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Jacobs reveals his taxing intentions

By RICHARD WONG,
director of the Hongkong
Centre for

Economic Research

FINANCIAL Secretary
Sir Piers Jacobs has for
many years warned the
public of the danger of a
narrow tax base, which
would expose government
spending to the vicissi-
tudes of the economy.

Popular opposition to
tax increases has kept the
controversial wholesale tax
proposal on the backburner.

But it has not prevented
the Financial Secretary from
imposing ever higher indi-
rect taxes on selected prod-
ucts, making Hongkong less
and less a free port.

The 200 per centincrease:

in tobacco taxes this year is
particularly offensive for be-
ing both hypocritical and
condescending at the same
time.

More significantly, Sir
Piers has succeeded in ex-
panding the individual sala-
ry tax base without attract-
ing a similar public outcry.

In the 1987 Budget, the
number of taxpayers who
had to pay salary tax was
about 517,500. This year,
the number is estimated to
be one million.

Sir Piers will also be re-
membered for allowing gov-
ernment expenditures to ac-
celerate during his five-year
tenure as Financial Secre-

tary.

In 1986-87, before he
came into office, the share of
consolidated public sector
expenditure as a share of
gross domestic product was
11 per cent. The forecast for
1991-92, when he leaves of-
fice, will be 19.3 per cent.

This is a significant de-
parture from the practice of
previous financial secretar-
ies.

Sir Piers has silently
shifted the focus of our Bud-
get from controlling expen-
ditures to raising taxes. He
has not only broadened the
direct tax base but has tried
to persuade the public of the
necessity of broadening the
indirect tax base as well.

This is quite ironic for
someone who has acquired a
reputation for being conser-
vative and cautious.

It has never been clear
why Hongkong’s tax base
should be broadened. Hong-

The Financial Secretary, Sir Piers Jacobs, last week
submitted his fifth and final Budget. Sir Piers’ bud-
gets have generaily been considered as conserva-
tive and cautious, but while supporters have ap-
plauded his adherence to budgetary guidelines set
by his predecessors, critics have been disappointed
by the absence of fresh initiatives.

kong’s low tax rate and ac-
companying narrow tax
base has been one of the pil-
lars of her highly acclaimed
free enterprise economy and
limited government, acting
as an effective constraint on
the size of the government.

The very fact that Hong-
kong’s tax base was narrow
has made it difficult for the
Government to raise taxes.
A broad tax base would
make it much easier for gov-
ernment to raise more reve-
nue.

A well-known dictum in
political economy is that it is
easier to ask large numbers
of people to contribute a
small amount each than to
get a small number of people
to each contribute a large
sum.

Indeed, the relative ease
with which Sir Piers has
been able to broaden the
base for direct taxes in the
past five years has demon-
strated the correctness of
such a dictum.

It should sound a warn-
ing bell to all those who are
opposed to big government
that further broadening
should be resisted and the
current scope should be
rolled back.

The sales tax should be
resisted for it would make
available to government an
easy source of revenue that
would over time erode the
foundation of Hongkong’s
free enterprise system and
limited government.

The fear that a narrow
tax base will lead to large
swings in the Budget, gener-
ating huge deficits in bad
years and surpluses in good
years is more rhetoric than a
real economic concern.

So long as the Govern-
ment seeks to balance the
Budget over the business cy-
cle rather than from year to
year there is really no cause
for alarm.

Even Sir Piers recognised
this point at the beginning of
his Budget speech this year.
Yet oddly enough he repeat-

ed again his concern about
the vulnerability of Hong-
kong’s Budget to éxternal
shocks.

‘History has shown that
the best budgetary policy is
to contain spending, not to
increase revenue. Small gov-
ernment budgets survive ex-
ternal shocks better. Taxes
should be cut during good
years and spending reduced
during bad years to keep
governments small,

The real purpose for
broadening the tax base
probably comes from the
concern that the demand for
better provisions of infra-
structure, social services,
and civil service pay may
well rise in the future and
therefore adequate revenue
arrangements have to be
made now.

For a variety of reasons
the demand for such ser-
vices will accelerate. But

trolled, tax rates will have to
be raised before long.

The provision of public
services through general tax
revenues is now well recog-
nised as being inefficient.

Bureaucrats whose in-
comes are not tied to their
performance do not have
adequate incentives to per-
form well.

The collapse of the so-
cialist economies and state
enterprises proves the point.
The use of such a system can
only be justified if the cost of
collecting fees for the ser-
vices are too high and if the
tax system works to the ad-
vantage of the poor.

A broad-based sales tax
will not work to the advan-
tage of the poor. It will force
them to pay for services
which they might not utilise.

Attempts to contain gov-
ernment spending by apply-
ing administrative préssure

‘The sales tax should be resisted for it would
make available to government an easy source of
revenue that would over time erode the founda-
tion of Hongkong’s free enterprise system and

limited government.’

raising revenue is not the ap-
propriate response in gener-
al, and a broad-based whole-
sale tax is the wrong solution
to this specific problem.

On the revenue side, the
Financial Secretary has sig-
nificantly expanded the sala-
ry tax base so that further ex-
pansion is not likely to bring
in much additional revenue
without. increasing the tax
rate.

About 50 per cent of the
working population is al-
ready in the tax net.

The vast majority of
these taxpayers contribute
very little to the total share
of revenue derived from sal-
ary tax.

A broad-based wholesale
tax is not likely to add signif-
icantly more revenue since it
will not be all that broad-
based.

Such a tax will be diffi-
cult to collect on services,
which are becoming an in-
creasingly important com-
ponent of Hongkong’s econ-
omy

It is also highly likely that
certain “necessities” will be

exempted from taxation.

Expanding the tax base
will not satisfy the demand
for more expenditure. Un-
less expenditure is con-

in Star Chamber sessions
can only have a limited ef-
fect.

It will not be popular
among civil servants whose
morale is faltering. Civil ser-
vice pay, which constitutes
the single most important
item of government spend-
ing, is highly inelastic given
government civil service
regulations.

Furthermore, the rapid
expansion of Hongkong’s
service sector in a tight la-
bour market will continue to
fuel civil service pay rises.

The demand for better
health, education, and other
services will accelerate sim-
ply because these are highly
income-elastic items.

The Government is sim-
ply caught between rising
demand and meagre re-
sources. Any attempt to shift
the burden on to users with-
out providing better services
will precipitate a public out-
cry.
More radical reforms in
the provision of public ser-
vices have to be contemplat-
ed.

There is still fortunately
considerable scope for re-
ducing government spend-
ing.

Privatisation of many
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government services can
save tax money and im-
prove quality. Parking me-
ters, car parks, tunnels, air-
ports, postal services, urban
services, water supply, hous-
ing, education, health care
are some such examples.

These measures can be
combined with an adequate
provision of financial subsi-
dies to the needy so that the
poor will not be hurt.

A properly devised pri-
vatisation scheme would ob-
viate the need for tax in-
creases and broadening the
tax base, and is far more
likely to lead to an efficient
and equitable solution.

This is nothing new. For-
mer British Prime Minister
Margaret Thatcher and for-
mer US President Ronald
Reagan did it for years, as
have the rest of the world,
capitalist and communist.
The real focus of the Budget
should not be on raising rev-
enues but controlling expen-
ditures.

Hongkong’s economy
faces a number of problems
that demand solutions: emi-
gration, inflation, labour
shortage, economic restruc-
turing. These issues are re-
lated and should be properly
addressed in a Budgeét
speech. Sir Piers’ presenta-
tion left much to be desired.

There is an erroneous be-
lief that a narrow tax base is
particularly vulnerable for
Hongkong because those
who pay most of the taxes
may well be those who will
emigrate in view of 1997,

But their places will sure-
ly be taken by others. The
problem of an emigration-
induced economic slow-
down is best handled by a
more aggressive-policy to at-
tract immigrants rather than
to insulate the Budget from
its effects.

Indeed, Hongkong’s eco-

nomic growth is being jeop-
ardised by the restrictions
on immigration.

They also contribute to
keeping Hongkong’s infla-
tion rate above that of the
United States.

The current inflation has
two causes. By linking the
Hongkong dollar to the US
currency we import US in-
flation.

The excess inflation
above the US rate is struc-
tural inflation and results
from the tightness of the la-
bour market.

The latter cannot be re-
solved except through a con-
tinuous programme to in-
crease the supply of labour.

Adjusting the link,
whether it is begged to the
US dollar or a basket of cur-
rencies, will not solve struc-
tural inflation.

At best it will generate
deflationary pressures
through an unending series
of revaluations to offset
structural inflation, at worst
it will subject our currency
to speculative attacks and
increase the overall uncer-
tainties of doing business.

In Hongkong’s open
economy, tight interest rates
will also have a limited ef-
fect on curbing inflation.

The current inflation is
very damaging for the econ-
omy. To begin with, Hong-
kong’s economy is rapidly
shifting towards the service
sector because manufactur-
ing wages are no longer
cheap.

Unfortunately, inflation
is most severe in this sector.
This will undoubtedly hurt
our overall competitiveness.

By default the natural
evolution of our economic
system towards services is
making our economy less
laissez faire than it used to
be.
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Since our manufactured
products contain a larger
service component now,
their competitiveness will
also be affected.

This is worsened by the
fact that important areas in
the service sector, like air
services, telecommunica-
tions, banking, professional
services, and others, are far
more cartelised and protec-
tionist than manufacturing.

Gavernment policies to
increase competition in this
area are clearly called for.

The rapid decline of
manufactures and their relo-
cation into China is a logical
response to cheaper labour
there.

Hongkong manufactur-
ing workers are naturally un-
happy with their present
state. Their wages are not
only lagging behind, but
many are not working as
many hours as they wish.

Given the fact that many
of these workers are married
women who started in the
factories during their teens
and have now returned to
the labour force after their
child-bearing years, they
have little comparative ad-
vantage in relocating to the
service sector and little in-
centive to acquire new skills
because their anticipated
working life is relatively
short. Retraining such work-
ers may not yield a high rate
of return.

The community is keen
to request government sup-
port for research and devel-
opment and manpower pro-
grammes as a solution to
what is seen as the need for
economic restructuring and
a labour market with the
wrong mix of skills.

Investment in techno-
logical know-how and skills
is clearly important in the
long run, but will not be
cheap.

A better solution is to
bring in more immigrants,
which will also relieve tight-
ness in the labour market
and reduce inflationary
pressures.

Even our tertiary institu-
tions can benefit from an in-
fusion of immigrant talent,
not only among teachers but
also students. If one has to
invest money in human cap-
ital, it should be put where it
can earn the highest yield.

What is required is a re-
newed commitment to
strengthen the system of free
enterprise and limited gov-
ernment in Hongkong.

This would require large
scale privatisation of gov-
ernment services, increase
competition in the service
sector, and a more liberal
immigration policy.

It will not be an easy task,
but such is the challenge of
leadership.
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Jacobs sets
new tack
in Budget

RETIRING Financial Sec-
retary Sir Piers Jacobs has
silently shifted the Budget
focus from controlling
spending to raising taxes,
according to the director of
the Hengkong Centre for
Economic Research, Mr
Richard Wong.

During his five years of
bringing down the territory’s
annual Budget, he has lifted
the Government’s share of
gross domestic preduct to
19.3 per cent from just 11 per
cent, Mr Wong says.

“Sir Piers will be remem-
bered for allowing govern-
ment expenditures to accel-
erate during his five-year
tenure as Financial Secre-
tary,” he says.

“This is a significant de-
parture from the practice of
previous financial secretar-
ies.

“Sir Piers has silently
shifted the focus of our Bud-
get from controlling expen-
ditures to raising taxes.

“He has not only broad-
ened the direct tax base but
has tried to persuade the
public of the necessity of
broadening the indirect tax
base as well.

“This is quite ironic for
someone who has acquired a
reputation for being conser-
vative and cautious.”

According to Mr Wong,
the previous narrowness of
the territory’s tax base had

been important in making it -

difficult for the government
to raise taxes.



