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Financial Secretary’s Office
Government of the Hong Kong
Special Administrative Region

of the People's Republic of China

Tel : 28102022
Fax : 2840 0569

24 December 2014
By Fax : 3529 2837

Clerk to Panel on Financial Affairs
Legislative Council Complex

1 Legislative Council Road
Central

Hong Kong

(Attn : Ms Connie Szeto)

Dear Ms Szeto,

Panel on Financial Affairs
Rescheduling of the regular meeting on 1 December 2014

Thank you for your letter of 18 December 2014 to the Financial
Secretary, who has asked me to reply on his behalf.

The Financial Secretary attaches great importance to keeping Members
and the general public updated on Hong Kong’s economic situation. In view of
the cancellation of the Legislative Council’s Panel on Financial Affairs (“FA
Panel”) meeting on 1 December 2014, the Financial Secretary held a press
conference on the same day, with a view to disseminating the essential
information on Hong Kong’s latest economic outlook to the general public in a
timely manner. The transcript of the Financial Secretary’s remarks at the press
conference is attached at Annex A. Enclosed also at Annex B is a set of
powerpoint slides on Hong Kong's recent economic situation and near-term
outlook for the easy reference of the Panel Members.

Members would also be briefed on the subject when the 2015 Policy
Address and the 2015-16 Budget are announced respectively on 14 January 2015
and 25 February 2015.



On the 2015-16 Budget, the consultation exercise was launched jointly
with the consultation on the Policy Address in October 2014. The consultation
is still open, and views and proposals received would be carefully considered. 1
attach at Annex C a set of powerpoint slides on the 2015-16 Budget consultation
for the reference of the Panel Members.

Given the information already disseminated and the small window of
time available before the Policy Address, a special FA Panel meeting on the
economic situation and Budget consultation in the new year does not appear to be
particularly fruitful. However, if Members should still consider it necessary to
have such a meeting, the Financial Secretary is prepared to brief Members at a
mutually convenient time.

Yours sincerely,

0

( Raymond Wu)
Administrative Assistant to
Financial Secretary

C.C.

Hon Chan Kin-por, BBS, JP, LegCo FA Panel Chairman
Mrs Helen Chan, Government Economist
Mr Raymond Sy, Administrative Assistant to Secretary for Financial Services and

the Treasury
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Transcript of remarks by FS at press conference on Hong Kong's latest overall economic situation (with photos)

Transcript of remarks by FS at press conference on Hong Kong's

latest overall economic situation (with photos)
EE I e b b b b I I b b b I I I e b b b b b b b I b b b b b b I b b b b b b S b I b b b b I b b b b I b b g

The Financial Secretary, Mr John C Tsang, and the Government
Economist, Mrs Helen Chan, today (December 1) held a press
conference on Hong Kong's latest overall economic situation at
the Information Services Department Press Conference Room.
Following is the transcript of remarks by the Financial Secretary
at the press conference:

Reporter: Secretary, could you comment on last night's events in
Admiralty at the occupy movement? And my second question is: How
has the occupy movement affected economic growth in this third
quarter? You mentioned that there has been double-digit growth in
visitors, but you said in non-Mainland visitors there has been a
drop. And looking towards the future, if the occupy movement
continues, what are your concerns? Thank you.

Financial Secretary: I've already explained that earlier. I think
you Jjust want to have a - I'll just provide you with a brief
English explanation. The occupy movement made some pretty violent
type of move on Hong Kong Island in Admiralty, and the Police
went on to enforce, which, you know, this is their job. I feel
that this sort of organised movement is totally irresponsible and
is totally, sort of, ruffian type of attack needs to be
reprimanded.

Reporter: ... if it continues, what are your concerns? Do you
think people won't invest in Hong Kong? How will it affect
investors' confidence in the city?

Financial Secretary: My biggest concern is really for the middle
and longer term. If the occupation were to continue, no doubt our
international image could be seriously damaged, which could lead
to investment confidence running down. We have already seen
different examples of that recently, and if the instability were
to continue, that would also affect pay level as well as new job
creations. But what is more important, if that whole rule of law
concept were to be damaged, that would be very difficult to
repair. That is our really core value. That kind of internal
damage would be very difficult to heal.

Reporter: Sir, recently several economists have come out with
comments that the debt level that Hong Kong companies and
households have taken on is too high and has made Hong Kong one
of the most vulnerable economies in Asia from an external shock,
as, for example, particularly an interest rate hike, as you have
pointed out before. Would you share the opinion that the debt
level in Hong Kong is too high, and what is the Government doing
to prepare for possible external shock?

Financial Secretary: I don't believe our debt level is too high.
I think the debt level in Hong Kong now is manageable, and our
banking regulator is keeping a very close watch at all times, and
as a matter of fact we've been keeping a pretty close watch since
2008 on all the overall situation, and the current situation is

http://www info.gov.hk/gia/general/201412/01/P201412010727_print.htm
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still manageable.
(Please also refer to the Chinese portion of the transcript.)

Ends/Monday, December 1, 2014
Issued at HKT 16:27

NNNN
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Highlights of the latest economic situation
TR E =R RN - 4 ET12.4%
HK economy grew moderately by 2.4% year-on-year in Q1-Q3
o L ilyea s 4 IRHE
Labour market still in full employment
HRAE— 2D SR A
Inflation eased further
CAEITEN ) DU SHETEEREET 2 R B
S > PNERSR NMT RIS
Since “Occupy Movement” started, certain consumption segments

more hard hit than others; business sentiment worsened; adding to
downside risks in the domestic segment
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Not optimistic for Q4 situation amid external uncertainties
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Economic performance in Q3 2014
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HK economy regained some momentum in Q3

BB (%)
10 Rate of change in real terms (%)

At A4 EEGRME

Gross Domestic Product

TEE R

Year-on-year change

2.7%
ey 1.7%(;
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Seasonally adjusted quarter-to-quarter change
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External sector
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Exports of goods made further moderate growth, led by
Asian markets
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BFEMIEE (%)
Rate of change in real terms (%)

: I=t7/fslmi
. Exports of goods
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Year-on-year change
INAN L AR
- Vv

N A/

AR R IE B
Seasonally adjusted quarter-to-quarter
change

Ql Ql Ql Ql Ql Ql
2009 2010 2011 2012 2013 2014
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10

2.0%
1.3%
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FEEE R (%)
Year-on-year rate of change (%)
ByHng
Merchandise exports in volume terms
st i (HAERSL)
To Asia (excluding Japan)
WA SER B A H A
To US, EU and Japan
Ql Ql Ql Ql
2011 2012 2013 2014
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Exports of services resumed growth in Q3, reversing the
decline in Q2

EEHHE (%)
Rate of change in real terms (%)

AR5

Exports of services

FAER

Year-on-year change

SRR AP R R T R UK
] Seasonally adjusted quarter-to-quarter
1 change
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2010 2011 2012 2013

Ql
2009

2014
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Exports of services by major component

FEEE R (%)
Year-on-year rate of change in real terms (%)
<ol R P
Y 5H MRS
BEAVAR S Financial

kAR5 Trade- and pE Ui o
Travel  related business Transportation
2.0% services services Services services
1.3% 2013 18.2 1.2 3.5 -1.1
2014 Q1 9.9 -0.2 0.7 1.1
Q2 -10.7 1.6 0.8 2.7
Q3 -0.8 2.7 6.4 0.5
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Domestic sector
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Private consumption strengthened after two consecutive
quarters of relapse

BEEWEE (%)
15 Rate of change in real terms (%)
PNHERSZ
] Private consumption expenditure
10 1 ELR
1 Year-on-year change
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3.2%
1.9%
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. Seasonally adjusted quarter-to-quarter change
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Investment spending remained on a decline, as private
sector machinery acquisitions plunged

BRI &R
BB (%) Private sector investment spending
20 Year-on-year rate of change in real terms (%) R ()
IR E ) 0
iy b [E e E AR R Year-on-year rate of change in real terms (%)
Gross domestic fixed N
| capital formation MR R
10 - Machinery, equipment  fH5 fz EER
. and intellectual Building and
property products construction
/\ 2012 10.5 4.8
0 N 2013 10.7 -3.77
\/ﬁgf%fg g;‘éb 2013 Q1 -6.0 2.9
Private sector o Q2 20.5 -4.7
-10 1 Q3 7.0 -5.6
Q4 18.1 -1.5
_ 2014 Q1 1.3 3.6
-20 T 1 I | — I | — I | — I | — I T Q2 _1 1 O 08
Ql Ql Ql Ql Ql Ql Q3 -12.9 2.0

2009 2010 2011 2012 2013 2014
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Labour market
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Labour market held largely stable with low jobless rate

KR (%)
12 Unemployment rate (%)

EFlT 55 1

Lower-skilled workers

LY
Overall

3.4%
3.3%

HENEHET
Professional and
managerial staff

1.8%
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Ql Ql Ql Ql Ql QI Q1 Q1 QI QI QI Ql Ql Ql Ql Q1 9-11
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2014

it BREERISERSL  HAY RARGFEIERR T -

Note: Not seasonally adjusted except the overall unemployment rate. 12
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Recent situation of household income
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Earnings sustaining growth in real terms

TR (%)
Year-on-year rate of change (%)
HEER BEENR
Nominal growth Real growth
FSEN P 8 Q01455 ) 4.8 1.0
Index of payroll per person engaged (Q2 2014)
TEIEE (20144E 5 H) 4.5 0.7
Wage index (June 2014)
IR R B PR A 014F 5 =) 6.6 1.5

Average employment earnings of full-time unskilled
employees (Q1-Q3 2014)
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Number of low-income households™ hovering at low levels

FH (1000) [ERESCO)
160 Number ('000) Percent (%) 10
140 -
-8
120 COIRRA(ES (AR
Non-elderly households
100 i (LHS)
80 "> COREET (AR
a%)(zj% ; Q%) (2.5% )(2-7%) » 491 Elderly households (LHS)
60 NS 2.1%) (24%)
40 - | — SRR
(EEER)
20 Seasonally adjusted
unemployment rate (RHS)
0 T T T T T 0

Q3 Q3 Q3 Q3 Q3 Q3 Q3 Q3 Q3 Q3 Q Q3 O 3
2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014

ik (9 BUAREFZERESHER AR 2013545523 E E HE7,0007THES - & PN EEATa S RIS &REE) AL ER -
SN E = HAL AT A S e (P HIEEHT -

Notes : (*) Low-income households refer to households with monthly household income less than $7,000 at constant Q2 2013 prices. This does not include
households with all members being economically inactive.
Figures in brackets are the proportions of low-income households in all domestic households.
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Local property market
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Property market still active
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Flat price continued to rise

FEH(ZE—_4F—H=100)
Index (Jan 2012=100)
. Bx
| BAFE  apm aen
1 Averagerise BSD DSD
| per month
1 E#:
1 Price: 2.1% 1.8 %
12 00 | 0.5%

- Rental:

BRI EERER
Overall
residential
price index

AT ETHEREH

Overall
residential
rental index

0
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Trading also increased from Q2

HEOLEH
Agreements received
16 000 =& ,
EEUN By EE 20144
| HER B A ENTERR ¥+—EA
SSD DSD
17 BeD AT
' 525452
Monthly
12000 average
1997-20134% in the first
leven months|
SHTY ¢
1997-2013 Ofszg;j
monthly . at
8 000 _Jj average N | < 2
4000 !

09/10 03/11 09/11
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Mortgage payment to income ratio remained elevated
BB A LESA (%)

Repayment-income ratio” (%)

100
%0 - B
: NIEE=2: 4957 | SBE
80 2014 ess
E 014Q3 : about 57 Affordable
w0 \]
60 | .
1 1994-20134F S48
50 - 1994-2013 average
40
30 | \/
20 ] =0/
] More
10 Affordable
O ] T T T I T T T I T T T } T T T } T T T } T T T } T T T } T T T } T T T } T T T I T T T I T T T I T T T I T T T I T T T I T T T I T T T } T T T } T T T } T T T } T T T } T T T } T T T } T T T I T T T I\
89 90 91 92 93 94 95 96 97 98 99 00 01 02 03 04 05 06 07 08 09 10 11 12 13 14Q3
(N AT KRB AR R (AL R BB UR 0% I AR A5 204F) M ¥EHE B A BRI (FEFEERAEBREAVES) AULEER « SL3RE

BE ARG AR LERARE - RERF IS S F AN E A EEEF LS AUARIESR -

Note : () The ratio of mortgage payment for a flat with saleable area of 45 sq m (assuming 70% loan-to-value ratio and tenor of 20 years) to median income
of households (excluding those living in public housing). This ratio is different from the debt servicing ratio published by the HKMA, which is the
ratio of actual monthly debt obligations of mortgagees to their monthly income of newly approved mortgages.
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Speculative activities largely subsided

(GERRAHYE 73 EE (%)

Share of total transactions (%)

SR
Number
ZHAN BHx  EHE
ENAERR ENTERT  ENTERR
BSD  DSD

il ﬂﬂﬂ
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=G4 I E 77 b (RTE4R)
Confirmor transactions and short-term
resale cases within 24 months as a

share of total transactions (RHS)

—

2134156789101 1121 ;rsMsTé\ I8 lofa11121|2|3 als 6 7\ 9011
2010 2011 2012

1"

FF'H Tﬂ“dﬂ PECEEECETE

2013

O 12-24(8 H NI ERE (2R  B6-12(8H A ERR (EIR%)  B6fEH NEERE (%)
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Purchases by non-local buyers taking up a minor share
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55000

50 000

45 000

40 000

AR Ay LR BT = A ek IR S L

Medium-term housing supply risen to a record high
FEEE B

Number of domestic units

AR =2 PUFrHR AR AT HA B H

Number of domestic units to be available
in the coming three to four years

/

BTSRRI BB AT
The highest level recorded

R BT (IR E B HARIE)

35000 - Flats under construction (excluding presale)
30 000 1 T T T : T T T T T T T : T T T T T T T : T T T T T T T T T T T : T
Ql Ql Ql Ql Ql Ql Ql Ql Ql
2006 2007 2008 2009 2010 2011 2012 2013 2014
it Pl EBFafRE R T EIR S HH B 8 - 2SR Pim H RGBS E - REAE LS TAIHEE -
BRI - E R EE -
Note : The above figures included unsold units in completed projects, units under construction but not yet sold by presale, and units from
disposed sites where construction may start anytime.
Source : Transport and Housing Bureau.
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Inflation
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Underlying inflation successively eased
EAG S AR YEEBIE ERE R T RHRFE

Contribution to the year-on-year rate of change in the underlying Composite Consumer Price Index by major component
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= 3 * ERGEIHEYEIEH
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0s : L4 1| f12] |r2] |13 (12| [12] {ea] [11] |12] |12
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25 ¥res (X TiHE
Fresh letting

20 residential rentals
15
10
- RamHS

Shop rentals
0
= S

Office rentals
-10 A+
15 1
20
-25 _IIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIII

01/08 01/09 01/10 O01/11 01/12 01/13 01/14 10/14

A i BR T 7 R0 A I A — 2 SR A

Local cost pressures set to ease further in the near term

FFIE RS (%)

Year-on-year rate of change (%)

15

10

-5

TR (%)
Year-on-year rate of change (%)

HERLERR
Nominal wage
index

HEMENL
SR e
Nominal index of
payroll per person

engaged 4.89

4.5%

N

Ql Ql Ql Ql Ql Ql Ql
2008 2009 2010 2011 2012 2013 2014
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Imported inflationary pressures still benign

FELE IS (%)

Year-on-year rate of change (%)
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Economic forecasts for 2014 as a whole

R TRH]
Latest forecasts
BREERERR 2.2%
Real GDP growth
EACEARRR 3.4%
Underlying inflation
BEARE 4.3 %

Headline inflation
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Domestic situation
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CEEATE B — (1)
Some observations on the economic impact of
“Occupy Movement” (1)

1. e . SE8nmENSREHH S E  BEEE -
BEX ~ MBS - Li% DR e e S A BT 2
Immediate impact: Economic activities in affected districts,
including retail, catering, transportation, hotel and tourism-
related industries more hard hit

B ARG E I U EAORTE |
Retail sales slowed down in October, reflecting weakening
consumer sentiment

B AN S
Visible negative turn in business sentiment among small and
medium-sized enterprises in October

B +— AHPENIEEIREEE NEX - S =FHF35

Non-Mainland visitors declined in October and November,
reverting the growth in Q3
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=R 0 RN BARTY

Retail sales slowed in October, reflecting weakening
consumer sentiment

FZFEBGE (%)
Year-on-year rate of change (%)
20 -
15 4 TEERRHEEE
Total retail sales value
10 -
5 A TEFRFEEE
(LR AL i P 537 5 e Bt L 7 2 R YT PR B v B 65
Retail sales value (excluding the sales of consumer durable
0 goods due to the launch of new smartphones models) 1.4
N -08
-5 -
-10 ; . I I I . : I . - ' . . | . :
01/13 04/13 07/13 10/13 01/14 04/14 07/14 10/14
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B SR R B V) AH BRHY TR H 3RER U R
“Lacklustre performance particularly for
local consumption items

'II

TR (%)
20 Year-on-year rate of change (%)

m /LA Sep FEHEEHREHE
T -+ H Oct Retail sales value
10 -

5 |
O |
5 -
= LA B B B U B 0 B B )
Local consumption-related retail outlet
-15

L. OCH EERE BRBUE M RERE LEme  hdE kM. B OREES. R
K AE HEM Optical Fuels EHEE Other Chinese A AR kK% E  Overall

Books, Motor shops Furniture ~ consumer  drugs and B 184
newspapers, vehicles and goods herbs Clothing, Jewellery,
stationery  and parts fixtures footwear watches and
and gifts and allied clocks, and

products valuable gifts
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%ELH,J = hﬂj ;ﬁm%/\\\y‘ﬁﬁ
Latest business sentiment remained weak after SME’s

diffusion indices plummeted in October

I I
55 ——= Overall Restaurants Retail trade Logistics
T 2014 65 470 453 469 472
All sectors Jun
50 - TH 470 471 46.1 47.2
Jul
8 H
. e 483 sl 484 444
45 -
R 476 471 48.0 472
Sep
) (1)05 41.0 382 40.3 36.1
40 - 41.0 e
A 467 461 43.9 41.7
Nov
35 l%ﬁmﬁgt?t
| e
ot 66 89 77 111
relative to Sep
- 11 A A
06/10 12/10 06/11 12/11 06/12 12/12 06/13 12/13 06/14 11/14 9H mﬁ'fb -0.9 -1.0 4.1 -5.5
Change in Nov

relative to Sep 31



FEI IS AR R 2 EH TR ER

Non-Mainland visitors reversed to a decline

AR NRET (P B B & ET)

Visitor arrivals by country/territory of residence

TG R (%)
Year-on-year rate of change (%)

1-9H 10H 115

Jan-Sep Oct Nov
ﬁiﬁ?ﬁﬁ visitors 15.2 18.3 24.1
?\Ili)?fl\%gf;ﬁnd visitors 24 -3.3 -7.1
%v%al] 12.0 12.6 15.7

Source: FHERIFERE)

Hong Kong Tourism Board.
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CEETE BB (2)
Some observations on the economic impact of
“Occupy Movement” (2)

2. NEREEE M TEBRA BTN - IR R RET S

Downside risks in the domestic segment have risen, weighing on
economic performance in the near term

B ONE AN > SRRSIEE - g BT RICEEN
Slowdown in consumption and business sentiment, possibly
affecting investment situation going forward

B ISR - LR R R iT AE & 5 =R 1H

Firms may become more cautious about their business expansion

plans and job creation

B A SRR BN ZRIE N - BB R R e
Increasing uncertainty in income and employment conditions, may
have potential lagging impact

3. BUESEHHBARBEER

:ﬁé\

B P I B E R A TR

Potential impact of political disputes on economic development
and international competitiveness of HK in the longer term

cannot be overlooked
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Economic Outlook for 2015
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Hong Kong economy

‘

-

F RS GEN AR R CORRYE R M

Importance of advanced markets vis-a-vis Mainland to

FEETSN AT AERE LR e ERIEE (%)

Share of major advanced markets and Mainland China in Hong Kong’s selected economic indicators (%)

At <E
Mainland US
BYAEBH Oz * (201247)
0 Goods-related exports earnings* (2012) 39.8% 18.8%
(2) BEAREHEL (20124)
Exports of services (2012) 36.6% 15.6%
(3) IIMREFLERA(20134F)
Flows of IDI (2013) 8.1% 3.7%
i (M H OGS B S S 5 Kl R E SULA -
Note : (*) Exports earnings include earnings from re-exports of goods and offshore trade.

BREH
EU

15.2%

15.5%

10.2%

=N
Japan

4.8%

5.4%

1.1%

Bx=H &5t
Sub-total for US,
EU and Japan

38.7%

36.4%

14.9%
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Eurozone lacked growth momentum

BCTELE FTEBIIR

Downward pressure on eurozone economy mounting
BT &Y RE IR E

%

6 (%)
REBNEESE
57 Real GDP
4 i » VAN
e

3 Year-on-year rate of change
2 -
o \ /]
N W
, He TR
< Quarter-to-quarter rate of change
3 -
4 -
-5 -
-6

Q108 Q109 Q110 QI11 QII12 Q113 Qll4

0.8
0.2

1

408 4 s PR

Increased risks of deflation

(%)

)

i R

Inflation rate

0.3

V

/08 1/09 1710 1711 112 1/13 1714 11/14
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Japan’s economy dive

R (%)

Year-on-year rate of change (%)

d into recession again

FEAFIE R (%)
Year-on-year rate of change (%)

10
IR
B I 2
BN E R Leading indicator
Real GDP 10 -
5 i
5 -
| A
0
0 \V N-0.8
1.3
BERNHEML 28 |
Real private cgnsumption T XA -5.4
expenditure Industrial production
10 -
T : T T T } T T T i T T T } T T T T -15 IIIII } T T T T T I IIIII } T T
Q112 Q113 Q114 1/13 7/13 1/14 7/14 - 10/14

Q109

Q110 QI 11
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S BORIEE A T HEE M

US economy gained more traction, yet the path to
monetary policy normalisation still uncertain

| Annualised rate of change

REBNEESHE
Real GDP

BRILHT R R

V

BRI
-4 VY Year-on-year rate of change

10 |

Q109

QI10 QIll Q112 Q113

Ql 14

5.0

2.7

ZH IR (%) FR¥L
Month-to-month rate of change (%) Index

56 [ {1 JiE A 3 0 e S e SE PRI A BN TR BN
(I FRAR)
ISM manufacturing PMI (RHS)

-

SICIR (EARAR)

] ﬁ Leading indicator (LHS)
4
2

01/09 o1/10 o1/11  o1/12  01/13  01/14 11/14
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AHEE A FTié - EEEREEEA S

Mainland’s economy moderated somewhat,
but risk of hard landing not high
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fEE AR (%) HERRER (%)
Index Year-on-year rate of change (%) 60 30 Year-on-year rate of change (%)
f | o B A
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] Mainland China's fixed assets investment
exports (RHS)
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- new export orders i Mainland China's retail sales of
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TENE T8 RSB 2 Sl S T T R 55
Asia’s production and trading activities also hampered by
weak demand in the advanced markets

HEEB IR (%) DEGETEIFFERE R (%)
60 Year-on-year rate of change (%) 6( Year-on-yearrate of change in US$ terms (%)
THE4EE - By
Industrial production . Exports of goods
40 - 40 -
20 A 20
0 0
i | — Rt
Korea 1 Ko\rf:a
A0 — & 207 — &8
Taiwan 1 Taiwan
— s : — s
40 Singapore 40 Singapore

Q107 Q108 Q109 Q110 Q111 Q112 Q113 Q11410/14 Q107 Q108 Q109 Q110 Q111 Q112 Q113 Q114 11/14
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=[] BBt AT RAERERA T

T IRl

Diverging monetary policy stance among central banks;
global stock markets exhibiting increased volatilities of late

120 1
115
110

105 -

100

95

90 A

85 1

80 -

FEAFE TS ER FERETIBRY IR R
Indices of major stock markets Volatility indices of major stock markets
FE¥ (201447 A 1H=100) sy
Index (1 Jul 2014 = 100) 35 Index
N ’f‘}ﬁ"—‘ /Z‘” 2 \
AN
] Al
| —TH — BOTEESO — —BUTEES0
] Hang Seng Index Euro STOXX 50 ] Hang Seng Index Euro STOXX 50
1 — FEAE L EE 500 — F 05100 5 — IEAEE 500 — 515100
S&P 500 FTSE 100 1 S&P 500 FTSE 100
| —EEHTHE — H&EH . — EEHTEE — H&F55
Dow Jones Index Nikkei Index 0 T . . Dow J ones Index . Nikkei Inldex
07/14 08/14 09/14 10/14 11/14 12/14 07/14 08/14 09/14 10/14 11/14 12/14
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External environment still faces considerable challenges

in 20135

BT By H A {2k

Subdued economic growth in eurozone and Japan

EBIAE 4R H AT B335 B BERIERE(ED A A

Eﬁz& 4

Whether US can sustain current good growth momentum; pace
of monetary policy normalisation still uncertain

FATERED

E R 77 5 B R B R PR R AR B

Divergence in monetary policy stance among central banks
possibly affecting global financial stability

FH RS R b

ZATHARTRORZ &) 5 & B a s 1k

Recent huge swings in o1l price and exchange rates;
Elevated geopolitical risks in various regions
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Global growth forecast for 2015

TR IR (%)

Annual rate of change in real terms (%)

10
B B M B S AH AR 20144F F2 201 S4E AR v 1 R TR I
IMF forecasts for 2014 and 2015 economic growth
8 4

m 201 44ELEPETEA 4
2014 Economic Forecast

6 4 ®201584mTEM]
1 2015 Economic Forecast

4 A 3.8

2 ]

0 - . .
2B £[H] BT HA o [ A 2 o
World US Eurozone Japan Mainland Developing Asia

&+ ¢ 20144E10 5 FEM0 -
Note: October 2014 forecasts.
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2T BT H B N B A A R TR
Visible markdown in private sector’s GDP growth forecast

for Hong Kong in recent months
LR AR (%)

Annual rate of change in real terms (%)

BT B 9201 SR R YEA

Private sector forecasts for 2015 economic growth
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4.0 -

3.6 3.6 3.6
35 - 3.5 3.5 3.5 34
3.2
A 3.0 3.0
: 2.8 57
25 -
2.0 A
1.5 -
1.0 -
0.5 -
0.0 ~l T T T T T T T Y Y ' T

01/14  02/14  03/14 04/14  05/14  06/14  07/14  08/14  09/14  10/14  11/14  12/14 44




%
Thank you

45



Consultation
on
2015-16 Budget

24 December 2014




IV.

Content

The Economy
Fiscal Discipline
Expenditure

Revenue

V. Fiscal Reserves

VL.

Long-Term Fiscal Challenges Ahead

2-7

8-10

11-15

16-20

21-22

23-26




The Economy -2-

GDP real growth Q1-Q3 2.4%

Q3 2.7%
Unemployment rate Sep — Nov 3.3%
Underlying consumer Jan — Nov 3.5%
price inflation Nov 3.39%,

Except for unemployment rate, the above percentages represent year-on-year changes.

e The Hong Kong economy grew modestly in the first three quarters of
2014, by 2.4% in real terms over a year earlier. The subpar performance
was mainly weighed down by the slackening of tourist spending and the
slowdown in domestic demand.

e The labour market held largely stable, with the seasonally-adjusted
unemployment rate staying at 3.3% in September - November 2014.
Underlying inflation continued to show an easing trend, averaging 3.5%
in the first eleven months of 2014.



The Economy -3-

Gross Domestic Product
(vear-on-year rate of change in real terms)

(%)

10-year trend growth 4.5%
(2004-2013)

10 | Il L I Il L I | L 1 | | L ! | Il
- L L e B B |

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014
3

e The Hong Kong economy grew by 2.7% in the third quarter, faster
than in the previous quarter, but the expansion pace remained below
the 10-year average trend.

e The recovery of merchandise exports was moderate thus far, due to
tepid demand in the advanced markets. Concurrently, after brisk
growth in the past few years, visitor spending fell off, though the
decline narrowed visibly by the third quarter. Domestic demand was
also soft in overall terms, mainly held back by the decline in
investment expenditure.




The Economy -4-

Seasonally adjusted unemployment rate
(three months ending)

%
0

(553
!

! | | 1 1 |
O A T T T T T I T T T T T T I T T T T T T I T I I T T T T T I T

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014
Nov

e The labour market held largely stable, with the seasonally-adjusted
unemployment rate staying at 3.3% in September — November 2014,
and employment keeping moderate year-on-year gains. Wages and
earnings maintained steady growth, while average employment
earnings for the grassroots workers also sustained improvement in
real terms in the first three quarters of 2014.




The Economy -5-

Underlying inflation followed an easing trend

Composite Consumer Price Index
(vear-on-year rate of change)

(%)

Food Underlying
| . CCPI

Headline
CCPI

4 | ] ] | | | | | | l [ [ |
=15 e

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014
Nov

e Underlying consumer price inflation eased to 3.5% in the first eleven
months of 2014, down from 4.0% in 2013 as a whole, thanks to the
milder increases in rentals and relatively gentle imported inflation.



The Economy -6-

GDP real growth 2.2%

Consumer price inflation
Headline 4.3%
Underlying 3.4%

e Given uneven recovery in the advanced economies, the pace of global
economic expansion is at best moderate in the period ahead. This
would continue to restrain the performance of Hong Kong’s exports.

e With exports poised for only modest growth in the coming months,
coupled with disruptions to the local consumption market caused by the
“Occupy Movement”, the real GDP growth for 2014 is forecast at 2.2%.

e On inflation outlook, the upside risks to inflation in the near term
should recede further as local cost pressures remain moderate while
global inflation stays benign. The headline and underlying consumer
price inflation rates for 2014 as a whole are forecast at 4.3% and 3.4%
respectively.



The Economy -7-

o Timing of US interest rate hikes
> Large swings in oil price

Weak import demand from advanced economies
= Geopolitical tensions in various parts of the world
o Slackening in tourist spending

o Slowdown in domestic demand

e The considerable uncertainties arising from the US monetary policy
normalisation could cause marked shifts in market expectations about
capital flows and interest rates, with the timing and pace of US interest
rate hikes being contingent on the incoming economic data. Also, the
divergence in monetary policy among the major central banks and large
swings in oil price will further complicate the already unsteady global
economic and financial environment.

e The growth of import demand in the advanced economies has been
weak. The recoveries of Japan and Europe, being held back by
structural issues, still lack momentum. The volatile and less supportive
external environment might have become the new norm after the global
financial crisis.

e Geopolitical risks are likely to remain elevated, affecting the global
economic outlook.

e [ ocally, retail sales softened in October 2014, conceivably reflecting
the adverse impacts of the protests on consumer sentiment. Also, the
uncertainties stemming from possible changes in visitor spending
pattern and domestic demand slowdown warrant concern.



Fiscal Discipline -8-

> Basic Law Article 107

.. follow the principle of keeping expenditure
within the limits of revenues

.. strive to achieve a fiscal balance, avoid deficits

.. keep the budget commensurate with the growth
rate of its gross domestic product

e Fiscal prudence has been the guiding principle of the HKSAR
Government. Under the Basic Law (BL), we shall -

(a) follow the principle of keeping expenditure within the limits of
revenue in drawing up the budget;

(b) strive to achieve a fiscal balance, avoid deficits; and

(c) keep the budget commensurate with the growth rate of the Gross
Domestic Product (GDP).

e All three prongs of BL Article 107 have to be complied with.
e These principles are integral to sustaining the health of the Hong

Kong economy and maintaining the confidence of local and
international investors.




Fiscal Discipline

$ billion
200

-9-

Since 1997-98, we have encountered
12 years of budget surplus, five years of deficit

180 -
160 -
148 -
120
100
80
60
40
20

0

20 +
-40
60

30
-100

-63.3 -61.7

1238

EPRE RS BRI 0001 D02 GROE DB D40R ORGE

B Consoidated suplus

I  Consolidated deficit

CEOF RS GEOR 9810 1011 1942 1393 1314 4B R8T IR-18 18R

e The Basic Law requires us to strive to achieve a fiscal balance and

avoid deficits.

e We have achieved budget surpluses for 12 years since 1997-98. But
budget deficits had beset us for five years between 1998-99 and 2003-

04 and the drain on the fiscal reserves was substantial.




Fiscal Discipline -10-
Over time, government revenue has grown in line with GDP but
government expenditure has surpassed GDP growth
Cumulative Growth (%)
130
120 | | % growth since 1997-98 201213 | 201314 | 2014-15 Government
110 (Actual) | (Actual) [ (Original Expenditure #
Estimate) .
19 I ["Nominal GDP 48.4 54.6 615 Recurrent
% / Government
Government revenue 57.2 61.9 52.9 J/ Expenditure
80
Government expenditure# 941 1231 116.6 /
70
Recurrent government 75.6 90.4 105.8 /
60 expenditure Nominal GDP
50 Government
40 Revenue
30
20 T=~-
10
0
10
-20
-30
-40
97-98 98-99 99-00 00-01 01-02 02-03 03-04 04-05 05-06 06-07 07-08 08-09 09-10 10-11 11-12  12-13 13-14  14-15
Onigiiial
# Government expenditure includes repayment of bonds and notes. Estinvate

The Basic Law requires us to keep the budget commensurate with the growth
rate of the GDP.

GDP has grown over 60% since 1997-98.

Government expenditure has more than doubled from nearly $200 billion in
1997-98 to over $400 billion in 2014-15.

Recurrent expenditure has doubled from about $150 billion to about $307
billion.

On the other hand, government revenue has grown broadly in line with GDP
since 1997-98.

There is a clear need to contain the growth of government expenditure.



Expenditure -1 -
$ billion
500
450 + 343358 411 28 [ ] Other expenditure (+71%)
$377.3B ’ (Including one-off relief measures)
400 + .
350 - ~ [ ] Capital works expenditure
200 - B (+175%)
f - -
250 r $239'2B- $234.8 ;! [ Recurrent expenditure
$194.4B - / (+106%)
200 /:; )
150 d
100 r
50 -
O 1 1 1 1 1
1997-98  2002-03  2007-08 201213  2013-14  2014-15
Original
Estimate
# Repayment of bonds and notes not included.

e Total expenditure for 2014-15 is estimated to reach $411.2 billion,
representing a decrease of $22.3 billion, or 5%, against the actual
expenditure for 2013-14, mainly due to the reduction of one-off relief
measures and one-off injections into funds for designated uses. Nonetheless,
it is more than doubled when compared with 1997-98 -

Compared with 1997-98
» Recurrent Expenditure +106%
» Capital Works Expenditure +175%
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$ billion
500
450 | | Others (+120%)
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350 O Security (+56%)

$3074B

300+
250
O Health (+101%)
200

150

oo | Social Welfare (+185%)

50 |
B Education (+80%)

0

1997-98 2002-03 2007-08 2012-13 2013-14 2014-15
Original
Estimate

e Recurrent expenditure for 2014-15 is estimated to reach
$307.4 billion, representing an increase of $23 billion (or 8%) over
the actual expenditure for 2013-14. It is more than doubled when
compared with 1997-98. The increase in recurrent expenditure
reflects the Government’s long term commitment to improving
people’s livelihood.

e QOur recurrent expenditure on education, social welfare and health has
been increasing —

Compared with 1997-98

» Education +80%
» Social Welfare +185%

Comprehensive Social Security  +129%

Assistance (CSSA) Scheme

Social Security Allowance (SSA) +295%

Scheme

Other welfare expenditure +192%

» Health +101%
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Recurrent expenditure for 2014-15

Education $67.1 B (21.8%)

Housing $0.3 B (0.1%)
Community and External Affairs $10.4 B (3.4%)

Economic $10 B (3.3%)

Environment and Food $13 B (4.2%) Social Welfare — CSSA/SSA

$39.1B (12.7%)

Infrastructure $18.6 B (6%)

Saocial Welfare — Other Welfare
Expenditure $17.8 B (5.8%)

Support $44.4 B (14.5%)

Health $52.4 B (17%)

Security $34.3 B (11.2%)

Recurrent government expenditure: $307.4 billion (74.8% of total government expenditure of $411.2 billion)

e Based on the 2014-15 Estimates of Expenditure, the spending on
Education (21.8%), Social Welfare (18.5%) and Health (17%)
together accounts for 57.3% of total recurrent government
expenditure.
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O Capital works projects and block allocations
Note: Including the one-off grant of $13 billion provided to the Hospital Authority in 2013-14.

e The 2014-15 estimated expenditure on capital works under the Capital
Works Reserve Fund will reach $70.8 billion (including $8.5 billion
allocation for minor works). Excluding the one-off grant of $13
billion provided to the Hospital Authority, the actual expenditure in 2013-
14 ($70 billion) is comparable to the estimated expenditure in 2014-15.

e Compared with the actual expenditure for 1997-98, the level of
expenditure has increased by about 175%.

e With the various major infrastructure projects entering their construction
peak, capital works expenditure is expected to maintain at the current
high level over the next few years.
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* No provision set aside for future expenditure of projects
approved by the Finance Committee

Unfunded commitment =
Approved project estimate — cumulative expenditure

e To foster economic development and enhance the quality of life of the
community, our package of capital works projects covers land
production, hospitals and health-care facilities, transport
infrastructure, welfare facilities for the elderly, cultural and
recreational facilities.

e As at end March 2014, outstanding commitment of the ongoing
capital works projects was about $340 billion. This is unfunded.
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$ billion
500 i
$455.3 B Capital revenue

450 S4421B 5430.1B 7 I Land premium (+12%)
400 ¥ $358.5 __| Other capital revenue (-22%)
350 - )
300 $2812B Operating revenue
0 | Il A
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e Profits tax has been our largest operating revenue. It varied from
$37.7 billion (1999-2000) to $125.6 billion (2012-13).

e Salaries tax has been our second or third largest operating revenue. It varied
from $24.8 billion (1999-2000) to $55.6 billion (2013-14).

e Stamp duties varied from $7.5 billion (2002-03) to $51.5 billion (2007-
08).

e Since 1 April 2007, we have adopted an arrangement whereby the rate of
investment return is pre-determined based on past returns. This has greatly
reduced the volatility of investment income. The average annual revenue
from this source exceeded $35 billion for the years from 2007-08 to 2014-15.

e As for capital revenue, land premium has been most volatile, fluctuating
from $5.4 billion to $84.6 billion in the period.

e The volatility of our revenue income poses challenges to the management of
public finances.
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Volatility of Government Revenue

Annual rate of change (%)

40 - Asian IT bubble SARS Global
Financial burst Financial
Total Crisis Crisis

30 | Government

Revenue \

-10 - Nominal GDP

30 1 1 1 1 1 1 1 1 1 i 1 1 1 1 1 i 1 1 1 1 |

91-92 93-94 95-96 97-98 99-00 01-02 03-04 05-06 07-08 09-10 11-12 13-14

e Hong Kong is a small and open economy. Our tax base is narrow
and government revenue is sensitive to economic fluctuations
depending on the broader economic changes beyond government’s
control.

e The volatility of our revenue income poses challenges to the
management of public finances. Profits tax, salaries tax, stamp
duties and land premium account for 66% of the 2013-14 total
government revenue.




Revenue -18 -

Stamp Duties $43.8 B (10.2%)

Investment Income:
Operating revenue  $22 B (5.1%)

Capital revenue $5 B (1.2%) Profits Tax

$117.6 B (27.3%)

Land Premium
$70B (16.3%)

Other Capital Revenue

Salaries Tax $52.9 B (12.3%)
$6.2 B (1.4%)

Other Operating Revenue
3112.6B (26.2%)

=T Operating revenue $348.9 B (81.1%)
" Capital revenue $81.2 B (18.9%) Total government revenue: $430.1 B

e The five major revenue items are profits tax (27.3%), salaries
tax (12.3%), stamp duties (10.2%), investment income (mainly from
placement of the fiscal reserves with the Exchange Fund) (6.3%) and

land premium (16.3%). Together they account for 72.4% of total
government revenue.
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Salaries tax

2012-13 (Year of assessment)

Taxpaying population : 1 595 000"

Annual income ($) No. of taxpayers % of total salaries tax* yield
>2,000,000 35 000 (2.2%) 43.0%
1,000,001 to 2,000,000 83 000 (5.2%) 24.8%
700,001 to 1,000,000 97 000 (6.1%) - 13.0%
500,001 to 700,000 179 000 (11.2%) \ - 10.8%
400,001 to 500,000 173 000 (10.9%) ] 4.4%
300,001 to 400,000 267 000 (16.7%) \ [ 2.8%
200,001 to 300,000 377 000 (23.6%) 1 1.0%
120,001* to 200,000 384 000 (24.1%) ] 0.2%

A Of the 3 670 000 working population, 2 075 000 do not pay any salaries tax
* After the one-off tax reduction up to $10,000
# The basic allowance for individuals in the 2012-13 year of assessmentis $120,000

e In the year of assessment 2012-13, of the 3.67 million working

population, about 2.07 million or 57% of the working population
need not pay any salaries tax.

e Of the 1.6 million who paid salaries tax, about 215 000 (5.9% of the

working population or 13.5% of the taxpaying population)
contributed 81% of the revenue from salaries tax.
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Only 10% of registered corporations paid profits tax,
with less than 1% paying over 60% of the total profits tax

Profits tax

2012-13 (Year of assessment)

Assessable profits ($) No. of corporations % of total profits tax yield
>100M 800 (0.8%) [ 63.1% |
>50M to 100M 800 (0.8%) [j 8.2%

>30M to 50M 900 (0.9%) ] 5.3%

>20M to 30M 1100 (1.1%) (] 3.9%

>10M to 20M 2 800 (2.9%) N 5.8%

>7.5M to 10M 1500 (1.6%) [] 2.0%

>5M to 7.5M 2 800 (2.9%) D:l 2.6%

>3M to 5M 4700 (4.8%) 1 2.7%

>2M to 3M 4500 (4.6%) i 1.7%

>1M to 2M 9900 (10.2%) [ 1l 21%

>0.5M to 1M 1900 (122%) [ ] 1.3%

1to 0.5M | 55 600 (57.2%) | 1.3%

Registered Corporations: 860 000, with 87 300 {10%) taxpaying.

e In the year of assessment 2012-13, about 63% of our profits tax is
contributed by the top 800 taxpaying corporations out of 97 300
corporations. Around 863 000 registered companies (about 90% of
the total registered corporations) do not pay any profits tax.
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($ million)

General Revenue Account

Funds with designated use
Capital Works Reserve Fund
Capital Investment Fund
Civil Service Pension Reserve Fund
Disaster Relief Fund
Innovation and Technology Fund
Loan Fund
Lotteries Fund

Land Fund

Total

“Fiscal Reserves” is the aggregate of cash balances,
much of which is locked up in funds with designated use

201314

Actual

402,786
133,201

79,773
1,994
27,029
31
1,812
1,389
21,173

219,730

755,717

e “Fiscal Reserves’ stands for the total of the balances under the General
Revenue Account and eight Funds established for specific purposes
under s 29 of the Public Finance Ordinance.

e This is all we have to meet our day-to-day operational needs,
outstanding commitments (including about $340 billion for capital
works) and liabilities (such as public officers’ pensions, the present

value of which as at 31 March 2014 was $747.2 billion).
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“Fiscal Reserves” offers multiple functions

Funding
committed
expenditure
and liabilities

Strengthening
HKS$ stability

Coping with
challenges
from an

Fiscal
cushion for
economic
downturn

ageing
population

Supporting
day to day
operational
needs

Generating
investment
income

e The fiscal reserves help to strengthen the stability of the Hong Kong
dollar. At the end of March 2014, the fiscal reserves constituted a

quarter of the Exchange Fund’s total assets.
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Ageing Population

The proportion of working population aged 15-64
to one elderly person aged 65 and over

1981 10.3:1

2011 53:1

2021 34:1
2031 22:1
2041 1.8:1

e In 2011, about five working age persons supporting one dependent
elderly person, or 5.3 : 1.

e With the population ageing, the ratio will reduce to 1.8 : 1 in 2041,
or about two working age persons supporting one dependent elderly
person.
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Long-Term Fiscal Sustainability

o Government’s fiscal position remains healthy in
the short to medium term

o Ageing population will put massive pressure on
public finance

@ A structural deficit could surface within a
decade or two should government expenditure
growth keep exceeding revenue growth

o Resolute and effective fiscal measures
required

® The Working Group on Long-Term Fiscal Planning published its
report in early March, providing a scientific and objective basis on
Hong Kong’s fiscal sustainability.

® According to the Working Group, if government expenditure keeps
growing and outpacing economic and revenue growth amid an
ageing population and slower economic growth, a structural deficit
would be inevitable.

® As a responsible government, we shall not subject Hong Kong to
any fiscal crisis. To avoid structural deficit, the Government must
take a multi-pronged approach.  Apart from developing our
economy, it should also work on its expenditure, revenue and
savings.
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Stricter Fiscal Discipline

o Containing expenditure growth

o Preserving, stabilising and broadening the
revenue base

o Saving for the future

o Stepping up the management of the
Government’'s assets

® While it is important for the Government to continue promoting the
growth of the economy, the key to resolving the anticipated
structural deficit or reducing its quantum is to contain the growth of
government expenditure, along with safeguarding the revenue base,
saving for the future and to manage its assets more proactively.
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Economic

growth

Keep the expenditure within
the limits of revenues...
strive to achieve a fiscal balance,
avoid deficits and
keep the budget commensurate with
the
growth rate of its
@ oss domestic prodyf
Expenditure

g

Revenue

® To address structural deficit problems, the Government and the community
would need to acknowledge the problem ahead and adjust.

® The Government would take serious and early action to realign the growth
of government expenditure with that of government revenue and of the
economy.



Thank you
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