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Preface
The government’s budget is a political document. It provides financial resources for the achievement
of government policies. Irrespective of high sounding commitments, the resources set aside for
them indicate the degree of seriousness. How the government views what it will, and can, afford to
fund is bound up with its philosophy on budgetary issues. Much of this philosophy has not changed
for decades. What is particularly noteworthy is the lack of debate about the underlying assumptions
behind the government’s philosophy. Even though there are contending views in society, as can be
seen from the many criticisms of government policies and frequent acrimonious exchanges between
officials and legislators, there has been little serious, sustained deliberation and debate about the
policies and financing of long-term issues, such as those relating to demographic changes and the
public services needed to meet them. This publication is Civic Exchange’s contribution to that much
needed debate. We hope this will be useful to government officials, legislators, political parties,
students and members of the public who have an interest in local affairs.
We are grateful to Tony Latter for taking on this project, and to Leo Goodstadt and Roger Nissim for
agreeing to contribute to it. Tony Latter provides the necessary background anyone needs to know
about the Hong Kong budget, and raises important long-term issues for discussion. Leo Goodstadt’s
chapter reminds us of how inadequacies catch up on society in the end, and warns us not to
continue neglecting them. Roger Nissim highlights for us land and housing policies, which are critical
to understanding the political economy of Hong Kong. All three of the authors have had long and
significant experience working in both the public and private sectors. There are few people who
have similar qualifications in the subjects they address here. Civic Exchange is fortunate to be able to
work with them.
This publication would not have been possible without the support of Peter and Nancy Thompson,
who sponsored this research. We are also grateful to Professor Alan Siu of the Faculty of Business
and Economics, The University of Hong Kong, who provided assistance to Tony Latter during his
research, and for hosting a workshop to discuss drafts at the University of Hong Kong. We are also
grateful to Professor Richard Cullen of the Faculty of Law, The University of Hong Kong for
collaborating with Civic Exchange in another workshop to gather feedback prior to the authors
finalizing their chapters. We must also thank Yan-yan Yip, the Chief Operating Officer of Civic
Exchange for handling all aspects of work relating to publication, to Mirror Productions for designing
the report cover, and to Eric Cheng for laying out the papers.

Christine Loh
Chief Executive Officer
February 2009
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Foreword
The seeds of this project were sown in the spring of 2008, before devastation struck the world’s
leading banks, before stock markets and property prices plunged so severely, and before the global
economy lurched into recession.
It is now January 2009, and in Hong Kong the Financial Secretary’s annual budget address is
approaching. Minds are no doubt concentrated on what might be done to address the immediate
crisis, whether in terms of contingency arrangements to deal with any prospective financial collapse,
or economic stimuli to avert, or at least to cushion, recession.
All of this presents a convenient excuse for deferring consideration of longer-term issues. However,
there are many such issues in the budgetary sphere which will have to be tackled sooner or later.
The three papers in this collection deal essentially with some of those longer-term issues. The more
immediate challenges cannot, of course, be ignored entirely, but the main focus of the papers is on
longer-term questions relating to the structure of the budget, the principles which guide it, and the
demands which may be put upon it.
This should not be seen as an exhaustive examination of all aspects of the budget. But, taken
together, the three papers address many of the most important issues in the field.
The first paper, Shaping a Budget Strategy for Hong Kong, examines the overall budget strategy and
the ‘rules’ which guide it. It suggests various reforms to those rules, and reviews possible means to
broaden the tax base, but notes that the Basic Law places an ultimate constraint on any expansion of
the budget. The paper also considers how to cope with an ageing population, concluding that,
although it might be feasible to rely on a pay-as-you-go solution, it might be more prudent to prefund, by building on and expanding the mandatory provident fund model (but perhaps shifting
towards Singapore’s central provident fund arrangements), possibly augmented by funding from the
government’s considerable financial reserves.
The second paper, by Leo Goodstadt, Social Services: A Hostile Environment, traces a history of
government mistakes and omissions in dealing with health, education and welfare issues. He notes
inter alia that financial stringency has lowered the quality of healthcare for the needy and that the
quality of a child’s education has become increasingly determined by its parents’ ability to pay. He
reveals shortcomings in the provision of services for the elderly and infirm, especially for those most
in need. He argues that the financing gap faced by many families is much wider than can be bridged
by an appeal to Chinese cultural values – for which the government makes exaggerated claims.
Thus, there is a need for improved official support. The impending recession should certainly be no
pretext for cutbacks. If tax revenue cannot provide the funding, a formal old-age pension scheme
and/or a health levy via the MPF machinery might be the answer.
The final paper, by Roger Nissim, A Fresh Look at Housing, Planning and Land Policy, reviews
government policy in this area and makes a number of recommendations. Among these are a
proposal to provide financial assistance to public housing tenants to purchase a home; a call for
government to resume the practice of regular land auctions, except during recessions; a suggestion
that no more than a nominal premium should be charged for the conversion of a building – say from
industrial to commercial usage – in cases where demolition is avoided; and a recommendation for a
review of the substantial stock of redundant industrial land, with a view to rezoning, before
embarking on any commitments relating to new development areas.
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The papers have benefited from discussions at public forums on 13 and 15 January. A particular
issue which arose in discussion was that of demographic projections. Plainly, when looking to a
horizon of 25 years or more, there is an element of uncertainty over projected birth and death rates,
and considerably greater uncertainty as to how policies affecting migration may evolve, and as to
the migration patterns which may result. Yet demographic projections form a crucial ingredient in
any discussion of such topics as housing and welfare support, and have important implications for
the budgetary arithmetic. The demographic debate is beyond the scope of the present exercise, but
the related uncertainty marks an important caveat to some of the analysis.
Each paper is free-standing, and there may be points on which the authors are not in complete
agreement. Each presents proposals for future action, or highlights areas for further study. There
are many important issues here which merit wider debate and which certainly need to be addressed
by the government. They relate not only to the financial position of the government, but also to the
efficiency of the allocation of resources in the economy, and to the welfare, health and educational
potential of future generations.
The remarkable success of the Hong Kong economy over the passage of many years owes much to
the sound management of government finances. That does not mean, however, that financial
management was perfect. And strategies which were appropriate in the past will not necessarily be
so in the future.
The context is changing. Who dares predict what the consequences of the present global crisis will
be for the structure of an economy such as Hong Kong’s, with its significant dependence on financial
services? What will be the financial implications of mounting pressures to protect the environment
or to assist the poor, and of the obligation to deal with an ageing population? How will moves
towards greater democracy affect policy in these areas?
The list is endless. The government’s budget is a crucial part of the jigsaw. It is important to address
the longer-term challenges well in advance. The authors offer these papers as a contribution to that
much needed debate, and hope that serious and fruitful discussion of the issues will ensue.

Tony Latter
January 2009
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1.

Introduction

Despite fiscal deficits for most of the period 1998-2005, Hong Kong is one of very few economies
where the government has had a tradition of budget surpluses, and so has accumulated fiscal
reserves rather than government debt. After some years of deficit in the aftermath of the 1997 Asian
financial turmoil, the bursting of the Hong Kong property bubble, the associated recession in Hong
Kong, and the SARS crisis of 2003, the budget was back in surplus by 2005-06. As at the end of
November 2008, the fiscal reserve, which embraces both the accumulation of past surpluses (net of
deficits) and investment earnings on them, stood at HKD484 billion, equivalent to more than a
quarter of annual gross domestic product. By contrast, government borrowing stands at only some
HKD20 billion (around 1% of GDP).
The present parlous state of the world economy, from which Hong Kong is unfortunately not
immune, must be expected to lead to a significant deterioration in the fiscal position, whether as a
natural consequence of slower or negative economic growth, or as the result of deliberate
budgetary easing. Thus the budget may fall back into deficit for at least a couple of years. But this
does not invalidate the general view of Hong Kong as somewhere with a relatively sound underlying
fiscal position, certainly in comparison to the majority of other economies.
This underlying soundness has been the result of long-standing budgetary conservatism established
during the British colonial era. The build-up of budget surpluses reflected a mixture of a quasimercantilist desire to accumulate, a belief that deficits were intrinsically bad, and a tendency to err
on the side of caution. More fundamentally, the trend reflected the fact that the government was in
most respects a reluctant spender – in particular eschewing the tendency of many western
economies to allow ballooning social policy budgets.1 The political system also made it relatively
easy to resist pressures for increased spending.
Table 1: Hong Kong’s Consolidated Annual Budget Balance2
Financial Year
to 31 March

1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008

HKD (billion)

+ 25.8
#
+ 86.9
- 23.2
+ 10.0
- 7.8
- 63.3
- 61.7
- 40.1
- 4.0 *
+ 14.0
+ 58.6
+ 123.7

Note: # Includes HKD43.5 billion of land-related revenues
from earlier years previously held in suspense.
* Before taking into account the proceeds of issuance
of bonds and notes totalling HKD25.4 billion.

Despite this rosy picture, budgetary policy presents its own share of problems and uncertainties.
There is considerable difficulty in forecasting the future balance of government finances. By the
government’s own admission a challenge looms from the prospect of an ageing population – not to
mention the more immediate problems posed by the present economic and financial conjuncture.
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And, though the government may be reluctant to yield to it, there may be pressure for greater social
spending in order to reduce the gulf between rich and poor. On the revenue side, there is a longrunning and as yet unresolved debate as to whether the existing revenue framework can be relied
upon indefinitely and, if not, what new avenues should be explored.
The government’s freedom of manoeuvre is constrained ultimately by the Basic Law. But, in
addition, the government imposes disciplines upon itself, such as a target for fiscal reserves, a desire
for an operating surplus, and avoidance of borrowing. Both the terms of the Basic Law and these
government rules of thumb are driven by a basic instinct of parsimony, reinforced and facilitated in
no small way by a political system in which successive administrations have been able to brush aside
spending pressures, even when supported by majority opinion. Beyond their undoubted role in
promoting an image of prudence, the broader economic and social justification for the various rules
is far from clear.
Although it is hard not to become fixated on the near-term challenges facing economic policymakers, this paper is principally concerned with longer-term issues. It presents a comprehensive
review of the fiscal situation, its underlying philosophy, the long-term outlook, and reforms that
might be contemplated. Thus, section 2 reviews the legal and other ‘rules’ which govern fiscal policy
in Hong Kong. Section 3 describes the present composition of the budget on both the revenue and
expenditure sides, compares the overall picture presented by the cash accounts with that of the
accrual accounts, and looks at the government’s forecasting record. Section 4 discusses theoretical
principles underlying budgetary policy and how Hong Kong matches up to them. Section 5 reviews
relevant studies undertaken by or for the government in recent years. Section 6 looks at the issues
of poverty and inequality, and the steps taken so far to address them. Section 7 presents some
calculations to illustrate how well the budget may be placed in 25 years’ time to cope with the
challenge of an ageing population. Section 8 discusses possible revenue reforms, and section 9
presents a concluding assessment.

2. Guiding Principles
Law
The most important formal parameter governing fiscal policy is the Basic Law, which states (Article
107) that Hong Kong shall:
“strive to achieve a fiscal balance, avoid deficits and keep the budget commensurate
with the growth rate of its gross domestic product.”
Thus, whatever flexibility in fiscal policy might be thought desirable, the Basic Law imposes ultimate
restraints. However, its language is not precise. For example, the government is only required to
“strive” for balance. This has never been tested, but is generally presumed to allow flexibility over
the economic cycle, though not indefinitely.
The edict that the budget must balance appears to exclude the very reasonable option of funding
capital projects through drawing on reserves or borrowing on the capital markets, no matter how
strongly the projects may be supported by cost-benefit analysis.3 And, by limiting the growth of the
budget (which presumably refers to the gross level of revenues and expenditures) to the growth rate
of the economy, the Law appears to rule out the rise in spending relative to GDP which, though also
limited by the Financial Secretary because of his declared commitment to keep expenditure at or
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below 20% of GDP, may eventually seem unavoidable if society’s loftier aspirations for social
support, health, education, and so forth are to be met.

Government’s Philosophy
An insight into the government’s present philosophy on budgetary issues can be gleaned from the
following extracts from the Financial Secretary’s 2008-09 Budget address:
“…to manage public finances prudently by keeping expenditure within the limits of
revenues, maintaining a low and simple tax regime, and following the direction of
‘Market Leads, Government Facilitates’.”
“…the Budget should demonstrate the Government’s commitment to our society.
…through proper revenue and expenditure proposals, this Budget can help improve
their live......it is the duty of the Government to provide a final safety net for those
who cannot help themselves. Concern over the livelihood of low-income families
has now become a consensus in our community.”
However, “…the Government should not attempt to narrow the wealth gap by
redistributing wealth through high levels of tax and welfare. Such a measure would
only inhibit people’s incentive to work hard and, in turn, undermine the productivity
and competitiveness of the community as a whole. …We will create favourable
conditions, such as strengthening education and training, to help people enhance
their skills. By helping people to help themselves, we will enable them to contribute
to the economic development of Hong Kong. …The Government will continue to
invest heavily in the community by making long-term commitments to education,
retraining and health care.”
“…our financial policies should be sustainable. …We must avoid measures that
impose burdens that the community will find hard to bear in the long run.”
“…I will strive to achieve fiscal balance over the next five years. I may introduce oneoff measures which will increase government expenditure in the short term if there
are needs in the community and our finances permit.”
“…Public resources are limited, but social aspirations are unlimited. …My objective is
to…ensure that every dollar is well spent and that measures introduced are targeted
to benefit those most in need.”
“…the share of public expenditure will be maintained at 20 per cent or below of
GDP.”
“…the community recognises that there is a need for the Government to broaden
the tax base. However, there is no clear consensus or inclination on how to achieve
this objective. We will continue to study options on broadening the tax base.”
To obtain a fuller appreciation of budgetary philosophy one must trace back to earlier times. Well
before the Basic Law came into effect, the Hong Kong government had, over the years, evolved a
number of informal rules on budgetary practice. These still seem to hold sway as guiding principles,
although they have in recent years had to be adapted to changing circumstances, and have been
broken on occasions within the economic cycle.
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The Fiscal Reserve
The government has always attached importance to maintaining a fiscal reserve. The last
pronouncement by a Financial Secretary that was numerically precise about the desired reserve was
in 2002:
“In my view, it should be sufficient to have fiscal reserves equivalent to around 12
months of government expenditure to meet operating and contingency
requirements.”4
More recent budgets have carried the clear implication that 12 months’ cover is as low a figure as
should be tolerated (implicitly, as at the end of a financial year, thus allowing for some slippage
within it). As at March 2008, the reserve represented about 18 months of government spending.
However, this figure and the term fiscal reserve, tell only half the story. The government possesses
further financial reserves in the accumulated surpluses of the Exchange Fund, amounting to HKD481
billion at end-2008. These are segregated from the fiscal reserves in accounting and presentational
terms because of a longstanding policy of distancing them from the potential grasp of spending
departments. Nevertheless, they constitute a very real part of the government’s overall financial
position, and are fully acknowledged in the government’s accrual accounts (see section 3).
Various reasons can be adduced for maintaining a fiscal reserve:
•

Liquidity – Ensuring that there is always enough cash available to meet spending commitments as
they fall due and to cover any unforeseen contingencies. This requires that the Exchange Fund,
which manages the reserve on the government’s behalf, should maintain a high degree of
liquidity in its portfolio – which it does. The liquidity argument appears to be uppermost in the
government’s reasoning. This may be particularly significant in light of the global credit crisis,
although Hong Kong’s government is not one of those which would be likely to encounter
difficulty in raising funds – indeed a flight to quality would, thus far, have favoured any such
moves. It is a matter of judgement how far the government needs to hold a reserve for liquidity
purposes, as opposed to relying on access to borrowed funds.

•

Cyclicality – Building up reserves during surplus years in order to finance deficits in leaner phases
of the fiscal cycle, so as to realise the target of a balanced budget over the cycle.

•

A Sinking Fund Against Long-term Commitments – Such as civil service pensions, for which the
government has a formal obligation, or welfare payments more generally, where mounting
pressure is expected even though no formal promises have been made (and budgetary pressures
have actually been invoked as a reason for holding back).

•

Avoidance of Borrowing – Historically, borrowing has been anathema to the government.
Although there has been occasional debt issuance, the amounts have been very modest. The
cushion of the fiscal reserve minimises the prospect of having to borrow in years when the
budget is in temporary deficit.

•

Virility Symbol – Over the years the government has made much play of the strength of the fiscal
reserve and absence of borrowing, as symbols of economic strength and fiscal prudence. This has
produced helpful spin-off, for example in relation to credit ratings.
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•

Support the Currency Under the Currency Board System – Strictly speaking, there is no need to
maintain a fiscal reserve for this purpose, because the Hong Kong dollar is supported by the
separate currency board arrangements which ensure that there is always, separately, sufficient
foreign exchange backing for the monetary base, regardless of the fiscal position. However, the
maintenance of strict fiscal discipline, as exemplified by the fiscal reserve, serves to minimise any
speculation that, one day, a more profligate government could be tempted to break the currency
board rules in order to monetise its own debt.

•

International Reserves – Herein lies a major source of confusion, as much among government
officials as elsewhere. For various possible reasons, governments may wish to accumulate foreign
exchange reserves, but it is not necessary to run fiscal surpluses or hold fiscal reserves in order to
amass foreign exchange reserves. True, it so happens that in Hong Kong a sizeable part of the
international reserves have been acquired by investing successive budget surpluses in foreign
currency instruments, but many other economies hold significant international reserves despite a
history of fiscal deficits or heavy government borrowing; for them, the net financial assets of the
government are in fact negative, and the only ‘fiscal reserve’ is a small level of working balances
which has to be topped up periodically by further borrowing. Once it is acknowledged that there
need be no strict correspondence between the fiscal reserves and international reserves, various
other arguments for maintaining fiscal reserves may fall away.5 For instance,
i)

‘War Chest’ – In the strictly literal sense Hong Kong does not need to maintain a war chest
because that should be the role of the Central Government in Beijing. In more metaphoric
terms, it is certainly desirable for government to have emergency means to address extreme
catastrophes, whether natural or economic, and the required funds are likely to be most
useful if held in international assets. But these could be built up in anticipation just as readily
from borrowing domestically and then switching the proceeds into foreign currency, as they
could from budget surpluses.

ii)

Strategic Investments – Similarly, these are typically foreign holdings, which may be
matched against either domestic borrowing or fiscal surpluses. Note, for example, that much
of China’s foreign reserves, part of which are now being invested strategically, are backed
not by budget surpluses but by the massive government debt issuance which has been
undertaken to sterilise official intervention in the foreign exchange market.

In the context of the fiscal reserves, IMF researchers have noted that the old age dependency ratio
in Hong Kong is set to double by 2030, and that this will depress the rate of economic growth unless
productivity accelerates.6 As regards fiscal policy, this implies a relative decline in income-based tax
revenue, and mounting pressure on healthcare and other welfare budgets. The researchers arrive at
the conclusion that Hong Kong should aim for fiscal reserves equivalent to 30-50% of GDP, which
would amount to about 18-30 months’ cover for government spending if spending remained at
today’s share of GDP. It may not be mere coincidence that the level of the fiscal reserve at the time
of that recommendation lay within the recommended band, albeit at the lower end.
However, such findings raise as many questions as they answer. Must the reserve be maintained at
that level indefinitely? If so, and if it therefore cannot be touched, there is little point in having it.
But if not – i.e. if it can at some point be spent on meeting the needs of the ageing population –
what happens when it is exhausted? The levels of expenditure to which the government is
committed are unlikely to fall back down, and to sustain them the government would, after
permitted usage of the reserve, eventually have to raise taxes or borrow. There is a confusion
between stocks and flows. The government needs to be confident that the pattern of revenues and
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expenditures, and the balance between them, are sustainable in the long term. The reserve would
provide no more than a temporary cushion.
In sum, if the fiscal reserve is regarded mainly as a liquidity cushion, it does not necessitate budget
surpluses, because liquidity can be managed through judicious resort to borrowing. If the reserve is
being amassed in anticipation of future spending needs, then the reasoning needs to be more
precisely articulated than it has been hitherto. Otherwise the government could be accused of
unjustified mercantilism.
The Hong Kong government still has positive net fiscal assets (after deducting its small amount of
debt) amounting to over 25% of GDP. When the surplus of the Exchange Fund is added, the figure
more than doubles. By contrast, the net position of most other economies is persistently negative,
being dominated by large levels of government debt outstanding. For instance, the OECD has
documented that the collective government financial position of its membership is net liabilities of
some 40% of GDP, ranging from net liabilities of 90% in Italy to net assets of 150% in Norway;7 and
those figures will by now have deteriorated further. In the run-up to monetary union, the countries
of what is now the Euro area were required to reduce their government debt to what was regarded
as a safe and sustainable level (or to demonstrate substantive progress in that direction). In that
context, anything up to 60% of GDP was considered safe. Application of this criterion to Hong Kong
would permit government borrowing of approaching one trillion dollars. This compares with the
government’s own continuing belief that borrowing should, if at all possible, be avoided altogether,
and that safety means fiscal reserves of at least HKD320 billion (notwithstanding further reserves
within the Exchange Fund). For Hong Kong, the difference between these two yardsticks for a
prudent fiscal position is to more than HKD1.3 trillion.

An Operating Surplus
A second longstanding rule which the Hong Kong government has set itself, is that the budget should
always aim for an operating surplus – that is, a surplus of recurrent revenue over recurrent
expenditure,8 in order to make a contribution to the financing of capital expenditure (i.e. to fund
that part of capital spending which is not covered by what are defined as capital revenues, such as
land premiums and asset sales).
This rule fits the conservative tradition that indebtedness is bad. If the fiscal reserve is to be
protected and if borrowing is to be avoided, then capital expenditure, notably on infrastructure, has
to be funded from revenue of some sort. Since capital revenue is not always sufficient (although, in
the year 2007-08, shown in the table above, it exceeded capital spending), a surplus must normally
be targeted on recurrent account to fill the gap. Despite deficits in several recent years, the
underlying tendency has indeed been for the Hong Kong government to run overall fiscal surpluses.
By way of comparison, the OECD area as a whole has typically run a deficit of 1-4% of GDP. For
countries in the euro area, the fiscal rule is that overall budget deficits should not exceed 3% of GDP
(with no distinction between capital and current items). The UK objective, though seemingly in
tatters now, has been to ensure that the current account component is not in deficit; this implies
that it would be considered imprudent to run down financial wealth or incur debts simply to fund
items of current expenditure. All such rules are, however, under strain at the moment because of
the unprecedented crisis facing the world economy.
Economists would generally agree that it is permissible for a government, just as any business, to
fund capital spending through running down assets or by borrowing, because the capital
expenditure would itself be creating an asset to replace the one being used up to finance it. It would

9

10

Hong Kong's Budget: Challenges and Solutions for the Longer Term_________________________________
Table 2: Government Financing 2007-08 (HKD billion)9
Operating Account
Operating revenue

254.4
(204.7)

Operating expenditure
Surplus/(deficit) before investment income
Investment income

49.7
21.9
71.6

Surplus/(deficit) after investment income
Capital Financing
Capital revenue, including asset sales

76.1

Capital spending

(29.3)

Investment income less interest expenses
Surplus/(deficit)
Consolidated Surplus

5.2
52.0
123.7

be presumed that a cost-benefit analysis had been conducted to ascertain that this switch within the
balance sheet – increasing physical capital at the cost of reducing net financial capital – was indeed
likely to benefit society in the broadest public policy sense.
By contrast, running a continual operating surplus, as Hong Kong seeks to do, implies depriving
people today of resources, for the benefit of either themselves later in life or future generations,
since part of today’s taxes go either towards capital projects or simply into government coffers, from
either of which any benefit is skewed towards consumers in the future. This raises important
questions about the allocation or resources through time, and intergenerational equity.
It may be argued that private individuals should be left to decide the allocation of their income
between present and future consumption, whether for themselves or their descendants, and that
the government should be neutral. Strict equity would then dictate that the optimal strategy is
indeed to keep the current (operating) account in balance, since then society which is paying tax
today is receiving an exactly matched benefit in the form of today’s current government
expenditure. To run a current deficit would be profligate in imposing a burden on future
generations, because today’s government would either be squandering assets or incurring debts
which would have to be repaid in the future.
Other arguments can, however, be brought into play. It could be claimed, for instance, that because
of the problems of an ageing population and because people cannot be counted upon to save
enough for themselves, the state will be obliged, like it or not, to assume a relatively greater burden
of social support in future. This might, in turn, justify taxing people a bit more today and so running a
current budget surplus. Against that, it may be argued that, if one is reasonably confident that the
economy will continue to grow, thereby yielding improvements in per capita real incomes and living
standards, then tomorrow’s generation will be capable of looking after tomorrow’s pensioners, so
there is no need to tax today’s generation, which is poorer than tomorrow’s will be, in order to look
after them. This argument could be employed in support of running operating deficits today.
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Issues such as these lie very much at the heart of fiscal decisions in Hong Kong, implicitly if not
explicitly.
In fact, the ‘rule’ about having an operating surplus has been broken in recent years as a result of
sub-trend economic growth in 1998 and again in the period 2001-2003. The delayed impact meant
that in 2005-06 there was no operating surplus to help finance capital projects. However, there was
a surplus on the capital account, because of buoyant land premiums, which are usually the
predominant component of capital revenue. This helped to reduce the overall consolidated deficit.
For the next two years, both the operating account and the capital account were in surplus.
A contentious element within this rule for the operating surplus relates to the treatment of landrelated revenue. Because land is a fixed asset and land premiums are in effect paid by developers in
order to acquire that asset for a long, albeit not an indefinite, period, the premium income has
always been logged as capital revenue. This should not normally, according to the government’s selfimposed rules, be used to finance items of current (or ‘operating’) expenditure. Rather the reverse:
surpluses on operating account are encouraged or required in order to help finance capital spending.
There is, however, a respectable argument that, since the government continually creates new land
for sale, and is continually renewing leases or exacting payments for changes in use, its land-related
income bears all the characteristics of recurrent revenue. If it were to be taken into the operating
account rather than the capital account, it would permit a significantly higher level of expenditure on
current items, such as health and welfare. As the system stands, it is biased towards capital
spending. Surplus capital revenues are parked largely in the Capital Works Reserve Fund (which is a
component of the fiscal reserve), which cannot be spent on items of a current nature. Critics argue,
for example, that this explains why Hong Kong has a first class transport infrastructure but rather
parsimonious social support programmes.

Government Borrowing
The third plank of the government’s fiscal creed was for many years a strong aversion to government
borrowing. In practice the government has issued small amounts of debt for budgetary purposes,
but only on a few occasions.
A managed strategy of debt finance is a feature of virtually every successful business, so it is not
clear why the government should set itself against borrowing, or be embarrassed when forced into
it. It is a fact, however, that there are people, both in government and in the business world, who
regard government debt as representing a collapse of discipline and a sign of weakness.
In financial terms, there is not a great deal of difference between running down assets (e.g. drawing
down the fiscal reserve) and borrowing. Both actions deplete financial net worth. Successive
governments appear, on balance, to have been even more protective of their ‘safe’ level of reserves
than of their debt-free status. In fact, the choice between the two is primarily a judgement of
portfolio management and liquidity considerations.

High Land Prices
The government has continuously sought, via its monopoly over the supply of land, to keep land
prices high – or, at the very least, not to sell land on the cheap.10 This policy has been motivated, first
and foremost, by the desire to protect revenue from land premiums. Arguably, however, it creates
serious allocative distortions in the economy.

11
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Summary
Taken together, the Basic Law and the informal rules of thumb which the government has
endeavoured to follow, amount to a clear expression of financial prudence and conservatism. But,
beyond that, they do not necessarily stand up well under rigorous economic scrutiny, and may tend
to misallocate resources, especially as between capital and current spending. And, if left as they are,
because of the bias against recurrent expenditure, they carry a strong implication that much of any
future social and welfare provision will have to be routed off-budget.

3.

The Fiscal Position in Practice

Revenue
Overall revenue and expenditure each equate, typically, to up to 20% of Hong Kong’s GDP. While
there are one or two other small countries with similarly low figures (e.g. Singapore’s government
spending is also about 20% of GDP), the situation is mostly very different elsewhere in the developed
world. For the 30 OECD member states taken together, general government revenue amounts to
38% of GDP, of which 36% is accounted for by taxes. The tax take ranges from 20% in Mexico to 51%
in Sweden (figures for 2005).11 The table and chart illustrate the evolving composition of Hong Kong
government revenue since the beginning of the 1990s.
12
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Shifting Composition of Government Revenue Between 1989/90 and 2006/07
30

Profits tax
Salaries tax

% Total Government Revenue

25

General rates
20

Stamp duties
Betting tax

15

All other
indirect taxes
10

Other current
revenue
Land
Premium

5

06-07

05-06

04-05

03-04

02-03

01-02

00-01

99-00

98-99

97-98

96-97

95-96

94-95

93-94

92-93

91-92

90-91

0

89-90

Other capital
revenue
Investment
income

Financial Year

Profits tax has consistently been the largest component of revenue, providing 20-30% of the total,
depending on the point of the economic cycle. The share of salaries tax has been in the range 1116% - also sensitive to the cycle. The most cyclical has been land revenue, ranging from 3% to 15%
(with 1997/98 a special case at 22% because of the transfer of money accumulated in preceding
years in the special pre-handover land fund). A host of other sources produce the remainder,
including various indirect taxes (betting, vehicle taxes, duties, rates, etc. – generally amounting
together to around 25% of the total nowadays, having been closer to 30% in the earlier years) and
investment income.
Equally significant is the contrast with other economies.
Table 4: Approximate Percentage Shares of Total Government Revenue

13

Hong Kong*

OECD Total

12

25

-

26

Corporate/Profits taxes

28

10

Indirect taxes on goods and services (excl. property taxes)

24

30

Other revenue (incl. rates, land sales, etc)

36#

10

Category

Personal income tax
Social security contributions (employees + employers)

Note:

* Excludes contributions to mandatory provident funds, since these are invested specifically for/by the individuals
and have no element of redistribution or insurance as is found in social security arrangements elsewhere. In the
year 2007-08 the total of employer and employee mandatory MPF contributions (i.e. not including voluntary topups) was equivalent to some 10% of government revenue or around 2% of GDP. Also excludes investment income,
which was equivalent to some 8% of the total in the year shown.
#

of which, land premium 19.
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When interpreting this table it should be remembered that total government revenue relative to
GDP in the OECD area is roughly twice that in Hong Kong. Thus, for example, although Hong Kong’s
reliance on profits tax is much higher than the OECD’s as a proportion of revenue, the contrast
would be much less marked in relation to GDP. Hong Kong is notable for the absence of social
security, and unique in its reliance on land sales as a source of revenue.

Expenditure
On the expenditure side, within the total of public spending, the proportion devoted to social
welfare is lower than in most developed economies, reflecting traditional reliance on self-help and
family support, and a distaste for the dependency culture and presumptions of state support that
are prevalent especially in some European economies. The slice of resources going to housing has
been declining, but there is still a significant element of subsidy to public housing tenants.
Table 5: Hong Kong - Composition of Public Expenditure (% of Total Spending)
Policy Area

Share

Education

23.3

Social Welfare

11.9

Health

10.8

Security

8.6

Infrastructure

7.5

Housing

5.1

Economic

8.0

Environment and Food

3.7

Community and External Affairs

9.8

Support (e.g. Central Administration)

14

11.3

The share of spending in the ‘economic’ category reflects inter alia support for particular sectors.
Although this is a fairly modest number, two points should be borne in mind. First, much assistance
has been given by providing land at sub-market prices (railway corporations and Disneyland, to
name but two); this does not get recorded as an expenditure item. Second, some spending which is
classified as being for infrastructure may in fact be a disguised subsidy to a particular sector (e.g.
facilities relating to industrial estates or science parks).

Accrual Accounts
In recent years the government has supplemented its usual cash-based accounts with accrual
accounts. Accrual accounting brings the government’s accounts much closer in conformity to those
of commercial companies in the private sector. However, full congruence is perhaps neither possible
nor desirable, given that a government is involved in certain activities which other entities seldom
indulge in, and carries assets and liabilities which few private entities would have on their balance
sheets.
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Table 6: Budget Accounting Comparisons (HKD billion/Years to end-March)15

Cash basis
consolidated account

2003

2004

2005

2006

2007

2008

Surplus/Deficit for year (+/-)

A

- 61.7

- 40.1

+ 21.4

+ 14.0

+ 58.6

+ 123.7

Fiscal reserve, end-year
(net assets)

B

315.5

275.3

296.0

310.7

369.3

492.9

2003

2004

2005

2006

2007

Accrual-based
statement of financial performance

2008

Surplus/Deficit for year (+/-)

C

- 43.4

+ 11.0

+ 19.4

+ 49.0

+ 124.9

General reserve, end-year
(net assets)

D

217.5

155.9

152.4

185.5

241.0

355.3

Net exchange fund assets

E

330.4

396.1

420.7

453.9

519.8

583.6

Capital expenditure reserve
(fixed assets)

F

112.6

283.3

288.5

274.9

278.1

280.6

Total net assets

G

660.5

835.3

861.6

914.3

1,038.9

Note:

+ 179.5

1,219.5

The main differences between the accrual accounts and the cash accounts are:
1) In terms of the flows contributing to the surplus or deficit, the accrual accounts recognise the entire earnings of
the Exchange Fund, whereas the cash accounts only recognise the share which is apportionable to the fiscal
reserve; the accrual accounts allow for depreciation of fixed assets and for provisions, whereas the cash accounts
do not; and the accrual accounts disregard payments to acquire, or proceeds from sales of, fixed assets, and cash
flows from purely financing transactions such as issuance of government bonds and notes, since these result in no
change to the government’s net assets, whereas the cash accounts include such cash flows.
2) In terms of the balance sheet, the accrual accounts provide a much broader view of the government’s net asset
position; they take on board all the assets of the Exchange Fund, and the government’s liabilities arising from
issuance of bonds and notes; they also recognise the government’s future liability in respect of public sector
pensions.

For all but one of the years for which the comparisons are available, the accrual accounts show a
generally stronger fiscal performance in terms of the annual surplus or deficit (row C) than does the
conventional framework (row A). On the balance sheet, the general reserve (row D) emerges as
weaker than the fiscal reserves (row B), largely on account of the future liability to pay civil servant
pensions. But after the inner reserves of the Exchange Fund (row E) and the government’s fixed
assets (row F) are included, the net asset position is much stronger (row G).16

Forecasts
The following table illustrates how difficult it has proved to predict the budget outturn. It should be
noted that the projections made each year are based on the assumption that the economy will grow
steadily at its trend rate. Methodologically, the figures are perhaps best regarded, not as pure
forecasts, but as an iteration between forecasts and indicative policy adjustments which may be
made whenever necessary in order to maintain conformity with the government’s underlying criteria
concerning fiscal reserves and operating surplus.
Subject to such qualifications, by looking along each row of the table, one sees how the forecast for
a particular financial year has evolved since it first appeared in the medium-term projections,
typically 3-4 years in advance. The swings are quite marked, sometimes because of changed
circumstances beyond government control (e.g. SARS). Even the gap between the prediction just
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before the start of any year (when policies are more or less final) and the outcome for that year is
often very large. For example, in March 2001 the projected deficit for the financial year which was
about to begin (2001-02) was HKD3 billion; the outcome was HKD63 billion. The surplus predicted
for 2007-08 in March 2007 was HKD25 billion, whereas the outcome was HKD116 billion. And the
latest projections for the current and immediate years may now prove wildly optimistic in view of
the economic downturn.
Table 7: Forecast of Consolidated Surplus/Deficit

17

Forecast of Consolidated Surplus/Deficit (HKD billions)

Forecast
for Year
1995

1996

1997

1998

1999

2000

2001

2002

2003

2004

2005

Actual Outcome
2006

2007

2008

1995-96

-2.6

1996-97

6.0

1.6

1997-98

33.3

24.9

31.7

1998-99

33.2

22.5

23.3

10.7

-23.2 1998-99

21.5

18.4

14.5 -36.5

10.0

17.2

25.4

-5.6

-6.2

30.9

8.3

1.8

-3.0

14.5

2.7

-6.8

-45.2

-61.7 2002-03

10.6

-5.9

-38.7 -67.9

-40.1 2003-04

1999-00
2000-01
2001-02
2002-03
2003-04
2004-05

-3.1 1995-96

10.2 -15.9 -38.2 -62.1

0.1

2010-11
2011-12
2012-13

1997-98

99-00

-4.0 2004-05

2006-07

2009-10

86.9

-63.3 2001-02

0.1 -15.8 -35.4 -10.5

2008-09

1996-97

-7.8 2000-01

2005-06

2007-08

25.7

8.2 -30.8
8.4

14.0 2005-06

1.4

8.1

57.6 2006-07

-2.2 22.8

10.3

25.4

7.0

27.6

25.9

49.6

-4.8

2008-09

29.1

22.6

45.8

52.7

2009-10

32.6

45.4

54.9

2010-11

58.7

66.8

2011-12

75.0

2012-13

115.7 2007-08

It is also instructive to read down the columns of the table, showing the predictions for the ensuing
4-5 years, made in February-March each year. Invariably, the run of figures shows a continuous
strengthening of the position – from deficit back into surplus, or ever-growing surpluses.
Notwithstanding that the projections may, in the event, prove inaccurate, they corroborate the
belief that the government’s mindset is to aim not just to balance the budget over the cycle but, for
preference, to run persistent surpluses.
A possible reason for the tendency to run surpluses, despite a commitment to no more than balance
the books, is that the government appears reluctant to rely upon volatile sources of revenue –
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particularly the land premium and investment earnings on the fiscal reserve. While this is
understandable in any particular year, over the economic cycle these produce assured positive
revenue streams.

Cyclicality
As noted above, part of the variability in the budget balance is accounted for by the economic cycle.
As the chart shows, there is a visible and slightly lagging correlation between the budget balance and
growth in GDP. While the GDP cycle may help explain the swings in the balance, it should not
necessarily be an excuse for failing to forecast accurately – except in cases where the behaviour of
GDP was itself a surprise (e.g. as a result of the Asian financial shock or the SARS outbreak).
Cyclicality of Budget Balance
6.0

10

8
4.0
6

4

0.0

2
94-95

-2.0

95-96

96-97

97-98

98-99

99-00

00-01

01-02

02-03

03-04

04-05

05-06

06-07

Financial Year

0

GDP growth

Surplus/Deficit as % of GDP

2.0

-2
-4.0
-4
Surplus/deficit as % of GDP
GDP growth

-6.0

-8.0

-6

-8

Note: Surplus/deficit is measured for the fiscal year and GDP growth for the calendar year: e.g. the
GDP figure against fiscal 2002-03 (April 2002 to March 2003) is the percentage growth from
2001 to 2002.

4.

Theory

Key Considerations
The primary purpose of taxation is to finance public spending. The design of the tax system must
take account of other key factors, namely:
•

Administration – The system should be as simple and hence cheap as possible to administer, for
both the taxpayers in terms of clerical and compliance costs, and the government in terms of its
administrative costs. It must also be designed to minimise potential avoidance and evasion.
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•

Efficiency – This refers to efficiency in the allocative sense. A tax structure is efficient if it
operates without distorting economic decisions, such as the choice between work and leisure,
spending and saving, or current as against future production, and so on. In certain circumstances,
however, the structure may be deliberately designed to affect those choices, if it is deemed that
the market alone is not achieving the desired balance. For instance, it may be thought necessary
to provide incentives to save, if it is judged that people, if left to themselves, would tend to
manage their finances with too short a time horizon. Or there may be a deliberate decision to
provide tax incentives for enterprise.

•

Equity – The tax structure should be equitable across society. The difficulty is that no two people
ever agree on what equity means. At one extreme would be a poll tax, where every citizen pays
the same flat sum, on the grounds that, to a first approximation, citizens benefit equally from
the services and spending of government. In the middle ground would be taxation in proportion
to some measure of income or wealth. At the other extreme would be a progressive system,
where the richer one is, the higher the proportionate tax one pays. In most jurisdictions there is
an element of such progressivity in the tax system. The rationale is that richer people are better
able to afford taxes (the “ability to pay” principle), and that the very concept of society requires
that members help each other in this way. Even then there are different degrees of progressivity.

How does Hong Kong rate in relation to these criteria?
•

Administration – The tax system is simple, certainly so by comparison to many other
jurisdictions. But it is not immune from avoidance. The territorial basis of salaries tax and
profits tax may encourage businesses to minimise earnings arising in Hong Kong, while
individuals have an incentive to arrange personal remuneration in the form of dividends or
offshore income, in order to minimise the amount received as taxable salary. It is unclear how
much revenue may be foregone through exploitation of such loopholes. On the one hand, if it
were then necessary to declare earnings as having arisen in another jurisdiction where the tax
payable would be higher, there would be no incentive to seek to escape Hong Kong tax. On the
other hand, there are palpable examples of avoidance techniques routed through lower-tax or
zero-tax locations, such as the British Virgin Islands.

•

Efficiency – Hong Kong’s system is mostly economically efficient to a high degree. This is mainly
the result of the tax rates being low, both on average and at the margin. However, the fiscal
system as a whole is not entirely free of allocative distortions. One such is the bias towards
capital spending, already mentioned. Others occur in the realm of land and housing, which are
discussed in section 8.

•

Equity – The matter of equity is contentious. The report of the Advisory Committee on New
Broad based Taxes (see below) placed some emphasis on fairness in taxation, and noted that
this is achieved by taxing in accordance with ability to pay. But it did not say how that ability
might be gauged. Hong Kong’s fiscal system may be judged fair to the poorer sections of the
community, in that they pay virtually no tax at all (salaries tax only applies to salaries in excess of
the median), and, although social security payouts are generally only modest, they benefit from
subsidised public housing, mainly free schooling and basic healthcare. All in all, once account is
taken of all such benefits, there is a significant redistribution of wealth to the lower echelons of
society; but this is less marked than in some other developed economies and there is continual
pressure from certain lobby groups for more to be done to help the poor.
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The more obvious breach of fairness comes from the fact that the richer echelons pay
substantially less tax in proportion to their income and wealth than do those in the middle. The
rich are fortunate in that neither investment income nor capital gains nor wealth are taxed.
Their salaries, if indeed they are still employed, may often represent only a fraction of their total
income. Thus, they end up paying a significantly smaller proportion of their income or wealth in
taxes than do the middle classes – in some cases absolutely less.18 This state of affairs seems to
reflect not so much a conscious decision to hold back from taxing the rich more, as the inability
to do so within the present tax structure and the very real problems in extending that structure
in ways that would capture more from the rich.
Thus, despite salaries tax not exceeding 15% of any person’s salary, the so-called middle classes
– typified as those who pay salaries tax but are not notably rich – are characterised as being
aggrieved at their tax burden. They seem irked since, beneath them, because of the high starting
threshold for salaries tax, fewer than half of Hong Kong workers pay any tax at all, while
benefiting from housing and other welfare arrangements, but above them there are wealthy
people, who are presumed to be recipients of substantial investment income, which entirely
escapes local tax, and whose tax liability may therefore be miniscule in proportion to their
income, wealth or consumption.

5.

Official Reviews & Reports

Earlier in the current decade, three major exercises were conducted.

Task Force on Review of Public Finances
This task force, which reported in February 2002, tackled the question of whether the budget deficit,
looming at the time, represented merely a cyclical phenomenon, or was symptomatic of an
underlying structural deficit. The report concluded that Hong Kong was facing a fundamental fiscal
problem of a structural nature.
As the economy grows, so does the public’s expectations of the quality and range of public services.
This exerts strong upward pressure on public spending (in other developed economies it tends to
rise as a proportion of GDP, and stands at a considerably higher proportion than in Hong Kong). The
report argued, however, that the priority for Hong Kong, given the constraints of the Basic Law and
the desire to maintain a low tax environment, should be to contain expenditure. Only failing that
should ways be found to increase revenue. If that need arose, it might not be possible to rely on
traditional revenue sources. For instance, the report raised concerns that revenue from land sales,
which had been a mainstay in the past, might tail off; betting duty was already having to be
restructured in the hope of arresting the declining trend from that source; and Hong Kong’s
territorial based system of profits tax and salaries tax might result in a shrinking tax base, since only
profits and salaries sourced in Hong Kong are taxed – which encouraged taxpayers to present a
picture to the authorities which minimised such sourcing. So, if higher marginal tax rates on profits
or salaries were to be avoided, either more people would have to be brought into the tax net or, if it
was not considered wise or practicable to raise sufficient additional revenue from existing taxes,
then new taxes might need to be introduced.
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In retrospect, this report was too bearish about property-based revenue. The authors seemed to
overlook the fact that the government’s monopoly on land supply could still, if desired, be
adequately exploited to generate good revenues, so long as Hong Kong retained its wider attractions
as a place to locate and reside. The report’s authors might also have over-estimated the threat of
parts of the tax base migrating to lower-cost jurisdictions, given that for many people Hong Kong
was already sufficiently attractive as a low-tax environment.
Finally, the report left a question mark over whether there would really be a need for new taxes, if
the limit on the growth of government spending, set by the Basic Law, was properly observed.

Advisory Committee on New Broad-based Taxes
In parallel with the above task force, this committee explored the options for new taxes which might
be needed if the conclusions of the task force were accepted. The committee reported in 2002,
concluding that, of all the options, a goods and service tax was best suited as a long-term solution, if
one was needed.

Goods & Services Tax
The government duly pressed ahead with work on a possible goods and service tax. But the idea
came under widespread attack (a motion against it was passed in the Legislative Council on 19
October 2006) and was soon shelved, not least because the economic upswing produced a surge of
revenue and so weakened the case for any new measures. However, the government reserved the
right to revisit the matter:
"Although our economy has recovered and the Government's financial position has
improved, Hong Kong's dependency ratio would be rising rapidly in the face of our
ageing population. Moreover, globalisation would bring challenges to our education
and manpower training. In the long run, our narrow tax base would limit our ability
to allocate resources to invest for the future and to respond to these challenges.
This would affect the stability of our public finances and undermine our
competitiveness. Therefore, it is necessary for the Government to address this
fundamental issue at a suitable time in future."19

6.

Poverty & Welfare

Central to the fiscal policy debate are questions over the extent of poverty in Hong Kong; whether
there is a case for trying to narrow the rich-poor gap; and, if so, how.

Inequality
In the table below, the Gini coefficient is a measure of the inequality of income distribution (higher
figure implies greater inequality); and the UN’s Human Development Index is a measure which
combines life expectancy, educational achievement and per capita GDP. A selection of countries is
shown (but no oil-exporting countries of the Middle East because Gini coefficients are not available
for them). See Table 8.
There is no obvious correlation between the overall development of an economy, as gauged the HDI
index, and the degree of income inequality. For richer economies, such as Hong Kong and Singapore,
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inequality does not imply abject poverty at the bottom end, in the same way as it does for poorer
economies.
The disparities in income distribution in Hong Kong have, if anything, been widening, as illustrated by
the following table. The widening in the coefficient based on household income between 1996 and
2006 is in part explicable, at the lower end, by the increasing number of older-person households,
and, at the upper end, by the growth of two-earner households. It is evident that tax and social
security go some way to reduce the dispersion. But, even after adjustment for all those factors as
well as for the size of household, the Gini coefficient shows no change over the ten years. The
figures in the last two rows of the table show an expansion of the categories at both ends of the
income spectrum, which is suggestive of a growing inequality.

Table 8: Gini Coefficients & Human Development Index rankings - Selected Economies
Gini coefficient (%)

HDI global ranking

South Africa

57.8

121

Brazil

57.0

70

China

46.9

81

Nigeria

43.7

158

Hong Kong

43.4

21

Singapore

42.5

25

United States

40.7

12

Russia

39.9

67

India

36.8

128

United Kingdom

36.0

16

Italy

36.0

20

Australia

35.2

3

Switzerland

33.7

7

France

32.7

10

Canada

32.6

4

Korea

31.6

26

Germany

28.3

22

Sweden

25.0

6

Japan

24.9

8

Territory

20

21

22
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Table 9: Measures of Income Dispersion21
Gini Coefficient Based on:

1996

2006

Employment Income

0.483

0.500

Household Income

0.518

0.533

Household Income After Tax

0.508

0.521

Household Income After Tax and Social Benefits

0.466

0.475

0.427

0.427

1996

2006

6.7

9.2

15.0

17.0

Household Income After Tax and Social Benefits

#

Percentage of Households with Monthly Household Income at:

Below HKD 4,000*
HKD 40,000 or above*
#

Note: Adjusted for household size. An adjustment which aims to put the comparison onto a per
capita basis rather than per household; it produces a lower dispersion because households
with higher incomes tend, on average, to contain more people, and vice versa.
* Dollars at current prices; the consumer price index was 4.0% lower in 2006 than in 1996.

Health & Welfare
The table below provides comparisons (though a measure of caution is needed concerning the
comparability of some of the series across countries) of public spending on health and social support
(including housing but excluding education).
Table 10: Public Expenditure on Health & Welfare - Selected Economies (% of GDP)
Health

Other Social Support

Total

Australia

5.9

11.2

17.1

France

8.9

20.3

29.2

Germany

8.2

18.5

26.7

Japan

6.8

11.8

18.6

Sweden

7.5

21.9

29.4

United Kingdom

7.1

14.2

21.3

United States

6.9

9.0

15.9

Hong Kong

2.1

2.2

4.3

Singapore

1.2

..*

..
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Note: * Figure not available for a comparable category, but likely to be very small.

The European countries are true to their caricature as high spenders in these areas. The United
States, typically regarded as a country that has resisted pressure for excessive public welfare
provision, nevertheless spends significant amounts. Hong Kong is way lower, and Singapore lower
still.
The Singapore data disguise, however, the very active role which the government plays in ensuring
the provision of social security and healthcare by requiring all working people to subscribe to the
central provident fund. As with Hong Kong’s MPF, it is a savings scheme for individuals, rather than a
redistributive instrument of government, so that contributions are not classified as tax, nor
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disbursements as public spending. It is, however, compulsory; and contributions, which depend on
age and earnings, reach a peak rate of 34.5% of pay (of which 20% paid by employee and 14.5% by
employer), with an upper limit of S$1, 552 per month (split 900/652 between employee and
employer). (S$1= approx HKD5)
The CPF serves essentially as a savings scheme to fund pensions, homeowning and healthcare, with
an element of health insurance included. The fact that it is so well funded explains why the
government itself does not spend significant amounts on these items.
Hong Kong’s MPF scheme has only been running since 2000, and mandated contributions are only
10% of pay, shared between employer and employee. The scheme is a first step towards ensuring
that people are provided for in old age, and consideration is now being given to extending the
arrangements, or introducing new ones, to provide specifically for healthcare.
The main contrast with Singapore in the design of the schemes is that individuals’ holdings in the CPF
are equivalent to a savings account with a fully preserved capital value in effect, guaranteed by
government, and earning interest. The government’s aim is to pay sufficient interest to cover
inflation. There has been criticism from time to time that the interest rates are inadequate, and not
competitive with those offered by financial institutions, but, particularly in the light of recent events
around the world, the difference may be a price worth paying for the security offered by the CPF.
In Hong Kong, by contrast, MPF members have been able to choose how their money is invested,
and most have opted for a sizeable degree of stock market exposure. As at March 2008, 74% of
funds were held in equity or mixed asset schemes, and only 26% in the more cautious schemes
which are targeted at preserving capital (the capital preservation, guaranteed, bond market, and
money market categories). And there is no guarantee, even of a minimum value.
For Hong Kong it is questionable why the government should have permitted, and to some extent
encouraged, people to take the more risky options, especially when, for many of the lower-paid,
MPF would represent their only significant repository of savings. Even when the scheme reaches
maturity (i.e. when people reaching retirement age have been subscribing for their entire working
life), the scheme may not succeed, to the extent which was hoped, in relieving the government of
the need to spend money on social support.

7.

Budget Projections

Rising Dependency
Hong Kong has a rapidly ageing population. In 2004, the proportion of the population over the age of
65 was around 12 percent; by 2033 this is projected to rise to 27 percent. This is due to both a low
birth rate and increasing life expectancy in Hong Kong. Life expectancy is now much higher than the
global average: over 84 for women and almost 79 for men. As shown in the table below, the overall
dependency ratio (child plus elderly) is expected to rise from the present level of 35% (i.e. 35
dependants for every 100 of working age) to 60% by 2033. The working population of the future will
have a much larger number of others to support.
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Table 11: Projected Hong Kong Dependency Ratios23
Year

Population Distribution (% of total)

Dependency Ratio (% of those in the 15-64 band)

0-14

15-64

65 and over

Child

Elderly

Overall

2008

13.5

74.3

12.1

18

16

35

2013

12.2

74.6

13.2

16

18

34

2023

11.6

69.0

19.4

17

28

35

2028

11.2

65.2

23.6

17

36

53

2033

10.7

62.6

26.8

17

43

60

This is seen as a major concern. The likely burgeoning demand on government for social support and
healthcare in the future must either be funded, in anticipation, through fiscal caution today, or met
by additional taxation in future, possibly via a broadened tax base.

Outlook in 2033
Let us examine the outlook for 2033 in more detail. In simplistic terms, today every 100 workers
support 135 people (themselves plus 35 dependants).24 By 2033, if there is no pre-funding and all
the support has therefore to be found from current resources, every 100 will have to support 160.
This could be viewed, in effect, as an increase of 18.5% in the required outlays of working people in
order to maintain their standard of living and that of citizens more generally. In practice, however,
the workers do not provide all that support directly themselves. Although family members do of
course provide much of it, the government also plays a significant part, raising the necessary
revenue from society as a whole – including businesses and people who have no dependants.
Can the wealth-generating sectors be depended upon to deliver this extra support for the inactive?
As the economy grows, so do the aspirations of the whole community. In particular, if the floor for
social support is not raised pari passu with the earnings of the working population, the rich-poor gap
will widen. Thus, it may be best to regard the ‘burden’ of a dependant on the economy as having to
rise by at least the same rate as GDP per head, whatever that may be.25
But that should not necessarily be an insuperable challenge. If the economy has continued to grow
in the intervening years, there would be ample capacity for such transfers. For example, the
government assumes the trend rate of GDP growth to be 4-5% pa.26 If we adopt a reasonably neutral
assumption (it may seem rather conservative when judged solely against history, but rather
optimistic in the light of present events) of 2½% pa growth of productivity, there will be GDP growth
of 85% over the 25 years. This would appear sufficient to provide for the necessary support to the
dependant categories, since it yields an increase of 54% in real GDP per head of population.27
It is difficult to be more precise. There is no easy way to calculate how the additional 18.5% burden,
mentioned above, translates into actual dollars, because the ‘burden’ itself is a concept rather than a
defined statistic. An alternative approach may shed some light. Let us adopt the stylised assumption
that most of the extra public spending in support of dependants will be from the health and the
social welfare budgets, and that the lion’s share of these budgets is, and will continue to be, spent
on the dependant categories. Those budgets, combined, amount at present to 5.4% of GDP. The
number of dependants in the population grows by 75% up to 2033, while the total population grows
20%. This implies that, if dependants are to maintain the same standard of living relative to the rest
of the population, the health and social budgets must be expanded by an amount equal to 2.5% of
GDP.28
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In this example, the increase could just about be accommodated within the ‘rules’, since the budget,
which has recently been running at around 18% of GDP would scarcely exceed the magic 20%, and
the Basic Law would, at most, be only marginally infringed.
The government’s latest published projections (see table below) suggest that there is considerable
leeway within a five-year horizon, although recent events may have seriously invalidated even these
figures. Either way, these tell us little about what the situation might be after a further 20 years.
Table 12: Government’s Medium Range Forecast for Budget Surplus,
29
Fiscal Reserves & Public Spending
Year

Consolidated Surplus, prior to
Repayments of Borrowing
Consolidated Surplus, after
Repayments of Borrowing
Fiscal Reserves
Public Expenditure

2008-09

2009-10

2010-11

2011-12

2012-13

in HKD billion

- 4.8

52.7

54.9

66.8

75.0

in HKD billion

- 7.5

49.2

54.9

66.8

75.0

[% of GDP]

[- 0.4]

[2.7]

[2.8]

[3.2]

[3.3]

# of months’
expenditure covered

18

21

22

24

25

% of GDP

19.2

17.4

17.0

16.4

16.3

In sum, the outlook to 2033 is uncertain. We know the direction – pressure for increased spending to
cope with the growing number of dependants – but further work to examine a range of scenarios in
considerably more detail would be needed before reaching any definitive conclusion. Moreover, it is
important to note that the scenario presented above is based on official population projections.
There is more than a little uncertainty surrounding such projections, not simply because they rest on
assumptions about the birth rate several years ahead, but because of uncertainties over migration
policies and patterns over the coming decades – for example concerning numbers permitted to
enter Hong Kong to work, numbers who might move across the border to reside, and the portability
of benefit entitlements.
If there was any move to actually improve the relative lot of the poor, rather than just keep them
marking time in their relative position, the expenditure implications would be significantly higher.
Thus, although it is possible that the extra spending could be accommodated within a pay-as-you-go
structure, this could be a risky option, both in terms of potential burdens on taxpayers (or other
revenue sources) and compliance with the Basic Law. Interestingly, however, the idea of avoiding
the strictures of the Basic Law by pre-funding through the earlier accumulation of fiscal reserves
would not really solve the problem, since when the reserves are eventually spent they will inflate the
level of government spending and so break the rules, in just the same way as would a tax-funded
expansion of spending. We return to this problem in section 9.

8.

Revenue Reform

It was remarked earlier that the fiscal system is reasonably efficient in an allocative sense except in
respect of land and housing, and the bias towards capital expenditure.
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Land
The government disingenuously claims there to be a true free market in land – because developers
can approach the government in order to activate the auction process, because prices at auction are
ostensively determined in a freely competitive manner, and because change-of-use premiums are
set by reference to those ‘market’ prices. But one cannot deny that government has ultimate
control over the market and prices. This is because it determines how much land to supply and sets
reserve price on its sales. Another distortion arises from the practice of government giving land free
or at a subsidised price in order to assist or incentivise certain types of activity (such as public
housing, industrial estates, science park, transportation systems, schools, hospitals and Disneyland).
With demand outstripping supply for much of the time, property prices have tended to rise faster
than consumer prices, although in recent years the pattern has become less clear, with a lot of
volatility. There has long been something of an unholy alliance between government and developers
in support of rising prices.30 The former likes high prices as a source of revenue, while the latter
depend on a rising market to produce capital gains on land banks and work in progress. The
government’s stated policy on land supply includes: “…safeguarding public revenue through the
policy of not selling land cheap…”.31 In order to keep prices rising, supply has to be appropriately
managed. The government has been fortified in its instinct to limit the supply by a growing popular
opposition to reclamation, or encroachment onto green areas, on environmental grounds.
One public benefit of the government’s monopoly of land is that the public purse itself can enjoy
some of the development gains which arise from the improvements which the government itself
makes to the economy’s infrastructure. For example, if a new road generally raises property prices in
the vicinity, the government is able to recoup the costs of building the road when it next sells new
development sites or renegotiates leases on existing sites in the vicinity. This contrasts with the
situation in most other economies, where development gains would accrue largely to the private
sector and the government would have no automatic increase in revenue to match the bill for the
new road.
In similar vein, the Hong Kong government grants the railway corporations the rights to develop
buildings around their stations. Much of the railway infrastructure can be financed from the
resulting development profits accruing to the corporations, rather than requiring explicit funding
from the budget.
Those are arguments which lend support to a regime of high property prices. Yet high prices go hand
in hand with restricted supply, and it is by no means clear that the apportionment of land between
development and open space is optimal. From a social angle, and even an environmental one, an
argument can be made for extra living space and for greater integration of recreational and natural
space with living space. Moreover, much redundant commercial and industrial space lies idle
because of government’s insistence on earning a premium on any redevelopment.
From the economic point of view, if land was in competitive supply, it would be produced and sold at
something much closer to its cost (plus ‘normal’ profits) than is typical in practice – assuming similar
planning rules to apply. That would bring down property prices to the benefit of those wishing to
buy a home or to live in more spacious accommodation, or redevelop old sites, and would reduce
business costs.
Although it is widely presumed that revenue would fall if supply was increased, the likely magnitude
of any such fall is unclear; it depends on how responsive prices would be to changes in supply. Also,
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the government’s ability to harvest development gains arising from infrastructural investment would
be weakened, although it should be possible to devise alternative means of taxing those gains.
All in all, the government appears always to have believed that most people and businesses will
generally tolerate high rentals and prices for property, in exchange for keeping taxes low on their
other spending, income or profits. The government may well be correct in that belief, since 49% of
people, according to official statistics for 2007, live in public rental or subsidised sale flats, and are
therefore insulated from any pain associated with high property prices, while many of those who are
already on the property ladder may welcome appreciating values. The so-called middle classes may
nevertheless complain about the overall fiscal burden on them relative to others.
However, high prices only serve to exacerbate the task of weaning a section of the population away
from dependency on public housing, and shifting them to the private rental sector or getting them
started on the ladder of home ownership.32 And the perpetuation of high prices ensures that the
mass of the population can only ever afford shoe-box sized homes. High property prices also present
businesses with ever-rising premises costs, which offset to some extent the attraction of the
otherwise low-taxation environment in Hong Kong.
Of course, any change of approach to land supply and prices could be extremely contentious. In
particular, any sudden reduction in values would impose windfall losses on existing property owners,
with possible uncomfortable consequences for banks. The mere hint of any change could equally
cause consternation, and there would be a huge danger of ‘insider dealing’ if any party had advance
warning. The market has survived steep falls in the past, but a fall caused by deliberate official action
would be more provocative. All of this could create significant practical challenges for policy makers.
But that is no reason for ignoring the issue altogether.

Housing
Although housing accounts for only 5% of public spending, it makes a much greater imprint on the
overall fiscal situation. This is because the land for public housing developments is, in effect, granted
free, so that the government foregoes the revenue which it would otherwise have received from
selling the land. Indeed, it may strike one as odd that, given the stage of overall economic
development which Hong Kong has now reached, half the people still live in flats the purchase or
rental of which involves public subsidy.
Public housing rents are set by law according to a formula which prescribes that the median rent-toincome ratio across all the public housing estates shall not exceed 10%. Despite the fact that the
flats are small,33 there is a large element of subsidy, particularly if the opportunity cost of the land is
factored in.
The stated objective of the government’s housing policy is to maintain a fair and stable operating
environment for the private property market by ensuring adequate land supply and provision of an
efficient supporting infrastructure, but, beyond that, to minimise its intervention in the private
property market. And the present-day focus of the subsidised housing policy is stated to be to
provide assistance to low-income families who cannot afford to purchase or rent in the private
housing sector.34
The result of these policies has been an economic and social divide between public and private
housing. Moreover, there is believed to be widespread abuse of eligibility criteria in the public rental
system. Many tenants could afford to pay more, but may not be well enough off to make the leap to
the private housing sector. Attempts over the years to help them with subsidies in one form or
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another, such as the Home Ownership Scheme, have encountered opposition from the private
developers, and have mostly been discontinued.
Meanwhile, because the construction of public housing is not subject to market forces, its location
and design can cause frictions. There is no price mechanism by reference to which such issues can be
resolved.
Despite its commitment to the principles of a market economy, the government seems in no hurry
to alter its distinctly non-market approach to public housing. Academics and others have proposed
various reforms.35 For example, public units could be sold to tenants, if necessary at heavily
discounted prices. This would allow a market in lower-cost flats to develop. Or, instead of subsidising
rent, people truly in need of social support could receive an income supplement from the public
purse, which would be sufficient for the poorest to maintain their standard of living by renting a
home and might enable the somewhat better-off to consider purchasing one. Tenants would, of
course, be better able to contemplate home ownership if the government was also to climb down
from its policy of sustaining high land prices. The government might even consider giving tenants
who undertook to quit public housing a lump sum payment which would be used as a deposit on the
purchase of a flat in the private sector;36 the government would make a compensatory saving by not
having to provide so much public housing.
Any such fundamental changes to housing policy would take a time, whatever approach might be
adopted, but there are other countries that have been reasonably successful in shifting from rental
subsidy to income support, and privatising public housing stocks. The net effect can be savings to the
public purse, a better allocation of resources within the economy, and gradual elimination of the
stigma of public housing estates.

Other Revenue Ideas
The case for a Goods and Services Tax (GST) has been widely debated, as reported above. It is
without doubt an allocatively efficient tax, which could yield sizeable revenues. There are, however,
questions over its administrative cost both to the government and the business sector, although by
setting high enough thresholds, minimising exemptions, and drawing on the experience of other
jurisdictions, it should be possible to hold these costs down. The main objection to the GST is that it
is regressive – hitting poorer people more heavily in relation to their means, yet having a relatively
imperceptible impact on the rich. The worst of the impact on the poor could be overcome by
increasing welfare payments, but this distributive aspect of the proposal would probably remain the
biggest political obstacle if it were ever to be revived.
There may be scope to increase revenue through other forms of indirect taxation, although the
potential tax yields are mainly much lower than would flow from a broadly-based tax such as GST.
Alcohol is usually regarded as a fair target. It is extraordinary that the government should have
scrapped the tax on beer and wine, given that it is generally regarded as serving a beneficial social
purpose as well as producing revenue.
Among other possibilities which have been explored was a departure levy on persons leaving Hong
Kong by the land or sea borders, calculated to, at most, cover the costs of providing and manning the
border facilities and procedures. It was presented as a not unreasonable analogue to the existing
airport departure tax, and might have yielded roughly the same amount. But the proposal
encountered some popular opposition, including accusations of regressivity (though, intuitively, if
people could afford the journey they should be able to afford an additional HKD20 or so as a border
charge), and was dropped.
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Another suggested means of raising revenue would be some sort of energy tax.37 This may strike one
as simply piling pain on pain, in view of the expected rising trend in global energy prices. But it would
serve the useful purpose of encouraging energy conservation, particularly if tilted towards over-airconditioned commercial premises, and would tend to transfer to the treasury some of the monopoly
profits which local utility companies still enjoy. The yield from such a tax could be significant, and
poorer sections of the community could, if necessary, be shielded in some way.
One route to greater progressivity of taxation could lie in real estate. The administrative basis for
such taxation – rates – already exists. Currently, rates yield some HKD17 billion a year. Avoidance is
tricky: everyone needs somewhere to live and – unlike income, or financial investments, or even
consumption – a house or flat is immobile and verifiable. Moreover, in very general terms the value
of properties is roughly proportional to the wealth or income of the occupants; you do not find
tycoons slumming it. One might therefore contemplate moving towards a progressive structure for
domestic rates, rather than the flat rate, currently pitched at 5% of assessed rental value. Such a
system could be designed so as not to impact adversely on the middle classes and only to hit those
who are plainly able to pay more.
The goal of higher revenue coupled to progressivity would of course be assisted if income and profits
taxes were more broadly based – extending, in their most extreme forms, to worldwide income,
including unearned income. Any departure from Hong Kong’s territorial based system of taxation
would, however, amount to no less than a revolution in the guiding economic philosophy of Hong
Kong, inflict serious damage on the economy and, in practical terms, be totally unworkable.
Even more modest and partial applications of that approach would be fraught with difficulty. For
example, a dividend tax may appear, at first sight, to be an attractive means of extracting a bit more
revenue from the rich. But how much of the dividend income received by Hong Kong residents is
actually received from companies registered in Hong Kong? Even if this was significant and capable
of capture via a withholding tax, there would be little point in applying it unless dividends from
offshore were subject to equivalent treatment, and that would not be possible without departing
from the territorial basis of taxation and requiring people to file tax returns of global income. And
then, if dividends were tax, would not interest have to be treated similarly in order to avoid
allocative distortions? And so on. There were sound reasons for the abolition of interest tax in 1989,
which would still apply today.
In sum, it is probably not realistic or desirable to consider expanding the tax net to cover wider
definitions of income than the simple salaries and profits taxes currently in place.

9.

Assessment

The Long-term Challenge
Much has been said in recent years by the government and the IMF about the possibility of an
underlying weakness in the fiscal position in the medium to long term, the challenge of an ageing
population, and the need to broaden the tax base. Are these concerns justified?
Looking at the government’s own projections in the earlier table, one would not be unduly worried
into the medium term, but such projections have no doubt been thrown into disarray by recent
developments. This paper is, however, mainly concerned with the longer term.

29

30

Hong Kong's Budget: Challenges and Solutions for the Longer Term_________________________________

With regard to the specific issue of the ageing population, it is unrealistic to assume that people, left
to their own devices, will be either able or willing to make adequate provision for old age. And it is
unrealistic to think that the required transfers from the rest of society to the poor can be effected by
relying on the charity of the population at the time. The following options, emerging from the
discussion in section 7, therefore need to be considered, although it must be re-emphasised that the
calculations in section 7 are subject to a wide margin of uncertainty – regarding demographics,
prospective growth of the economy, the chosen level of social support, and so on.
•

Pay-as-you-Go – In other words, wait till the time comes and deal with the problem from
available resources at the time. If the economy keeps growing at a reasonable pace, this appears
to be a workable option, even if the entire responsibility for transferring finds to the needy falls
upon the government. The risk is that the necessary additional pace of budget spending might
infringe the Basic Law and the present financial secretary’s 20% rule (though perhaps neither to
a great extent). Another more serious risk would arise if the economy failed to achieve much
real growth in the intervening years; the implied budgetary measures would then be much less
palatable to the population as a whole.

•

Pre-funding from the Public Purse – In other words, earmark specific amounts from the
government’s present financial reserves and future surpluses to be placed in a fund which would
sustain future social support. This would perhaps be a more prudent option than pay-as-you-go,
but would encounter the same possible infringement of the Basic Law and 20% rule when the
monies were eventually disbursed through the budget.

•

Expansion in Scale and Scope of the Mandatory Provident Fund Model – This would be an offbudget solution, and could be combined with the issue of healthcare financing (which is
currently under discussion). Experience suggests that people in general cannot be relied upon to
save sufficient voluntarily. An element of compulsion is therefore required. However, something
on an altogether larger scale than the MPF would be needed, and the question of the security of
savings and the administrative cost (much criticised with MPFs) would have to be addressed.
Singapore’s central provident fund might be closer to what is needed in Hong Kong, both in scale
and in carrying, effectively, a government guarantee. At the very least this and other options
should be explored. It would not be without problems. Hong Kong people might resent any
further compulsion of this sort. And a straightforward MPF or CPF does not address the issue of
redistribution to the disadvantaged and poor, who would still look to the government for
support.

•

Mixed Public/Private Solution – The MPF/CPF approach could be combined with some direct
injection from the government’s own financial reserves, as a means of returning some of that
accumulated wealth to the people. This approach could embody a redistributive element – some
enhancement of support for the needy – but there is a risk that government participation would
bring the whole operation into the realm of public spending and so be subject to the strictures of
the Basic Law. But perhaps creative accounting techniques could be devised to avoid that.

Reforms
If it is accepted that the budget cannot be allowed to grow beyond the limits set by the Basic Law,
concerns about new revenue sources and broadening the tax base tend to fall away. Moreover, the
above analysis of long-term issues has not shown that the accumulation of yet more reserves in the
government’s own coffers can necessarily be justified. Although, therefore, there may appear to be
no imperative for new initiatives on the budget front, there may be some fiscal reforms that are
desirable in their own right. For example:
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•

Gradually move away from the policy of “not selling land cheap” towards one of maximising the
supply of new land and re-use of existing sites, consistent with cost recovery (and within
appropriate planning parameters).

•

Shift away from rental subsidies for public housing towards income support for those genuinely
in need; explore possibilities for privatisation or financial assistance to move to private sector
housing.

•

Hold in reserve various options in the field of indirect taxation, such as reinstating duty on wine
and beer, levying a land and sea border charge, imposing an energy tax or, perhaps as a last
resort, introducing a GST.

•

Reclassify the land premium as recurrent income, and abandon the target of an operating
surplus; aim instead for operating balance; together, these steps would allow a shift from capital
to current spending (especially, for example, on health and education – the latter being so often
cited as key to Hong Kong’s future economic wellbeing).

•

Consequently, be more willing than hitherto, subject to the usual project appraisal criteria, to
finance capital spending by running down net financial assets (either drawing on reserves or
borrowing).

•

Reappraise the economic case for maintaining such a high level of financial reserves (taking the
fiscal reserve and the inner reserve of the Exchange Fund as one).

•

Explore means to correct the reverse progressivity that presently exists in the tax structure
between the ‘middle class’ and the ‘rich’; progressive domestic rates might be one option.

The Rich-Poor Divide
In view of the size of the rich-poor gap (as discussed in section 6 above), it is a matter for
consideration whether more should be done to close it. The issue involves two fundamental
questions:
•

Do the poor deserve better by virtue of the contribution which they make, or have made, to
society? In other words, does the market economy somehow fail to reward them fairly? This is
a question of economics. Casual observation suggests that labour, which is not significantly
unionised and which is under-represented politically, may be at a disadvantage to the politically
and economically powerful employer lobby, but there is a dearth of more thorough research in
this field.

•

Regardless of the answer to the first question, should society anyway act more generously
towards its less advantaged members? This involves a value judgement, over which there are
likely to be widely differing views.

The financial secretary has expressed concern over the livelihood of low-income families and accepts
that the state has to provide the final safety net. But his emphasis is very much on helping people to
help themselves, rather than providing direct financial support. The work of the erstwhile
Commission on Poverty was very much in that vein, resulting in a raft of measures and proposals
mainly at the micro level.
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The government may seek to explain its apparent reluctance to target more redistribution of wealth
through the fiscal system in terms of a justifiable fear of creating a dependency culture, and by
reference to the disincentive effects which higher taxation may have on enterprise and effort, and
the possible negative effect on Hong Kong’s attractiveness as a business location. However, if the
government was really committed to raising the living standards of the poorer branches of society
by, for example, improving the quality of social support, it could probably find ways to fund it
without pushing tax rates in key areas such as salaries and profits to materially disincentivising
levels, and without increasing the total burden on individuals or businesses to levels which would
seriously impact on locational choices. The more significant constraint may be the Basic Law and the
20% rule, but the suggested reclassification of land revenue should at least permit some extra social
spending in place of capital projects, if such a move was considered politically acceptable. More
generally, there is a danger that, after having to spend money on coping with the increase in
numbers of elderly people, government will feel unwilling or unable to spend more on them per
capita.
The word ‘welfare’ is anathema to the Chief Executive and many others in government, largely
because of certain adverse consequences that have been apparent in some European countries. But
it should be possible, if the will is there, to design a system of social support for Hong Kong which is
both more generous than what is available at present and which draws upon experience elsewhere
so as to avoid the pitfalls. Ultimately, however, the question whether Hong Kong should move in
that direction is a matter of political and social judgement rather than economics.
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ENDNOTES
1

It may also be noted that, since Hong Kong is not a sovereign territory, the government does not have to spend on
defence, diplomacy, etc. to the same extent as others.

2

For past annual budgets, see: The Treasury, ‘Archives of Annual Accounts’.
http://www.try.gov.hk/internet/eharch_annual.html; and Hong Kong Annual Reports/Hong Kong Yearbook. For Hong
Kong Yearbook 2007, please visit http://www.yearbook.gov.hk/.
3

Unless the architects of the Basic Law intended that the Hong Kong government should count borrowing as revenue, as it
has been doing in its accounts. But this is a highly eccentric practice, which would not be recognised as best accounting
practice, and which contradicts agreed international standards for government accounts laid down by the International
Monetary Fund.

4

Antony Leung, Financial Secretary, Budget 2002-2003, 6 March 2002, para. 62.

5

For the avoidance of doubt, it may be noted that under the currency board regime it is permissible for the government to
switch the fiscal reserves between HK dollars and foreign currencies, or to borrow HK dollars for switching, provided that
the various legs of such transactions are carried out in the markets, and not through the currency board account at the
Exchange Fund. In that way the monetary base is unaffected.
6

See, for example, Lamin Leigh, HKSAR: Macroeconomic impact of an ageing population in a highly open economy, IMF
WP/06/07, March 2006; and Nathan Porter, Guarding against fiscal risks in the HKSAR, IMF WP/07/150, July 2007.
(Although these are written by IMF staff, there is a disclaimer to the effect that the views do not necessarily represent
those of the IMF itself.)
7
‘Annex Table 33: General Government Net Financial Liabilities’, OECD Economic Outlook No. 84 Annex Tables, November
2008.
8

In this context ‘recurrent’ is synonymous with ‘current’ (as opposed to ‘capital’); the recurrent balance is also commonly
referred to in Hong Kong as the ‘operating’ balance.
9

The Treasury, ‘Consolidated Account: Table 17’, p. 15. http://www.try.gov.hk/internet/pde_ca08.pdf.

10

See Roger Nissim’s paper on ‘A Fresh Look at Housing, Planning and Land Policy’ of this publication.

11

See ‘Chart A: Total Tax Ratio as Percentage of GDP, 2005’, Revenue Statistics 1965-2006 (2007 ed.), OECD, 2007.
http://www.oecd.org/document/58/0,3343,en_2649_34533_39498298_1_1_1_1,00.html#samples_tables.

12

The Treasury, ‘Archives of Annual Accounts’. http://www.try.gov.hk/internet/eharch_annual.html.
Asa Johansson, Christopher Heady, Jens Arnold, Bert Brys and Laura Vartia, Tax and Economic Growth,
ECO/WKP(2008)28, p. 47 (Table 1); For Hong Kong, figures for 2007-08, derived from The Treasury, ‘Accounts of the Hong
Kong government for the year ended 31 March 2008’. http://www.try.gov.hk/internet/eharch_annu_statend08.html#p.
13

14

Official estimates for 2008-09 from Budget 2008-09 (Comprises both recurrent and capital spending).

15

To see records for consolidated and accrual-based accounts of past years, visit The Treasury, ‘Archives of Annual
Accounts’. http://www.try.gov.hk/internet/eharch_annual.html.
16

By the end of December 2008, however, the total net assets of the Exchange Fund had fallen to HKD 481 billion.

17

Presented in the Budget in February or March of the year. To see past forecasts for each Budget, visit
http://www.budget.gov.hk/2008/eng/previous.html.
18

Economic theory can support the exemption of interest and dividend income from tax. Thus, it is argued, if salaries have
already been taxed before any portion is saved, there is no case for taxing those savings again, since the interest on them is
simply the time-value reward for postponing expenditure. Similarly, if companies have already been subject to tax on their
profits, there is no justification for further tax when those profits are distributed as dividends. In practice, however, there
are many ways in which income placed on deposit by Hong Kong persons, or profits from which they receive dividends,
may have escaped any prior tax altogether, and more certainly have escaped any liability to Hong Kong tax. A reasonable
case can therefore be made for taxing such incomes.
19

‘Final Report of Public Consultation on Tax Reform released’, HKSAR Government press release, 12 June 2007.

20

United Nations Development Programme, Human Development Report 2007/2008 Fighting Climate Change: Human
Solidarity in a Divided World, 2008.

21

Census and Statistics Department, Thematic Report: Household Income Distribution in Hong Kong. This is summarised in
press release ‘Census and Statistics Department Announces Results of Household Income Study’, 18 June 2007.
http://www.bycensus2006.gov.hk/press/070618/index.htm.

22

Hong Kong: Figures for 2007-08 obtained from ‘Appendix B, Section III: Analysis of Total Public/Government Expenditure
by Policy Area Group’, 2008-09 Budget. http://www.budget.gov.hk/2008/eng/pdf/e-appen-b.pdf. Singapore: Figures for
2007 obtained from Yearbook of Statistics Singapore 2008. http://www.singstat.gov.sg/pubn/reference/yos/yos2008.pdf.
OECD countries: Figures for 2005 obtained from ‘OECD Health Data 2008’ and ‘OECD Social Expenditure Database’.
http://www.oecd.org/els/social/expenditure.

33

34

Hong Kong's Budget: Challenges and Solutions for the Longer Term_________________________________

23

Alvin W K Li, ‘Population Ageing in Hong Kong and Its Impact on Labour Force’, HKSAR Government: Census and Statistics
Department, 2005.

24

We loosely refer to those in the age bracket 15-64 as workers, and all others as dependants. There are obvious
shortcomings in this assumption, but alternative breakdowns are not readily available.
25

This assumption is of course debatable. If one believed that today’s definition of poverty should be retained in absolute
terms, the challenge of the ageing population would be greatly diminished. But experience suggests that such a stance
would be untenable. After all, there was a time when basic needs were regarded as being adequately satisfied on the basis
of shared bathroom and kitchen facilities among households. Not even the conservative establishment would support that
today. At the other extreme, some would argue that the disadvantaged should receive faster advancement relative to the
mean. As a neutral assumption, the calculations here assume that they should advance at the same rate as the mean.
26

See projections annexed to Budget speech. Judged by past experience, this may seem unambitious, but hitherto there
has been help from growth in the labour force of 1-1½% pa, partly from population growth but partly also from the shift in
the age composition from children to the working age bracket. There is also a possibility of a secular slowdown in
productivity growth as the economy becomes more mature – a phenomenon which has certainly been observed in virtually
all the advanced economies. On top of this, there may be some unease as to the longer-term damage which the present
global crisis might inflict.
27

By 2033, there will have been a 20% increase in overall population, to 8.38 million (as per official forecasts; government
press release of 30 June, 2004). Thus, given the reduction in the proportion which is of working age, and assuming also a
stable activity rate within the economically active age bracket, the actual numbers working will be almost exactly the same
as now. Applying the assumed 2½% pa growth of productivity, we have GDP growth of 85% over the 25 years, which works
out at an increase of 54% per head of population.

28

It can be shown that, if the relevant budget expenditure on each dependant grows at the same rate as GDP per head, the
budget to GDP ratio will grow by the factor (1+D/100)/(1+P/100), where D and P are the percentage growth rates of,
respectively, dependant numbers and the total population.
29

John C Tsang, Budget 2008-09, 23 April 2008, para. 144.

30

Although officials have sometimes complained that, for a given quantum of supply, collusion among developers keeps
prices below the level at which a fully free market would clear.
31

‘Information Note: Land Supply in Hong Kong’, Legislative Council Secretariat, IN20/05-06.

32

The proportion of households which are in owner occupation is significantly lower in Hong Kong than in most advanced
economies, but not all. The proportion is lower in Germany for example, which has a flourishing and generally efficient
private rental market. The important thing for Hong Kong is to move away from a subsidised system to a more marketdriven housing market, whether rental or owner-occupied.
33

The government sets a minimum space allocation standard of 5.5 square metres of internal floor area per person; the
average for all public rental housing is 11.7 square metres and the average size of a rented public housing unit is around 35
square metres.

34

Michael M Y Suen, ‘Statement on Housing Policy’, 13 November 2002, para. 7.

35

See, for example, Richard Y C Wong, ‘Public Housing Reform and Its Effects on the Private Housing Market’, HKCER
Letters, Vol. 71 July/August 2002; and James Lee and Lawrence Lau, ‘Restructuring Housing Assistance: Benefits for
Housing, Budget and Economy’, www.hongkongbetter.com, March 2006. http://www.hongkongbetter.com/HA509e.pdf.
36

See note 10.

37

As proposed in Philip Bowring, ‘Powering up an Energy Tax’, South China Morning Post, 9 January 2006.

S

OCIAL SERVICES:

A HOSTILE ENVIRONMENT

LEO F. GOODSTADT

36

Hong Kong's Budget: Challenges and Solutions for the Longer Term_________________________________

1. Introduction
For the last decade, the management of Hong Kong’s public finances has been marked by crisis and
controversy. Senior officials and business leaders have seemed unable to escape from a sense of
impending economic and fiscal disaster. They have not been entirely to blame for their gloom. In
2008, the threat of global recession caught up with Hong Kong, and its worsening economic
prospects were aggravated by a sharp downturn in Mainland business. Thus, for the second time
within a decade, Hong Kong faced a sharp downturn in its fortunes, in marked contrast to the
unbroken annual growth in real GDP of the previous four decades, which had averaged 7.5 per cent
from 1961 to 1997.1 In 1998, the Asian financial crisis had led to severe deflation, which was of
historic proportions by international standards.2 The property sector, chief source of wealth for
Hong Kong’s business dynasties and the route to middle‐class affluence, collapsed.3 Prices slumped
by 70 per cent between 1998 and 2003, and at the height of the crisis, 100,000 households suffered
negative equity.4 In 2008, recent history seemed about to repeat itself.

Taken by Surprise
In 1998, Hong Kong had not been prepared for a prolonged economic downturn. For the first time
since the mid‐1950s, the people of Hong Kong could no longer assume that their children would
enjoy a better future than their parents. The labour force faced a long‐term prospect of lower
wages, longer hours and lost jobs. Officials were totally unready for this challenge, especially in the
welfare field. The colonial administration had always been able to rely on rising wages and ample
employment opportunities to ease the financial problems of the ill‐educated, the elderly, the infirm
and those with disabilities. Ever since World War II, fiscal strains were rare, and budget surpluses
accumulated from year to year as business boomed. Now, this sustained growth came to an abrupt
and an entirely unforeseen halt.
Hong Kong should have been better prepared for trouble in 2008. The first signs of tougher times
ahead had emerged a year earlier with a drastic change in Guangdong province’s industrial policies.
Hong Kong businessmen had been warned that the cheap‐labour, environmentally‐unfriendly
industries of the past would be rapidly phased out. An official Hong Kong report in mid‐2007
estimated that some 40,000 Hong Kong owned or financed factories would be adversely affected,
with 10,000 likely to close (involving 2.5 million out of Hong Kong’s 10 million employees in
Guangdong).5 Harsh as that prospect had seemed, officials and business leaders remained confident
that Hong Kong would be buoyed up by a continuing boom on the Mainland despite the financial
crisis overtaking the United States and the European Union. But by the end of 2008, the Chinese
government was warning that a severe crisis loomed which would require reflationary measures on
much the same scale as the rest of the world.
Hong Kong’s response to the impending crisis was to modify its traditional insistence that the
economy could not spend its way out of trouble. In December 2008, the Chief Executive announced
that the government would provide HKD100 billion to underwrite lending to businesses and create
more than 60,000 new jobs in 2009.6 However, the government did not abandon its long‐standing
reluctance to employ direct measures to bolster consumer demand and minimise deflation,
particularly through increased spending on social services. Officials continued to be gripped by a
deep pessimism in the face of economic downturns which reflected a long‐standing belief that Hong
Kong has a largely self‐regulating economy for which ‘Keynesian’ policies are unsuitable.7 This
gloomy legacy had been eloquently expressed by the Financial Secretary in 1998:
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“The hard truth is that in this world in which we live, there is no easy path, no
economic Promised Land. No way to have profligate spending, and sharply lower
taxes and a reassuring surplus and the respect of the international financial
community. I doubt such a Paradise ever existed. And even if it did, I am not the
Moses who can lead our community to it.” 8

The Perils of Pessimism
This sense of hopelessness within the government flies in the face of ample evidence of Hong Kong’s
ability to survive. In all the property and stock market collapses before the end of British rule, the
financial system had been caught up in the crisis. In 1998, however, not a single bank failed.
Furthermore, when the government adopted clear policies, it showed a remarkable capacity for bold
and effective action, halting speculation against the currency and the stock market in 1998 with a
brilliant HKD118 billion intervention in the markets on which it made a profit of over HKD80 billion. 9
For its part, the public bore the burden of negative equity with fortitude, paid their mortgage
obligations and, unlike the property developers, did not demand a government rescue programme.10
As employment conditions worsened, a negative image of the labour force came into general
circulation, with forecasts of increased confrontation with employers and a drop in productivity.11
No such trends emerged. Industrial harmony continued unruffled year after year, with virtually no
work stoppages in any sector.12 In the decade up to 2007, labour productivity increased by 2.7 per
cent a year, far faster than the annual 0.5 per cent rise in average wage earnings.13
Yet, the sense of disaster continued and nowhere more persistently than among the policy‐makers
responsible for housing and the social services. Economic misfortunes, however, were more the
excuse than the cause of a deliberate retreat from welfare commitments. Critical changes in social
service spending, it will be argued, were not measured policy responses to adverse financial or fiscal
conditions. This chapter will explain that the budgetary treatment of housing and social services over
the last decade has been shaped mostly by long‐established hostility within both government and
business towards welfare and its beneficiaries. Hard times, officials and business leaders alike
prophesied, would simply open the doors wider to welfarism, which, if left unchecked, would foster
dependency on the state at the expense of self‐help. The danger is that in the economic challenges
to be faced during the economic recession that started in 2008, hostility towards the social services
will intensify, regardless of the anti‐deflationary benefits that they can generate.14
This chapter is in three sections. The first deals with the preconceptions of the ruling élite and their
suspicions about welfarism. The second section will assess how credible are the claims about the
threat to budgetary stability of growing dependency, both in terms of working class culture and the
aging population. The final section reviews the budgetary experiences of the public housing
programme, education, hospital services and social welfare.

2.

The Dangers of We lfare

Opposition to welfare in Hong Kong is presented, very frequently, as a clash of cultures. The ruling
élite tries to make a distinction between Confucian values and Western welfarism. Invocation of
Chinese traditions is a core element in the political rhetoric which government officials share with
the business and professional élite. There is no pretence that the goal is to promote cultural values
for their own sake. The objective is to label those who advocate community support for the needy as
disloyal to their cultural heritage. In the case of the elderly, for example, who are the largest group
of welfare beneficiaries, the message is that those who have filial children will not need to apply for
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Comprehensive Social Security Assistance (CSSA) benefits. Thus, the chairwomen of the
government’s Women’s Commission and a prominent businesswoman declared that ‘if we can
strengthen the promotion of the traditional Chinese virtue of loving, respecting and taking care of
the elderly…we should be able to substantially reduce the pressure of increasing social welfare
expenditure’.15 Officials echoed this view: ‘We must make every effort to preserve this fine
traditional concept of family instead of shifting the responsibility of looking after the elderly to
society’.16
Senior officials and business leaders depict welfare as basically alien to Hong Kong and bad for its
people. One welfare ‘minister’ warned that Western welfarism undermined the efficient provision of
social services and weakened social ethics.17 Ironically, the available evidence shows that Hong Kong
people needed no such warnings. Traditionally, they have accepted the government’s claim that its
laissez‐faire policies delivered prosperity and protected the public interest even though the
community’s social priorities were often ignored as a result.18 Polling data reveal that even after the
economic downturn in 1998, the community did not develop a dependency mentality or demand the
redistribution of income through taxation. Sympathy for the plight of the poor was significant, yet
the majority opinion was that public housing and social services should be related to need and not
granted as a general entitlement.19 Business representatives, nevertheless, expressed nostalgia for a
‘golden age’ before CSSA, when Hong Kong was able to generate great wealth without the
inconvenience of demands for social or political rights.20
The first Chief Executive came into office in 1997 determined to overhaul social welfare programmes
and, particularly, to reduce CSSA benefits.21 The funding for NGOs was to be cut, with severe
consequences for the level and quality of voluntary sector programmes.22 In 1998, the post‐colonial
administration started a campaign to discredit the CSSA Scheme, claiming that during the 1990s, its
benefits had become more attractive than wages.23 CSSA recipients were labelled ‘lazy, morally
weak, irresponsible’.24 Levels of benefit were reduced, and the numbers of claimants deliberately
forced down, although the government admitted that it was not lack of willingness that kept them
out of work.25 These measures intensified from 2003, with not even children and the disabled
spared. As a result, average monthly CSSA payments to all households, regardless of size, were lower
in 2007 than they had been in 1998.26 The second Chief Executive declared publicly that it was
useless for the government ‘to assist the poor using its own resources… or [through] increasing tax
revenue’ or ‘giving them financial assistance’.27 His officials faithfully echoed his views from 2005.

Embarrassing Inequalities
The argument that welfare spending had to be constrained once the economy went into recession in
1998 went virtually unchallenged. Social service professionals tended to assume that budget
cutbacks were economically unavoidable and that their clients must suffer alongside the rest of the
community. The views of economists exerted exceptional influence. Most were disciples of the
Chicago School and were anxious to minimise public services in almost all circumstances.28
Officials felt vulnerable, nevertheless, about the poverty issue and the prevalence of deprivation and
disadvantage in one of the world’s most prosperous cities in terms of GDP per head. Income
inequality in Hong Kong ranks as ‘the worst among developed nations’, it has been claimed. The
extraordinary record of unbroken growth between 1961 and 1997 had not eradicated poverty but,
rather, appeared to have widened the gap between rich and poor.29
Officials tried hard to blunt the public impact of the available data about poverty and struggled
desperately for control over public discussion of the ‘poor’.30 Income inequality became a source of
particular embarrassment to the ruling élite, since comparisons of Hong Kong’s Gini Coefficients with
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Korea, Singapore and Taiwan indicated that a highly unequal distribution of incomes is not an
inevitable feature of Asian capitalism or of ‘Confucian’ societies.31 Accordingly, the second Chief
Executive insisted that the ‘wealth gap’ was not Hong Kong’s fault but an imported problem that
should be blamed on immigrants from the Mainland ‘with little education and bargaining power’
who had depressed ‘market wages’.32
The government tried to discredit the arithmetic of poverty in Hong Kong by disputing the relevance
of the Gini Coefficient to Hong Kong’s circumstances.33 The available statistics provide convincing
evidence, however, that inequality has worsened over several decades.34 Even after adjusting the
1996‐2006 data to allow for the effects of tax and government transfers, the coefficients have been
significantly above what Beijing has called ‘the internationally recognized warning line of 0.4’, as
Table 1 shows.35
Table 1: Gini Coefficients and Median Monthly Household Incomes, 1986‐2006

36

1986

1991

1996

2001

2006

Median Household Incomes

HKD
5,159

HKD
9,964

HKD
17,500

HKD
18,500

HKD
17,100

Gini Coefficients:
Original Monthly Household Income

0.453

0.476

0.518

0.525

0.533

N/A

N/A

0.466

0.470

0.475

Gini Coefficients:
Post‐tax Post‐social Transfer Monthly Household
Income

Because of the acute and increasing inequality in the distribution of income, the deprived and
underprivileged constitute a larger group in Hong Kong than in other modern economies. One
‘minister’ directly responsible for welfare policies insisted, nevertheless, that poverty is too complex
a concept to define and argued that ‘since there is no agreed definition, there can be no agreed
measurement of poverty’.37 Officials eventually acknowledged that if a poverty line must be drawn,
it could be set at the average monthly CSSA benefits paid to a three‐person household as this sum
constitutes ‘the level needed to meet the basic living requirements in our community’.38 The
government accepted, therefore, that the poor can be identified as those individuals who are in
receipt of this CSSA package or whose incomes fall beneath it. This benchmark, the Financial
Secretary has explained, is approximately half the median income for the average Hong Kong
household.39 In 2005, according to an official report, 1.03 million individuals – 15 per cent of the
total population – were living in poverty by this CSSA criterion.40

The Price of Past Policies
Although the government at the highest levels has accepted, albeit grudgingly, that CSSA is a valid
test of poverty, there is a reluctance to recognise that economic independence is not an option for
most beneficiaries. They qualify on any test as society’s most deprived, disabled and disadvantaged,
as Table 2 shows. Furthermore, applicants for CSSA encounter ‘an extremely stigmatizing system’
designed ‘to meet only the most basic needs of the most deserving, in the direst need of financial
assistance’, a disgrace to the family that should be incurred only as a last resort.41

39

40

Hong Kong's Budget: Challenges and Solutions for the Longer Term_________________________________

Table 2: CSSA Cases by Category, 1994‐2008 (’000s)
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Year

Old
Age

Permanent
Disability

Ill
Health

Single
Parent

Low
Earnings

Unemployment

Others

Total

1994
1995

70
81

8
10

11
14

6
8

‐
2

5
9

4
6

105
129

1996
1997
1998
1999

95
109
121
134

11
13
15
12

17
20
25
20

12
16
25
25

3
4
7
8

14
16
30
28

7
8
3
4

160
187
227
231

2000
2001
2002
2003

134
138
143
147

12
14
15
16

20
20
21
22

26
29
33
37

8
9
11
14

24
29
41
50

4
4
4
4

228
241
266
290

2004
2005
2006
2007
2008
(June)

150
152
153
153

17
17
18
18

23
24
24
24

40
40
38
37

16
18
18
17

45
41
38
33

5
5
6
6

296
298
295
288

151

18

24

36

17

31

6

284

Note: ‘Under the CSSA Scheme, a case may refer to a single person or a family’.

Yet, these statistics alarm officials, business people and professionals. One budgetary analysis of
CSSA trends concluded that ‘the scheme is economically unsustainable’ if Hong Kong’s low tax
régime is to be maintained.43 Applications for CSSA from the able‐bodied are interpreted as proof is
that when earnings fall below what is available from social security, workers will abandon their jobs
and live in idleness as welfare beneficiaries.44 Elderly applicants are viewed as evidence of children’s
selfishness.45 In practice, the applicants have no alternative means of support. They are victims of
flawed policy decisions made decades earlier.
•

Free and compulsory primary schooling was blocked by the Financial Secretary on principle until
1971.46 Three years of compulsory secondary education was opposed by employers until 1978 to
maintain the supply of child labour for their factories.47 In consequence, workers aged 40 or over
at the turn of the century were poorly educated and have grim job prospects through no fault of
their own.

•

In 1967, the same Financial Secretary killed off an official plan to introduce social insurance,
including a central provident fund, as a plot against profits.48 In 1993, an old age pension scheme
was proposed but defeated by business opposition, and officials have rejected subsequent pleas
to revive this proposal which would fill the gap until benefits start from the Mandatory Provident
Fund (MPF) set up in 2000.49 In consequence, the average worker has had no realistic
opportunity to provide for old age.

The bills for the failure to introduce full compulsory education and for the refusal to establish a
compulsory retirement scheme until the start of this century are now being presented to the
government for immediate payment, principally through the CSSA Scheme, as is discussed below.
Resources could have been raised in the past to finance a comprehensive modern education system,
social insurance and retirement benefits. The government preferred to keep taxation to the
minimum and, at the same time, to record a surplus in 45 budgets between 1946 and 1998 and thus
accumulate fiscal reserves by underspending the revenue it did raise.
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3.
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Deprived but not Dependent

The facts refute but do not silence the exaggerated claims about the idle poor now living in CSSA
comfort and the future burdens of an aging population. Almost no attention is paid to how limited is
the degree of dependency in Hong Kong, either as an attitude of mind or as a demographic
phenomenon.

Educationally Handicapped
Few commentators have recognised the resourcefulness and self‐reliance which the Hong Kong
workforce has displayed even in the most adverse labour market conditions experienced for half a
century. A remarkable feature of the last 15 years is not how large have become the numbers
drawing CSSA because of unemployment (or low earnings). Far more impressive is the majority who
struggle to survive through their own resources. Table 3 shows that since 1994, never more than a
quarter of the unemployed have been in receipt of CSSA (and the same is true of those who receive
CSSA because of low earnings). For much of the period, less than 20 per cent have relied on CSSA.
Table 3: Ratio of Unemployed and Low Earnings CSSA Cases to
50
Total Unemployed and Under‐employed, 1994‐2008
Year

CSSA Unemployed/
Total Unemployed
(%)

CSSA Low Earnings/
Total Under‐employed
(%)

Year

CSSA Unemployed/
Total Unemployed
(%)

CSSA Low Earnings/Total
Under‐employed
(%)

1994

9

‐

2002

16

11

1995

9

3

2003

18

12

1996

16

6

2004

19

14

1997

23

10

2005

21

19

1998

19

9

2006

22

21

1999

13

8

2007

23

22

2000

14

9

Mid‐
2008

25

25

2001

17

11

Data on the personal backgrounds of those living on CSSA provide ample evidence that it is not the
financial benefits which are the attraction. The largest proportion of the recipients has the
misfortune to have been born in the decades when the colonial administration and business leaders
chose to prevent the introduction of a modern education system. As a result, their job prospects
recede with age. In 2005, the welfare ‘minister’ admitted that 37 per cent of all CSSA recipients had
received no education at all, while another 42 per cent had only been to primary school.51 The lack
of schooling has serious consequences for middle‐aged workers. Those aged 50 and over, which is
the age group that had no access to free and compulsory education, make up 56 per cent of the
unemployed claiming social security. A further 31 per cent of the unemployed CSSA cases are
accounted for by those aged 40‐49, the group which had only limited access to free schooling.52

42

Hong Kong's Budget: Challenges and Solutions for the Longer Term_________________________________

The Handicaps of Age
The older age groups in the working population are socially deprived by inadequate schooling for
which Hong Kong has no remedy other than a return to the sustained growth of the last century and
booming demand for labour. But worse still is the plight of those past working age, especially since
jobs previously open to older person have dried up during the post‐1998 recessions.53 But officials
still reject a pension scheme as an immediate way of financing old age. The government has found it
wrong in principle that ‘the expenses of supporting the elderly must be shouldered by young
people’, insisting that it was unacceptable that ‘the younger generation may have to shoulder a
heavier burden’. To expect taxpayers to fund retirement pensions was a recipe for social unrest
because the young would resent the demands of the old, one welfare ‘minister’ argued, and it was
an ‘internationally recognized’ fact that such schemes ‘intensify inter‐generational conflicts’.54
In modern Hong Kong, the elderly cannot be left to depend wholly on charity or begging. The CSSA
has to finance their retirement. Nevertheless, this social and political reality is not welcomed.55 Grim
predictions of the grave consequences for Hong Kong’s economic prospects of a declining work force
and an expanding elderly population were a conspicuous feature of the 2008 Budget Speech. The
Financial Secretary warned that ‘an ageing population will lower our standard of living and
undermine economic vitality and competitiveness’.56
Table 4: Dependency Ratios, 1961‐2006

57

Year

Child Dependency Ratio

Elderly Dependency Ratio

Overall Dependency Ratio

1961
1971
1976

724
599
467

50
76
86

774
675
553

1981
1986
1991
1996

362
333
296
259

95
109
124
142

457
442
420
401

2001
2006

229
185

154
168

383
353

Note: Child dependency ratio: total aged under 15 per 1,000 persons aged 15 and 64
Elderly dependency ratio: total aged 65 and over per 1,000 persons aged 15 and 64
Overall: total children and elderly per 1,000 persons aged 15 and 64

In reality, the rising numbers of elderly have been more than offset in the last five decades by the
even faster decline in the number of children. The ratio of dependents who have to be maintained
by the population of working age has fallen steadily, as Table 4 demonstrates: from 774 elderly and
children per 1,000 of working age in 1961 to 353 in 2006. It is also ironic that even with Hong Kong’s
very low fertility rates, the child dependency ratio in 2006 was still 9 per cent higher than the elderly
ratio.
Officials highlight demand for medical care when dramatising the consequences of the ageing
population, particularly in proposals for reforms to the health services. The second Chief Executive
provoked outrage by claiming that demand from the elderly is partly ‘psychological’. They queue at
government clinics for several hours from dawn, he opined, as a pleasant prelude to a ‘chat with
their “buddies”…[and] morning tea in a Chinese restaurant’.58 The message is that older people are
responsible for excessive pressure on the available medical professionals and hospital facilities.59 The
elderly, indeed, receive more health care but their requirements are not so intimidating when
compared with children, the next largest consumers of medical services, especially in terms of
consultations with doctors. (See Table 5)
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Table 5: Demand for Health Services by Age Group (% of each group)

60

Under 5

5‐14

55‐64

65 & Over

All Age Groups

Doctors’
Consultations

34.7

22.6

26

37.5

22.7

Hospital
Admissions

9.1

2.6

5.5

15

6.3

4.
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Politic s in Command

The start of Hong Kong’s budgetary woes was a surge in spending on public housing after 1997. As
table 6 illustrates, its share of the total budget rose from under 11 per cent in 1997‐98 to almost 16
per cent three years later, after peaking at close to 18 per cent in 1999‐2000. The combined share of
education, health and social welfare in the annual budget remained very stable over the same
period, contrary to the alarmist talk from government and business about ballooning hospital and
welfare commitments. The surge in housing’s share of public resources was the Chief Executive’s
personal initiative to establish his political credibility in 1997.61 His building programme proved
unsustainable because of its immediate and catastrophic impact on business sentiment and a
subsequent decline in GDP.62 But the impact on public spending was not reversed until 2002‐03, in
part at least because the Chief Executive did not promptly inform those responsible for planning and
implementing public housing programmes that his housing targets had been abandoned,63 a lack of
transparency that did not promote either budgetary or administrative efficiency. The property
developers forced the Chief Executive to end competition from public sector housing in 2001 when
the supply of public housing was cut and the sale of new building sites halted.64 (Housing policies
play such a substantial part in Hong Kong’s economic and social wellbeing that they are reviewed in
a separate chapter.)
Table 6: Total Public Expenditure by Shares Allocated to Selected Policy Area Groups (%)

65

1997‐
98

1998‐
99

1999‐
2000

2000‐
01

2001‐
02

2002‐
03

2003‐
04

2004‐
05

2005‐
06

2006‐
07

2007‐
08

Index of GDP Change
(1998=100)

106

100

98

102

101

99

96

100

107

114

125

Index of Total Public
Expenditure
(1998‐99=100)

88

100

101

101

101

99

102

97

92

91

96

Education

20.0

18.2

18.7

19.2

19.4

20.8

20.8

21.2

22.2

21.5

21.5

Health

11.9

11.8

11.8

12.2

12.7

12.6

12.6

12.5

12.9

13.3

13.1

Social Welfare

9.3

9.9

10.2

10.5

11.2

12.3

12.5

12.9

13.6

13.9

13.6

Total Social Services

41.2

39.9

40.7

41.9

43.3

45.7

45.9

46.6

48.7

48.7

48.2

Housing

10.5

14.6

17.6

15.9

11.9

9.1

9.3

7.0

6.3

6.1

5.9

Total ‘Welfare’ Spend

51.7

54.5

58.3

57.8

55.2

54.8

55.2

53.3

55.0

54.8

54.1

Note: GDP data refer to calendar years

Once housing expenditure was cut back, the share of the budget allocated to the three social
services increased. But as Table 6 also indicates, they did not drive government spending ahead of

44

Hong Kong's Budget: Challenges and Solutions for the Longer Term_________________________________

GDP growth. The total share of the community’s wealth devoted to the social services actually
declined. The index of total public expenditure fell from 102 in 2003‐04 to 96 in 2007‐08, while GDP
increased by 25 per cent over the same period. In a severe deflation, the case is strong for budgetary
policies that maintain consumption. Table 6 shows, however, the government holding down the size
of its annual budgets in the years that the economic downturn bit deep, which was an astonishing
strategy for a modern economy. Nevertheless, the government could not achieve all its expectations
for continuing economies in the health and welfare services. The SARS epidemic in 2003 was a
warning of the implications of downgrading hospital services. In addition, the persistence of
unemployment set a limit to the extent that CSSA spending could be depressed.

Education: Money to Spare
Education has done better than the rest of the social services because it has been virtually immune
from budgetary constraints. It has consistently absorbed more financial resources than any other
area of government spending, despite a declining school population. This financial largesse followed
proposals by the first and second chief executives for a radical overhaul of the entire educational
system. These plans were presented as part of their vision of a modern, Chinese, knowledge‐based
society. No less important, however, education seemed more ideologically in line with the prevailing
political culture than the other social services.
For a start, it seemed much easier to set limits to welfarism in the educational field. In 2008, for
example, the Financial Secretary provided HKD1.2 billion to finally provide 12 years free education in
government‐financed schools even though there was no serious public pressure for this measure. In
contrast, when, as an anti‐poverty measure, the miniscule sum of HKD37 million was found for the
234,000 students who could not afford the fees for extracurricular activities, the funding was subject
to strict conditions and detailed monitoring.66 The implication was clear. Education was financially
respectable but only as long as it could be viewed as ‘long‐term investments that enhance the
quality and productivity of our population’.67
In large measure, education policies were able to pass the necessary anti‐welfare tests with little
difficulty.
•

The principle of ‘small government’ seemed to reign supreme. Only 7 per cent of primary and
secondary students attended government schools. The rest were taught in a variety of not‐for‐
profit institutions which received 93 per cent of the government’s funding for primary and
secondary education. (See Table 7)

•

The non‐government but subsidised schools included DSS, ‘international’ and English Schools
Foundation institutions. They were often depicted as vital in attracting multinational firms. High
fees reinforced their élite status.

•

Egalitarianism was not an issue once the first Chief Executive had publicly advocated ‘elitism’
and the right of affluent parents to purchase superior quality schooling.68

•

‘Inter‐generational conflicts’ did not arise because the older generation was to provide facilities
for a declining number of young people.
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Table 7: Distribution of school population by level and sector, 2006 (%)

69

Government

Assisted

Direct Subsidy
Scheme (DSS)

Local private

International

Primary

7

81

2

6

4

Secondary

7

79

8

3

3

Note: At the secondary level, the ‘local private’ statistic includes ‘caput’ students.

A comprehensive programme for the radical revision of the entire educational system of Hong Kong
was announced in 2004.70 The public consultation document dutifully referred to budget deficits and
a 40 per cent drop in the fiscal reserves from 1998 to 2004. But unlike the health services and social
welfare, funding was not seen as a constraint. The government calculated that the costs involved
would be ‘shared between parents by paying higher tuition fees, and the community through the
general revenue of the Government’.71 Central to the programme’s finances was a reduction in
secondary schooling from seven years to six. This simple step solved a chronic shortage of facilities
and increased the opportunities for generating fee income.
•

Historically, the number of places for the last two years of secondary education had been
sufficient to cater for only half the 16‐year‐olds after the public examinations at the end of the
fifth year.72 Abolition of Year 7 meant that the same facilities could cater for twice as many
students as previously, and allow the proportion going on to third‐level education to double to
60 per cent.73

•

To compensate for the lost year in secondary education, university first degrees would be
lengthened by an extra year, for which students would have pay at a much higher level of fees
than had been charged for the seventh year of secondary school.74 The lost year was also likely
to encourage school leavers to study for sub‐degree qualifications, again incurring a higher level
of fees.

•

The universities were expected to raise their own funds to meet government targets 75 and left to
solve the problems of switching to a four‐year first degree.76 In 2003, the Chief Executive
complacently expressed his confidence that severe cuts in university funding would not affect
their ‘core activities and the quality of education’.77

As with housing policies, educational reforms have proved over‐ambitious, difficult to implement
and expensive to revise.78 Teachers complained that the speed and range of change that the
government demanded would impose substantial strains on them. The education ‘minister’ was not
sympathetic, suggesting that talks by community volunteers, for example, would relieve the
shortage of teachers familiar with the new liberal studies curriculum.79 In 2006, he was forced to
admit the validity of the teachers’ complaints, and he announced a package of concessions to ease
teachers’ workloads to cost HKD1.76 billion in annual recurrent expenditure.80
Another conspicuous example of the political and financial costs of policy failure was the decision to
compel 230 secondary schools to switch from English to Chinese in 1998, with only 112 secondary
schools in the public sector allowed to use English as the medium of instruction.81 Almost all primary
education was already conducted in Chinese, and the educational and cultural arguments for
mother‐tongue schooling are overwhelming. Hong Kong parents believed, however, that an English‐
language secondary education would confer superior status on their children and enhance their job
prospects.82 By 2000, almost HKD900 million in annual recurrent expenditure was being devoted to
upgrading English‐language lessons in Chinese schools in order to silence the critics. But parents
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were not so easily bought off.83 Although the Education Bureau was still insisting in 2008 that it
would not ‘pander to parents’, the drive to curtail English in the classroom was halted.84

Health: Fighting Back
Hospitals were a prime target for cutbacks, partly because universal, low‐cost public medicine
looked like welfarism at its worst, and the ruling élite preferred to boost the private sector. A serious
drive to cut back Hospital Authority services started in 2000 when the government announced that
financial restrictions would be placed on the supply of pacemakers, for example, and the provision of
drugs required for the effective treatment of such conditions as hepatitis, breast cancer, leukaemia
and multiple sclerosis.85 The government was not totally free to use higher fees and charges to
ration hospital care since the law forbade treatment to be allocated on the basis of affordability.86
But an equitable system of waivers for fees and charges that works at the patient level has proved
impossible to devise.87 In practice, according to the anecdotal evidence, patients impoverish
themselves and their families in an effort to finance the appropriate treatment.
The financial situation worsened in 2001‐02. Funding would be based henceforward on population
growth and demographic change, which implied – wrongly – that the current level of services was
adequate to meet the community’s needs.88 By 2003, the new financial arrangements were
providing significantly less money and fewer staff, leading to longer waiting times and poorer
services for patients.89 At first, the Hospital Authority believed that quality could be maintained. In
2005, the Chief Executive, who had been Financial Secretary when the financial constraints were first
90
imposed, reassured the legislature that ‘there has been no deterioration of service quality’. In the
same year, however, the Hospital Authority described how ‘limitation of resources’ meant that
treatment went to those with ‘more urgent conditions’; while for other patients, ‘quality started to
be compromised’.91 Waiting times continued to deteriorate throughout the decade in all specialties,
particularly surgical.92 The inadequate annual budget also meant the Hospital Authority was forced
into ‘limiting or refusing introduction of new technologies and pharmaceuticals, and delaying the
replacement of equipment’.93
Unlike the rest of the public sector, the Hospital Authority did not go along with the usual official line
that the social services were funded at excessively generous levels. On the contrary, it published
data showing how low Hong Kong’s health spending was by the standard of the world’s advanced
economies.94 But the remorseless budgetary squeeze was not relaxed even in the aftermath of the
2003 SARS epidemic and the disruption it caused not just to existing services but also to initiatives to
improve standards.95 The irony was that the government refused to accept the obvious alternative
method of financing health care for reasons which were plainly political. Following a precedent set
by the colonial administration in the 1990s,96 a proposal to establish a social insurance scheme for
the labour force in 2000 was rejected. The government argued that joint contributions combined
with ‘risk pooling’ to spread the risks of serious illness across the whole community ‘would put
undue funding pressure on future generations’.97 Instead, the government favoured a compulsory
savings scheme to cover the individual’s health costs after retirement, but this proposal came to
nothing.98
A 2005 consultation exercise confidently predicted that ‘the Government will have to spend well
above $50 on health care services out of every $100 tax revenue collected by 2033’ but declined to
offer any concrete funding solution.99 In 2008, the government issued yet another consultation
document with six options for raising additional finance but failed to say which the health ‘minister’
preferred. The document did, however, reject any form of ‘wealth redistribution’ through raising ‘a
greater proportion of financing from those with higher income to subsidize more the lower income
using some form of tax or similar arrangements’.100
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The government made several attempts to transfer segments of the health services to the private
sector but with limited success. In an earlier age, Hong Kong had relied on the philanthropy of
successful businessmen to provide a substantial share of hospital services, aided by increasingly
generous government subventions. By 1990, subvented institutions accounted for some 40 per cent
of all hospital beds. But they were inefficiently managed, and ‘their standard of service was thought
to be second‐rate’.101 These deficiencies were corrected with great rapidity after the Hospital
Authority was set up.102
For‐profit hospitals were not an impressive model either. Their share of the market fell from 15 per
cent to some 5 per cent, which the health ‘minister’ publicly blamed on their lack of concern for
patients and their exorbitant charges during the final decades of colonial rule. In obedience to the
official ideology, nevertheless, he wanted to drive more business their way in 2005 by raising the
Hospital Authority’s fees.103 Nothing much seemed to change in the years that followed. These
hospitals could not match the efficiency of the Hospital Authority in management of resources, 104
and their charging practices remained alarming in 2008.105
The ultimate argument in favour of a dominant public health sector is its contribution to Hong
Kong’s survival. As the health ‘minister’ confessed at the height of the SARS crisis in 2003, the unified
public health system is the ultimate line of defence in such an emergency, and the Hospital Authority
represents a resource that neither the Mainland nor most other Asian societies can match.106

Welfare: Trivial Pursuits
The prevailing political culture of the last decade has hit the Social Welfare Department harder than
any other government agency. In the past, five‐year welfare plans had identified the community’s
needs, quantified the shortfalls, defined concrete targets for new services and identified the gaps
between demand and supply that would remain at the end of the period. They made the
government’s welfare performance open to professional scrutiny and public discussion. The last
such exercise took place in 1998.107 The welfare ‘minister’ then discarded this long‐standing practice
because it had sought ‘to match service provision with population level’. The absurdity of this refusal
to quantify the need for services was illustrated by the same ‘minister’s’ decision to introduce a
‘population‐based funding formula’ for the Hospital Authority.108
Instead of forward planning based on adequate financial, management and social statistics, there
would be ‘paradigm shifts from “service provision” to “social investment”’. A new approach to
‘planning’ was introduced, with large groups invited to express opinions on broad issues at meetings
which produce neither detailed proposals nor clear service and financial commitments.109 The
process has failed to foster either effective planning or improved performance. For example, as early
as 2000, the Social Welfare Department had promised action to remedy a distressing shortage of
facilities for persons with disabilities. No significant progress was made until 2005 but not because of
financial stringency. The excuses for the delays were entirely bureaucratic.110 When the
‘Rehabilitation Programme Plan’ appeared in 2007, it contained no timetable for implementation, no
data on shortfalls or waiting times for rehabilitation services and no indication of the budgetary
resources that might be available.111
This strategy offered no improvements for some 20,000 individuals then registered with the
Department as ‘in need of day training, vocational rehabilitation and residential care services’.112
•

Of those requiring residential services, 37 per cent had been waiting for admission for an
average of 5 years and 6 months.
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•

Of those requiring only day services, 64 per cent had been waiting for an average of 1 year
and 7 months.

The plight of the elderly in need of higher levels of subsidised residential care was similar.
•

In 2001, the average wait for a nursing home place was 13 months and for a care‐and‐
attention home, 35 months.113

•

In 2007, the average waiting time had risen to 42 months for nursing homes but fallen
slightly to 32 months for a place in a care‐and‐attention home.114

The quality of residential care for the elderly came under threat after a 2002 report which
recommended measures to slash spending on these services. It suggested that the lower staffing and
space standards in private homes could be tolerated when ‘buying’ places with public funds, despite
resistance from the elderly themselves. Inevitably, standards in subvented NGOs were threatened
when they came under pressure to cut costs once competitive tendering was used to allocate
funding for these cases.115
Instead of tackling issues which directly affect daily quality of life, officials have pursued a host of
largely trivial initiatives to demonstrate concern for the community’s wellbeing. Many are
unashamedly populist. They fund small‐scale or district‐level activities which cultivate particular
groups of ‘clients’.116 Their achievements are frequently derisory. The Partnership Fund for the
Disadvantaged was established in 2005 as ‘a tripartite partnership’ of NGOs, business and
government with the aim of ‘creating a cohesive, harmonious and caring society’. Its funding in
2005‐08 averaged less than HKD180 per client, a sum too small either to relive poverty or to provide
the intensive social work support that much its caseload appeared to need.117 The Commission on
Poverty’s ‘social enterprises’ scheme to offer the unemployed opportunities to acquire ‘the
necessary skills and work habits’118 created only 300 new jobs through government cleaning
contracts.119 The Community Investment and Inclusion Fund sought to boost the self‐esteem of one
district through a scheme in which ‘people can explore, organise and promote folk wisdom and skills,
and transform them into community assets’.120 Since the official sponsors of these initiatives openly
admit to uncertainty about their rationale, little better is to be expected from what is gesture politics
on the cheap.121 But they cause a diversion of attention and resources from those in urgent need of
social support.

5.

Conclusions

A decade of economic recessions, SARS and other setbacks would indeed justify shifts in budgetary
policies and priorities. But this chapter demonstrates how in an era of such crises, demands for
financial stringency have not gone hand in hand with greater efficiency in policy making or
management of public finances. Decisions, it has been shown, have been arbitrarily imposed from
above, and radical changes introduced with little assessment of their consequences and with poor
planning for their implementation. This chapter has cited a host of examples, particularly from the
education and social welfare fields that illustrate the high costs of correcting these policy errors.
This new administrative culture has been accompanied by a mistrust of the public and the
assumption that society’s political behaviour will be decided by narrow class interests. Very
frequently, social service initiatives provoke cynicism because the community perceives them as
official attempts to buy public support. A notorious example was the HKD2 billion to provide parents
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of children in non‐profit‐making kindergartens with vouchers worth HKD10,000 a year.122 The
proposal was poorly designed and worse presented, and it aroused furious criticism from the
kindergartens themselves, as well as parents.123
Not all the social services have suffered equally. The Hospital Authority was able to limit the damage
by maintaining fact‐based planning and goal‐orientated management. Despite financial and political
pressures, it has continued to set detailed goals for new and better services and only in 2006 ceased
to identify targets missed, a form of accountability abandoned much earlier by the rest of the public
service. Education came under the least financial pressure. But its ‘stakeholders’ proved far from
docile. The government has been extremely slow to recognise the strength of the opposition to its
more unpopular initiatives. Parents and teachers have refused to be mollified by official
reassurances about educational innovations that conflicted with students’ needs, and expensive
modifications to policies have been introduced.
Worst off was the Social Welfare Department. Compelled to serve the most politically unpopular
clients, its staff had few allies. Forced to abandon professional evaluation of service needs, its senior
professionals had little defence against policy innovations very often inspired by ‘ideological’
motives and frequently of marginal benefit to their clients.
This chapter has traced how the social services were affected as policy making in general
deteriorated and the annual budgets lost their traditional power to control and coordinate the
administration of Hong Kong. The costs of declining administrative skills fell heavily on the
vulnerable and the needy. In the meantime, poverty increased, and incomes became more unequal,
regardless of official endeavours to reinterpret the data. This trend tended to confirm the research
finding from elsewhere that economic growth by itself will not reduce inequality without the
assistance of democracy and education.124 Political reforms stalled during the decade, while
education in Hong Kong suffered turmoil.

Policy Implications
The immediate challenge is to ensure that deflationary measures are countered not just in the
financial system but throughout the wider economy. The government’s HKD100 billion package
announced in December 2008 to prevent a credit squeeze by banking institutions which would
aggravate the pressures on businesses sounds generous by Hong Kong’s normal non‐interventionist
standards. But it is much less impressive when compared with the measures taken in Guangdong
which had already announced a five‐year programme that pledged development spending
equivalent to HKD540 billion a year from 2009, while a single Guangdong county, Dongguan, had
already found the equivalent of HKD4 billion from its own resources to aid ailing local industries.125
Hong Kong needs to think in terms of a much more ambitious rescue package which will tackle two
threats to Hong Kong’s well‐being. The first is the danger of a return to the deflation which proved
so crippling in the wake of the 1998 Asian financial crisis. The easiest solution is to protect
consumption at the retail level by reassuring the public that welfare spending will not come under
attack as it did earlier in the decade.
The second and related threat comes from the temptation for officials and business leaders to use
the economic downturn as an excuse to continue to ignore the problems created by a deterioration
in the provision of social services provisions over the last decade. Initiatives to reverse these trends
would improve the social and political environments considerably, and with them business
sentiment, by removing sources of grave anxiety for the average family. For example:
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•

The financial stringency imposed on the Hospital Authority has measurably lowered the
standards of health care. Despite official claims to the contrary, the private sector lacks the
capacity to make good the shortfalls created by budgetary constraints imposed on the public
sector.

•

The quality of education is determined increasingly by parents’ wealth rather than access being
allocated according to children’s academic abilities or personal needs. The underlying
assumption is that at the secondary and university levels, teaching staff will make good shortfalls
in resources to meet the government’s demands for radical change.

•

The provision of services for the elderly, the infirm and the disabled is no longer based on long‐
term plans which quantify the facilities needed and the resources required to meet these
demands. Shortfalls are particularly acute in facilities catering for the fragile elderly and those
with severer disabilities.

These problems are aggravated by attempts to minimise the existence of widespread poverty and
serious social needs, which undermine the policy‐making process. The government has imposed new
costs on Hong Kong families on the assumption that Chinese cultural values will compel relatives to
shoulder the additional financial burdens. The reduction in the length of secondary education and
the extension of university degree courses mean that the fees to be paid for a young person’s
education have risen significantly for the average middle‐aged parents. At the same time, these
individuals have to underwrite the new charges for the health care of their own parents as they age.
Thus, during an era of static earnings and worsening job prospects for the middle aged, the average
family faces significantly higher bills as a result of the combined effects of educational and elderly
policies. These financial consequences are ignored by officials anxious to deny the seriousness of
poverty and its implications in Hong Kong.
The analysis already presented demonstrates that the institutions which deliver Hong Kong’s social
services are not the problem. The Hospital Authority and the Education and Social Welfare
Departments have operated at levels of efficiency over the last decade which are all the more
impressive given the ill‐considered policy changes they have been called upon to implement and the
disregard for professional expertise and objective analysis which they have endured. It is
astonishing, in fact, that health, educational and welfare standards have not deteriorated
dramatically. Given better policies, standards could rise significantly.
The starting point has to be those most at risk. The policy‐makers should recognise that poverty is
rarely a personal choice in Hong Kong. The most intractable poverty is related to age and is the
result of mistaken government decisions in the past. The refusal to introduce universal education
and compulsory retirement schemes has created substantial numbers of persons with meagre
employment opportunities and no pensions. As a result, the costs of the elderly have to be financed
out of current public revenues rather than past personal savings.
If the government genuinely believes that Hong Kong cannot afford to provide these groups with an
adequate standard of living and modern health care without unacceptable increases in taxation, the
immediate solutions are plain enough.
•

An old‐age pension scheme would provide immediate funds for those for whom the MPF came
too late to finance a comfortable retirement.

•

Similarly, a health levy could easily be collected on behalf of the Hospital Authority through the
MPF machinery that already exists.
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Officials claim that in addition to ‘ideological’ objections to such initiatives (explained earlier), there
is no popular consensus in favour of these proposals.126 These are excuses of expediency, however,
and this chapter is replete with examples of government measures (notoriously in education)
introduced in the face of bitter public objections. In fact, if the policy‐makers based their plans on
objective analysis and comprehensive data, the government could convince the community of the
need for a payroll levy to fund improved social services by showing how health and welfare
standards have already fallen as a result of current financial arrangements. As for the business
community, social insurance would counter complaints about the narrow tax base and the
exemption from direct tax of the average worker.
Effective budgetary management also requires an end to the politicisation of the social services. Too
often, official initiatives – vouchers for doctors’ visits by the elderly, for example – are plainly
makeshift populism. Other measures, like social enterprises, are unproductive gesture politics. These
marginal remedies for social challenges cannot offer significant solutions for the problems of
poverty. Worse still, they waste resources in terms of funding and professionals which ought to be
devoted to the acute priorities of those at risk.
Hong Kong’s current political arrangements give a high priority to the search for consensus through
public consultation. But this process will remain flawed and unproductive until the return to a
management culture under which performance can be monitored in terms of comprehensive
programmes based on objective assessments of the community’s requirements for social services.
Only then will it be possible to make rational policy decisions about how to reverse the decline in
service standards described in this chapter.
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1.

T he Shift in 2002

Government’s current policy on housing and land supply was first articulated by the Secretary for
Housing, Planning and Lands (SHPL) to the Legislative Council on 13 November 2002.1 It represented
a major shift away from excessive government intervention that was driven by the ill‐fated 1997
policy of Tung Chee Hwa’s administration to try and achieve 70% home ownership within 10 years
by striving to produce 85,000 residential units per annum. This was always a wildly optimistic,
unachievable target. The 1998 Asian economic crisis and the ensuing years of deflation/recession
demanded that government adopt a completely new approach.
SHPL’s 2002 policy statement can be summarised as follows:
1) The thrust of the government’s subsidised housing policy should be to assist low‐income
families that cannot afford private rental housing, it being noted that the waiting list, which
in 1997 stood at 150,000, was now reduced to 90,000 with the waiting time reduced from
six to three years over the same period;
2) Government’s future role should principally focus on land supply and provision of rental
assistance programmes to minimise intervention in the market; and
3) Government must maintain a fair and stable operating environment to enable a sustained
and healthy development of the private property market. Government should ensure an
adequate supply of land together with the necessary supporting infrastructure to meet
market demand. As regards the quantum of private housing production, this should be a
matter for the market to decide.

2.

W itnessing the Changes

On 15 October 2003, SHPL reported back to the Legislative Council on the latest situation concerning
the supply of private flats and the implementation of the new 2002 policies.2 This report contains
some important references not only to the flat supply situation but also to the supply of government
land and the disposal of surplus Home Ownership Scheme (HOS) flats.

Supply of New Flats on the Decrease
SHPL advised that based on the number of projects for which construction works had already
commenced it was anticipated that while the supply of flats would remain in excess of 20,000 in
both 2004 and 2005, the number would decrease to only about 10,000 in 2006 and drop even
further to about 4,000 in 2007.3 In the event, according to the government’s 2008 Hong Kong
Property Review, some 70,000 flats were completed during this 4‐year period but the downward
trend is inescapable with only 10,470 units built in 20074 and 8,800 in 2008;5 a 36‐year low!

Government Land Supply
As part of the 2002 policy, government land auctions were stopped and the Application List System6
was suspended until the end of 2003. Under this system a site can only be ‘triggered’ for auction if a
developer offers a minimum price for a site and pledges to bid for the site. This agreed minimum
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price becomes the opening bid at the ensuing auction.
Since January 2004, 26 lots have been ‘triggered’ for auction and the results are tabulated in
Appendix 1. It is interesting to note that the lowest number of bids is 21 whilst the highest is 222
with prices, on average, over 80% higher than the opening bid.
These results made superfluous SHPL’s remarks that in case a site cannot be successfully sold at the
opening price then it would be withdrawn and, perhaps, more significantly, as he said it twice, ‘we
will ensure that the sites on the Application List will not be sold at pathetic prices’.7 In this he has
more than succeeded!
Unusually the Financial Secretary (FS) in his 27 February 2008 Budget made the following direct
reference to the Application List System:
“Some property developers have recently urged the government to change the
Application List System and resume land auctions to increase land supply. I do not
agree.
The Application List System enables real estate developers to apply for suitable sites
on the Application List for public auction. The number of sites to be put up for sale
and the time for land sale are decided by the market. This prevents the government
from interfering unnecessarily with the operation of the market. The system is
working well. We have no intention of changing it.”8
The FS is seriously misguided in his thinking. In the first half of 2008, only one site was triggered.
This must be distorting the land supply side of the development equation and is playing very much
into the hands of the limited number of developers who possess a decent‐sized land bank and can
therefore regulate and control supply to best suit their needs, i.e. creating acute shortages rather
than satisfying the overall market needs. So it could be argued that government, by unnecessarily
limiting land supply, is in fact exacerbating this distortion!
Government faces a real dilemma here. With the curtailment of its involvement in the building of
new HOS/PSPS projects surely it must be looking to the private sector to provide a steady supply of
flats to the market, particularly as the market recovered strongly from end 2004 through to
mid‐2008. Yet there was full awareness of the declining supply side of this equation which could only
be significantly changed by releasing more land for sale. There are many sites available. Lands
Department’s Application List for March 2008 to March 2009 shows 21 residential sites rolled over
from last year’s List with an additional 20 new residential sites coming available by March 2009.9
The more land government sells, the greater its revenue. Up until this financial year, there has been
a significant surplus. The capital revenue land premium for 2007/08 was estimated at HKD63.1
billion with land revenue and stamp duty accounting for one‐third of total revenue,10 the highest
contribution since 1997/8, it being acknowledged that these are relatively less stable sources of
revenue.11 This begs one important question: why does all land premium revenue have to go
towards capital revenue, why cannot a percentage of it be allocated towards recurrent costs?
Whilst the property market was basically healthy and the overall economy was growing, as it was for
the past four years, there was no logical reason why the government should not, as requested by the
property industry, resume regular sales of land by public auction with say two or three sites being
offered every two months. A 6‐ or 12‐month programme of land sales could have been prepared so
the property industry was advised well in advance of what land would be offered and they could
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plan accordingly. By failing to do so, as previously discussed, the government was in fact distorting
the market by artificially reducing the supply of land at a time when the demand, as indicated in
Appendix 1, was there, thus having the effect of pushing up prices of both flats and land.
Ironically as we now enter a period of intense financial uncertainty whose outcomes and duration
are as yet unknown and hard to predict and with the overall economy now contracting the
Application List System becomes more appropriate as a mechanism for releasing land to the market.
In future, the government needs to be more responsive to changing market conditions, When the
future is more certain and the overall economy is not in recession, it should be prepared to set the
Application List System aside and resume regular land auctions.

Land Exchange & Lease Modifications
There is, however, an alternative source of land supply in the absence of government land auctions
and that is through the land exchange/lease modification system whereby privately owned land can,
on payment of a premium, be upgraded to permit more intensive development. This is, in effect, the
true application system because land owners/developers can choose when to apply for such land
use conversion.
Unfortunately this system has been slowing down and is failing to make its proper contribution to
the overall supply of land for development. Conscious of the problem, the government has
established a Pre‐Construction Task Force (PCTF) to review this matter. It has been meeting regularly
since October 2004 and commissioned an independent report on the subject from IBM Business
Consulting Services, which completed its work in March 2007.
The IBM Study clearly identifies that the staff within District Land Offices (DLOs) who are responsible
for processing land exchange/lease modification applications are not dedicated to it as their sole
duty but have to balance this duty alongside many other priorities, some of which can be seen as
more urgent and pressing.

Telling Report Findings
There is a consistent view from LD management and staff that the level of resources available for
lease modifications and land exchanges is not adequate and that this undermines LD in making
further improvements to the performance indicators, and coordinating the work of government
departments more effectively. This suggests there has been a reduction in staff resources spent on
these land transactions as a result of heightened levels of activities in many other areas of work
which have been made subject to performance pledges since then.
The reports then go on to recommend the setting up of dedicated teams for processing lease
modifications and land exchange applications, to enhance the monitoring and management of the
progress of applications and to improve inter‐departmental co‐ordination.
The government’s response to the IBM report and recommendations were mildly encouraging. The
setting up of dedicated teams would require a re‐organisation of the structure and staffing
arrangements which would impact on the other work of the LD. However, LD was prepared to
consider one or two pilot schemes in the DLOs subject to the availability of required staff resources
in order to test the operation and effectiveness of the proposal. IBM have estimated that in fact 5
DLOs need up to 19 additional staff in order to make any significant progress in speeding up the
transactions overall.
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Disposal of Surplus Home Ownership Scheme (HOS) Flats
SHPL reiterated the new government policy of withdrawing from the private property market and
further advised that no unsold or returned HOS flats will be offered for sale as subsidised housing
before the end of 2006.12 This timing was generally seen as being about right and as stated in the
Chief Executive’s (CE) 2008‐2009 Policy Address, the government will continue to dispose of surplus
HOS flats in a smooth and orderly manner.13 It should have been added, for emphasis, that the
government would not start building any new HOS units.
One of the important rationales for starting the HOS scheme in the first place was to provide an
affordable rung up the housing ladder for those tenants of Public Rental Housing (PRH) who had
subsequently become better off and had aspirations of home ownership. One of the principal
justifications for offering subsidized home ownership to these tenants was the bonus of them
releasing their rental unit for allocation to a family on the waiting list. This logic still holds good.
Whilst there is broad agreement that the government should not revert to providing the ‘bricks and
mortar’ of subsidised home ownership, some form of financial assistance continues to be justified in
order to cater for all those who aspire to home ownership. The Housing Authority (HA) has
experimented with a couple of options, both of which have ceased and have not been replaced.
One was a Home Assistance Loan Scheme introduced in January 2003 whereby a family group was
entitled to an interest‐free loan of HKD530,000 repayable over 13 years or HKD390,000 repayable
over 20 years or a monthly mortgage subsidy of HKD3,800 payable for 48 months, HKD182,400 in
total – single‐person applicants could receive half the above rates.14 However, the HA terminated
the scheme on 14 July 2004. Another scheme, also since stopped, was the Tenants Purchase Scheme
(TPS).15 Over 100,000 tenants have become owners under this scheme but the HA were worried
that their reservoir of public rental housing (PRH) might be severely diminished if it continued.
Excluding land and administration costs a 40m² unit of PRH costs about HKD300,000 to build so, in
theory, each PRH unit vacated by an existing tenant will save the HA, i.e. the government, this cost
of building a new unit to satisfy the existing 3‐year waiting list. In any residential development
exercise in Hong Kong, the land component of a single unit comprises around two‐thirds of the total
cost with the construction component making up one third. On this basis there is no reason why the
HKD300,000 construction cost saving should not be passed on to a tenant who vacates a PRH to buy
in the private sector. This would equate to a 20% down payment on a flat worth HKD1.5m. It would
be a powerful incentive to move with suitable safeguards put in place to ensure that this one‐off
grant is used for this purpose.
This simple and straightforward system would have a positive impact on both the primary and
secondary residential market. It would also demonstrate the administration’s commitment to
gradually increase the percentage of home ownership but without adding to the size of the
bureaucracy that would result if government were to resume employing architects, supervising
construction and all the other associated administrative costs of the HOS. The TPS could also be
revived once the PRH waiting list was reduced to around 50,000 and/or the waiting list time was
only 2 years.
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3.

Land Development Par ameter s

In his 2008 Budget, the FS stated that:
“The Development Bureau is reviewing outline zoning plans of several districts to
provide citizens with a better living environment. To ensure that the land supplied
by the government to the market will achieve the same result and that clear market
information is provided, we will state the relevant development parameters, for
example, building height, permitted floor area, ventilation requirements, for each
site on the Application List. We think it is worthwhile to adopt this measure
although it may lead to a reduction in government revenue”.16
On the same subject, the CE, in his Policy Agenda of the 2008‐09 Policy Address, in the chapter
entitled ‘Quality City and Quality Life’ stated his administration would be ‘Continuing to stipulate in
all outline zoning plans clear development restrictions on plot ratio/gross floor area, site coverage
and/or building height where justified to improve the living environment.’17
It is encouraging that the government now seems to accept the point that while reductions in
density of development, lower building height, lower plot ratios are likely to result in lower revenue,
this is an acceptable trade‐off if it results in a better quality of development.
An important distinction needs to be made here: Whilst reduced building heights and lower plot
ratios are perfectly acceptable for new government sale sites, the same cannot be said for existing
privately owned land.18 Indeed, with across‐the‐board height limits now being imposed by Planning
Department, and in many cases densities reduced, the ability of investors/developers to create
value and rejuvenate the cityscape is being eliminated. Redevelopment in many cases will be
rendered impractical and uneconomic and this could impact on the whole urban renewal process.
In February 2001, followed a year later in February 2002, the first two Joint Practice Notes (JPNs)
were issued by the Lands, Planning and Buildings Departments aimed at introducing and
encouraging ‘Green and Innovative Buildings’.19 However, these measures aimed at encouraging
better design and construction, by for example the use of balconies, were negated by LD’s insistence
that such innovations should be charged for.
If the government now accepts that there is an acceptable trade‐off between lower land revenue
and better designed buildings, one approach could be for these ‘Green and Innovative Buildings’
options to be made compulsory for all future residential buildings but without charge. By making
them mandatory and free, all developers will be treated equally, thus removing any possible
accusations of bias or unequal treatment.

4.

Sustaina ble Development

One important element of sustainable development is the sensible reuse of ‘brownfield’ sites as an
alternative to resuming more rural land for development of the planned three New Development
Areas (NDAs) in the New Territories. There are very high costs associated with land resumption,
housing clearance, engineering infrastructure and the like whereas, by definition, brownfield sites
have already been developed once and usually have the necessary services in place. A survey in
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2005 carried out by Planning Department revealed that about 172 hectares of redundant industrial
land in the Urban Areas and a further 24.7 hectares in the New Territories have now been rezoned
“Other Use Business” [OU(B)].20
This represents a huge reservoir of land which with proper consideration could eliminate the need
for all the extensive resumption needed for the NDAs. Take for example the 8.3 hectares of OU(B)
land in Aberdeen and Ap Lei Chau. Now that the MTR South Island Line has been confirmed, serious
consideration can now be given to a further rezoning of these OU(B) sites to residential. The
government would collect modification premium for the change in land use from industrial to
residential and would be saved all the costs of land resumption for the NDAs.
An alternative idea is that in the absence of other significant tax incentives that are available to the
government to advance sustainable development, the one area they can administratively influence
matters is through the level of land premium LD charges for land use conversions. One particular
area that could be considered is in respect of the many redundant industrial/godown buildings, the
majority of which stand on lots whose land leases restrict them to that use. For example, if a whole
building is in single ownership, the owner may put forward proposals to restore/
renovate/repair/upgrade so that the shell of the existing building would be retained – thereby
avoiding major demolition, adding to the land fills, etc. – but internally the place would be gutted
and transformed into either residential, commercial or office use. The government could then
consider allowing the change of use, for the life time of the existing building on payment of a
nominal premium, with perhaps a five‐year restriction on assignments for resale to prevent undue
speculation. The government would collect enhanced property taxes and rates on the renovated
building whilst at the same time positively encouraging sustainable development.

5.

An Ageing and Declining Population

At present, one in eight of Hong Kong’s population is aged 65 or above, by 2033 this figure will rise
to one in four persons.21 At the same time HK’s indigenous birth rate has fallen to below
replacement level and only by counting in the births of Mainland mothers can Hong Kong achieve a
positive growth figure. These latter figures are by definition going to vary from year to year and
there is no guarantee that this trend will continue. Both these factors have a significant impact on
the type and number of housing types to be built, the number of schools, nurseries, hospitals, in fact
the whole range of public provision.
A much more scientific and accurate assessment of these phenomena needs to be carried out before
major decisions, such as the development of the three NDAs, are made, otherwise they may turn out
to be white elephants.

6.
1)

Con clusions & Recomm endations for the Futur e
The government role in the housing market, as stated from 2002 onwards, should continue to
be in assisting low income families who cannot afford private rental housing. The current
production of PRH, with a waiting time of around three years, has stabilised and should be
maintained.
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2)

There remains a strong logic for providing some financial incentive for those PRH tenants
whose financial circumstances have improved such that they now aspire to home ownership.
The unit of PRH vacated by such a tenant is one move off the waiting list.

3)

Once the existing stock of HOS has been disposed of that should be the end of government
involvement in building flats for sale. A suitable financial assistance is justified in order to
encourage PRH tenants to buy if they so wish and a simple cash subsidy/grant of HKD300,000
is considered appropriate. This will minimise the bureaucracy and be consistent with the aim
of ‘small government’.

4)

Whenever the Hong Kong economy is growing positively, i.e. not in recession, the government
should resume regular land auctions. The current Land Application System is only required in
times of economic recession.

5)

As recommended in IBM’s 2007 report, LD should be given the 19 additional staff identified as
necessary to properly handle the land exchange/lease modifications which are an important
part of the land supply equation.

6)

In support of sustainable development principles only nominal premia should be charged
where whole buildings are not demolished but are fully restored, renovated and adapted for
acceptable alternative uses, such as industrial to offices.

7)

Before embarking on the huge economic commitments necessary to plan, build and service
the three NDAs, a full review of the nearly 200 hectares of redundant industrial land should be
undertaken to see how much could be rezoned to residential. A brand new census is required
to properly understand both our age profile and demographic growth patterns up until 2030.
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Appendi x 1
Land Sale Record [25 May 2004 – 9 May 2008]
Auction Date
9/5/2008

Lot. No.
Lot No. 1200 in D.D. 217

Bid Starting Price
(HKD M)

Transaction Price
(HKD M)

No. of Bid

$10.00

$16.5

41

$200.00

$482.00

124

15/10/2007

Lot 245 in D.D. 331

15/10/2007

AIL 451

$2,500.00

$5,710.00

87

17/9/2007

TPTL 186

$3,080.00

$4,550.00

40

31/7/2007

NKIL 6309

$3,000.00

$3,980.00

26

12/6/2007

KIL 11146

$4,200.00

$5,560.00

33

29/5/2007

TMTL 449

$525.00

$780.00

21

29/5/2007

TMTL 422

$585.00

$960.00

25

8/5/2007

KIL 11073

$2,605.00

$4,000.00

29

$39.00

$96.50

75

27/3/2007

Lot No. 1848 in D.D. Cheung Chau

13/3/2007

TPTL 195

$326.00

$570.00

28

13/3/2007

TPTL 188

$2,100.00

$3,500.00

47

13/3/2007

TPTL 187

$1,000.00

$2,110.00

63

19/12/2006

RBL 1159

$780.00

$1,800.00

52

28/11/2006

STTL 548

$2,400.00

$3,240.00

24

28/11/2006

NKIL 6374

$1,100.00

$1,940.00

49

$14.46

$30.50

34

18/7/2006

Lot 246 in D.D. 331

27/9/2005

NKIL 6350

$2,490.00

$4,230.00

77

27/9/2005

KIL 11167

$1,660.00

$2,730.00

46

27/9/2005

KIL 11168

$2,090.00

$3,190.00

46

22/2/2005

NKIL 6310

$608.00

$1,820.00

62

12/10/2004

NKIL 6308

$3,000.00

$4,700.00

86

12/10/2004

KIL 11124

$5,020.00

$9,420.00

222

15/6/2004

NKIL 6330

$682.20

$1,010.00

34

25/5/2004

STTL 510

$469.00

$865.00

80

25/5/2004

STTL 487

$1,206.00

$2,090.00

88
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