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Welcome to Tax Flash — RSM Tax Advisory (Hong Kong) Limited's
newsletter covering technical development in taxation

HONG KONG BUDGET - 2019/20

The Financial Secretary, Mr. Paul Chan, delivered the 2019/20 Budget Speech at the Legislative Council
on 27 February 2019.

In this Tax Flash, we set out a summary of the following:
A Our Commentary

Economic Performance and Outlook

Financial Highlights

Relief and Measures

Budget Highlights
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OUR COMMENTARY

The government estimated a financial surplus of HKS58.7 billion for the fiscal year 2018/19, less than half of the
HKS138 billion figure last year.  Thisis primarily due to weakened stock market and property sales as market
sentiment was hit by rising external uncertainties created by the US-China trade conflicts, global stock market
corrections, rising local interest rate and other factors. Against the backdrop of a volatile macro-economic
environment, the Financial Secretary expects the adverse impact stemming from the external environment to
be more acutely felt next year and economic growth to further slowdown to 2-3%in 2019. In this connection,
the Budget aims to stabilize the economy, support enterprises and preserve employment.

With a mild budget surplus, it calls for strong domestic policymaking supported by fiscal prudence to mitigate
downside risks and enable Hong Kong to tide over the upcoming challenges.  Whilst many may be disappointed
that the Budget contained fewer sweeteners, we are pleased to see that more recurrent expenditures are
allocated to tackle Hong Kong's pressing livelihood issues that are close to the people’s hearts and the continued
investments on diversifying the economy. However, sufficient funding is merely a prerequisite, whether Hong
Kong can weather the upcoming challenges and prosper will ultimately depend on successful policy execution.
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GREATER BAY AREA DEVELOPMENT AND
BELT & ROAD INITIATIVE

The budget echoes the joint development of the
Greater Bay Area (“GBA”) and the Belt and Road
("B&R") Initiative. The Chief Executive, Mrs.
Carrie Lam reiterated that Hong Kong will do its
best as a''facilitator” and "promoter” of the
Initiative by leveraging Hong Kong's distinctive
strengths and positions.

Developing Hong Kong as a professional hub

Each city in the GBA has their unique positioning
androle to play in the development. With arobust
regulatory regime and a mature financial market,
Hong Kong is well positioned to serve as a
professional services hub providing high value-
added servicesin finance, trading, logistics, risk
management, and dispute resolution as detailed in
the Outline Development Plan for the GBA released
on19 February 2019.

To fulfillHong Kong's designated role under the
development, tax reliefs are proposed to
strengthen the development of potentialindustries
of strategicimportance. Inparticular, the
promotion of insurance industry with afocus on
reinsurance, marine, captive and specialty risk
underwriting through providing a 50% tax
concession to eligible insurance businesses is
fundamental to promoting business activities and
enabling the growth of other sectors. The
government also proposed to allow for the
formation of special purpose vehicle companies
specifically for issuing insurance-linked securities.
The management of risks provides stability and
resilience to companies in pursue of investment
opportunities under the B&R Initiative when
expanding their footprints in the region.

With its primary role as an international financial
hub, Hong Kong has lagged behind on the
Innovation and Technology (“I&T") front. Going
forward, the Financial Secretary should take this
opportunity to encourage collaboration with
neighboring innovation hubs to strengthen Hong
Kong's innovation capabilities and promote
commercial application of technological
achievements, thereby facilitating the
development of the GBA into aninternational I&T
hub.
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Fintechis a prime example of how technology can
transform the financial sector's landscape in areas of
artificial intelligence, Blockchain, InsureTech,
RegTech, payments and settlement, cyber security
and wealth management. The Governmentis
planning for a wider application of the Faster
Payment System, the issuance of virtual banking
licenses by the Hong Kong Monetary Authority and
the development of virtual insurance.

The Government stresses the importance of
developing a comprehensive I&T infrastructure and
fostering arobust ecosystem in driving sustainable
growthin the I&T sector. Building on the foundation
laid down on promoting Research and Development
(“R&D") in the previous Budget, the Government will
continue to develop Cyberport as a digital business
ecosystem and establish innovative clustersin the
Science Park. Meanwhile, the Hong Kong -
Shenzhen Innovation and Technology Park at the
Lok Ma Chau Loop will serve as the basecamp for I&T
developmentinHong Kong. Recognizing the
integral role of technological enterprises and start-
upsin the I&T ecosystem on the commercialization of
R&D results, the Government will continue to expand
the Corporate Venture Fund and Innovation and
Technology Fund to support the growth of the start-
ups as well as promote the Government'sre-
industrialization initiative.

To fully capitalize the opportunities presented by the
GBA, we recommend that tax deduction be allowed
for R&D activities carried out in-house or outsourced
to a group company or a third party, and to extend
the measure to the GBA.  While the super deduction
for R&D expenditure promotes innovation, it should
be complemented with a comprehensive tax regime
for intellectual properties (“IP"") to attract companies
to exploit, protect and trade IP in Hong Kong
subsequent to the development of IP.

Witnessing the positive response from the business
community towards tax concessions offered to
qualifying Corporate Treasury Centers, we believe
the introduction of tax incentives for corporations
setting up global / regional headquarters in Hong
Kong, such as areduced profits tax rate to qualifying
income, can also serve as a complementary measure
to create a more conductive environment for
developing Hong Kong into a professional services
hub and reinforce Hong Kong's position as a "'super-
connector”.
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A double-edged sword

Considering that the development of the GBA and
the B&R Initiative are stillin early stages, prodigious
work is still to be done in formulating detailed specific
measures to take the planforward. Giventhe
grand scale of the developments, the long-term
investments made today may take time to
materialize. Nonetheless, we welcome the
Government's commitment in developing new
engines of growth and invest in the future.

However, the complementary differences that come
with "one country, two systems and three different
customs areas, currencies and legal systems’ can be
both adriver and a hindrance to the development.

A fine balance must be strike between integration
with Mainland China's counterparts and preservation
of the "one country, two systems' principle,
fundamental to Hong Kong's competitive advantage
androle as a facilitator to the country’s opening up.

We believe with theright policies, the GBA
development has immense potential to take Hong
Kong's economy to new heights.

DIVERSIFYING AND STABILIZING ECONOMY

Given Hong Kong's narrow tax base, Hong Kong's
fiscal health has been highly susceptible to the
external economic environment. Coupled with the
ever-increasing recurring expenditures on healthcare,
education, welfare and housing, Hong Kong must
diversify its economy as well as strengthen its pillar
industries to enhance its resilience to external shocks.

Supporting the growth of maritime services /
industry

In face of the fierce competition from neighboring
ports, the current standalone tax regime governed by
Section 23B of the Inland Revenue Ordinance has been
losing its competitive edge with the loss of freight
companies to follow.

With a view torevive the industry and capitalize on
the immense opportunities brought by the B&R
Initiative and the GBA development, the Government
has commissioned the Hong Kong Maritime and Port
Board to set up a dedicated task force to study tax
and other measures to support the development of
high value-added maritime services and reposition
Hong Kong as a ship leasing centre in the Asia Pacific
region.
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The attractiveness of Hong Kong as a maritime hub
will be greatly enhanced if more Double Taxation
Agreements are concluded with major shipping
jurisdictionsincluding Australia, Brazil, the Philippines,
Taiwan etc.

Thereview and reform of tax measures targeting the
maritime industry is a timely development to facilitate
Hong Kong's full participation of the ocean-going
Maritime Silk Road under the B&R Initiative. Inorder
to attract shipping conglomerates to expandits
shipping operationsin Hong Kong, thereis stillroom to
devise a comprehensive and innovative tax regime to
support the growth of ancillary shipping services
providers.

To ensure the effectiveness of the measures,

it is worth considering Singapore's approach of
reviewing and granting tax concessions on a case-
by-case basis such that concessions awarded is
matched with the economic commitments made by
the qualifying shipping / shipping-related companies.
Given the significance of commercial principals like
ship owners and management companies as prime
drivers for value-chain activities of the shipping
community, we recommend the concessionary tax
rates to be offered to a wider range of shipping-
related support services and on qualifying
management income of leasing businesses to build a
diversified cluster of shipping companies and attract
commercial principals to be based in Hong Kong.

Expansion of profits tax exemption for
private equity funds

The asset and wealth management industry remains
afocus areafor development. The unified profits
tax exemption regime, subject to legislative approval,
atfundlevel andinvestmentlevel for all privately
offered funds, regardless of their size, type and
location of centralmanagement and controlis a
welcomed development and is expected to bring
greater tax certainty to fund managers looking to
expand their activities in Hong Kong.

Private equity (“PE") funds and venture capital funds
provide akey source of funding for start-ups. As
such, removal of tainting provision should serve as a
major driving force for funds to invest into local start-
ups, further promoting the I&T sector as an economic
growth engine following the introduction of super
deduction on R&D in last year's budget.
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While we welcome the proposed regime, the interest

/ A NEW ERA OF GROWTH

The Financial Secretary’s new fiscal philosophy is strongly evident in this
year's budget. Substantial funding is earmarked to seize the opportunities
presented by the GBA, promote diversified economic growth, stimulate the
I&T sector and strengthen the financial services industry, with a view to
broadening the economic base. These major initiatives will provide new and
continuous impetus for Hong Kong's economy and hopefully relieve the
negative impacts from the external environment. Going forward, we
eagerly await more specific measures to be launched as underpinning to all
these driving forces. Albeit Hong Kong has lagged behind in the
international tax community in recent years, we are pleased to see that the
government has listened to the business community and is taking actions to
ensure that the tax regime remains efficient and fair to support the
competitiveness of the economy. Above all,in order to achieve sustainable
growth, the proposed initiatives will have to be supported by sound
education and business-visa policies to nurture and attract talents. , , /
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