to do very well. The question is whether in the
longer term, the monopoly profit of the operators will be threatened if new
players are given rights to develop new facilities and a competitive
environment is put in place by the authorities. But it does not look like this
will happen any time soon.

Shenzhen ports are
second most expensive

in the world

Cross-border ownership
has led to price-rigging
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A planning and governing nightmare
The Pearl River Delta region is an extraordinary area. It is Asia�s version of
the �land of milk and honey�, occupying about one-third of Guangdong
Province with 27 million people. Three rivers coming together created
9,000km2 of coastal plain as they run into the South China Sea. Their region�s
official demarcation in 1985 provides for a total area of 41,698km2. It has
some of China�s richest alluvial soil, and with a tropical climate, the region is
a leading producer of many agricultural products.

Since the 1980s, this area has been transformed into a light industrial export-
oriented region � possibly the most efficient in the world. Signs of
development are the thousands of kilometers of new highways that have
been built and growing clusters of population along road corridors. Urban and
rural boundaries have blurred to a great extent.

Rise of regions
The reason that regions have become important is the result of the relocation
of the developed world�s assembly lines to the developing economies in a
process of economic globalisation. The Pearl River Delta has become such a
good production machine because it has Hong Kong to provide the various
producer services, as well as the physical and soft infrastructure to facilitate
large-scale business activities. Thus, the region has become the most
significant economic unit within China (contributing 40% in export value) as
well as one that competes with other regions outside China.

 Is �integration� real or superficial?
The Pearl River Delta region is one geographical, environmental, cultural and
economic area sharing a single space. It is arguably already a �megacity� but
for its complex and messy administrative jurisdictions, it is not ranked as
such alongside greater New York and metro Tokyo.

In planning terms, it is extremely difficult to plan for a metropolitan area
without a system of metropolitan government. We are not referring to
socialist central planning where there is an inflexible blueprint, but rather a
dynamic policy-led strategic-planning process based on partnership,
collaboration and participation among the stakeholders.

While there is much talk about better �integration�, particularly between Hong
Kong and the Pearl River Delta, it is still mostly rhetoric. A key problem has to
do with the numerous jurisdictions within the Pearl River Delta that try to
outdo each other in building infrastructure, rather than look critically at
demand. Hurdles to achieving sensible planning include:

� Lack of unifying vision among the various authorities

� Gaps in expectations among the stakeholders

� Existence of the �border� separating Hong Kong and Macau from their
hinterland

� Competing perspectives between Hong Kong and Guangdong

� Different economic approaches between Hong Kong (market-oriented)
and Guangdong (government-led)

� Conflicting interests among Hong Kong businesses

� Lack of leadership

PRD is the land of "rice
and fish"

Hong Kong turned PRD
into manufacturing centre

PRD is already a
"megacity" with a

complex and messy
governance structure

The local jurisdictions
know how to compete,

but do not know
how to collaborate
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Collective interests are not easy to calculate and even harder to sell
politically. The challenge for the Pearl River Delta, as a whole, is whether the
authorities can identify and agree on the collective advantages of greater
integration over parochial interests, which will only hold the region back,
because scarce resources will not be properly directed. There has already
been considerable wastage such as the airport building binge in the second
half of the 1990s.

Multiple administrations

The Pearl River Delta probably has one of the world�s most complex
administrative systems. Hong Kong and Macau can operate with a high
degree of autonomy from central control. Guangzhou and Shenzhen enjoy the
same level of power as Guangdong Province in managing their economies.
The cities have grown used to competing with each other over the past two
decades. Admittedly, competition has created the dynamism in the region,
but learning to collaborate is proving to be a hard lesson.

Figure 1

Multiple administrative systems

One space, many systems
� Two Special Administrative Regions � Hong Kong and Macau

� One municipality, which is also the provincial capital � Guangzhou

� Two Special Economic Zones � Shenzhen and Zhuhai

� Six medium-sized cities - Dongguan, Foshan, Zhongshan, Jiangman, Zhaoqing,
Zhongshan and Huizhou

� Sixteen county-level cities

� Three counties

� Three urbanised towns
Source: Mee Kam Ng, University of Hong Kong, 2002

Hong Kong�s neighbours
Guangdong�s has never had the respect that it deserves, both within China
and from foreigners. At the tip of South China, it is just too far away from the
seat of power in the north. Its connection to the overseas Chinese community
and proximity to capitalist Hong Kong was a distinct disadvantage from the
1950s to the 1970s, when Beijing preferred to invest in heavy industrial
construction in the north and interior.

What was a disadvantage then is not so bad today. Guangdong is not
encumbered with the legacy of loss-making heavy industrial enterprises that
continue to hold back the development of other parts of China. Its proximity
to Hong Kong, Macau and Taiwan as well as its roots to the highly
entrepreneurial overseas-Chinese community has turned Guangdong into
what it is today. Its contribution to the national economy is substantial: 40%
of exports and 30% of foreign direct investment.

Moreover, it is precisely because of its good connection to the successful
overseas-Chinese community, 80% of whom originated from the Pearl River
Delta, that Guangdong has been able to develop so quickly. Indeed, some
Chinese scholars now believe Guangdong will reach developed-world status
by 2016. Niu Wenyuan of Beijing�s Academy of Sciences predicted earlier this
year that by then, the province will have attained the living standard of a
medium-level developed country.

Providing disproportional
contribution

Developed-world status
by 2016

Parochial versus
collective interests

Guangdong's lament
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Confluence of money and migration
The Pearl River Delta is blessed with money coming from the outside and
labour coming from within China. The region has been able to both go up the
value chain, and maintain an attractive cost structure.

The relocation of Hong Kong�s manufacturing there represents a substantial
transfer of resources and know-how. As manufacturing capacities grew,
Guangdong�s appetite for labour increased, thereby attracting large numbers
of migrants from other parts of the country. Among the migrants are those
from poor rural areas (mainly women aged between 17 and 24 looking for
manufacturing jobs) as well as educated workers working in technology-
related employment. For example, Shenzhen�s population is 4.69 million, but
3.37 million of them hold �temporary residency permits�, indicating that they
came from another area. In the case of Guangzhou, its population is 9.94
million, and 2.9 million of them are temporary residents. While some factories
are Dickensian, producing low-end consumer products, there are others with
very good working conditions making high-tech goods.

The Guangdong Provincial Economic and Trade Commission and Statistics
Bureau reported in June 2002, that 48 out of the province�s top 50 firms in
terms of revenue were located in the Pearl River Delta. Twenty were located
in Guangzhou, 17 in Shenzhen, five in Shunde, three in Huizhou, two each in
Zhuhai and Maoming, and one in Dongguan. Thirteen of them were partly or
wholly owned by outside investors.

Nansha � Guangzhou�s folly?
Despite its success, Guangzhou city has grand plans to catch up with Hong
Kong. Announced in October 2001, its strategy is to develop Nansha, an
island at the mouth of the Pearl River Delta. The Guangzhou municipal
government wants to build not only a 40-berth deep-water port, but also
heavy industrial facilities in the coming decade. The port project alone is
estimated to cost US$3.5bn. Hong Kong�s investors are already committed to
other ports in Shenzhen across the border. Other investors are going to have
to decide whether the region can use more port capacities. The port project
requires central government approval, which has yet to be received.

As for heavy industry, Guangzhou wants to develop petrochemicals
(notwithstanding Shell and CNOOC who are already in a joint venture on a
plant in neighbouring Huizhou) and even iron and steel, when such activities
will add little to the city�s development but bring substantial environmental
damage. There appears to be a fear that Guangdong has reached the limits of
growth as a light industrial manufacturing centre, and that something
different will be needed.

Macau � Not to be forgotten
The former Portuguese colony�s ambition is to be Asia�s adult playground. Last
year, it received 10 million visitors. This year, it expects 12 million. Macau has
a long history in gambling � running casinos as well as dog and horse races.
Now it wants to be the Las Vegas of Asia, providing convention facilities and
golf courses. With parts of the city having a distinctive Mediterranean touch
and sensitive urban design, this small place has found a niche amongst
giants. Recently, the Macau authorities proposed to the Central People�s
Government and the Guangdong Provincial Government that it would jointly
develop Hengqin Island, just off Zhuhai�s coast, with the Zhuhai authorities to
turn the island into a visa-free zone to attract more visitors.

Guangdong�s top firms
are all in the PRD

Hong Kong's relocation of
its manufacturing

industries

Guangzhou's machismo

Macau's modest vision as
an adults' playground
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Shenzhen � The fastest growing city
Shenzhen is Hong Kong�s immediate neighbour and has been developing at
an astonishing rate. Between 1979 and 1999, its resident population grew on
average by 13.6% every year from 310,000 to 4m with today�s population at
4.69m. In 1979, there were only 3km2 of built-up area. Today, it is closer to
340km2. In GDP terms, Shenzhen clocked average growth of over 30% over
two decades.

It is easy to envisage Hong Kong and Shenzhen grow together, like San
Francisco-San Jose and Oakland or the Rhine-Ruhr area. Indeed, it is not hard
to imagine that everything between Hong Kong and Guangzhou could become
one unit in terms of a settlement pattern.

Ideas such as linking Hong Kong and Shenzhen are not too far-fetched.
Chinese think tanks have long thought about the possibility, although the
political complexity of how to unite a Special Economic Zone and the Special
Administrative Region has proved daunting. It would be a tremendous boost
to the region if the right political formula could be found.

Hong Kong is the most glamorous city in this emerging metropolitan region,
comparable to Tokyo, Los Angeles and New York in terms of population and
size. Rapid development over the past two decades have made the Pearl River
Delta the de facto metropolitan centre for the whole of South China, which
comprises five provinces (Guangdong, Guangxi, Fujian, Hunan and Jiangxi),
with about the same population as Western Europe.

Figure 2

Comparing metropolitan regions

Area (km2) Population (m)
Pearl River Delta 10,000 27
Tokyo 13,553 32
Los Angeles 16,600 10.50
New York 3,586 18.70
Source: CLSA Emerging Markets

Hong Kong-Guangdong interface
There is a lot of daily interaction between Hong Kong and Guangdong. At a
governmental level, there is daily contact in managing border control,
immigration, security, as well as food and water supply. Frequent contact in
environmental protection and economic issues take place. There are also
several high-level government-to-government committees on cross-boundary
liaising and infrastructure coordination.

Contact is intense at a non-government level, covering trade and
investments, tourism, as well as professional, academic and cultural
exchanges. Lo Wu, the main border crossing to Shenzhen, handles about
250,000 passengers daily, with numbers surging to 325,000-plus over holiday
seasons, making it the busiest in the world. Vehicular crossing points handled
over 31,000 vehicles per day in 2001.

Hong Kong people made 50 million trips to Shenzhen and spent US$3.526bn
(HK$27bn) shopping last year. As Hong Kong welcomes more and more
mainland Chinese tourists, Shenzhen has plans to lure Hong Kong folks to go
across the border for recreation. As part of Shenzhen�s 10th Five-Year Plan
(2001-2005), it wants to turn its east coast beaches over the next 10 years
into a �Golden Coast� resort area reachable from Hong Kong by road, ferry or
sailing boats. The area covers 352km2 with 142km of coastline.

Emerging metropolitan
area

Shenzhen's astonishing
growth

Lo Wu is the world's
busiest border crossing



Section 2: Planning and governing nightmare Linked fortunes

October 2002 cloh@civic-exchange.org 13

The �boundary�
The politically correct term for the border separating Hong Kong and
Shenzhen is called the �boundary�. It is the visible expression of the �one
country, two systems� principle that separates Hong Kong from mainland
China. Its main purpose is to maintain the �high degree of autonomy� for
Hong Kong from direct Chinese control. Thus, crossing the border is like going
to a foreign country with immigration control on both sides.

What separates Hong Kong and China is much more than just the physical
border. They work under totally different political, legal, economic and social
systems, and thus have very different mindsets and perspectives. The gulf in
outlook is what is the hardest to bridge, as it goes to the core of their beings.

From Guangdong�s point of view, it expected to see much more Hong Kong
government involvement in promoting investment and cooperation after
1997. Guangdong� governor, Lu Ruihua, takes a government-led rather than
market-led approach to development, which is hardly surprising in view of his
background of central-planning tradition. Hong Kong�s tradition is, in contrast,
one of limited government in managing economic and social development.

Thus, the word �integration� is interpreted quite differently between
Guangdong and Hong Kong. The former believes it should mean Hong Kong
forming a part of Guangdong�s overall development plan now that Hong Kong
is a part of China with its future tied to the Pearl River Delta. The latter sees
�integration� to mean consolidation of its position as a transport hub for
South China and financial centre. Hong Kong�s interest is in improving cross-
border matters, such as the efficient management of border crossings, joint
efforts in detecting criminal activities and the promotion of tourism for
mainlanders to come to Hong Kong. Thus, when the word �integration� is
used, Hong Kong�s cautiousness is understandable.

Moreover, Hong Kong society has not reached a consensus on what
�integration� should mean. In the business sector, those with a free-market
orientation want to see better government exchanges to facilitate investments
in the mainland, reducing red tape, easing immigration hurdles for companies
who want to hire mainland talent, and coordinate infrastructure building.
Other interests want the government to provide them with subsidised land,
such as developing a �logistics park� in the New Territories, and to adopt a
supply-led approach to building infrastructure in order to fight competition
from Shenzhen ports. Even more extraordinary is that some sectors in Hong
Kong are calling for the government to subsidise manufacturing to attract
manufacturers to relocate production in Hong Kong.

Different mindsets in
looking at "integration"

The border is more than
just a physical boundary
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Figure 3

Hong Kong�s neighbours � In their own words

�Some people say that Guangdong will become the largest workshop in the world. I think
this can be true, given our workforce and capacity to produce�.

�In the past, we were positioned as the factory with Hong Kong as the shop. Now, new
thinking should be adopted for cooperation between the two sides.�

Lu Ruihua, Guangdong Provincial Governor, 2002

�History has taught us that more opening up and more competition will result in better
development from both sides � Our two hubs exist both in competition and cooperation. We
have expressed our willingness to cooperate with Hong Kong ... The exchange of people,
materials and finance between two such great cities is unique�.

Lin Shusen, Mayor of Guangzhou, 2002

�We don�t have too much ambition � given our population and limitations. We want to
become a convention, entertainment and gaming centre in the region.�

Edmund Ho, Chief Executive, Macau, 2002

Rail, roads and bridges
Currently, the only rail connection between Hong Kong and China is the 25kv
electrified double-track crossing at Lo Wu. Surprisingly, this caters for only
eight through trains and about 10 freight trains. Compared to London, Paris
and New York, this is remarkably little for a city of 6.8 million people
connected to a hinterland of 27 million and a province of 70 million people.
Currently, the through train only carries about two million passengers
annually. Whereas, 90 million crossings are made on the Kowloon Canton
Railway (KRC), which stops at Lo Wu and passengers walk across the
checkpoint. The KRC is constructing the Lok Ma Chau Spur Line to take
people to a new checkpoint where it will be possible to interchange with the
Shenzhen metro. This new line is expected to open in 2007-2008.

Guangdong and Hong Kong have agreed to jointly study a high-speed rail link
between Guangzhou and Hong Kong, which could reduce travel time between
the cities to 30-40 minutes. Guangdong is also considering an additional
heavy rail line between Hong Kong and Guangzhou. When the Guangdong
Provincial Governor, Lu Ruihua, visited Hong Kong in August 2002, he
announced that Guangdong would build a light-rail network linking
Guangzhou, Hong Kong and Macau. Work for the first line would begin soon
and the line would run from Guangzhou to Foshan, and the second would run
to Dongguan, Shenzhen and then Hong Kong. A third line would go to Macau.

Rail plays second fiddle �

� but lots more on the
drawing board
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Figure 4

Cross-border railway network

Source: MVA Hong Kong Ltd

What has caught the limelight in recent weeks is the discussion on roads and
bridges. There are currently three crossing points from Hong Kong to
Shenzhen at Lok Ma Chau, Man Kam To and Sha Tau Kok. A new dual three-
lane road link � the Shenzhen-Hong Kong Western Corridor - is being built
and will be completed in 2006. This will result in a westward shift of cross-
boundary movements, with stimulus for Lantau Island and the airport.

In the longer term, there are ambitious plans to link the two banks of the
Pearl River. The Lingdingyang Bridge could connect Hong Kong (at Tuen Mun)
to north Zhuhai. This proposal has been on the books for some years and was
proposed by China, but Hong Kong never showed much interest. Hopewell
Holdings� chairman, Gordon Wu, has proposed a different link recently. Wu�s
proposal is to link Zhuhai and Macau to the western tip of Lantau as part of a
major container port and logistics-development strategy. If built, it could
fundamentally alter travel plans in that part of the Pearl River Delta. Wu�s
general idea appears to have won general support, including support from a
number of Hong Kong government officials � although for it to succeed, the
relevant mainland authorities in Beijing and across the border would also
need to agree to this alignment in favour of the Lingdingyang Bridge.

Bridges over the
Pearl River
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Figure 5

Cross-border roads and bridges

Source: MVA Hong Kong Ltd

Emerging challenge
While Guangdong and Hong Kong have expressed a desire to cooperate, the
institutional framework for cooperation needs a lot more fine-tuning. The
challenge for them is to tap regional synergies to create a highly competitive
Pearl River Delta region. Economic and social integration is proceeding at a
steady pace, which is putting pressure on the authorities to find a way for
effective metropolitan governance in the midst of so many jurisdictions all
asserting their own interests. Indeed, the complexity of the issues involved is
only now unfolding.

As Thomas P. Rohlen of Stanford�s Institute of International Studies aptly
notes in 2000: �The government of very large metropolitan regions is always
complex and messy, but the Pearl River Delta region is on its way to
becoming the most complex and messy. Though it is one of the most rapidly
growing urban areas in the world, with enormous future potential, it
desperately needs a system to manage and direct this dynamic growth.  Hong
Kong�s future place as part of the Chinese economy will undoubtedly be
defined by the way the Delta develops, and by the role Hong Kong assumes in
shaping that development. The practical, technical problems and challenges
are not difficult to grasp, but coordination and leadership remain problematic,
daunting, and easily susceptible to mismanagement.�
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Ocean freight movements
In terms of ocean traffic, Shenzhen�s container throughput is set to surpass
Hong Kong's during the next two decades. This trend is what has led some
analysts to say that port operation is a �sunset� industry in Hong Kong. The
critical question relates to port ownership on both sides of the border. After
all, Hong Kong port operators essentially control port operations in Shenzhen.
How are they maximising profit in both places?

It should be noted that port services are there to serve manufacturing in the
Pearl River Delta. Currently, the container ports in Hong Kong and Shenzhen
are busy because of strong Chinese exports, much of which is controlled by
Hong Kong�s SMEs. With China�s own consumption rising, imports are also
likely to remain healthy. Shippers and consumers ultimately pay for the prices
charged by the port operators. Container terminal charges in Hong Kong and
Shenzhen are the highest in the world. There is a lot of controversy
surrounding terminal handling charges, which is discussed in this chapter.
Shippers have long complained that their competitiveness is being eroded by
the monopolistic practices of the terminal operators, with the acquiescence of
the Hong Kong authorities.

Potted port history
A look at China�s long coastline shows that there are many good deep-sea
ports � Dalian in the North East, Tianjin and Qingdao in the North, Shanghai
and Ningbo in the middle, and Hong Kong in the South. Hong Kong became
the dominant port because it had international trade and started to build
container terminals in the 1970s when containerisation became the trend.
The first terminal was established at Kwai Chung in 1972. Coupled with China
opening up her economy in 1979 and Hong Kong�s manufacturing industry
relocating across the border, the Pearl River Delta grew into a substantial
export production zone. Today, 80% of Hong Kong�s port cargo originates
from the Pearl River Delta area.

As port facilities in China were primitive and importers required
containerisation, Hong Kong�s container port became critical for Chinese
exports, including goods originating further away than Guangdong. Feeder
ships and barges from China discharged cargo in Hong Kong, which were then
reloaded into container vessels. Thousands of trucks moved cargo from China
to Hong Kong. With Hong Kong handling a large chunk of China trade cargo,
Hong Kong quickly became the world�s busiest container port.

Presently, Hong Kong�s port is served by over 80 international shipping lines
providing some 380 container shipping services to over 500 destinations in
170 countries. Hong Kong has four container terminal companies currently
operating eight container terminals with a total of 18 berths at Kwai Chung
and Stonecutters Island. Total capacity is estimated to be around 25 million
TEUs. Container Terminal 9 is under construction and will add six new berths
when it is completed in 2003-2004, adding 2.4 million TEUs of capacity per
annum.

Are container-terminal
services a "sunset"

industry in Hong Kong?

Need to understand
cross-border, cross-
ownership interests

Hong Kong's container
ports were established

in the 1970s
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Figure 6

Hong Kong�s four container terminal operators

Hongkong International Terminals (HIT) is the largest operator working 10 berths. HIT and
Chinese shipping company, Hong Kong-listed China Ocean Shipping Company (COSCO),
operate two additional berths under a HIT-COSCO joint venture. Thus, with 12 berths
under its control, HIT is by far the largest. HIT is the flagship of Hutchison Ports Holdings,
which in turn, is part of Hutchison Whampoa.

Modern Terminals Limited�s (MTL) shareholders are Swire Pacific, Wharf, Hong Kong-
listed China Merchants and the privately held Jebsen & Co. MTL operates five berths.

The smallest operator is CSX World Terminals, which is a joint venture between US
container shipping line Sea-Land Services, Inc, Orient Trucking (a Hong Kong haulage
company), and ATL Logistics Hong Kong Ltd, which is itself a joint venture between CSX
World Terminals, Hongkong Land, New World and Sun Hung Kai Properties.

Asia Container Terminals (ACT) will operate two out of the six berths at Container
Terminal 9. Shareholders are Pacific Ports, Sun Hung Kai Properties, Hongkong Land and
Sea-Land Services. HIT and MTL will both operate two berths each.

Source: CLSA Emerging Markets

Hong Kong�s container throughput grew from five million TEUs in 1990 to
17.83 million TEUs by 2001 with 11.3 million TEUs being handled at Kwai
Chung and the rest by ocean and river vessels. As of the end of 2001, about
64% of Hong Kong�s container cargoes were handled by the container
terminals, 19% by river trade operators and 17% by mid-stream operators.

Shenzhen�s port development
In the 1980s, the Shenzhen authorities decided to develop its own ports in
Yantian, Shekou and Chiwan. With Hong Kong�s SMEs expanding their
production capacities across the border and a strong world economy for much
of the 1990s, the Pearl River Delta became China�s dominant light
manufacturing region. It is unsurprising therefore that starting from 1990,
the throughput volume handled by Shenzhen grew by leaps and bounds
reaching 2.9 million TEUs by 1999 and 5.1 million TEUs by the end of 2001,
4.1 million TEUs of which were containerised.

Figure 7

HK/Shenzhen showing where the ports are

Source: CLSA Emerging Markets

Shenzhen's container
ports are growing quickly
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Shenzhen became the eleventh busiest container port in 2000 and the eighth
by 2001. By the end of 2002, with a forecast of six million TEUs, Shenzhen
could replace Los Angeles for seventh place, or at the rate it is growing,
maybe even Rotterdam for sixth place. Shanghai handled 6.33 million TEUs in
2001 and ranked fifth.

Expansion plans

Chiwan
The smallest port, Chiwan with 13% of the market, showed 88% growth
during 1Q02, already achieving 245,000 TEUs. Shareholders include Swire
Pacific and China Merchants. Its mainland operator, Chiwan Container
Terminal (CCT) forecasts its full-year throughput to be between 850,000 to 1
million TEUs, rising possibly to 1.2 million TEUs in 2003. CCT lured COSCO
from Shekou to CCT earlier this year, which was quite a coup. CCT�s strategy
for growth is to target cargo from the western part of the delta (Shunde,
Huangpu, Zhongshan and Jiangmen) which is traditionally transshipped via
Hong Kong. Chiwan is about four to six hours closer than Kwai Chung. CCT
will bring a new berth online in late 2003 and another berth is scheduled for
2004. Furthermore, there are plans to covert two bulk cargo berths to
container facilities.

Shekou
In 1993, Swire Pacific and P&O took a 50% share in Shekou Container
Terminal�s (SCT) Phase I with other shareholders being China Merchants and
COSCO. MTL, the Hong Kong terminal operator, had the management
contract. Shekou clocked 400,000 TEUs for 1H02 and expects to achieve
about the same as last year at 800,000 TEUs by year-end. Swire, Wharf and
China Merchants are investing in expansion plans for Phase II with two new
berths, which will take SCT�s total capacity to 1.8 million TEUs.

Yantian
Yantian is the largest container port in Shenzhen with Hutchison Whampoa
holding 48% interest. Other shareholders include shipping companies
Maersk, P&O and Evergreen. It is therefore the pacesetter among Shenzhen
terminals in pricing. Its throughput increase since 1999 has been nothing
short of staggering, rising from 1.6 million TEUs to 2.7 million TEUs last year
when its handling capacity is only around 2.2 million TEUs. In 2001, it began
construction on Phase III to upgrade total capacity to 4 million TEUs, but its
operator, HIT, expects to clock 4 million TEUs in 2002. Not surprisingly,
Yantian is experiencing extremely heavy congestion right now.

Hong Kong-Shenzhen port capacities
The efficiency of port facilities in Hong Kong and Shenzhen are vital to
regional economic development. Their interests are totally intertwined, as are
those of the port owners and operators on both sides of the border. Shenzhen
ports are owned and managed by Hong Kong interests. Without Hong Kong
investments and expertise in running container terminals, Shenzhen would
not have come such a long way so quickly. After all, Hong Kong�s container
terminals are among the best managed in the world.

From the Hong Kong terminal operators� point of view, it was natural to invest
across the border. They understood the cargo flow from the Pearl River Delta
and could see how fast the region was becoming a booming manufacturing

Container port rankings
2001

1 Hong Kong
2 Singapore
3 Busan
4 Kaoshiung
5 Shanghai
6 Rotterdam
Source: CLSA Emerging Markets

Hong Kong interests
dominate Shenzhen ports
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hub for light industries. Investing in Shenzhen presented a way for them to
expand their overall business in port services and to block competition.
Between January and June 2002, Kwai Chung�s throughput was 5.45 million
TEUs, up 300,000 TEUs or 1% from last year, and for Shenzhen throughput
was 3.22 million TEUs, up 1.6 million TEUs or a whopping 50% increase.

Despite what is believed by some to be cutthroat competition between the
Shenzhen ports and Kwai Chung, the latter can help to ease the pressure
across the border since Shenzhen ports are already working at full capacity
right now. For example, HIT struck a deal with carriers moving cargoes to the
US to relieve congestion at Yantian by giving them the same rate for empty
containers at its Kwai Chung terminals. This has encouraged carriers to divert
to Hong Kong to unload empties while enabling Yantian to work on loaded
cargo for exports.

Furthermore, terminal shareholders can use ports on both sides of the border
to enable them to maximise profit leading to allegation of price rigging. It
should also be noted that Hong Kong interests are keen to invest across the
border to ensure that they keep competition out (see below). Hutchison
Whampoa also announced in August 2002 that it had sold small equity stakes
in some of its container terminals to shipping lines in order to lock in
customers for the longer term. It should also be noted that some major
shipping lines are core shareholders from the beginning.

River trade and midstream statistics
Another feature to note is that all the terminal operators have invested
heavily in midstream operations and Hong Kong�s relatively new River Trade
Terminal. Thus, they have tight control of this entire sector of service
provision.

With the confluence of three rivers flowing into the delta, there are more than
5,000km of navigable waters providing a natural transport system for
shipping and trade. River trade in the Pearl River Delta is truly remarkable. It
involves both containerised and non-containerised cargoes (bulk and others).
At the end of 1990, well over a third of total container movement between
China and Hong Kong was by river, roughly equal in weight to the amount of
containerised freight. Overall, a higher tonnage of freight moving across the
border is moved by river than by road (48 million versus 38 million tonnes in
2001). The HKSAR Government�s Port and Maritime Board expect tonnage to
increase to 70 million tonnes by 2005 and 97 million tonnes by 2020.

The movement of shipping containers by river between China and Hong Kong
has almost tripled over the period 1995 to 2001, from 1.6 million TEUs to
about 4.7 million TEUs a year. Indeed, river trade is now the fastest growing
mode of transporting cargo and containerised goods between Hong Kong and
the Pearl River Delta. It was due to the growth in river trade of containers
that has comprised the largest part of the growth in container traffic handled
by Hong Kong�s port in recent years, thus sustaining Hong Kong as the
world�s busiest container port.

Cross-border ownership
results in their interest to

maximise profit

River and midstream
business is also critical to

Hong Kong
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Figure 8

Laden containers by river 2001

Source: SCMP 28.6.2002

There are over 160 river-trade operators operating 185 berths using eight
public cargo working areas (PCWAs), which provide 300,000 square metres
and 7,200 metre quay frontage, three feeder berths at Kwai Chung container
terminals, and a dedicated River Trade Terminal (RTT) in Tuen Mun. Barge
operators provide 320 daily feeder services linking six river ports and
terminals in the Pearl River Delta and Hong Kong. Midstream shipping refers
to vessels that anchor without docking. Midstream operation throughput has
been hovering around 3 million TEUs since 1996 providing a low quality,
cheap service. There are over 20 operators in this business.

The RTT�s shareholders are Hutchison, COSCO, Sun Hung Kai Properties and
Jardine Matheson. The PCWAs handled 40.5% of river trade cargo in 2001,
the Kwai Chung terminals handled 24%, RTT handled 15% and the rest were
handled by small berths and wharfs, as well as mooring buoys.

About two-thirds of Hong Kong South China cargo is transported to/from the
port by truck. There are approximately 2,800 container haulage companies
with about 14,000 trucks providing cross-border container services.

Terminal handling charges
There has been a longstanding battle between Hong Kong�s terminal
operators and shipping lines and their customers (the shippers) regarding
terminal handling charges (THC). Shippers see shipping lines to be aligned
with the terminal operators. The Hong Kong government is deeply embroiled
in the saga with shippers alleging that its policy favours terminal operators
against the interests of the manufacturing sector.

In 1998, the Hong Kong Shippers� Council lobbied unsuccessfully for a 30%
across-the-board reduction in THC levels. The shipping lines undertook not to
increase THC, provided that the container terminal operators did not impose
increases. In 2001, midstream operations controlled by the terminal

River and midstream
business also dominated

by those operating
container terminals

Longstanding feud
over THC
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operators sought to impose a HK$40 per container service fee, which caused
shippers to take their case public. Complaints were made to the legislature
and Hong Kong Consumer Council. The Consumer Council�s report, published
in July 2002, vindicated the case of the shippers. The midstream operators
backed down, saying that the fee was �voluntary�. Today, the Shippers�
Council continues to demand cuts for THC again.

Shippers� battle against shipping lines
THC are charges collected by shipping lines to recover from the shippers, the
cost of paying the container terminals or mid-stream operators for the
loading/unloading of containers and other costs borne by the shipping lines.
THC thus involves three parties: the terminal operators, shipping companies
and the shippers. The terminal operators charge the shipping lines a fee to
allow them to berth at their terminals (berthing charges) and another fee to
load/unload the containers (container handling charge). Based on the
container handling charge the terminal operators charge them, the shipping
lines charge the shippers a THC supposedly on a cost-recovery basis.
Theoretically, the THC should be equal to the container handling charge. In
reality, shippers say they are charged twice the amount, which is a source of
aggravation for them.

Shippers deal with shipping lines, which deal with terminal and midstream
operators. As such, there is no direct contractual relationship between
shippers and the respective operators. Shippers have been complaining for
years that the shipping lines provide little information about how the THC are
calculated or what services have been provided. Furthermore, in Hong Kong,
several of the largest lines have interests in the terminals.

The Hong Kong Shippers� Council is currently demanding a reduction in THC
from shipping lines. Terminal operators claimed they had lowered THC by
20% to 25% since 1997. While shippers accused shipping lines for disguising
their charges as a cost-recovery mechanism to increase revenue at the
expense of shippers in light of weak freight rates, K Line, one of Asia�s
leading shipping lines with no interest in the Hong Kong terminal, doubted
statements made by the terminal operators that they had lowered charges. K
Line is reportedly �investigating� the claims.

The Consumer Council recommended in July 2002 that the government�s Port
and Maritime Board should widen its role and police agreements between
shipping lines and shippers to ensure transparency, and to safeguard
competition. However, the Port and Maritime Board has declined such a role
by saying that the issues had to be settled between the parties.

Shippers against terminal operators
Hong Kong�s THC are the highest in the world. Shippers � that is, the
manufacturers and cargo owners � have long argued that the level of charges
reflected the existence of a cartel among the port operators. The Hong Kong
government noted in a paper to the legislature that THC is high because
�Hong Kong is unique in the world in that it is fully funded (including the cost
of land formation for the terminal), owned and managed by the private sector
with no direct or indirect government involvement in investment and
management. Thus, the costing of the parties involved in the operator of the
Hong Kong ports would be different from those of their counterparts
elsewhere in the world�.

Shippers not letting up
on their cause for

THC reduction

Why THC is so high �
according to the

government



Section 3: Ocean freight movements Linked fortunes

October 2002 cloh@civic-exchange.org 23

Monopolistic practices?
When the government allotted the development rights to operate a container
terminal, it charged a hefty premium, which the operators had to try to
recover over the years from its customers. However, this is not the most
critical reason for the high prices. Terminal operators were able to maintain
high THC because there was no alternative in South China for containerised
shipment for many years. Hong Kong had a monopoly and those who invested
in terminals made very healthy profit, which is why they paid the government
a large premium upfront. An ongoing debate in Hong Kong is whether the
government should have a competition policy and the appropriate legislation
to prevent the terminal operators from making monopoly profit, thereby
putting importers/exporters at a disadvantage.

Frustrated shippers
Shippers� frustration was publicly aired in 2001 when tempers spilled over
among the various stakeholders. The following is a typical example of their
anger:

�The fundamental problem of high THC is the high berthing charge Terminal
operators impose on Liners �The Hong Kong Government had always
auctioned off port land without any condition that port operators� charges
need to be regulated � Ports are the throats of the import and export
business � Once that throat is held by commercial entities, whose aim
justifying are to maximise profits, the whole city or region can be held at the
mercy of these operators�.

Alex Woo, March 2001
Chairman, Hong Kong Cotton Spinners Association

Why is Shenzhen so expensive?
The issue today that continues to upset shippers is that they believe there is
prima facie evidence of price rigging between Hong Kong and Shenzhen
container ports. Shenzhen�s THC is very high when compared to charges in
Shanghai. The Shenzhen port operators do not have to pay a premium across
the border � they only have to invest in the building of the ports � to put it
crudely, they paid for pouring concrete and equipment. Thus, charges should
be very much lower than they are if the Hong Kong government�s reasoning
and terminal operators� defence is correct. The shippers argue that since the
Shenzhen and Hong Kong port operators are essentially the same interests,
they are keeping Shenzhen THC deliberately high to the detriment of the
competitiveness of the Pearl River Delta-based manufacturers.

Figure 9

THC in major Asian ports (August 2002)

USA USA Europe¹ Europe¹ Asia Asia
20� HK$ 40� 20� 40� 20� 40�

Hong Kong 2,140 2,855 2,060 2,750 1,800 2,650
Shenzhen 1,096 2,087 1,100 2,100 1,096 2,087
Taiwan 1,271 1,589 1,150 1,450 1,096 1,3386
Singapore 788 1,170 720 1,020 788 1,170
Japan 749 936 1,870 2,680 686 1,030
Indonesia 1,012 1,557 N/A N/A 1,051 1,557
South Korea 657 891 620 840 657 891
Malaysia 590 880 480 710 590 880
Thailand 478 718 480 710 478 718
Shanghai 510 680 120 180 113 175
Philippines 85 113 270 340 507 669
Germany na na 1,110 1,110 na na
Netherlands na na 790 790 na na
¹THC for Europe are March 2001 charges.  Source: Hong Kong Shippers� Council

A view from shippers
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From available data, it would appear that the difference in cost for shipping to
the US whether from Kwai Chung or Yantian was relatively small. The two
tables below appear to confirm the shippers� complaint that THC and trucking
charges across the border are priced to the maximum after all the other costs
are taken into account.

Figure 10

Cargo from the West Pearl River Delta (US$ as at mid-2000)

Export a 40�
container to the US

Ex HK Via
truck

Ex HK Via
barge

Ex Shenzhen
via truck

Cost difference
Ex HK by barge vs

SZ by truck
Foshan 3,849 3,607 3,775 Save US$168
Zhongshan 3,922 3,562 3,797 Save US$235
Zhuhai 4,043 3,562 3,882 Save US$260
Jiangmen 3,952 3,620 3,885 Save US$265
Source: HKSAR Government, March 2001

Figure 11

Cost of shipping  a 40� container � Dongguan via HK and Yantian to the US (US$)

FOB HK paid
by consignee

FOB HK
paid by
shipper

FOB Shenzhen
paid by

consignee

FOB Shenzhen
paid by
shipper

Truck to terminal - 516 - 209
Declaration fee - 50 - 7
Documentation fee - 14 - 14
Freight 1,810 - 2,110 -
Destination delivery charge 740 - 740 -
Fuel adjust factor 165 - 165 -
Origin receiving charge - 269 - 269
THC - 369 - 369
Total 2,715 949 3,015 499
Source: HKSAR Government, March 2001

It must also be noted that there is a large difference between 20� and 40� THC
in Shenzhen � the largest among the terminals shown in Figure 9. This would
have the effect of forcing 40� containers to Hong Kong and encouraging 20� to
use Shenzhen. It would seem that artificial pricing at Shenzhen supports the
pricing in Hong Kong where common shareholders operate. Industry insiders
believe the return on capital could be as high as 60%, which if true, supports
shippers� complaint that terminal operation on both sides of the border show
monopolistic tendencies.

The pricing strategy of Hong Kong port operators could be glimpsed from the
dismissal of Han Gang, deputy general manager of Shanghai Container
Terminal in September 2002, who is a representative of the Shanghai
municipal government, a joint-venture partner with Hutchison Whampoa in
port development in Shanghai. Han said publicly that the port operator
overcharged users, causing a controversy. The allegation was denied by the
operator, but it provided an unusual set of circumstances that should be
watched as Hutchison holds 48-70% stakes in ports at Ningbo, Xiamen,
Shenzhen, Zhuhai, Shantou, Nanhai and Jiangmen.

Hong Kong�s port projections
In 1998, the Hong Kong Government updated its projection for container
throughput that was subsequently set aside for being overly optimistic. A
fresh review was done in 2001, which may still be on the high side.

Artificially high prices in
Shenzhen to support

profit from Hong Kong
terminals

An interesting episode
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Figure 12 shows the Hong Kong Port and Maritime Board�s (PMB) projection
for river cargo and ocean cargo from 2000 to 2020. The PMB projected that
cargo movements through the port would increase by 126% in ocean cargo
between 1999 and 2020, which equates to 4% growth per year. Ocean cargo
is the key factor in trade. River trade is considered inland transportation and
should not be included when considering the growth of international trade
activity although the more than doubling of river trade in the Pearl River Delta
will impact on the overall economic activity of the region.

Figure 12

River and ocean cargo handled by HK, 1999-2000 and PMB�s projection to 2020
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A key feature of recent port activity in Hong Kong is the lack of increase in
ocean freight movement since 1995, after almost doubling in the previous six
years as can be seen in Figure 13 below.

Figure 13

Cargo handled at Hong Kong port by mode 1989-2001 (1995 = 100)
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Thus, the context of the projections to 2020 is that near-zero growth for
several years is to become 4% annual growth sustained for two decades. The
explanation offered was China�s accession to the World Trade Organization
(WTO). Accession is estimated to increase trade through Hong Kong by 10%,
spread over four years. The remainder of the 126% increase was not properly
explained. Moreover, the PMB also made forecasts on the ocean cargo portion
of Hong Kong�s container traffic, which it expected an increase of 144%.

Wishful thinking?
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Putting PMB�s projections together with actual data for 1995 to 2001 plus
corresponding information for Shenzhen�s container ports, Figure (*) shows
that there was an increase in ocean container traffic between 1995 and 2000
from 11 million to 13.3 million TEUs, or 3.9% per year. Review of the relevant
data suggest that this was largely the result of increased containerisation of
cargo (not throughput), particularly of goods from mainland China being sent
abroad through Hong Kong. The containerisation rate of these goods
increased progressively from 78% in 1995 to 93% in 2000. There is of course
the likelihood of more throughput through more China trade but the
government needs better research on the likely quantities to guide policies.

Figure 14

Containerised ocean cargo handled at HK and SZ ports � 1995-2001A to 2020F
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Shenzhen�s throughput is expected to surpass Hong Kong�s within 20 years.
After the completion of Container Terminal 9 in 2003-2004, the HKSAR
Government expects to be building more facilities in Tuen Mun or west Lantau
Island. The Economic Development and Labour Bureau has commissioned
consultants to carry out a Study on Hong Kong Port � Master Plan 2020 to
�formulate a competitive strategy� and to finalise the preferred location form
a major container port and related infrastructure�. The study is expected to
be complete before the end of 2003.
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Air transportation
There are major challenges and opportunities opening up for those in the air
transportation business, although the picture is complex and the politics
messy. Hong Kong�s strength over its regional neighbours is that it has a
network of air transportation services, which took many years to establish
and build.

Hong Kong is without doubt the dominant regional air-transportation hub, and
it looks like it will be able to maintain its edge in the foreseeable future,
despite the ambition of regional airports in the Pearl River Delta. An important
driver of Hong Kong�s freight activity is the airport. There has been an almost
continuous high rate of growth in freight handled at the airport since 1989,
with no evidence of slowdown. During the past few years, Hong Kong�s airport
has been the second or third-busiest cargo airport in the world vying with Los
Angeles airport, although Memphis remains the clear leader, but in terms of
international cargo, Hong Kong is already the busiest in the world.

Airports, airlines and airfreight
It is useful to start with looking at the relationship and distinguishing features
between airports, airlines and airfreight:

1. Airports are usually operated independently of airlines and often
owned by the local authorities, although there is a trend to privatise
airports in pursuit of improved management;

2. Airport clients are airlines not passengers;

3. Airlines usually have a network of business relationships with many
airports in various jurisdictions;

4. Airports provide nodal services and often vie with each other to
become �hubs�;

5. Airport-airline relationships reflect airlines� hub selection. Thus,
airports like to attract global carriers and encourage local carriers to
go global.

6. Airlines choose hubs based on (a) Origin-Destination (OD) traffic,
which is dependent on the economic activity of a city and its
neighbourhood; and (b) the density of other airline networks, so that
transshipment opportunities arise (industry term: �intermediation�).

7. 50% of airfreight is carried in the holds of passenger aircraft. Thus,
without massive and expensive expansion of dedicated cargo fleets,
projections of passenger and cargo volumes are interlinked.

Airlines and airports
Globalisation has increased international movements substantially, and
despite the blip as a result of 11 September 2001, both passenger and
airfreight traffic have recovered. The politics of air movements are
complicated and governed by international Air Services Agreements (ASAs),
which countries negotiate to exchange air rights or �air freedoms� with each
other. In practice, small countries and large countries with multiple centres
have a very different set of circumstances. For a small jurisdiction, air rights
to a few gateway cities in a large country do not actually mean its carrier can
compete in the large country�s domestic market. The industry response has
been to form global airline alliances, such as Oneworld and Star Alliance,
where airlines get into another country�s market beyond gateway airports by
sharing codes, seats, routes and airport facilities.

Life in the air

HKIA is overwhelmingly
dominant
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Hong Kong�s stated air rights policy is to liberalise on a gradual and
incremental basis � that is, to allow a few additional frequencies at any one
time. The debate as to whether Hong Kong should adopt a faster pace of
liberalisation is ongoing, often referred to as the �open skies� debate. This will
be explored in the last chapter.

Choice of hubs
Airlines like to use airports that can generate traffic in terms of OD and
transshipment traffic. In a large country or region, major airlines usually need
more than one hub in order to ensure it can capture a high market share of
the business. Hubs are usually dominated by one major airline, which is often
the national carrier although the notion of a national flag airline has faded in
recent years with higher level of privatisation and competition, such as in the
US and even China. High demand regions may have hubs for different airlines
relatively close to each other.

Hong Kong International Airport
Today, Hong Kong International Airport (HKIA) is by far the best-managed
airport and the busiest in China, situated in the Special Administrative Region.
It is the dominant regional air hub serving many airlines. Its strength is the
comprehensive air transportation network that it has built over the years.

HKIA currently offers services for more than 65 airlines to over 130
destinations of which 90 are international and the remainder within China. In
2001, there were 180,311 scheduled international flights and 6,139 non-
scheduled international flights.

In 2001, HKIA was the busiest airport for international freight throughput and
the fifth busiest in terms of international passenger throughput. Last year, it
handled over 33 million passengers and 2.12 million tonnes of cargo. About
70% of the total imported/exported cargo is originated from or for the Pearl
River Delta.

Figure 15

Busiest airports � International freight throughput 2001
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Figure 16

Busiest airports � International passenger throughput 2001
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Key business partners for HKIA are freight handlers Hongkong Air Cargo
Terminals (HACTL) and Asia Airfreight Terminal (AAT), who have 20-year
franchises to operate general air-cargo terminals at Chek Lap Kok. HACTL
handles 82% of the throughput serving 50 airlines and 500 freight forwarders
and moving an average of 3,000 tonnes of goods per day. In August 2002,
HACTL actually handled 157,000 tonnes, giving a daily average of over 5,000
tonnes. It now looks like it will end up being a bumper year. HACTL�s
shareholders are all well entrenched in the container-terminal-operation
business and are old hands at handling cargo. Various Singapore and
mainland China interests as well as Federal Express hold interests in the
smaller handler, AAT.

Figure 17

Air cargo handlers� shareholders
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Keppel Telecommunications & Transportation
China Merchants
Federal Express

Source: CLSA Emerging Markets

Hong Kong�s carriers
Hong Kong has two privately owned, well-established air carriers with solid
reputations in service and safety. Together, they cover a vast network of
passenger and cargo routes that are still being expanded. Cathay Pacific
and Dragonair both have mainland shareholders with global mindsets and
investments in various air transport services, plus Swire Pacific is a
shareholder of both airlines. CITIC Pacific owns 26% of Cathay Pacific and
28.5% of Dragonair, and China National Aviation Company (CNAC) has a
43% stake in Dragonair. The two airlines' cumulative experience and
professionalism is a competitive advantage over mainland airlines, which are
just now trying to privatise and extend their international reach.

Air cargo � HACTL and
AAT in Hong Kong
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Hong Kong�s special constitutional status allows it to negotiate air rights with
other jurisdictions, but its two carriers are regarded as outside airlines when
it comes to the Chinese domestic market. Up until recently, Cathay Pacific
flies international routes and Dragonair goes to China and a number of
regional destinations. However, the trend is for the two airlines to compete
directly. In June 2002, Dragonair was granted the rights to fly to Taipei
(where Cathay Pacific flies) by the Hong Kong authorities. Cathay Pacific is
applying to fly to destinations in China currently served by Dragonair.

Dragonair was awarded the right to operate cargo carriers for long-haul
routes in 2000, and has since bought and leased various cargo aircraft. It is
estimated that cargo throughput makes up about 30% of Cathay Pacific�s
revenue. Other carriers have plans to increase freight capacities. For
example, Cathay Pacific and express mail and cargo handler, DHL
International, have entered into a joint venture to operate a mid-range
freighter fleet for the intra-Asian market. HACTL has also improved its
logistics capability in 2000 by establishing �SuperLink China Direct� - an
integrated air-truck service, which takes inbound cargoes by sealed trucks to
various destinations in the Pearl River Delta, including Guangzhou Baiyun
Airport, where customs clearance takes place. AAT has a similar service that
helps reduce cargo delivery time by several days.

Rising airfreight activity
The tonnages moved by air are relatively small, but they are of the highest
value. Worldwide, airfreight has 25 times more value per tonne than other
freight according to the OECD. International air cargo accounts for about 2%
of the tonnage moved, but over 40% of the total value of those goods.

Applying this to Hong Kong, air freight has a value of about HK$300,000 per
tonne, while other freight averages around HK$12,000 if one averaged Hong
Kong�s total visible trade in 2000 at a value of HK$3.2 trillion and weighted
217 million tonnes. Thus, while movement by air only makes up about 1% to
2% of Hong Kong's total trade by weight, the value makes up a substantial
portion. In 2001, for example, air cargo amounted to about 27% of Hong
Kong�s total trade in value terms. The bulk of air cargo is electronic goods and
equipment as well as computer parts. With the Pearl River Delta being the
most active region for information technology in China, the demand for air
freight at HKIA is expected to rise in line with the growth of that sector.

Figure 18

Cargo handled at Kai Tak and Chek Lap Kok airports 1989-2001
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Projections show that the cargo volume will increase at an average of six
percent a year in general cargo and 12% a year in express air cargo. Using
the 2000 total of 2.24 million tonnes as a base, and assuming that express
cargo is presently five percent of total air cargo, the projected total volume in
2020 is close to 7.9 million tonnes. This would represent an overall increase
over the 2000 level of 250%, or about 6.5% per year. Airfreight projections
are more in accordance with recent trends than ocean cargo projections.
HKIA at Chek Lap Kok was designed to incorporate additional facilities that
would permit the handling of an ultimate annual capacity of nine million
tonnes of cargo.

There were declines in both volumes in 2001, in part due to the events of 11
September in the United States. Both passenger and cargo volumes increased
during 1Q02 � passenger by 0.4% and cargo by 15.6% - putting the annual
cargo volume back on its previous trajectory path.

There should be a caveat that the projections were based on fuel prices
remaining at around current levels. Aircraft are fuel intensive and thus
airlines� costs are sensitive to crude oil prices. Historically, fuel costs comprise
15% to 30% of aviation�s total expenses.

China rising
China currently has about 30 domestic airlines operating around 590 aircraft.
According to the Hong Kong Trade Development Council, by 2005, China will
have bought 400 aircraft and by 2020, will operate over 1,500 aircraft. By
2005, China will also have built or renovated 150 airports, including three
international standard aviation hubs at Beijing, Shanghai and Guangzhou.
Apart from these, there will be 13 large airports and 40 lateral airports.

How might development in China affect Hong Kong as the regional air hub?
China has a long way to go. Of the 143 airports in operation in 2001, 127 of
them (89%) reported losses. The Zhuhai Airport provides a sobering
example. Opened in 1995 with the ambition to serve international clients, it is
a white elephant today with low traffic volumes and little revenue from retail
and commercial operations.

Airports galore in the PRD
During the second half of the 1990s, five international scale airports were
built in the Pearl River Delta, all within a radial distance of 100 km of each
other. While the Central People�s Government has criticised wastage of
resources in building so many airports, the airports are there and they
provide a reminder of the complex, fragmented jurisdictions of the region.
The ambitions of airports are to a great extent determined by the local
authorities that build and own them.
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Figure 19

Pearl River Delta airports

Source: MVA Hong Kong Ltd

Building a shiny new airport is easy. Establishing a comprehensive network of
services takes time. It includes everything from air traffic management,
airport management, pilot training, ground operation, aircraft maintenance,
ground operation, flight crew training as well as developing route connections.

Airline merger and privatisation
Aviation privatisation will be a major policy push over the next few years,
adopting a pro-competition approach. The Civil Aviation Administration of
China (CAAC), the national regulator, is working to consolidate China�s airlines
into three major groups. National policy is to combine 30 airlines into fewer,
more efficient and profitable operations. Thus, the CAAC is in the process of
combining the 10 carriers it controls into three groups led by China Southern
Airlines, Air China and China Eastern Airlines. For example, China Eastern
Airlines is expected to buy the aviation assets of China Northwest Airlines and
Yunnan Airlines within the next year, and China Southern Airlines is currently
looking to buy a chunk of Sichuan Airlines. Red chip, CITIC Pacific, has plans
to buy 25% of Air China, and CNAC, the Hong Kong-listed arm of CAAC,
bought Air Macau. For a summary of these reforms, see our China aviation
report Consolidation� A long march (September 2002).

Figure 20

China�s �Big 3� airline groups
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The once monopoly express cargo provider, China Post (through its express
mail service), is facing increasing competition as global express operators
gain access to the Chinese market. New reports indicate that China Post may
only now have 28% of China�s international express mail market.

Building an airport is
easy, but providing the

services is hard
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Airports and airlines in the PRD
Guangzhou is building a new airport opening in late 2003 to replace the
current one. The new Guangzhou Baiyun Airport will have two runways and
has the capacity for 25 million passengers and one million tonnes of cargo by
2010. The current annual freight throughput is about half a million tonnes.
China Southern Airlines is the dominant carrier at Baiyun. Shenzhen Baoan
International Airport�s annual cargo throughput is about 250,000 tonnes. The
Zhuhai and Macau airports are insignificant and unlikely to be able to
complete with HKIA, Baiyun and Shenzhen.

The question is whether Baiyun will pose a significant threat to HKIA in the
foreseeable future. The answer is that it would not, because it will take
considerable time for Baiyun to build a comprehensive air transportation and
services network.

Figure 21

PRD airports and airlines
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Figure 22

Ownership relationship among government, home carriers and airports in the PRD
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HKIA�s strategy to create the PRD airport system
�Globalisation is redefining the airport industry: no longer can airport
managers simply build a facility at a suitable location and then wait for
passengers and cargo to arrive. Our ability to attract passengers and cargo �
is defined not by distance but by cost, speed and reliability of access � we
have therefore been working hard at improving our links with other airports
in the Pearl River Delta and building up a network of inter-modal transport. �

Airport Authority Hong Kong, Annual Report 2002

Hong Kong International Airport (HKIA), managed by the Airport Authority, is
a public corporation independently managed along commercial lines. Its
strategy is based on a vision of cooperation with the Pearl River Delta
airports� combined strengths �to become one of the leading airport systems in
the world capable of serving large volumes of passenger and cargo flow�. In
other words, its strategy is to create an airport alliance in the Pearl River
Delta to play up respective strengths, thereby ensuring that HKIA can serve a
market of at least 27 million people in the region. It is interesting to note that
during the Air Cargo Forum held in Hong Kong in mid-September, that the five
airports of the Pearl River Delta decided to go by the collective name of A5 to
present a united front.

The HKIA�s strategy sees the Pearl River Delta as the world�s dominant light
manufacturing base, which requires reliable air transportation services for
time-critical, high-tech and high-value products from that region to stay
competitive. HKIA has ambitious plans to build a series of new facilities in the
coming few years to entrench its dominant logistics hub by serving an
increasingly vibrant hinterland. HKIA transport links to/from the Pearl River
Delta by buses, trucks and ferries are also being developed or expanded.

Figure 23

Timeline of the 10 proposed key capital projects 2002-2006
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Another possibility is to exchange airport ownership. News reports indicate
that talks may well be ongoing between HKIA and Zhuhai and Shenzhen. For
example, reports in November 2001 indicated that Zhuhai was interested in
exploring cooperation with HKIA on the use of its airport as an express air
cargo facility for HKIA since its airport is greatly underused and losing money.
In July 2002, reports emerged that Hong Kong�s Airport Authority might be
interested in taking a stake in the Shenzhen Airport. In September, Hong
Kong's Airport Authority officials even indicated their interest in taking a share
in the Guangzhou Baiyun Airport.

HKIA's vision

"A5" collaborative
strategy

HKIA's expansion
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To prepare itself for a much more aggressive role, the Airport Authority has
sought legislative change to enlarge its terms of reference to include the
following activities:

� Establish alliance, cooperative, joint venture or partnership agreements
with other airports;

� Acquire and dispose of assets, shares or rights/interests in other airports;

� Set-up and operate cargo/passenger, ferry or coach services between
HKIA and other places in Hong Kong and elsewhere;

� Invest in airport-related activities in Hong Kong or elsewhere;

� Provide airport-related consultancy, advisory or management services for
other airports.
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Production, logistics, services
The nexus between manufacturing, provision of logistics platforms (such as
seaports and airports) as well as other production-related services need to be
better understood. This report explores their inter-connectedness in order to
provide the backdrop to assess how companies in these sectors are likely to
do in the future.

Hong Kong�s economic story is tied to manufacturing. Most of the production
takes place across the border, in particular in the Pearl River Delta. When
China�s exports do well, Hong Kong companies make money. Hong Kong�s
recent economic data shows that growth is coming from external drivers in
both the trade of goods and services.

Much of the dramatic growth in services is related to manufacturing across
the border, including that for �logistics� services. Hong Kong companies invest
across the border in plants and equipment, control quality, and train China�s
manpower to produce a variety of light industrial products for the world
market, including top-of-the-line goods. As the production is done �offshore�
from Hong Kong and contracts are often booked there, a substantial business
in service exports to support its manufacturing management prowess has
developed. The interface between manufacturing and the growth of services
as a key engine of development for Hong Kong is discussed in the next
chapter.

The region is arguable the world�s most efficient light-manufacturing centre
and its lead could increase in the years to come if the public and private
sectors in Hong Kong and Guangdong Province can continue to enhance the
region�s supply-chain efficiency in a sustainable manner. A vision may be
gradually developing for the Hong Kong-Pearl River Delta region to become a
super supply-chain system.

Seaports and airports in context
As China has improved its infrastructure, often with Hong Kong management
and/or investment, the throughput at Chinese seaports, particularly those in
Shenzhen � Chiwan, Shekou and Yantian - have improved markedly in recent
years. Furthermore, their costs appear to be lower (whether they in fact are
or not is discussed in the section on ocean freight) and recent trends show
that more cargo is being shipped directly from neighbouring seaports rather
than being transshipped through Hong Kong. At the same time, air-cargo
movements through Hong Kong have increased markedly and the trend is
expected to continue.

Port operators� controversial strategy
Is the fact that more goods are being shipped directly from mainland seaports
an indication of Hong Kong�s decline? The answer is a resounding �no�. All
that has happened is that China has developed basic infrastructure and Hong
Kong port operators now dominate ports across the border. Hong Kong
companies are playing a key role in improving management efficiency there.
Their strategies to maximise profit from their investments on both sides of
the border is controversial and needs to be better understood as there is
allegation of price rigging.

A Pearl River Delta
supply-chain system
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In terms of regional airports, there is no doubt that Hong Kong International
Airport is dominant and the most efficient. Its manager, the Airport Authority,
is actively exploring strategies to make sure Hong Kong remains the hub
airport for the region, despite the fact that a new airport is being build in
Guangzhou, Guangdong�s capital city, where officials have large ambitions.

There will be much physical infrastructure building in Hong Kong and
Guangdong in the foreseeable future to improve transportation, the planning
for which is complex and messy. We will examine both seaports and airports.
Given the level of development that has already taken place, the question is
whether the Hong Kong and Guangdong authorities can afford to continue to
essentially take supply-led approaches to developing physical infrastructure.

Logistics in context for Hong Kong
In discussing Hong Kong�s overall economic future and the role of logistics,
the right focus has to be applied. It must be put in the context of Hong Kong�s
strengths in managing light-manufacturing processes and developing Quick
Response Manufacturing (QRM) to enable the Pearl River Delta to remain the
most efficient global manufacturer of a range of light-industrial and consumer
products. Indeed, many of the manufacturers are themselves in the logistics
business, since it is in their interest to squeeze every bit of efficiency out of
the supply chain. Thus, Hong Kong companies have a substantial interest in
the constant pursuit for higher efficiency. Production upgrades, as well as
transportation and logistics improvements, are critical.

Responding to global production
The current attention being paid to �logistics� as the business to be in, is
derived from the globalisation of assembly lines that has brought about
fundamental changes in the nature of the manufacturing corporation in the
developed world. These giants are able to sell in more markets and source
supplies from many countries and they are on a constant lookout for better
value. Multinational corporations control approximately two-thirds of
international trade.

Sub-contracting by international brands
Indeed, the nature of manufacturing itself has changed, as tens of thousands
of companies are scrambling to adapt to meet new demands. The face of
global manufacturing today sees producers such as Dell, Intel, Nike, Sony and
Mattel outsourcing to sub-contractors in dozens of countries in emerging
markets. For example, a semiconductor wafer is made in Taiwan, tested in
China, fit into a subcomponent in Malaysia, plugged into a component
somewhere else and then loaded with a programme designed in Bombay.

Just a few years ago, manufacturers actually kept inventory. For example,
computer brands held typically 60 days inventory in company-owned plants.
Last year, Dell, the world�s top PC producer, had just four days� worth of
inventory coming from plants owned by companies that supply Dell. Many of
the world�s best-known consumer brands rely almost entirely on other
companies to design, manufacture and deliver their products to consumers.
The branded company is there to develop and market the brand, and to
supervise its extensive network of contractors.
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Priority is to speed up the supply chain
Since the archetype, post-industrial manufacturer must coordinate a range of
processes from many countries, its assembly line stretches to the four
corners of the world, including several layers of sub-suppliers and sub-sub-
suppliers. Monitoring this supply chain has become a highly sophisticated
management process that depends on circulating information and the use of
technology. On any day, glitches in the supply chain can slow production,
thereby causing inefficiency. Providing global supply-chain management
solutions is what the modern day logistics business is about.

The most sophisticated logistics services today are custom-made for specific
clients and are therefore well integrated to solve their problems and to save
time and money for them. The high-end logistics service provider works
extremely closely with his client and is becoming as essential to smooth out
the business process as other professionals.

Rise of China as a production base �
Over the past two decades, Hong Kong industrial manufacturers have helped
to turn China into a substantial production base for all kinds of products for
the world market. It is instructive to note that China�s foreign invested
enterprises (FIEs) have become most competitive in light-industrial consumer
products, where Hong Kong has played the most influential role. China is the
world�s sixth largest exporter today, selling US$266 billion in 2001, the bulk
of which were consumer products.

With China now in the World Trade Organization (WTO), its trading activities
are expected to grow substantially over the next five to 10 years.

Figure 24

Exports by products with WTO accession

Product Export world share
(%)

Export growth 2005-1995
(%)

1995 By 2005 2005 over 1995
Garments 19.5 47.10 375
Textiles 8.4 10.60 107
Electronics 5.0 9.80 195
Wood and paper 2.2 3.0 97
Metals 3.4 6.50 190
Petrochemicals 2.6 3.40 91
Automobiles 0.1 2.20 2,523
Other manufactured products 5.5 9.90 176
Source: World Bank, 2001

The most impressive region in China to date is Guangdong Province, and in
particular, the Pearl River Delta. Guangdong�s GDP in 2001 reached US$127.5
billion, which is larger than that of Singapore or South Africa. Guangdong
generates 40% of China�s exports and receives approximately 30% of its
foreign direct investment (FDI). Guangdong�s Governor, Lu Ruihua, predicted
in early 2002 that his province would grow about 10% a year over the next
five years.

� and as a consumer market
Instead of just being the factory for the world�s products, China�s domestic
consumer markets are also expected to grow in the coming years. While it is
not yet a market for 1.2 billion people � most of them will only improve their

China, Hong Kong and
WTO accession
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purchasing power slowly � the wealthier parts of China are poised to see
strong consumer interest, and those areas alone will bring many more buyers
for multinational companies as well as domestic players. Thus, many of the
international brands are getting ready for China�s markets to open up over
the next five years, both as a more significant source for exports, as well as a
potential market for sales.

Hong Kong-based retail chains are also expanding aggressively in China,
especially in Guangdong Province where spending power is the greatest.
Convenient Retail Asia (CRA), which operates the Circle K chain and is part of
the Li & Fung group, plans to open up to 1,000 outlets in the Pearl River
Delta over the next five to 10 years. The supermarket chain, ParknShop, and
drugstore chain, Watson�s � subsidiaries of Hutchison Whampoa � likewise
have expansion plans, as does Dairy Farm�s 7-Eleven stores, which just
opened its hundredth store in Guangzhou. Clothing retailers such as
Texwinca, Giordano and the privately held G2000, are also actively
expanding across the border.

Poor logistics today but enormous potential tomorrow
China�s ability to manage its supply chain is relatively poor, but the potential
for improvement is enormous. Substantial savings should be possible, which
would bring production costs and turnaround time down for products made in
China. As more of the world�s production capacities shift to China, great
attention is being paid to making the supply chain more efficient.

Figure 25

Substantial improvements are possible in China�s supply chain

The International Monetary Fund estimates that logistics costs take up approximately
US$3,000 billion, or 12% of world GDP. Containerisation International (September 2001)
estimated that the total logistics cost in China is 16.7% of China�s GDP. China�s own
estimate in 2000 was 20%. The percentage in the US is approximately half of that.

The United Nations Development Program (UNDP) China office believes that logistics in
China�s industrial production takes almost 90% of the whole production cycle time and 40%
of the general production costs. Consulting experts, McKinsey & Co, reported that food and
electronics products cost 40% to 50% more to ship in China than in the United States. It
has also been reported that logistics inefficiency and time lag in receiving market
information resulted in over US$480 billion worth of goods, equivalent to 45% of China�s
GDP for 2000, being stockpiled at the end of the year.

Transportation within the country remains a challenge for all who have to
move things around, but the country is adding a lot more infrastructure, such
as roads, rail lines, airports and there is also a lot of ongoing port-expansion
work being done. Many of these are being funded by overseas money, in
particular from Hong Kong investors. The Chinese Government is well aware
of the need to improve transportation to keep pace with its economic growth.
Logistics was given significant focus in China�s 10th Five-Year Plan (2001-
2005) for further development.

Role of Hong Kong � A giant in global manufacturing
Hong Kong�s manufacturing companies are specialists in a range of consumer
products including consumer appliances, toys and games, textiles and
garments, jewellery as well as accessories � the bulk of which are made in
mainland China for the international markets. Hong Kong�s best companies in
these areas are the top producers and managers of production capacities in
the world. As managers of global production capacities, they are very much a
part of multinational companies� global assembly processes.

China's 10th Five-Year
Plan has a place for

logistics
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Our report, Hong Kong SMEs - Nifty and nimble (April 2002), took an in depth
look at Hong Kong�s light-industrial prowess and concluded that the highly
sophisticated manufacturing companies have substantial opportunities to
expand as China liberalises its markets further. They have already made the
following contributions to China�s modernisation:

� Turned the Pearl River Delta region into the world�s most impressive light
industrial production base;

� Built the strongest private-sector base of SMEs in China in manufacturing
and related support services;

� Made Guangdong province China�s largest export earner (37% of the total
in 2001, and 40% in 1H02);

� Invested in transportation and logistics-related projects to support the
dramatic growth of the Pearl River Delta; and

� Expanded production and invested in infrastructure in other areas of
China, including Shanghai and East China.

QRM in addition to �logistics�
It would be a mistake to think value in the manufacturing industries will come
mostly from transportation logistics supplied by third parties. QRM is what is
driving change. It is about reducing lead times in an entire organisation to
gain competitive advantage. Lead time refers to the total time it takes for
information and/or materials to flow through a firm for it to complete an
order, assuming that the order are not serviced through stock items ahead of
time. QRM is achieved through improved forecasting, planning, re-planning,
and expediting delivery times.

QRM is not achieved by reducing labour cost, but by increasing productivity. It
may be that to reduce lead-time, workers need cross-training, thereby even
resulting in higher pay for them. However, a company can increase margin by
increasing response time. The most sophisticated Hong Kong manufacturers
are QRM innovators. Together with improved transportation logistics, their
vision is to turn the Pearl River Delta into a QRM supply chain.

Where China is efficient � The FIEs
A close examination of the recent trade statistics points to Hong Kong�s
critical role in China�s development and in export trade in particular. Recent
figures from China�s customs showed the relative contributions to exports
from domestic enterprises and foreign-invested enterprises (FIEs). In 1Q02,
the total value of exports produced by FIEs exceeded exports of the entire
domestic industrial sector for the first time since 1992.

In other words, the FIEs are the main driving force in generating exports for
China, and data shows that they saw exports grow by 25% per annum
between 1993 and 2001. Contrast this with domestic enterprises, and
compound growth has only been at about 7.8%.

Hong Kong's role in China

China's restructuring is
actually driven by small,
private foreign-invested

enterprises
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Figure 26

China�s export value in US$bn 1992-2001

Year Domestic enterprises Foreign-invested enterprises
1992 68 17.357
1993 67 25.237
1994 86 37.713
1995 102 46.876
1996 90 61.506
1997 108 74.900
1998 103 80.962
1999 106 88.628
2000 130 119.441
2001 133 133.235
Jan � April 2002 44.083 47.300
Source: Customs, China

Hong Kong dominates the FIEs
The largest investors in China FIEs are from Hong Kong. The Hong Kong Trade
Development Council estimated that at the end of April 1999, there were
180,653 Hong Kong funded investment projects in China, representing nearly
55% of all foreign-invested projects in the country. The vast majority of the
projects were in manufacturing for export. The amount of each investment
was relatively small, and thus did not attract much media attention.
Investments in import/export projects were also closely related to production.

Figure 27

Distribution of investment by sector

Manufacturing
65.6%

Services
5.2%

Import/export
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3.9%

Infrastructure
1.3%

Source: 1999 HKTDC Survey of 1,649 companies

Figure 28

Geographic distribution of investment
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The largest chuck of investments was made in Guangdong Province.
Guangdong�s FDI reached a total of US$51 billion as of June 1997 with 60%
committed to manufacturing. Hong Kong investors and businesses were
estimated to have interests in over 70,000 firms in Guangdong.

In 2000, total FDI in reached US$14.75 billion and in 2001, Guangdong
received US$15.7 billion. Investments from or those that came via Hong Kong
accounted for 60% of the total in 2001. In past years, Hong Kong�s
contribution was even higher at 70% to 80%. The proportion is now lower
because Guangdong�s economy has become larger and more funds from other
parts of the world flow in at a faster rate. For 1H02, Guangdong attracted
US$5.5 billion of FDI.

A look at Shenzhen�s figures is also instructive. This Special Economic Zone,
just north of Hong Kong, overtook Guangzhou as Guangdong�s economic
powerhouse last year, even though it is smaller and has fewer people.
Shenzhen beat the provincial capital in industrial production and sales, FDI
and foreign trade.

For 1H02, Shenzhen�s economy grew 13.5% with GDP standing at US$11.35
billion. Manufacturing mainly by FIEs and exports were the two major
contributors to growth. Indeed, FIE production accounted for 80.1% of
Shenzhen�s total, and investment remains strong. This small city�s July 2002
results are nothing short of staggering. Including July�s data, Shenzhen�s
exports grew a total of 22.1% and retail sales increased 13.5%.

Figure 29

Shenzhen�s economic growth (Jan-Jun 2002)

GDP Rmb94.02bn +13.5%
Industrial output Rmb45.3bn +15.3%
Foreign trade US$38.57bn +21.7%
Fixed-asset investment Rmb29.92 +10.6%
Source: CLSA Emerging Markets

So far, a total of US$120 billion has been committed in Guangdong to
electronics, telecommunications, cars, petrochemicals, container terminals
and other industries, mainly in the Pearl River Delta.

Who from Hong Kong is investing in China? Apart from Hong Kong-based
companies and individuals, investments have been generated from outside
Hong Kong as well � even from mainland China itself and among overseas
Chinese. The re-direction of investments to China through Hong Kong
indicates that Hong Kong is able to add some value to that investment
through a combination of expertise, management, services support and
institutional framework, such as the rule of law.

What China�s customs figures indicate is that the FIEs form the most vibrant
part of China�s production ability with much of it in light industries. Hong
Kong and the overseas-Chinese community by-and-large own these FIEs. To
date, these FIEs have been able to grow without a �home market� � ie, selling
to the domestic Chinese markets � and they have had to deal with
bureaucratic hassles as well as poor transportation infrastructure.

In other words, the FIEs have been able to achieve dramatic growth despite
China�s inefficiencies. Indeed, Hong Kong money has gone into investing in
transportation infrastructure for essential improvements, such as in the ports
in Shenzhen, where Hong Kong companies have a direct interest in for
efficiency gains.

Hong Kong is a large
exporter of capital
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Incomparable services
For cities that are part of a metropolitan area operating an increasingly global
world, for example, Hong Kong, London or New York, a critical feature is flow
of all kinds � people, information, ideas, knowledge, goods, services, capital
as well as technology. Growth comes from seeking greater flow in every
possible area.

This section of the report looks at producer-services �flow� to illustrate the
power of services as an engine for growth. It will be seen that Hong Kong is
doing well in these areas, despite the headache of weak private consumption
and property prices.

The link between manufacturing and services needs to be much better
understood, because they are intimately bound together in the Hong Kong
context. When the China market is seeing strong export growth, Hong Kong
makes very good money because it supplies the services support for China�s
light industrial exports and a substantial chunk of light-industrial products are
controlled by Hong Kong SMEs.

Hong Kong provides the higher-end value services and does not compete with
China in land and labour. Its entrepreneurs supply the capital and know-how
in order to exploit the production inputs across the border. It is the perfect
marriage and can only get better if the Pearl River Delta can become an even
more efficient supply-chain system for light industries. This vision is being
gradually articulated in Hong Kong as will be seen in subsequent chapters.
How the Pearl River Delta develops as a whole will be fundamental to Hong
Kong�s own continued development in the longer term.

It must also be noted that in the supply of services to support manufacturing
in China, Hong Kong has no competition. This is especially true in the trade-
related services, since much of the services are often provided by the parent
company in Hong Kong to its subsidiaries, affiliates and sub-contractors in
China. To understand how this works, we take a look at Hong Kong�s offshore
merchanting trade below.

What official data tell us
The traditional areas of Hong Kong�s domestic economy, such as property and
capital investments remain unexciting, even though large infrastructure
projects will contribute to GDP. Projects on the books include the Container
Terminal 9 due for completion in 2003-2004, the Disney theme park in 2006
and several rail lines and highways. Private consumption is expected to
remain lacklustre.

Hong Kong�s economy continues to be driven by external demand. Total
exports of goods increased 5.9% in the 2Q02 over a year ago. Re-exports
grew by 8.4%. Exports are expected to remain healthy due to improved
regional demand, in particular from China. Recent weakening in the US dollar
also helped to lift exports. Growth in the export of services has in fact been
nothing short of outstanding. Indeed, net exports of goods and services in
2Q02 more than offset decline in domestic demand, which declined by 2.4%
year-on-year, down from �0.3% during 1Q02.

Producer services
are hot, but often

misunderstood

Hong Kong services have
little competition

Re-exports and
offshore exports

are services
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Export of services � the thing to watch
The thing to watch is Hong Kong�s export of services. Hong Kong is already
the most service-oriented economy in the world. Over the past 10 years,
Hong Kong has already undergone a remarkable restructuring. Services
contribution to Hong Kong�s GDP rose to 85.6% in 2000 from 74.5% in 1990.
In the year 2000, services exports were doubled that of goods exports. That
same year, the value of Hong Kong�s services exports was US$41.4 billion
(HK$323 billion), and for goods exports, the value was US$19.6 billion
(HK$153 billion).

The value of total exports of services rose by 13.8% to US$40.72 (HK$317.6
billion) in 2000, compared to 1999. The value of service imports grew by
4.1% to US$24.55 (HK$191.5 billion). Taking them together, Hong Kong had
an invisible surplus of more than US$16 billion (HK$126 billion) in 2000, or
10% of GDP. Between 1997 and 2001, trade-related services exports grew
annually by 10.9%.

The major service groups are transportation (31.3% of total value), trade-
related services (30.7%), travel (19.7%), financial services (6.6%), and
insurance services (1.1%). Other services shared the remaining 10.8%. As
for imports of services, travel accounted of 59.9% of total value in 2000,
followed by transportation (25.4%), trade-related services (5.8%), financial
services (2.9%) and insurance (2.1%). Other imported services accounted for
12.9%.

Among the major service groups, trade-related services contributed most
significantly to the overall invisible trade surplus, at US$11 billion (HK$86.4
billion) in 2000. This was followed by transportation at US$6.5 billion
(HK$50.9 billion), then financial services at US$2 billion (HK$15.3 billion) and
other services at US$1.24 billion (HK$9.7 billion).

Hong Kong�s offshore trade
The Hong Kong government released data on year 2000 offshore trade on 22
July 2002. It was the first offshore trade was singled out as a distinct
category, broken down by types of services and destination. Up until then, it
was reported under the category of export trade-related services within the
boarder heading of exports of services. The information provides insight into
the nexus between manufacturing, logistics and other support services and
how it benefits Hong Kong.

The point to bear in mind is that by and large Hong Kong�s SMEs control the
production capacities in light industries in the Pearl River Delta. They have no
competition in the provision of these service exports because a substantial
chunk is provided by the parent company in Hong Kong to its subsidiary,
affiliates and sub-contractors across the border. Thus, when China exports do
well, the level of production-related services go up accordingly.

Some of the goods, which used to pass through the city as re-exports are
now diverted to offshore trade without having to pass through Hong Kong.
This category covers the services of both �merchanting� and �merchandising
for offshore transactions�. Earnings from offshore trade include the gross
margin from merchanting and the commission from merchandising services
for offshore transactions.

In 2000, Hong Kong�s earnings from offshore trade grew by 21.2% over 1999
to nearly US$11 billion (HK$84.6 billion). Within that, the gross margin from
merchanting surged 31.6% to US$9 billion (HK$70.7 billion), while
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commission from mechandising services clocked US$1.78 billion (HK$13.9
billion). In terms of sales value of goods involved in merchanting, it totalled
US$106 billion (HKS$825.7 billion) in 2000. Re-exports totalled US$178
billion (HK$1,391 billion).

Merchanting is defined as services associated with the trading of goods, which
are purchased from a party outside Hong Kong and then sold to another
outside Hong Kong, without the goods ever entering or leaving Hong Kong.
Also included are transactions of goods made through sub-contracting and
sold directly to a party outside Hong Kong without the goods coming through
the city. Merchandising services for offshore transactions are defined as
services of arranging on behalf of buyers/sellers outside Hong Kong the
purchase/sale of goods according to their specifications (eg, multiple
sourcing, marketing, contract negotiation, procurement, shipment, inspection,
etc.) Unlike in merchanting, the Hong Kong party acts as an agent or broker
and does not take ownership of the goods involved.

Figure 30

Destination for goods sold under merchanting arrangements 2000
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Source: Hong Kong Government

China activities contributed most to gross margin earning, accounting for
35.8% of the total gross margin earned in 2000, followed by the USA
(23.5%) and Japan (8%). As for merchandising services, the US was the
largest destination, accounting for 42.7% of the total commission earned in
2000. Then followed China (9.8%), Germany (6.2%), Japan (5.7%) and
France (4.1%).

Services and employment
The services sector is now the principal source of employment in Hong Kong.
In 2001, 83.5% or 2.72 million of the city�s working population of 3.25 million
worked in services. Not surprisingly, the number of establishments in the
service sector has also grown from 214,000 in 1991 to 275,000 in 2001.

At the same time, manufacturing employment dropped from 17.6% to 5.9%
during the same period. The number of jobs in manufacturing in Hong Kong is
continuing to decline. However, the relocation of Hong Kong�s factories to the
Pearl River Delta and beyond, has generated considerable demand for various
support services, the key ones being transportation and logistics, insurance
and professional services.

Figure 31

Decline in manufacturing jobs in Hong Kong 1997-2001

1997 1998 1999 2000 2001

No. of manufacturing jobs 309,160 257,042 244,532 226,205 202,984
Source: Census and Statistics Department 2002

Merchanting profit
is healthy



Section 6: Incomparable services Linked fortunes

46 cloh@civic-exchange.org October 2002

Transportation sector

Land, sea and air transportation services
Land transportation generates about 3% of Hong Kong GDP in 2001 with
approximately 500 establishments, which includes buses, rail, land freight
transport services as well as related services. These services all help to move
people and goods to/from the airport, seaport and cross-border points. In
2001, cross-border land traffic registered a continued growth of 5% in
passenger traffic and 1% in vehicular traffic. Every day, about 292,000 people
and 31,000 vehicles cross the border at various check points. Goods vehicles
make up 81% of the cross-border traffic. In 2001, 92 million passengers
crossed the border by rail and 370,000 tonnes of cargo was carried. The
sector employs about 40,000 people excluding taxi, light buses and goods
vehicles drivers. If the drivers were included, this sector employs over
146,000 people, most of whom are licensed truck divers who are engaged in
the logistics sector.

The maritime transport industry includes ship agents, ship owners and
operators of vessels, harbour ferries operators, various river trade operations,
companies in container business, firms providing sea cargo forwarding and
other support services. In 2001, there were about 5,400 establishments
employing 46,000 workers contributing 2.2% to Hong Kong�s GDP. In 2001,
the port of Hong Kong registered a total of 430,000 inward/outward vessel
movements, which equated to 1,200 vessels per day.

The air transport industry consists of Hong Kong based airlines and helicopter
companies, local representative offices of overseas airlines, air cargo
forwarders as well as firms providing support services to air transport, such
as ground-handling services, airport-transfer services and air-cargo-terminal
operating services. In 2001, there were 823 establishments, employing
34,000 people. The value-added generated was about 2.4% of GDP in the
year 2000.

Figure 32

Land, sea and air transport � No. of establishments and employees (1992-2001)

Services Sector 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001
Land
Firms 132 153 184 230 253 267 294 381 415 497
Employees 26,140 27,300 28,977 31,977 32,687 34,797 37,783 39,006 38,120 39,120
Sea
Firms 3,220 3,746 4,230 4,380 4,672 4,796 4,570 5,128 5,304 5,386
Employees 35,610 39,779 41,893 43,313 44,590 45,550 40,527 43,186 44,134 46,166
Air
Firms 564 603 675 697 753 810 684 812 834 823
Employees 24,842 26,793 28,294 29,881 32,319 33,596 30,381 31,811 32,919 34,044
Source: Census and Statistics Department 2002

Import and export trade sector
In 2001, there were over 100,000 import/export establishments in Hong
Kong. Most of these are trading companies related to manufacturing of
various types. Together, they employ 506,000 people out of a working
population of 3.2 million. They produced a net output of US$29 billion
(HK$226.2 billion) representing 89% increase over 1992 and contributed
19.1% to Hong Kong�s GDP in the year 2000. Between 1992 and 2001, the
value of domestic exports dropped by 34% but re-exports grew by 92%,
which was directly attributable to the relocation of Hong Kong�s
manufacturing industries across the border.
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As local manufacturers relocated their labour-intensive and lower value-added
production processes outside Hong Kong, including through sub-contracting,
only the highest valued aspects were retained in Hong Kong, such as
marketing, materials sourcing, design, product development, tenancy and
logistics. Hence these companies have shifted from being manufacturers to
service providers for the manufacturing sector.

Figure 33

Trading sector � No. of establishments and employees (1992-2001)

Import/Export Sector 1992 1993 1994 1995 1996
Firms 75,224 86,479 104,881 107,784 104,076
Employees 388,196 433,615 512,122 524,676 529,478

1997 1998 1999 2000 2001
Firms 101,324 92,604 98,714 104,455 100,438
Employees 514,094 472,431 495,399 523,639 506,383
Source: Census and Statistics Department 2002

Insurance sector
Insurance services include general and long-term insurance. In the former
case, there are six main categories: goods in transit, export credit, motor
vehicle, property damage and general liable and health/accident. Long-term
insurance is related to life insurance and retirement schemes. This sector
contributed 1.2% to GDP in 2000. In 2001, it had 7,200 establishments
employing 27,000 people. At the end of 2001, Hong Kong had 183 qualified
actuaries, representing an increase of 10% over the previous year.

Figure 34

Insurance sector � No. of establishments and employees (1992-2001)

Insurance Sector 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001
Firms 4,665 4,985 4,975 4,852 5,231 5,578 5,555 6,571 6,934 7,174
Employees 19,909 19,793 20,271 22,260 24,855 22,898 24,846 25,141 24,871 26,644
Source: Census and Statistics Department 2002

Professional services
Hong Kong has a full range of professional services, which generates 2.5% of
Hong Kong�s GDP and provided jobs for 80,000 people, who are among the
highest income earners. This category includes legal, accounting, auditing,
bookkeeping, architectural, surveying, engineering, business management,
and various types of consultancy businesses.

In 2001, there were about 10,400 professional services firms, including 1,600
accounting and auditing companies, 1,600 bookkeeping companies, 1,400
solicitors' offices and barristers chambers as well as 3,200 consulting
businesses. The numbers of establishments and persons increased by 57%
and 37% respectively during 1992 to 2001. During the same period, the total
number of registered professionals increased substantially, with accountants
increasing at the fastest rate of 13% per year on average.

Figure 35

Professional services sector � No. of establishments and employees (1992-2001)

Professional
services

1992 1993 1994 1995 1996 1997 1998 1999 2000 2001

Firms 6,574 7,194 8,956 9,250 9,199 10,003 9,058 9,686 9,893 10,350
Employees 58,622 60,776 69,904 78,604 78,022 85,744 80,031 74,583 77,811 80,312
Source: Census and Statistics Department 2002
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Logistics � What�s the hype?
With the globalisation of assembly lines, branded fashions and more styles
than ever, the pursuit for efficiency, and need for customisation, logistics and
express deliveries have become important businesses beyond traditional
transportation. �Logistics� has become one of the hottest ideas in China and
Hong Kong, both of which are critical parts of the global supply chain.

Increasingly, the use of technology and management of information are
becoming critical to the logistics business and will only become more so as
the multinational brands provide the platform to deliver goods made in the
emerging markets on a worldwide basis at lower costs and wider variety. The
value of the logistics business worldwide is estimated at US$3 trillion.

Supply-push and demand-pull
�Logistics is the discipline of transportation, the value gained by bringing
together what could be stand-alone components into a single cohesive
system� Integrated logistics is parallel processing [to] eliminate the buffering
� the between steps � to customise the supply chain for each customer. It�s
not a one-size-fits-all arrangement �.

David Oldridge, Tradeport Hong Kong

The word �logistics� can be confusing. It is usually applied to the
management and control of goods moving from producer to consumer at the
point of purchase. The term has also become associated with �supply chain
management� in recent years. Even more recently, instead of looking at
logistics as a supply-push process, is to see it as �demand chain
management�. In other words, logistics is increasingly being described as a
demand-pull process, where the customer gets the project he wants and at
the same time the producer can minimise unwanted inventory.

To add yet more layers to the definition, the word logistics has also been
associated with sophisticated inventory management. Thus, transportation is
no longer defined by mode (sea, air, rail or road) but a whole range of new
terms has been created. These include the concepts of �just-in-time deliver�
and �inventory in transit� as well as �time critical� (overnight to 24 hours or
48 hours on an intercontinental basis) or �time definite� (by a specific date).
The key feature of these concepts is minimisation of the capital required, and
of the cost of distribution and storage over the sequence of activities involved
in moving goods to the customer.

One superb �logistician� is Li & Fung, who see logistics not only as a cost-
cutting device, but also as an aggressive strategic �weapon�. Thus,
manufacturers, sub-contractors and retails are very much a part of this
business apart from those who provide the hard infrastructure.

�In the consumer goods industry, if an item costs $1 at the factory where it is
made, it will end up in the consumer�s hand for $4. For all consumer
products, this is a rule. It is almost never violated. It�s all part of the cost of
getting the good ex-factory to the consumer. It hides a multitude of sins,
each of which can be made more efficient. If you keep thinking about how
you can eat into the soft $3 that is supply chain management. It is in fact an
offensive weapon for a company to build market share and take care of
customers � to have a wider range of products that will appeal to a broader
customer base and have faster turnaround times. All of these are more

Logistics is the new
"sexy" business
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important than cost implications. In fact, because you have more variety and
faster runs, you could charge premium prices. I don�t want to think of the
supply chain as just cost-cutting. It is much more than that�.

Victor Fung, Group Chairman, Li & Fung

Types of logistics providers
Thus, a very large number of service providers may be involved in the chain,
which may be in-house or a third-party logistics provider (3PL):

Figure 36

Logistics components

Airline Carries airfreight, normally �time critical� goods. Some airlines deal directly with shippers,
but most Asian airfreight is sold through forwarders.

Consignee The recipient of the goods, his agent or the buyer.
Consolidator Processes and aggregates freight to make up loads to a size suitable for shipping (eg,

container stuffing/de-stuffing).
Free trade zone A bonded zone normally located within the port area. Access is controlled. There are 15 FTZ

in China with relatively flexible import/export regulations.
Freight forwarder Arranges for delivery of goods on behalf of the consignee. The forwarder purchases

air/sea/land freight capacity and re-sells it to the consignee. Value is added in managing the
delivery process and in services such as providing real-time information on cargo status.

Logistics centre Arranges freight transport, warehousing and acts as transit depots. China has a number of
designated logistics centres.

Producer/manufacturer Produces goods for domestic and/or export. May have own supply chain and may act as
shipper (of finished goods) or consignee (of raw materials or production equipment).

Retailer/wholesaler Drives the supply/demand chain management processes in demanding efficiency and
minimise costs.

Shipper The producer/manufacturer or owner of the goods being transported.
Shipping line Carries sea freight in bulk or in containers.
Trucking services Includes large as well as small operators providing trucking services.
Warehousing and distribution Provides facilities and services to support overall logistics and supply/demand chain

management. May be dedicated or third party service provider.
Source: Adapted from the Hong Kong Trade Development Council

Figure 37

Range of 3PL services

Direct transportation Rate negotiations Order processing
Fleet management Product returns Order fulfilment
Cargo consolidation Warehousing Inventory management
Freight forwarding Repackaging Spare parts
Customs brokerage Contract manufacturing Logistics information systems
Carrier selection Assembly Consulting services

Pecking order among logistics providers
There is a pecking order among the logistics service providers, defined by the
level of sophistication of what they can offer. The roles overlap and each tries
to become better at performing logistics functions. The difference between
some of them, particularly between 2PLs and 3PLs, and between 3PLs and
4PLs, is often a matter of degree. However, as logistics become more
standardised over the coming years, what the higher-end providers can
charge clients will begin to fall.
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Figure 38

Logistics pecking order

First Party Logistics (1PL) 1PL are producers/manufacturers who own and handle their own logistics functions, such as
having a fleet of delivery trucks, warehouses and in-house shipping department. 1PLs are
generally smaller companies who can still handle all their own logistics needs. Once they
grow to a certain size and gains wider geographical reach, they will need to contract out
some of the services, as it will be too costly to do everything in-house.

Second Party Logistics (2PL) 2PL providers include air carriers, container liners, truckers and warehouse operators as well
as distributors who provide capacity in the supply/demand chain. They generally provide a
limited number of functions but have to invest heavily in assets. 2PLs also include airports
and seaports, postal and air express services. Bottom feeding, such as in trucking and
warehousing, the margins are low with low barriers to entry. In the case of airports and
seaports, returns are better because of relative scarcity. Express delivery providers enjoy
higher margins for expedited services. The way for 2PLs to expand is to provide 3PLs
services.

Third Party Logistics (3PL) 3PL providers manage supply/demand chain logistics activities in the most optimal way
possible. The function of a 3PL provider is to help his client minimise costs.  A 3PL provider
provides near one-stop solutions for the logistics needs of a client. They do not generally
invest in capital assets but contract out to 2PLs instead. The value they bring is based on
information and efficiency thus generating high returns. Economies of scale are important to
be profitable.

Fourth Party Logistics (4PL) 4PL providers integrate all the activities for a client to become a one-point contact for the
client in his supply/demand chain needs. A 4PL provider out-sources to 2PLs and 3PLs. As it
takes over a client�s needs, such a provider gains a macro view of the client�s business and
with superior IT capabilities can also consult for the client on how to streamline the business
even more efficiently. Returns can therefore be more attractive.

Fifth Party Logistics (5PL) At the top of the pyramid, the 5PL provider is an expert in IT management and uses the
most sophisticated information systems to coordinate the supply/demand chain for clients
and since they own and generate information, the return is higher still. The irony is that as
the logistics business becomes more standardised, overall value will eventually start to fall.
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Logistics is not magic � but China is so sexy
Despite its current sexiness, logistics is not magic. The pursuit for efficiency
across national and international boundaries has forced industry players to
reconsider their roles for growth and returns. China�s ascendancy as a
production source and a growing consumer market has added much hype to
the importance of logistics management to make the China market more
efficient.

Furthermore, China will liberalise its logistics sector to foreign competition
over the next few years as part of its WTO commitment. Many companies,
including domestic players, Hong Kong companies and multinationals are all
positioning themselves for a slice of the action.

Figure 39

Liberalisation timetable

Logistics sector Current foreign ownership Expected liberalisation
Warehousing¹ 100% No change
Domestic mail¹ None 100% in 4 years
Domestic express¹ None 100% in 4 years
International mail¹ < 50% 100% in 4 years
International express¹ < 50% 100% in 4 years
Trucking¹ < 50% 100% in 3 years
Freight forwarding¹ < 50% 100% in 4 years
Customs brokerage¹ < 50% 100% in 4 years
Rail service provision < 50% Unknown
Air cargo Need licence Unknown
Air ground services Need licence Unknown
¹ Majority JV ownership will be permitted within 1-2 years.

Opportunities for Hong Kong companies
The Hong Kong Trade Development Council reported in May 2002 that Hong
Kong companies are particularly well placed to capitalise on China�s
liberalisation. Indeed, market leaders have already invested in cargo-handling
facilities, logistics centres, freight forwarding, and ports management. These
companies have after all been solutions providers to the Hong Kong
manufacturers and the multinational buyers for many years.

The question is how they can add value to China�s own investments in air
transportation, express cargo services, freight forwarding and other logistics
businesses, when the multinationals are all vying for positions. Furthermore,
Hong Kong has to compete with other cities in the region, such as Shanghai,
Singapore and Kaoshiung to supply logistics services throughout the region.

Everyone has opportunities to work out optimal alliances in a highly
competitive environment. Early movers, such as port and highway
investments by the blue chips Hutchison, Wharf, Swire Pacific and
Hopewell are showing good returns.

At the other end of the scale, the SMEs are also strong players since it is their
manufacturing capability that is producing the goods for delivery. They see a
new business developing for them altogether. Li & Fung developed a new idea
called Quick Part, which uses supply chain management to forward inventory
parts to customers. For example, the conventional distribution of spare parts
to garages in the auto-parts industry in the US typically involves an importer,
a distributor and wholesalers before the goods reach the garages. Li & Fung
has positioned distribution units close to the garages, guaranteeing delivery
within two hours.
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�It means we are cutting through several layers of distribution in dealing
directly with the customer. Supply-chain management has created a new
business, and it has changed the whole way distribution is done. You can
actually change whole industries this way�.

Victor Fung, Group Chairman, Li & Fung

Supply chain versus supply chain
Indeed, industry leaders believe a future where supply chains competes with
other supply chains, as opposed to companies competing against their
competitors. Thus, Hong Kong�s SMEs in light industries have it cut out for
them for the next stage in going up the value chain. Hong Kong�s SMEs have
an undoubted edge over their cheaper competitors. Our report Hong Kong
SMEs � Nimble and nifty (April 2002), describes the efficiency of Hong Kong
companies in the Pearl River Delta and how they continue to beat their
competition and dominate world export light-industrial products.

Pearl River Delta � The ultimate supply chain
Companies like Li & Fung are already highly efficient to get products made in
China, particularly in the Pearl River Delta, to stores in Western markets.
Thus, they will take orders for products in Hong Kong or mainland China,
produce the products in China, and find the fastest way to pack them
individually for different buyers, so that they can deliver customers' products
to stores that are already all pre-ticketed and ready to go on the shelves. The
ability to do this will enable them to charge premium prices. A key asset is
the efficiency of manufacturing in the Pearl River Delta as well as the
transportation and logistics facilities there that back up the whole Pearl River
Delta supply chain.
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Policy issues
There are many policy issues involved for the authorities in Hong Kong, the
Pearl River Delta, Guangdong Province as well as Beijing to consider how to
ensure that South China�s potentials are maximised for nation-building and
economic development. In view of the foregoing chapters, we highlight below
several key issues that need to be resolved in the foreseeable future:

Governance for the PRD metropolitan region
�Governance� is a wider concept than �government�. The latter is concerned
with a jurisdiction�s formal institutions and structures and how they function.
Governance is about the act of governing. The process of governing includes
institutions and actions from inside and outside government. In the end,
governing is about the capacity to get things done, which does not rest on the
power of the formal institutions and actors alone but necessarily involves non-
governmental and business players as well. The question for the Pearl River
Delta is whether there is an effective governance structure to articulate a
collective vision and mobilise resources to actualise it.

The Pearl River Delta region has become highly urbanised and is getting more
so by the day with growth running at about 10% per annum. There is as yet
no metropolitan governance structure that can enhance regional
development. Indeed, it may well be that the current governing structure has
done its job and urgently needs to be restructured, otherwise it becomes
more of a hindrance than a help.

It is clear from the current messy governing structure that it is not working
well. The provincial government cannot coordinate the development of the
prefectures, counties, and the Special Economic Zones, much as it may like
to. It is equally obvious that the various sub-authorities cannot coordinate
among themselves leading to wasteful competition. Hong Kong, as a special
administrative region, and the richest in the region, doesn�t quite know how
to plug into the mainframe, just as much as the province does not know how
to work with Hong Kong in a collaborative manner. The gulf in values and
cultures remain wide. There is in fact much frustration even though individual
officials are keen to improve working relations.

Authorities in the Pearl River Delta are going to have to be practical,
innovative and able to put aside parochial interests to create a very different
governing structure. Whoever finds the key to playing the leadership role is
likely to end up leading South China into its next phase of development. A
highly skilled and visionary political leader has yet to emerge, who can handle
the difficult local politics as well as get the support of Beijing.

It is difficult to design the best administrative structure for the Pearl River
Delta metropolitan region. But it is possible to say that whoever can get the
key stakeholders in the region to come together on a sustained basis to agree
on the region�s competitive advantage as a whole, has the best chance to
lead the region. From there, the region can formulate strategies to strengthen
regional competitive advantages and mobilise resources to implement the
agreed strategies, hopefully using market rather than central planning
principles.

Why �governance�?

PRD not standing still

Current structure
outmoded

Looking for leadership

Building capacities
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Infrastructure building, unbiased studies, competition
How could and should Hong Kong�s role as a �hub� be enhanced? The official
view at the HKSAR Government and its Port and Maritime Board is for Hong
Kong to do everything possible to ensure substantial quantities of China�s
physical trade pass through Hong Kong. This goal is evidenced by its
consultant report, known as the McClier Report, released in 2001. The Board
asked the consultant to produce a study to �develop and implement a
competitive strategy and master plan for Hong Kong to maintain its position
as a transportation and logistics hub as a result of the development of
alternatives locations including those within the Pearl River Delta�. The report
was explicit in that its proposed strategy and master plan were �motivated�
by the emerging lower-cost alternative across the border. Since then, the
government has awarded a follow-up study to formulate a competitive
strategy and master plan for port development in the coming 20 years and to
finalise the location for a major container port.

Some of the issues that need examination include:

(a) Determine whether Hong Kong and Shenzhen container terminals
charges are kept artificially high.

The McClier Report was never released in full. The executive summary
did not have many numbers to back up whether more customers would
come if Hong Kong took a supply-led approach to build more physical
infrastructure. The report also did not discuss the critical fact that the
Shenzhen container terminals are the second most expensive terminals
in the world, and that the cross-ownership structures between Hong
Kong and Shenzhen terminals operators are what hold up Hong Kong�s
terminal prices. It is unclear whether the new study will take these issues
into account.

(b) Change policy by adopting a comprehensive competition policy and pass
legislation to outlaw anti-competitive activities.

While the McClier Report was tasked to help Hong Kong�s SMEs to
participate in the global supply chain, it appears to be silent on what
shippers want most: competition in container terminal services so that
their products will not be subject to what they see as price rigging by the
terminal operators in Hong Kong. Indeed, the shippers would say that the
most effective way to help them is more reasonable THC. An independent
report, published in September 2002, by the Hong Kong-based Political
and Economic Risk Consultancy, noted that cartels distorted prices in
ports and transportation.

The HKSAR Government takes a sector-specific policy approach to
competition. It liberalised the telecommunications sector, then the
banking sector in terms of the setting of interest rates, followed by the
rice market (in 2003). It has never satisfactorily explained why it does
not take a general approach to competition. The Consumer Council
recommended in July 2002 that the Port and Maritime Board should take
on a role in facilitating a process whereby any allegation of restrictive
practices by shipping lines (and presumably by extension terminal and
mid-stream operators) is ascertained. It felt that it could only make this
recommendation in view of the fact that the government refused to adopt
a comprehensive competition policy. The Consumer Council�s
longstanding position is that Hong Kong should have a clear policy and
law to outlaw cartels, price rigging, and other anti-competitive practices.

HKSAR government's
view is supply-led

Issues that ought to be
studied to create a more
competitive environment
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The HKSAR Government's position remains confused. The Port and
Maritime Board stated in September 2002 that it would not take up the
Consumer Council's recommendation.

(c) Build up and promote Hong Kong as a maritime service centre.

It may be that the HKSAR Government is not completely oblivious to the
soundness of a supply-led approach as discussed in (a) above. In March
2002, it commissioned a study on ways of strengthening Hong Kong�s
position as an international maritime centre in order to have a better
understanding of the full range of maritime services. Maritime experts
appear confident that the results will show that shipping-related services,
such as ship finance, ship broking, insurance, ship management, etc.
contribute more to Hong Kong�s economy than the Kwai Chung container
terminals. The study is due out in 4Q02.

(d) Open up debate on whether Hong Kong can be an international maritime
centre without the physical port.

It should be noted that the Kwai Chung terminals are actually situated in
the middle of the city. This creates daily congestion, air and noise
pollution, plus the terminals are extremely unsightly. Furthermore,
Shenzhen has cost-competitive advantages. There appears to be two
long-term options for debate:

� Relocate all the Kwai Chung terminals to Tuen Mun or west Lantau so
that port activities would be moved away from population centres.
This would also put the port closer to where cargoes are generated in
the western part of the Pearl River Delta. This option is appropriate if
studies show Hong Kong and Shenzhen ports are all needed to
handle future cargo loads. Furthermore, the right to operate
terminals should be given to new operators to create competition.

� Build no new terminals in Hong Kong and gradually phase out Kwai
Chung terminals as more capacities come on stream at Yantian,
Shekou and Chiwan. This will lower costs in the longer term and
keep port activities away from Hong Kong, which can concentrate on
developing other types of services instead. This option may not be
possible � some parties argue that as ships get bigger, the deep
water at Kwai Chung provides the best conditions.

(e) Collaboration between Hong Kong and Guangdong to eliminate price
fixing across the border.

One of the problems across the border is that some mainland interests
control the issuing of cross-border goods vehicle licences. The two
authorities should cooperate to study the regional trucking business in
order to eliminate barriers to competitiveness. Unless such barriers are
removed, a supply-led infrastructure building approach is actually quite
risky for Hong Kong. The McClier Report did not appear to have
considered such issues.

Time to speed up air liberalisation
Hong Kong practised a �one airline, one route� policy from 1986. Thus, home
carriers Cathay Pacific and Dragonair flew to different destinations and did not
compete. The �one airline, one route� policy is effectively over though. Things
changed rapidly because Hong Kong and Beijing reached an accord that
allows mainland carriers to pick up passengers in Hong Kong and fly onward
to other destinations.
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US airlines have long complained that they had restricted access to Hong
Kong because of the �one airline, one route� policy. They want what mainland
carriers are now able to do. In recent months, Cathay has been lobbying the
HKSAR Government to grant US airlines greater access to Hong Kong cargo
routes. In exchange, Cathay is seeking approval from US regulators for a
code-sharing partnership with American Airlines. Negotiations failed in June
because Hong Kong was only prepared to allow US airlines limited frequencies
at restricted times, but talks will resume in October 2002.

Hong Kong appears to be liberalising slowly. There is another camp arguing
for a much more rapid pace of liberalisation in order for Hong Kong to
entrench its leading �hub� position. By allowing only limited frequencies at
restricted times, proponents say it is not good enough because users cannot
be properly served. The government�s attitude is to negotiate incremental
liberalisation every one or two years to see what impact the additional rights
have on the market and the Hong Kong carriers. Hopefully, the pace could
pick up in the foreseeable future, since what is important to Hong Kong�s
overall economy is creating the highest level of flow in people and cargo,
which will in turn increase the city�s service capacity for there is where new
markets lie.
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