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Deir Finanéial Secretary

I ami delighted to send the 2007 British Chamber of Commerce Budget Submission for
your consideration. You will be aware that this is an exercise that we go through each
year and have done so for many years with the aim of providing Government with a
conistructive yet well researched and prepared paper. This year is no exception and we
hope that you will find it to be useful in the debate which you will now be going through.

Wl;ile the paper looks at the economic and financial challenges which Hong Kong faces,
it does so from a short, medium and long term perspective. There are two main issues that
have emerged in the area of Government revenues. The first issue is that Government
should resist the 'siren calls' for reductions in headline tax rates, changes to tax bands or
personal allowance until the outcome of the consultation on the need to broaden Hong
Kong's tax base is known. The second issue is that it is now time for Hong Kong to push
ahéad with the debate on and the review of the overall taxation regime and to determine

whether or pot reforms are required; central to success is that it is crucial for Government’

to move the process beyond a debate on the appropriate sources of revenue,

A pnonty objective of the Govemment and a key element of the long term strategy to
maintain Hong Kong's position as the pwemmmt international financial centre is the
furlhzr development of RMB business in all its facets. It is the RMB capability that gives
Hong Kong a uniqueness that no other financial centre possesses. In addition it will have
an gppomnt bearing on China’s own economic development.

As ‘you know, Financial Secretary, there are concerns which we believe deserve greater
attefution at all levels in Government - from the very top down. The first of these is the
environment and its progressive degradation visible for all to see; we note that the Chief
Exccutive has said that this is his “number one” priority. The second is the ageing of our
population which will require both short and long term measures - the first of these being
the urgent need for reform of the healthcare system and for a determination as to how it is

to be financed. In terms of an ageing population, we also believe that there is a need to .

cngggc in a decper and longer term study of the implications — there will surely be
impacts here on retail and property markets, to name just a couple. Further we note that,

hidden in the census figures, there arc some disturbigg—sosig-isties—suoh as an
accelerating divorce rate. _
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Financial Secretary, we have commented previously to Government on the importance of
longer term strategies. We are aware of the reasons for a shorter term agenda at present.
However we believe that it is important that a balance is maintained between long term
vision and plans with shorter term objectives. Pohcy initiatives often have to transcend

more than are administration; this is especially true in the area of public finances and the -

adv'ancemem (or protcctxon) of ‘the financial services sector. Unfortunately deferring
dxfficult decisions is not in the best interests of the community; we believe that well
communicated strategies and policies will achieve public support. The British Chamber
- stahds ready to werk with Government at various levels-to develop-a vision strategies to

o tac]de the many challengw ‘which we as a commmnty shall ¢ollectively face over the next

quatter of a century. It is to be- hoped that this paper will provide useful ideas for your

Yours sincerely -
(Signed)

Chifistopher Page
Chairman -

Enc
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cc:"Brigadier Christopher Hammerbeck CB, Executive Director
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EXECUTIVE SUMMARY

The British Chamber is one of Hong Kong's iargest international business organisations,

comprising major multinational companics and institutions, as well as a substantial number of

}SMEs The Chamber represents a broad spectrum of British, Hong Kong, international and

Chinese companies. Collectively, this membership makes a significant contribution to the Hong

Kong économy and to employment, employing approximately 10% of Hong Kong's workforce.

The Chambcr therefore constitutes a :epnesentanve cross-section of business opinion in Hong
- Kong gnd has a major mterest in Hong Kong's continued success.

The Chamber prepares this paper on an annual basis for submission to and consideration by the
Specml Administrative Region Government (‘SARG’) as part of its annual budget preparation
proces;. Throughout the paper we highlight the cconomic and fiscal concerns of our members
and suggcst ways m thch these conld be addxessed in the. forthcommg budgct.

This year our paper has been dmded into four sections. The first section provxdes our current
econoxmc assessment for Hong Kong and forms a backdrop to the comments and
recommendations contained in the second section, which covers short and medium term fiscal
meas@':es. The third section briefly commehts on some of the medium to longer term challenges
and pressures that Hong Kong faces from a fiscal perspective and examines Tax Reform
measu}es ‘more generally. The final section touches on ‘measures to enhance Hong Kong's role
as a Global Financial Centre and Environment related issues. ' |

Since our previous submission, Hong Kong has continued to benefit from a robust economic
sxmauon thh strong growth, continued consumer corfidence, and a booming tourist sector.
However, a number of threats to Hong Kong's fiscal well-being continue to exist including: the
nanowness of its tax base: a return to an inflationary environment in Hong Kong, including high
propc:ty prices; the risk of interest rate, oil and commodity price mcreases, and the continued
threat of the impact of terrorism attacks and an avian flu outbreak on global trade. From an
overal_l;budgetary viewpoint, therefore, Hong Kong should remain cautious. ’

With this in mind, our main recommendations are as follows:

. The SARG should resist calls for reductions in the 2007/08 Budget in headline tax rates,
~.any changes in tax bands or increases in personal allowances until the outcome of the



consultation on the need to broaden Hong Kong's tax base, including the possible
' mtroductxon of a Goods and Service Tax (GST), is concluded.

. Thc Chamber snll believes that SARG should review and reform the use of fiscal
measures to discourage smoking. The current sysiem of determxmng duties on alcohol
should also be reformed

’o_ 'As Hong Kong returns to being a high cost environment, with high property prices and
salary levels, the SARG must do all it can to contain and reduce annual government
éxpenditures in real terms.

. ﬁpw is the right time for the SARG to push forward with the debate and review of Hong
Kong s overall taxation regime and whether reforms are reqmted The currept
consultation process of the broadening of Hong Kong’s Tax Base is part of this process.
But we believe that this process should extend beyond a debate on appropriate sources
of revenues. It should also consider areas in which the administration and interpretation
of Hong Kong $ tax system can be 1mproved and enhanced.

I

U As we have noted in past submissions, the SARG should continue to do all it can to
ezmcnt Hong Kong's position as role as a Global Financial Centre, and as a hub for both
mvvard and outward investment into and from the regxon. in particular, the Mainland.

i

. There are a number of issues which will impose pressures on Hong Kong’s fiscal
prospenty in the mediwn to longer texm. These include the challenges associated with
the demographic changes in Hong Kong's population over the coming years; the urgent
need to reform Hong Kong's healthcare system; and the need to improve Hong Kong's
worsenmg environment. These, and the many other 1ssues the SARG faccs, must be
\addressed urgently in a coordinated manner.

Sectnon 1. General Economic Outlook and Medium Term Forecast

Hong Kong s economic performance in 2005 and 2006 continues to go from strength to
scmngtfl. supported by strong momentum from both external and domestic factors. With robust
gxowmhom the Mainland China and the United States, activities in Hoog Kong’s external trade
and related industrics continue to be vibrant. Between Q4-03 and Q1-06, total exports have

achxeved ten consecunvc quarters of double-digit growth. Meanwhile, exports of services have
also bqen a critical driver to Hong Kong’s economic performance, especially given the growing
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‘trend of offshore trade. Tourism, an important export of Hong Kong, has retained a stable trend
of expansion. Tourist arrivals in the first nine months of 2006 grew 9.5% year—on-year, with the
Mamland China leadmg the way with 11% expans:on and constituting over half of tourist amva.l

to Hong Kong

Domesncally. consumer conﬁdence has been supported by rising employment, a fallmg jobless
rate and a stable property market. Rapid economic expansion created 278,000 jobs between mid-
' 2003 &hd Q3-2006, with much of the momentum in high value-added, service oriented pillar
indnst;%es, such as _professional services, tourism, financial services and .logisﬁﬁ. Workers in
some Of these sectors have also experienced significant nominal growth in compensation. As a
result, ,;he unemployment rate continues to drift lower 0 below 5% three and three-quarters
petcenﬁge points Jower than the peak observed in 2003.

Rxsmg interest rates have indeed cooled the property market. Resxdenual transactions fell by
" more ﬂian 30% year-on-year in H1-06. However, property prices have been riding on a steady

tend ind the number of negative equity cases has fallen to 8,777 cases in Q2-06, compared with

the penk of around 106,000 cases at Q2-03. The stable wealth effect has anchored consumer
: sennment. '

‘On thé‘bnck of such strong growth momentum, the economy is expected 0 expand by 7% in real
terms in 2006, marginally slower than the 7.3 % in 2005 and 8.6% in 2004.

Furthér'to strong economic expansien. Hong Kong's credit rating was raised one notch to AA by
’ Standilrd and Poor’s in July 2006, reflecting a number of positive factors. China’s rating upgrade
to A Was a critical component, given the economic linkages between the two that binds their
»'respec"ﬁve sovereign ranngs together. The upgrade was also in recognition of the government’s
effort'.ip' restore fiscal snrplus, Hong Kong’s robust extemnal position and its cyclical strengths.
This hias had the positive effect of reducing borrowing for corporate and financial institutions in
Hong Kong. as well as reinforcing international investor confidence in Hong Kong’s financial
markets. Further upgrades will be dependent on cconomic and financial developments in China, |
as ras on how the SARG will cnhance its fiscal policy, especially as the global economy is
' entenng a more uncertain time.

thle eoononuc expnnslon observed between 2004 and 2006 has been excepuoml. only
margxml moderation in growth is expected in 2007. Real GDP growth for 2007 is forecast to

reach ‘at least 4.5%, above Hong Kong's recent medxum—term expansion. The extemal

-4-



environment is likely to remain supportive to economic activities, with the US and Chioa
persisting with their steady growth path. Peaking of interest rates in the US, and hence Hong
Kong, should also boost asset markets, including real estate in the SAR. The recent decline in
energy pnoes. although prone to temporary surge, should also aid to contain inflationary
pressure, as wall as protecung profitability of industries and businesses that are sensitive toward

- such ﬂuctuauons Such positive momentum is of course exposed to risk factors, such as
chseases, geopolitical tension and terrorism, trade protectionism and rising investor risk aversion, |
but theSe have been anticipated by local businesses and experience from recent years suggcst
they am capable to handlmg such issues.

Secho’h 2: Short and medium term ﬁscal measures

N ;
Rev easures

" The Chamber conﬁnues to support the principle of a simple, low-rate, tax regime. However, the
current model is possibly ill-suited -to meeting Hong Kong's economic and demographic
challmges over the next decade or two. While it is tempting to overlook the need for xeform in
Hong Kong s tax system while there is a period of suong cconomic pcrformancc, the Chamber
su'ongly believes that this is exactly the time to consider and, if appropnate implement the

; necessaxy reforms to preserve Hong Kong’s long term fiscal well-being.

A mecfxum 1o longer term goal for the SARG could be to place less reliance on sources of
~ revenue which are susceptible to exr.cmal factors, while at the same time wxdenmg the tax base.
With the continued global trend for reductions in direct fax rates and many governments
mcreas;ngly seeking to rely on mdxrect taxes and other sources of Tevenues, it is important that
Hong Kong § tax system and headline tax rates remain compenuve, especxally when compared
with tbose in other countries and locations in the Asia Pacific region, in particular Singapore,
Malaysia and Mamland China.

However, in the short to medium term, the Chamber believes that the SARG should resist calls
for reducuons in headline tax rates, any changes in tax bands or increases in personal allowances
unti] the outcome of the consultation on the need to broaden Hong Kong'’s tax base, including
the possxble introduction of a Goods and Service Tax (GST), is concluded. To do so would be
premahxtc and unwarranted in the current eavironment.



Theretare, however, a number of revenue raising measures and changes which the Chamber
- believes the Govemment should push forward in the fort’boomizig budget. In paniéﬁlar.

..

Q) »The Chamber continues to believe that the replacement of the present system for
determmng dunes on alcohol with a specxﬁc duty, as desmbed in our submission
i xespondmg to the “Duty on Alcoholic Beverages - Consultation Document” issued in _
December 2004 would be of sxgmﬁcant benefit to Hong Kong's tounsm and hospxtahty
mdustnes '

(3} Hong Kong lags far behind other developed countries in the use of fiscal measures to
discourage smoking, with the last increase (from HK$766 to HK$804 per 1,000 sticks)
mkmg place in 2001. In this regard, the Chamber still supports a progressive increase in
duty rates on tobacco products on public health grounds, altheugh we appreciate that
whilst increases in the duty would help promote health objectives it may also encourage
some people to tum to illicit cigarettes, and measures would need to be taken to combat
ﬂns We are pleased to note that the Legxslanve Council has now passed the Bill aimed at
. dssoouragmg smokmg in public areas.

3 In last year’s submission we noted our understandmg that the SARG was mtendmg 0
: donsnlt with the general pubhc in order to identify the appropriate level of hospiral fees
and possible ﬁnancmg options by the end of 2005 or carly 2006, We are dxsappomted that

thxshas not yet happened.

@) As we have noted in previous submissions, further measures 1o promote retirement
savmgs amongst both the lower paid, and by taxpayers, ghould be considered. For the
llner, addiuonal benefits should be conferred on pension contributions as follows:

a) Voluntary additional lump sum or one-off employers’ contributions should be
deductible for tax purposes when made. Currently, such contributions are deducuble '
over a 5-year period at 20% per annum. An enhancement in the relief avaﬂable would
encourage more voluntary contnbunons by employers

b) An increase to the tax deductible limit for voluntary employee contnbuuons to
MPF.- schemes. This will encourage employees to contribute more to their MPF
 schemes and promote a culture of saving for retirement by individuals. |



Expenditure measures

Dunng the years since 1997 there have been comments about the overall cost of govemment asa
percentage share of the GDP of Hong Kong. This reached a high point in 2001, amouating to
22% of GDP. In his 2004/05 Budget, the Financial Secretary set out to reduce this to around 17-
18% by:2008, a target that has been achieved ahead of time thanks in part to the strong growth in
GDP that Hong Kong has enjoyed over the last few years. It is, however, the view of the
Chamber that there is still room for further sensible economics which vwill not inhibit the process

of day-to-day government.

Further, in examining the overall pattern of government expenditﬁre over the past decade the
Chamber recognises that for a major part of that time there were special circumstances which
came into play as the consequences of the Asian financial crisis were felt by the economy and
community of Hong Kong. However, it is 1mportant to ensure that some of the special
departmiental expenditure does not become enshrined in the recurrent expendzmre ot’
govem!nent.

As a pait of any process of reviewing ways in which the SARG could reduce its overall cost
base, ﬁs important that the SARG cxamines opportunities to reduce its overall mvolvement in
actmri?é,- that can be performed more cost effecuvely by the private sector and which will
deliver:an enhanced level of service to the public. Specifically, as we have noted in previous
submissions, the Chamber would continue to urge the SARG to 1denufy suitable projects or
services ‘that eould be dehvered under a PPP model, and to appomt consultants to expedue their

‘ mplementaxion. Despite previous endorsement of PPP by the SARG, litde progress in adoptmg
it has been made in practice.

Given that some 65% of government expenditure is related to ernployee costs, lhe Chamber also
puts forward the following observations and recommendations for eonsxderanon

¢)) The current Civil Service Pay Level survey should be concluded and the results thereof
 shiared with thé wider community as a priority. |

(2) Whilst we accept the proposition that the civil service should be well compensated, it
should be performance related. Any review of the salary costs of the le Service should
also consxder the headcount and grade structure within the civil service and whether any -

changes to that could also be made to achieve a more efﬁcrent structure and orgamsauon
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Section 3: Medium to »longer term fiscal challe’nges'and Tax Reform meaSuros

As the SARG i is Well aware, there are a number of issues which w:ll unpose pressures on Hong
Kong’s fiscal prospenty in the medxum to longer term. These mclude '

« Anaging populauon»:
e A low, and dechmng, bmh rate;
¢ .Anurgent need to reform Hong Kong s healthcare system and the fundmg thereof

o . The challenges posed by the problem of the long termv unemployed and an increasing
trend in youth uncmployment and ' '

. The utgent need to 1mprovc Hong Kong s environment (although the Chamber fully
.tecogmses that' tahng steps to belp improve Hong Kong s envxronment is a
responsibility that the community as a whole must fully embrace if any significant

progress istobe made)

thlst a detaﬂed commentary on these issues is beyond the scope of tlus paper, ‘these issues may
have a dramatic 1mpact on Hong Kong's fiscal prosperity and requirements. In this regard the
Chamber beheves it is right and proper that consideration should be given to ensuring that Hong -
Kong’s taxanon regime and sources of Government revenue will be sufficient to meet the

' SARG’ s ongomg and future fimmcml commxtments

The Chamber therefore welcomes and supports the Government's public oonsuluuon on ways
of broadening Hong Kong’s tax base to ensure its future prosperity. The Chamber is currently in

|  the processing of obtaining the views of its members on the proposals and quesnons contained in
the Government's consultation documentation issued in July 2006. We will submit our
commients in due course once this exercise is completed. At this stage, no conclusions or
consciisus views have been reached, although we would observe that the focus by many in the
community on the possible introduction of a Goods and Sales Tax (“GST') rather than a broader
Tax Réeform package is possibly not helping the debate on this issue.

‘The Cliamber also believes that the SARG’s agenda for Tax Reform should encormpass a review
‘of vagious areas in the administration and interpretation of Hong Kong’s tax system. These
mclude‘ |

1) AReview of the Inland Revenue Ordinance (“IRO”)
-8-
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As we noted last year, in the Chamber's view, the IRO has become outdated; it is nearly 60
years 6ld and would benefit from an overhaul. '

The Chamber still advocates that a complete revxew/update of the IRO is urgently required. This
said, we appremau: that this might pose certain challenges; but believe these have to be tackled
and nqp ignored. Thus, we stll fully support the establxshment of an Independent Revxew Body
to examine specific issues relating to the IRO. Its members should be experts in the field with no
prcvxons mvolvement in formulating or drafting Hong Kong § tax legxslatxon

Amongst the areas whxch the Chamber belxcvcs should be revxewed are the followmg

a) Tknzscale for jssuing Tax Assessments - The IRO currently grants the IRD a perind of six
years ig which to revisit tax assessments. Where a taxpayer has incurred tax IOSscs, the period is
unlimited. Members of the Chamber, as well as the taxpaying community at large, have
experienced an increasing trend for their tax affairs to'be re-examined and reassessed, for the full
- osix year period, in relation to issues considered resolved many years earlier. It is entirely proper
that taxfiayers who make false claims or who mislead the IRD should be exposé.d to the risk of
later té%'s’tamination and re-assessment. But where taxpayers have properly complied with their
obhgaggns, they should be protected from vnreasonable or spurious assessment and claims for
payment' of tax on account. The independent review body should therefore address the
-cxrcumstances in which reassessment may be undertaken and the appropriate period for
reasse$tnent based on international best pracuce I i

b) Upilate guldance on source of proﬁts - One of Hong Kong’s key attractions to foreign
investars is the simplicity of its system of taxation. However, recent case law decisions, and
reponeq Advance Tax Rulings. which appear to be inconsistent with the spirit and intents of
Depamnental Intupretauon and Practice Note (“DIPN”) No 21 on the Locahty of Profits,
coupled at umes with what seems to be a selective use of the “totality. of facts test to reject
offshone profit clmms lodged by taxpayers, have caused undue frustrations among the business

commimty and tax practitioners. For example:-

°k The IRD has indicated that it may still seek to tax the prbﬁt of a re;inyoi_cing company,
.éven though its operations in Hong Kong are in line with the relevant DIPN 21
'provisions, on the argument that the pnofit represent commission (rather than trading
-profit) derived from activities performed by the re-invoicing company in Hong Kong.
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e  Activities such as opening letters of credit and the keeping of books of account in Hong

: Kong. which used to be regarded as auxiliary to the derivation of trading ptoﬁts may be

| _used by the ]RD to Jusufy its rejection of offshore trading proﬁt clmms notw:thstandmg

. that the relevant sales and purchase contracts may have been effected by taxpayers
) outstde Hong Kong

The IAck of sufﬁcxcnt gutdancc and of a reasonable degree of certainty in the IRD s
mterpremuon and of & fatr and consistent application of the tax legxslanon and principles dealing
with source of proﬁts may result in Hong Kong losmg its compeuuveness as well as tax
revenms because -

. -Investots are dtscouraged from setting up their global opemt:ons in Hong l(ong for fear
of havmg all their profits potentially being considered as havmg a source in Hong Kong
and fully assessable to Hong Kong pmﬁts tax; ‘

o Existing Hong Kong taxpayers decide to slnft their operattons to other Junsdtcuons (e.g.,
Smgapore) which offer better tax incentives to encourage mvestments and

. 'More taxpayers use oﬁ'shore mcorporated compames to evade tax. |

To ad&mss these concerns we would reoommend that the IRD should seek to finalise ms work on
. the revimon and updatmg of DIPN 21 at the earliest opportumty

c) Use'of anﬂ-avotdance prov:sxons to challenge legmmate tax planning Although DIPN 15
. has provided assurance that the tax anti-avoidance provxstons such as Section 61A will only be
used by the IRD to strike down “blatant or contrived tax avoidance arrangements”, taxpayers
and tax' practitioners have noted an increasing tendency of the IRD to seek to apply these
. .sectiofts to commercially legitimate transactions undertaken by taxpayers. This approach not
- only uiifairly penalises taxpayers who undertake tax planmng mea.sunes to legmmately arrange
.their tax affairs thlnn the acceptable parameters of the Hong Kong tax lcgtslatton, but also
'potenmlly encourages the use of “offshore” companies o carry out activities in Hong Kong
without: properly oomplymg with the extstmg tax legislation (i.e. by means of non-dtsclosurc)

on whsch we comment funher below

o d) Use;pf IT - Whilst the IRD has announced some initiatives in the extension of the use of IT in
reoetvmg Tut Retumns and Information from taxpayers, under the Information Systems Strategy
“ISS™ in terms of the portal for 2008 and as part of the “Dtgxtal 21" BSD strategy, this is still

-10-
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some two years away; and is not apparently going to be mandatory. In contrast, many other tax
authorities have moved to digital input of tax information, and paper based tax return systems

are being phased out completely. We believe Hong Kong is bebind in this area, compared to
many qther jurisdictions and more emphasis needs to be given to these projects. .

~ ¢) Other Areas for Clarification - Other measures to unprovc ‘the understandmg and operatxon
of the Hong Kong tax system would mclucle.

| ':. sFonpal mclusxon of OECD transfer pncing principles into‘ the IRO, or as a minimum the -
issue of a DIPN to clarify the IRD’s views on the application of these principles;

e The introduction of statutory provisions specifying the taxation treatment of trusts; and
. '-Ajlowing public access to assessors’ man_uais. :

(2) Review of the opmﬁon of the Board of Review.

~ The Board of Revxew (the “Board") is an unportant “check and balance” agamst unreasonable
tax assesamenr.s issued by the IRD. Accordmgly, it is vitally nnportant that the Board is seen to
be independent of the IRD, to act fairly and objecnvely, and to consider all facts and evidence
presenied to it by both the IRD and Taxpayer alike. There has been a decrease in the number of -
Board -ef Review cases and an increase in the number of cases awarded against the
taxpayérlippellant, in the last few years. Perhaps more worrying isa growing perception that the

- Board is too parusan towards the IRD and may be hckmg the necessa.ry objectivity.

Aceordmgly, r.he Chamber believes that in con_;uncuon with any rewew of the IRO areview of
the- operanon,s of the Board should also be conducted perhaps with a view to separatmg complex
techmal tax cases to be heard by a different and more specxahsed body than general tax cases.

(3) Enforcement Measures

A key” resoutce of the IRD in recent years. has been the estabhshment of field audit teams,
resulnng in sxgmﬁcant addmonal revenue for the SARG that may not otherwise have been
collected. The field audit tearns impose penaltics on taxpayers who have evaded tax. Penalties
are normally regarded as a means of encouraging full and timely compliance by taxpayers,
providing financial compensation for loss of revenue in. delinquent cases, and acting as a
deterrent ‘to tax evasion as penalties in such cases are normally punitive and/or involve
prosecunon That said, imposing penalties in cases where taxpayers have made madvenent
- errors in tax retums but voluntanly disclosed the errors, can be counter producuve especxally
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when there is no certamty as to the level of penalty that will be 1mposed should a taxpayer wxsh
to recfify an erroneous retum

The d:amber continues to belicve that a one-time tax “amnesty" would be effective means of
mducmg mcreased taxpayer comphance as well as generating addrtronal tax revenuc for the

Govemment. Tax amnesties have been successfully applied in numerous other Junsdxcuons

mcludmg Augstiia, Australia, Belgrum, Finland, France, Greece, Ireland. Italy, Portugal and

Swrtzqt.land, and more than half of the states in the USA. '

@) Targeting the use of offshore companies

Despt;e the presence of field audit teams, tax evas:en remains wxdespread in certain areas of the

3 economy, such as the use of “offshore” compames which operate in Hong Kong but whrch do

not file-tax returns. The Chamber would support and encourage the IRD to broaden their attack
agamst ‘tax evasion bcyond the taxpayer groups whxch are already regxstered thh !he ]RD ;

The Chamber rs pleased to note that there is some progressxon in thrs area - such as the

:requnement for more disclosure of transacuons with offshore related compames in a taxpayer 8

.profitsiax remm.

Similadly, the new reqmrement for offshore eompames owning Hong Kong property to pay a

~ Business Regrstrauon fee and ﬁle a Profits Tax Retumn is helpful. In this regard, the deeming
- provxsrons of the new Offshore Funds exempuon legislation, whxch require certain investors in

offshore entities 0 unpute and report income of the offshore entity as their own Hong Kong

taxable income, may help reduce the number of tax avmdanee case, though it remams to be seen

how rnany of these potenual Hong Kong taxpayers will comply with this requuement

' But more should be done. Whilst there are: around 750,000 entities regrstered under the Hong

Kong Companxes Ordmanee. only some 230,000 of these are believed to be actwe. Are the
remaining entmec tmly “nactive”, and how many of them should be filing Hong Kong profits
tax refyrns and paying Hong Kong taxes? Is thxs resulting in any serious revenue leakage for the
SARG?. |

: (5) "‘Fhe new Oﬂ'shore Funds Excmption legislation

‘Related to the drselosure pomt noted above, it is clear that tbe IRD expeet many Hong Kong
_ based javestors in offshore entities, not just properly recognised mutual funds, to deem income

~from their mvestment and subject it to taxation in their Hong Kong Tax Returns for 2006/07 and
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r.hereaﬁer as a result of the enactment of this new tax legislation. Consultanon with industry and
mterested pames on these new disclosure requirements in Hong Kong Tax Retums before the
2006’07 Tax Retum are issued would be helpful. ’

(6) ﬁouble Tax Treaties

 The Chamber is especially pleased to note the recent signing of the new Double Taxation
Arrangement between the Mainland and Hong Kong. We note that there are discussions for
Doublg: Tax.atioa Agreements (“DTAs") ongoing with the Czech Republic, Italy, the
Netheﬂ'ands. Macao (this should be progressed more quickly given the cornelusion of the new

treaty yith the Mamland and the proximity of Macau to. H_ong Kong and the special issues that

gives rise to) and Vietnam.

‘Whilst it appears that progress on negotiations' seems 10 be slovﬁng dowr)u we believe more
comprehensive DTAs should be entered into by Hong Kong. Whilst the need for “excbange of
~ information” provisions in any such treaties will present challenges, a broader treaty network
would { offec significant bencfits to Hong Kong and Hong Kong bnsmesses. The United
Kingdéim, as a major investment partner into Hong Kong is being encouraged to start
negouaﬁbns for a DTA. sooner rat.her than later. and this is a separate Bnush Chambcr mmauve

The newv DTA with the Mainland wrll lend further support to the role Hong Kong can play as the
gatewty to Chixa and attract mvestment flows from overseas’ markets such as US, Europe the
dedle ‘Bast, and Russia. The Chamber eoﬁgratulaws the Govemment on the work it has been
doing to put Hong Kong on investors’ radar screens More should be done to strengthen these
external links. Similarly, Hong Kong’s role as the springboard for Hong Kong and Mainland
companies investing overscas will be enhanced if Hong Kong's tax treaty network can be
expandéd. | | " ‘ :

(7) Other Tax Reform measures

The Chamber continues to support measures which would modemise Hong Kong's tax system
withouit imduly prejudicing its simplic_ity. The abolition of Estate Duty and exemption from
Hong Kong tax, for Offshore Funds in recent years are excellent examples'of positive steps in
this regard However, as we noted in last year’s submission, the Chamber beheves that there is
~still room for more initiatives in this area, mcludmg -
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~ -a) Revimptng tax ﬁhng and payment deadlines so they are more closely hnked to financial year

ends;
b) Intmducmg self assessment thh a view to further 1mprovmg the efficxency of the IRD

0 Chargmg interest on tax underpayments and repayments, in order © farrly compensate both
" the SARG and taxpayers where tax is owed by one party to the other after the due date for

' payment has passed;

Y Wtrhholdmg salanes tax withholding at source, allowing for a constant flow of revenue to the
_ SARG over the ﬂnanctal year, and sxmphﬁcatton of the tax return and assessment pmoess,

' 'e) The‘ Chamber was dxsappomted that in his 2006/07 Budget speech the Pmancral Secretary
ruled gut the need for any group loss relief regime or loss carry-back arrangements in Hong
Kong.*The Chambex sull believes that such measures would be welcomed by Hong Kong
'busrnesses and would help enhance Hong Kong 8 oompetmve posmon ‘

Sectioh 4 = Other matters mclndlng the Envrronment and measures to enhnnce Hong Kong
‘a8 @ Giobal Financial Centre |

s Emironmental ssues

As already notod already, the urgent need to 1mprove ‘Hong Kong s envrronment will have a

. dramatn: impact on Hong Kong's fiscal prospenty in the medium to long term. Due to its
mportance and complexxty, we would refer to our previous submissions on this topic. However,
we would reiterate in this submission that there are a number of measures we beheve that the
SARG must address i in this area as a malter of pnonty, mcludmg

a) Greater emphasrs and priority should be given to the introduction of “polluter responsrbthty
schemes” mcludmg the schemes desxgned to promote the reoovery and recychng of tyres and
to reduce the use of plastic bags;

b) The mtroduction and enforcement of border cmissions testing and substannal sp0t fines to
pnevent free entrance into Hong Kong of fuel and commercral and tounst vehicles that do

_ not meet Hong Kong emissions standards;

c) The introduction and enforcement of severe financial penalnes for envn'onmental damage. '

mcludrng increased fines and penalties for any hot air or dangerous gas or other wasxe or
ennssrons "and polluters of the air, harbour and other marine areas;
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d) The ‘_cncouragement of public and pﬂvate sector invesm‘)en't' in* advanced recycling
techniques, including tax deductions for individuals or busixiesses , who spend on -
, envxronmentally friendly plant and machmery items such as ‘'solar panels, windmills,

'btcycles , air condmomng momtors msulauon gcothcrma] pumps etc or othcr cncrgy
' emclem devices for their homes or busmesses Such tax reliefs are already avaxlable at an

}mdmdual taxpayer level in many countnes

e) Cuirent trial waste reduction and recycling schemes for household, construction and
commercial waste need to be expanded into comprehensive territory-wide schernes, with
s\i:&;able tax and other incentives, and penalties for non-compliancé; and

f) Invest:mnt in schemes to encourage greater energy efficiency across Hong Kong.

3] liMB’banldng business

"~ We co';minue to believe strongly that further development in RMB banking in Hong Kong is
impon:'ﬁi'n in Hong Kong fulfilling its potential as an RMB offshore centre, and reinforcing its
* role as; nn mternauonal financial centre. thle fully aware, and in agreement, with the ‘gradualist
approach adopted by the Chmese authorities in opemng its capital account and conducting
| exchamge rate reform, the Chamber believes it is posslble to relax some of the exxstmg limits
without Jeopardxsmg ﬁnancxal stabﬂxty in mamland China. Possxble measures mclude

a) Allowing a greater range of banking products especmlly on the lendmg side;

b) Enhancing the RMB clcaring’mechamsm in line with product hberahsauon; o

c) Ramng daily lix‘nits‘ on exchange and remittanccs;

d) Pcri;'iitﬁng remitances to more’th'an one registered account m Mainland Chma, o
) Proxioting the establishment of RMB deb issuance mechanism;

f) OpeangMB bmﬁhg SérVices toa broadcr range of corporate entities.

| | @ Becom!ng Clnna’s leadmg capntal and wealth management centre

With Ghina continuing to grow at a rate of 8-10% every year, its need for capnal and the sPeed
of wealth accumulation is unprecedented. In 2005 alone, 12 Chinese companies were listed in
Hong Kong out of the total of 67 listings. Together a total of USD37b of capnal was msed
placmg_ Hong Kong‘ at the 4th position in the global ranking for the _amoum of capital raised in
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- 2005.-Hong Kong’s performance as & centre for capital raising has been even mOre impressive

- and spectacular in 2006

, Tlns trend of more and more Clunese compames commg o Hong Kong to ra1se funds through

our capxtal markets will connnue Itis 1mportant that Hong Kong maxntams its lion's share in the
capxtal rarsmg game by provxdmg an efficient and transparent regulatory framework, enabling

the co-listing of A- and H- shares, and upholdmg the hxghest standards of corporare governance

for cotnpames raising funds.

» In theiarca of Wealth Management, the recently mtroduced Quahﬁed Domestu: lnsntuuonal

Investpr scheme (QDlI) by Chma provrdes a good opportumty for Hong Kong to capture the
offsho:e wealth management businesses from China.

@) Educaﬂon and Trnimng

: Educahon and training remain a concemn to Chamber members In particular, the Chamber

behew.s that the SARG should

. a) To contxnue to focus as a pnonty on ensunng that adequate mternauonal schoolmg is’
: avarlable in Hong Kong The shortages of plaoes conunuc tobea major problem for families

: 1oolnng to move or re-locate to Hong Kong. Moreover, many farmhes who have made their

homes in Hong Kong are havmg to look for schoohng outside Hong Kong for their chrldre 3

b) To continue to focus resources on promotmg the :.rnportnnce of language educanon in Hong

Kong, ,rnclndmg within schools, colleges, mversmes, and compamet, thh more emphasrs on

the rmportance of tri-lingual competence

c) Connnue to take steps to attract talent from the Mamland (and elsewhere) to work in Hong

Kong’ with a wew to remforcmg the qualxty of our human capital and strengr.hemng ties with the
anlan¢ and ‘

d) To continue to put in place measures to help Hong Kong's SMEs flourish and e:tpand. Such
measures should include assistance and support for training of employees within SMEs; the .
Chamber i is dxsappomted to the note that the SME Training Fund wlnch was closed in 2005 has

“ not been reinstated or replaced with a similar incentive.

) l.nfgrmhon. Communications and Technology
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Efficxcncy of Hong Kong’s Technology and com:ﬁunii:ations strategy will continue to be an
v ponant driver in contributing effectxvely to the budget in the future. In particular, the
Chambet believes that the SARG should: '

a) Contmue with the focus on ap improved regulatory framework for telecommumcauons
hbemhsanon and take advantagc of Hong Kong s tax position to become an ICT hub wnhm
’ Asm’Pacxﬁc '

b) Continue to focus on measurable objectives for govemmcnt mpmvement. The latest :

' ngx(alZl draft paper is a huge improvement over the 2004 version. The Chambcr would like
to oongramlate the government on the direction it bas set and the appomtment of a
Govqmmem CIO is to be applaudcd The Chamber will be responding in detail to the draft

' papei'.
| c) Rc-duxgn how fundmg is dxsmbuted to SME's in the technology area. The Chamber feels the

o cun-ent system is not working and is musmg much negative comment in this segment The
Chamber would like to see a system of seed capital jnvestment for technology SME’s based

on focussed industry areas, high potential ideas and the easy dlstnbunon of funds all linked to
measurable business and govemment efficiency outoomes '

d) The{Chamber would like to congratulatc the SARG for technology mpmvements in enablmg
govexnment services. The initiatives regardmg the government portal and DTTN are to be

apphude¢
- €) F'mally Establishing the Communications Authonty by mcrgmg the Broadcasung Authority
and ‘Ielecommumoanons Authority upon enactment of the necessary legislation in 2007/8

(ubjéet to the Legislative Council prooeedmgs) is forward thinking. It will be of great benefit

to Hong Kong, providing the regulatory framework is aligned and the promotion of enabling
technologxes such as Wimax, fibre to the home and fixed/mobile convcrged technologlcs are

acuwely supported
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