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Outline

¢ Introduction
¢ The Hong Kong Economy at a Turning Point
¢ The Belt and Road Initiative

¢ The Guangdong-Hong Kong-Macau Greater Bay Area Initiative

< Implications for Hong Kong

¢ The Nineteenth National Congress of the Communist Party of
China

¢ Projections of the Mainland Economy

¢ Concluding Remarks




Introduction

¢ Historically unprecedented rapid growth of the Mainland

economy
¢ Slowdown of the growth of world real GDP and trade
¢ The transition of the Chinese economy to a new normal
¢ Recent developments of the Renminbi

¢ Geopolitical uncertainties
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Global and Mainland Economic Development

Trends

¢ The rates of growth of the real GDP and real total trade of the
world has slowed down significantly in recent years. Even
though the International Monetary Fund recently raised its
projected rates of global growth to 3.6% in 2017 and 3.7% In
2018, up from 3.2% in 2016, it is unlikely that the world
economy would resume its heady rates of growth prior to the
global financial crisis.

¢ Cross-border trade and direct investment are no longer the drivers
of world economic growth.

¢ Protectionism, isolationism and populism are rearing their heads
and the entire world faces the risks of trade wars and economic
de-globalization. 6
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Global and Mainland Economic Development

Trends
# The Mainland economy has transitioned to a “new normal”, with

a rate of growth stabilized around 6.5%. It no longer relies on
export growth, but has shifted towards internal demand as the
principal economic driver.

¢ However, the national saving rate remains high. But because of
the on-going supply side structural reform and the serious excess
production capacities in many industries, the rate of growth of
fixed assets investment has been declining, resulting in
significant excess domestic savings which need to be deployed
abroad.

¢ Today, foreign direct investment (FDI) into the Mainland
constitutes only approximately 2.5% of total gross domestic
Investment on the Mainland and is quantitatively no longer
Important.

10
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Recent Developments of the Renminbi

Exchange Rate

¢ The stabilization of the Renminbi exchange rate
¢ The stabilization of the official foreign exchange reserves
¢ The rising use of the Renminbi in international transactions

15
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The Rising Use of the Renminbi In
International Transactions

¢ There are many advantages in being able to use an economy’s
own currency for invoicing, clearing and settlement of its
International transactions.

¢ (1) Reduction of currency risks—only one of the transacting
party Is at risk;

¢ (2) Reduction of transaction costs—only one currency exchange
IS necessary; and

¢ (3) Reduction in the need for central banks to maintain large
foreign exchange reserves as the local currencies can be used to
settle and clear international transactions.

¢ These advantages apply to all economies, and not just to China.

17



The Rising Use of the Renminbi In

International Transactions
¢ | Fiere are also S|gn|||cant a(':lvantages Ior tfie ISSUINg country of a

currency being
between other

used as a medium of international exchange
pairs of trading countries. They include:

¢ The ability of paying for real imports with pieces of paper (either

money or bono

s). This is call seigneurage and is similar to the

seigneurage enjoyed domestically by the central bank or the
monetary authority that has the legal power to supply money.

¢ This also enables the issuing country to run significant trade
deficits and to enjoy low borrowing costs.

¢ Its currency 1s likely to become a “safe haven” currency, so that

at the first sign
that currency.

of any trouble in the world, capital will flee to
The 1ssuing country will therefore benefit

whenever there i1s trouble in the world.

18



The Rising Use of the Renminbi In

International Transactions

ainfand Cross-border trade used to be all Settled in U.S. Dollars.

However, since 2010, it has been increasingly denominated and settled
In Renminbi. As of 201702, approximately 17 percent, or at an
annualized rate of not quite US$700 billion, of total Mainland trade
was settled in Renminbi, compared to almost nothing in 2010Q1 and
the peak of almost 35% (and US$1.4 trillion at an annualized rate) in
2015Q3.

¢ The inclusion of the Renminbi 1n the “Special Drawing Rights (SDR)”
basket of currencies by the International Monetary Fund on 1 October
2016 should help to increase the demand for the Renminbi as a reserve
currency, but the immediate effect will not be large as there are
already many swap agreements between the People’s Bank of China
and the central banks/monetary authorities of other countries and
regions.

¢ Hong Kong is currently by far the largest and most active offshore
center for Renminbi clearing, settlement, trading and financing, with
an average daily volume of transactions approachmg 1 trillion Yuah.
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The Rising Use of the Renminbi In

International Transactions
¢ |t IS uselul to examine tlie clianges over time O| tlie use O| Ehl Ierent

currencies in world payments. In the next few charts, the shares of the
top twenty currencies used in world settlement in 2010 and 2017 are
presented in blue columns in the order of their relative sizes from left
to right, starting from the highest (using data from SWIFT), and
compared to the shares of the respective country or region in world
trade presented in red columns.

¢ An economy’s share of world trade 1s an important, but not the only,
determinant of whether its currency is widely used as a medium of
International exchange. Every economy prefers to use its own
currency for the settlement of its international transactions because it
minimizes both risks and transactions costs.

¢ At present, the Renminbi is used for the settlement of international
transactions to a much lesser extent than warranted by the I\/Ialnland
Chinese share in world trade.
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The Rising Use of the Renminbi In

International Transactions

¢ The U.S. Dollar was the undisputed champion for world
payments as of August 2017, accounting for more than 40% of
world settlement, even though the U.S. itself accounted for only
12% of world trade in 2016, followed by the Euro, which
accounted for 33% of world settlement, with the Euro Area
accounting for slightly more than 25% of world trade. The
Chinese Yuan, with 2%, was In the fifth place in terms of world
settlement, behind the pound sterling and the Japanese Yen, while
Mainland China accounted for 11% of world trade.

¢ At present, the Renminbi is used for the settlement of
International transactions to a much lesser extent than warranted
by the Mainland Chinese share in world trade.

24



The Rising Use of the Renminbi In

International Transactions

¢ In contrast, the Japanese Yen accounted for more than 3% of
world payments in 2017 while Japan accounted for less than 4%
of world trade in 2016.

¢ If the Japanese experience Is any guide, there is still a great deal
of room for the Renminbi to grow in terms of its share of world
payments.

¢ This would eventually mean even less need for the People’s Bank
of China to maintain a high level of official foreign exchange
reserves for transactions purposes.

¢ Throughout the period 2010-2017, the U.S. Dollar and the Euro
combined accounted for more than 70% of world payments.

25
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Introduction:

The Geo-Political Uncertainties

¢ There are major geo-political uncertainties. What are the real
effects of Brexit on the U.K., on the European Union and on the
world?

¢ The risks of isolationism, protectionism and populism.

¢ And then there is the continuing North Korean crisis.

¢ Other potential hot spots include the South China Sea, the East
China Sea, the Middle East, Africa and possibly the Taiwan
Straits.

28



The Geo-Political Uncertainties:

Trumponomics

¢ If we go by the rhetoric of President Donald Trump and his
administration, there may well be a global trade war with the
three principal “villains”--China, Germany and Japan.

¢ Even a more limited trade war between China and the U.S. will
have significant consequences not only for China and the U.S.
but also for the rest of the world.

¢ The border-adjustment tax or the destination tax being
contemplated by the U.S. will also cause great disruptions in
world trade and global supply chains.

29



The Geo-Political Uncertainties

¢ The repudiation of the Paris Agreement on Climate Change by
the United States opens up the possibility of China and the
European Union working much more closely together on the
prevention of global climate change. The China-EU cooperation
may also extend to the preservation of the existing global
economic order in international finance and trade.
# The withdrawal of the U.S. from the Trans-Pacific Partnership (
TPP ) and the Transatlantic Trade and Investment Partnership (
"TIP ) also enhances the probability of success of ASEAN + 3
(China, Japan and Republic of Korea), ASEAN + 6 (3 +
Australia, India and New Zealand (also referred to as the
Regional Comprehensive Economic Partnership (RCEP)) Free
Trade Areas and even a China-EU Free Trace Area.

30



The Hong Kong Economy at a Turning Point

o Tt is useful to compare the economies of Hong Kong and the Mainland
over time. Huge changes have occurred since 1978 when the Mainland
began Its economic reform and opened its economy to the world.

¢ The relative economic sizes of Hong Kong and the Mainland have
changed significantly. In 1978, the real GDP (2016 prices) of Hong
Kong was almost one-sixth that of the Mainland (US$52 billion versus
US$333 billion). In 2016, the real GDP of Hong Kong was on_>/ 3
l[oelrlqeng of that of the Mainland (US$321 billion versus US$10.

rillion).

¢ The real GDP per capita of Hong Kong was almost 33 times that of
wg$l\§la7lgflgand In 1978 and still 5.6 times in 2016 (US$43,788 versus

¢ Since 1_99%, the rates of growth of Mainland real GDP and real GDP
per capita have exceeded those of Hong Kong in every single year,
often Dy large margins. The respective Mainland rates average 9.8%
ang gg% annually over this period, compared to Hong Kong’s 3.7%
and 2.6%.

¢ Even then, it will probably take another half-a-century before the lgvel
of Mainland per capita GDP exceeds that of Hong Kong.
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The Hong Kong Economy at a Turning Point

¢ The Mainland 1s Hong Kong’s most important export destination
and most important import origin (accounting for 52.8% and
46.7% respectively as of March 2017).

¢ Mainland annual direct investment in Hong Kong constitutes
approximately half of annual total foreign direct investment in
Hong Kong.

¢ The Mainland is the most important source of tourists to Hong
Kong, accounting for more than 70%.

¢ Mainland enterprises are the mainstay of the Hong Kong Stock
Exchange.

34
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The Hong Kong Economy at a Turning Point

¢ Although Mainland enterprises constitute only 20% of the listed
enterprises on the Hong Kong Stock Exchange by number, they
constitute over 35% of the daily turnover on average and over
40% by market capitalization.

¢ They also account for and constitute half of the 50 enterprises
Included in the Hang Seng Index.

¢ From the point of view of IPO volume at the Hong Kong Stock
Exchange, with the exception of the years of the Global Financial
Crisis, Mainland enterprises account for way over 50%.
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The Hong Kong Economy at a Turning Point

¢ The share of manufacturing in GDP has declined from 22.4% In
1980 to 1.1% in 2015. Basically manufacturing has left Hong
Kong. Hong Kong direct investments in light manufacturing on
the Mainland also face the twin challenges of rising real wage
rate and the Renminbi exchange rate.

¢ The share of the service sector already exceeds 93%.

¢ The four traditional key industries in Hong Kong--financial
services, tourism, trading and logistics and professional
services—have been providing the main support for Hong
Kong’s economic development and employment. However, their
combined share in GDP has declined from its peak of 60.3% In
2007 10 57.2% In 2016 and their share of employment has not
been growing In recent years.
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The Hong Kong Economy at a Turning Point

¢ For various reasons, the incentive for Mainland enterprises to list their

shares in Hong Kong has diminished. That is why Hong Kong has to
try to attract potential listings from other economies.

¢ The tourist arrivals from the Mainland have already peaked. The
value-added of trading and logistics as a percent of GDP has been
declmmg since 2005.

¢ The competition from Mainland ports, in addition to the slowdown in

the growth of world trade, has caused the proportion of re-exports

through Hong Kong in total Mainland trade to decline substantially.

¢ Hong Kong must embark on new directions in order to continue to
grow and prosper, developing new industries to provide high value-
added employment opportunities. It must further diversify its
economy to reduce the over-dependence on any one particular sector
or region. Above all, it cannot afford to turn inward and must remain
Internationalized.
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The Shares of the Four Key Industries in Hong
Kong GDP
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The Hong Kong Economy at a Turning Point

¢ Of the four traditional key industries, financial services and
professional services still have growth potential. But Hong Kong
must enhance its role as a conduit for the Mainland’s outbound
Investments, to provide financial and professional services for the
Mainland’s growing direct and portfolio investments abroad.

¢ The six other selected industries are 1.Cultural and creative industries;
2.Medical services; 3.Educational services; 4.Innovation and
technology; 5.Testing and certification; and 6.Environmental
Industries. In 2015, the shares of cultural and creative industries In
GDP and employment reached 4.7% and 5.7% respectively, close to
the shares of tourism (5% and 7% respectively), and it has significant
growth potential. Educational and medical services, with their huge
domestic demands, have also been growing fast. Innovation and
technology will require government policy support before it can
achieve a high rate of growth.
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The Hong Kong Economy at a Turning Point:

The Comparative Advantages of Hong Kong

radition of capitalist Tree market economy—tne fIows of people,

goods and capital into and out of Hong Kong have always been free
and open.

¢ A cosmopolitan international metropolis that is bilingual (Chinese and
English) and bicultural, and closely connected to both China and the
rest of the world.

¢ Stable exchange rate, freely convertible currency, full capital mobility
and free trade.

¢ A well-developed financial market with close links to the other
International financial centers.

¢ Low corporate and individual income tax rates with exemption for
Income generated outside the HKSAR.

¢ Rule of law, effective regulation and supervision of financial markets,
transparent governance, and civil liberties comparable to the most
developed countries in the world.

¢ An established international arbitration and mediation center. .



The Hong Kong Economy at a Turning Point:

The Comparative Advantages of Hong Kong
~& AR enviTonment Nospiable to entrepreneurs and potential entrepreneurs.

¢ The favorable commercial reputations of Hong Kong and its firms.

¢ Academic freedom, freedom of speech and real-time full access to
Information everywhere—the internet is entirely open and the press is
among the freest in the world.

¢ A well-educated and experienced professional labor force.

¢ An internet-savvy population.

¢ World-class, research-oriented universities.

¢ Geographically well located--proximity to the Mainland, a huge market and
a huge source of savings, right at the junction between the Mainland China
and the emerging ASEAN region and a terminus of the Belt and Road.

¢ The Mainland can be a source of huge securities buying power as well as
huge demands for capital, both equity and debt, by its enterprises as its GDP
and wealth continue to grow. (Even 6.5 percent is a very high rate of growth
of real GDP).

¢ A supportive central government. 46



The Number of Internet Users as a Percent of
the Population In Selected Economies

The Number of Internet Users as a Percent of the Population in Selected Economies
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The Hong Kong Economy at a Turning Point:
The Vulnerabllltles of Hong Kong

alle]i 0re Tor pboth 10Ce Srnational DUSINESSes, especially the
cost of Iand (and hence the costs of offlce space and housing) which is
artificially high because of out-of-date government policy.
The lack of a large domestic market.
The lack of an economic hinterland, which New York, London, Tokyo and
Shanghai all have. (Nevertheless, under the “one country, two systems”
arrangement, the Mainland can and should function as Hong Kong’s
economic hinterland, much as the European Union has been for the U.K.)
¢ A narrow tax base, and over-dependence of government revenue on land
sales, resulting In its excessive volatility and also high and rising land prices.
& The lack of double-tax agreements (DTAs) with many countries and regions
(a problem that is in the process of being corrected).
¢ Insufficient support for higher education and for R&D, hindering Hong
Kong's transformation into an innovation-based economy (Tertiary
education enrolment rate is around 20% compared to almost 50% for the
Mainland and 100% for Taiwan; R&D expenditure is only 0.73% of Hong
Kong’s GDP, compared to 3% or above for Japan and the U.S., 4.15% for
South Korea and 4% for Shenzhen). 48
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The Hong Kong Economy at a Turning Point:
The Vulnerabilities of Hong Kong

¢ Local protectionism of many service professions such as the legal

and the medical.

¢ Declining English proficiency and an increasingly inward-

looking mentality.

_ack of a long-term plan and strategy.
_ack of unity of purpose and a sense of urgency.

Diminishing role as an entre

L R R 2 4

not port.

Diminishing importance as a source of capital for the Mainland.

¢ Failure to take full advantage of the “One Country, Two

Systems” arrangement.

¢ Adverse demographic development—the population is rapidly

ageing.
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The Hong Kong Economy at a Turning Point:
The Demographic Profile of Hong Kong

Elderly Population Trend
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The Belt and Road Initiative

~# The SITKRoad Economic Belt and the ZISt Century Maritime SiTk

Road, collectively known as the “Belt and Road” Initiative (B&R),
was launched by President XI Jinping in September 2013. Itis a
grand, multi-country (72 by last count), multi-decade development
plan with the objective of linking and transforming the economies of
Asia, Europe, Africa and Oceania.

¢ It aims to create a peaceful and secure environment for joint
development by building a trade, investment and infrastructure
network connecting all B&R nations.

¢ It emphasizes the nurturing of mutual understanding and trust and the
formation of durable relationships through cultural and educational
exchanges as well as industrial cooperation.

¢ It promotes open, inclusive, balanced and green economic
globalization through enhanced regional interconnectivity.

¢ But above all, it seeks to stimulate and create sustainable trade and
Investment exchanges where none exist before, thus benefitting every
country and accelerating economic development for all.




The Belt and Road Initiative:
The Financing of Infrastructure Projects

¢ China’s own economic Hevelopment experience confirms that both

reform and openness are necessary for success. And infrastructure
building is the indispensable first step.

¢ This iIs also true of the B&R. The Asian Development Bank (ADB)
estimated that emerging Asian economies would need infrastructure
Investment totaling US$1.7 trillion a year in order to maintain
economic growth, but only about half the amount would be available.

¢ What role can Hong Kong play in the “B&R” initiative? Hong Kong
has the advantages of not only complete capital mobility, full currency
convertibility, a stable exchange rate and low taxes, but also ready
access to the huge market, the excess savings pool, and the support of
the governmental institutions in China, the principal sponsor of B&R.

Hong Kong is ideal as a center for the financing of the “B&R”

Infrastructure projects.
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The Belt and Road Initiative:

The Financing of Infrastructure Projects

¢ Finding ways to finance the infrastructure needs is the first
priority. The more cynical observers may suggest that the B&R
Initiative Is only a Chinese ploy to solve its excess capacity
problem. However, one should note that B&R is a multi-decade
plan whereas the Chinese excess capacity Is at most an
Intermediate-term (five-year) problem. Moreover, it Is actually
win-win for both China and the host country of the infrastructure
project if a Chinese contractor is the successful bidder because it
will imply a lower construction cost.
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The Belt and Road Initiative:
The Financing of Infrastructure Projects

Y €U INTrastructure projects, especially aevelopment-1eading ones, are
notoriously difficult to finance. These projects often have to be built first, in
order to attract the users, who come later. They also have very long payback
periods, on the order of thlrty years or more, and hence require long-term
financing. Some projects, for example, an urban mass transit system, may
not even break even directly at all. That is why infrastructure projects are
typically financed and/or guaranteed by governments, sometimes with the
aid of multilateral development institutions such as the World Bank (WB)
and the ADB. But without additional private participation in infrastructure
financing, there will not be sufficient resources.

¢ Attracting private investment requires organizing the financing in a
diversified and structured way--with a combination of public and private
equity and debt, loans from commercial and government banks and
multilateral development finance institutions, government and multilateral
aid grants, guarantees and political risk insurance. Hong Kong, because of
Its expertise and sophistication, is an ideal place for assembling such

financing packages.
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The Belt and Road Initiative:

The Financing of Infrastructure Projects

¢ Permanent long-term financing for infrastructure projects,
typically for 30 years or more after the completion of
construction, cannot be provided by commercial banks because

t
t

ney do not have the long-term deposits to fund the loans. Often,
ne long-term financing is provided by a loan from a government

C

evelopment bank or project bonds, with or without an explicit

government guarantee, and occasionally supplemented by a loan
or grant from a multilateral development finance institution or a
foreign development bank. Once a pre-agreed plan and
commitment for long-term financing is in place, commercial
banks will be willing to provide the loan during the construction

phase.
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The Belt and Road Initiative:

The Financing of Infrastructure Projects

& The Tong-term Tenders and bond investors do not have the
expertise to make and monitor construction loans and do not want
to assume the construction risk (including possible cost-
overruns), so that their funding will kick in only upon completion
and start of operation of the project, replacing (“taking out”) the
construction lenders.

¢ Moreover, In order to prevent moral hazard, the owner/operator,
public or private, of the infrastructure project is required to have
some equity in the project; because If the project is completely
debt-financed, it may have no incentive to see the project
successfully completed and in operation. The equity can
frequently be a grant from the host government.

¢ The HKMA has set up an Infrastructure Financing FaC|I|tat|on
Office (IFFO).



The Belt and Road Initiative: The Development

of a Long-Term Bond Market
~& TNe real challenge 1S 1n assemDpling a Iong-term financing package that

IS attractive to private investors. An infrastructure project can be
financed with project bonds of staggered maturities--short,
Intermediate and long—and with different terms for interest payments
and principal repayments, that can be related to the expected revenue
stream. These bonds are easier to sell if they carry a host country
guarantee.
¢ The longest-dated bonds should and will be taken up by the
government development bank of the host country or by multilateral
development finance institutions such as the WB, the ADB, the Asian
nfrastructural Investment Bank (AlIB) and the International Finance
Corporation. The participation of the multilateral development lenders
nelps to reduce the probability of nationalization, thus lowering the
political risk for all investors in the project. (Political risk insurance
can also be separately purchased from the Multilateral Investment

Guarantee Agency (MIGA).) -




The Belt and Road

Initiative: The Development

of a Long-Term Bond Market

& P_ otential 5uyers of the Iong-term project bonds also incltude Tite

Insurance companies and pension funds. Private investors can be
attracted to the shorter-dated long-term bonds and possibly even
equity If it has reasonable liquidity.

¢ The financing can also be done in multiple currencies, for example,

Infrastructure projects is in

country or internationally,

the U.S. Dollar and the Renminbi. Since the revenue for most

oca currencies, to the extent that there Is

demand for local currency-denominated bonds, either in the host
they should be used. However, local

currency-denominated bonds may have to be enhanced through

Indexing the rate of interest

to the rate of inflation of the host country.

¢ Alternatively, for foreign currency-denominated debt, they may need
to be secured with the expected proceeds of exportables—for example,
oil and gas and iron ore. Hong Kong is uniguely able to put together a

complex financing package

short-and long-term bonds and notes and possibly in multiple

currencies.

that includes both equity and debt and
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The Belt and Road Initiative: The Development
of a Long-Term Bond Market

¢ However, Hong Kong does not currently have an active, deep and
liquid sovereign and corporate bond (fixed income) market with both
short and long maturities that both New York and London have. In
fact, Hong Kong does not at the present time have much of an active
bond market at all. This makes Hong Kong unsuitable as a location
for raising long-term debt and for many asset managers, including
fixed iIncome funds, insurance companies, money market funds,
pension funds, sovereign wealth funds and treasury operations of
multinational corporations.

¢ One reason suggested for the lack of an active bond market in Hong
Kong is the fact that the Government of HKSAR habitually runs
budget surpluses and hence has no need to borrow from the market
through the issuance of bonds. This makes it difficult to establish a
(sovereign) benchmark risk-free rate and a long enough yield curve for
the Hong Kong bond market.
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The Belt and Road Initiative: The Development

of a Long-Term Bond Market
& 10 serve the needs of the B&R infrastructure Bonas, Flong Rong

must develop a more active bond market with an established
benchmark and yield curve. It can begin by issuing more long-
term (say, between 30 and 50 years) Hong Kong sovereign or
quasi-sovereign bonds (for example, through the Hong Kong
Mortgage Corporation for the purchase of qualified mortgages or
the Hong Kong Airport Authority for the financing of the Third
Runway), providing a benchmark for other long-term bonds.

¢ One factor discouraging private interest in long-term
Infrastructure bonds is the lack of liquidity--the lack of a
secondary market for individual project bonds. Hong Kong also
needs to develop a secondary market for the B&R equity and debt
securities to ensure some liquidity for the private investors, which

will increase their attractiveness. o



The Belt and Road Initiative: The Development
of a Long-Term Bond Market

¢ But most project bonds are one-off. A steady flow of mortgage bonds
can also be issued by the Hong Kong Mortgage Corporation (HKMC)
for the financing of long-term, say thirty-five-year, fixed-rate, owner-
occupied mortgage loans for lower-income households (because of the
ceiling on the amount of the loan).

¢ The Government of the HKSAR should be able to command a rate of
Interest on its bonds as good as the U.S. Treasury because of the very
low public debt to GDP ratio of Hong Kong compared to the U.S.

¢ By buying qualified mortgage loans, the HKMC can bring down
significantly the monthly payments for the borrowers (both because of
the lower rate enjoyed by HKMC as a quasi-sovereign issuer and
because of the longer maturity) and eliminate their interest-rate risks,
thus making home ownership more affordable and less risky.
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The Belt and Road Initiative: The Development
of a Long-Term Bond Market

¢ Commercial banks in Hong Kong and for that matter anywhere else
are unable to offer fixed-rate mortgage loans of long maturity because
they do not have fixed-rate deposits of similar maturity. If they offer
long-term fixed-rate mortgage loans on their own, it will result in a
serious maturity-mismatch between their assets and liabilities, with
potentially disastrous consequences. However, they can originate
these mortgage loans, sell them to HKMC, and service them for fees.

¢ With a risk-free rate and a full yield curve established, other HK$-
denominated bonds such as “green” bonds and corporate bonds can be
Issued based on their own individual credit ratings. Hong Kong can
become a green finance hub.

¢ US$-denominated bonds and Renminbi-denominated bonds can
follow. Issuers can include sovereign governments, quasi-sovereign
Institutions, multilateral organizations and corporations from all over
East Asia and beyond.

¢ With U.S. interest rates expected to be rising, this is an opportunity,to
promote long-term, fixed rate bonds and mortgages.



The Belt and Road Initiative: The Development

of a Long-Term Bond Market
4 Flong Kong can also aEV6|Op into an international center for

“Sukuk” or “Sharia (Islamic Law)-compliant” bonds. Many of
the B&R projects will be located in Islamic countries, such as
Indonesia, Pakistan, and countries in Central and West Asia, the
Middle East and Africa. So there should be significant interest
from Islamic investors, including the oil-rich countries in the
Middle East, in these projects. Hong Kong issued its third Sukuk
bond in February 2017. Hong Kong should beef up its talents in
this area to complement its deep capital market expertise. It
should aim to become the largest and most liquid market for
sharia bonds worldwide.

¢ The size of the buying power and the liquidity will decide which
market will win. Ultimately, there is going to be one such market
In the world that can attract international investors. o



The Belt and Road Initiative: The Organization

of Large Infrastructure Bond Funds
¢ The organization of Targe (enough Tfor meaningful diversification

and low expense ratio) infrastructure bond funds open to private
Investors can help to overcome this problem as fund units are
more liquid than the individual bonds and risk is lower from
diversification. These bond funds can also operate as buyers and

market-makers of the individual project
liquidity in the secondary markets, there

demand for individual project bonds anc

ponds, thus providing the
0y helping to increase the

lower the cost of

financing. Hong Kong should actively encourage the
organization of large infrastructure bond funds specializing In
B&R project bonds. It can add significant value If it can maintain
an active and liquid secondary market for the individual project

bonds.
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The Belt and Road Initiative: The Development

of a Belt-and-Road-Wide Stock Market

¢ 1he Bugmg power of Asian investors has been row_ln%very rapidly
since 2000, driven by the rapid rate of growth of their GDPs and

wealth as well as the high saving rates. _

¢ The share of East Asian and South Asian stock exchanges in the total
world market capitalization stood above 35% in 2016, compared to
38% for the U.S. and 17% for Europe. _

¢ The average annual turnover of the Shanghai and Shenzhen Stock
Exchanges combined was more than US%41 trillion, higher than that
of the New York Stock Exchange of US$30 trillion in 2016. In
contrast, the average annual turnover of the Hong Kong Stock
Exchange was only US$2 trillion. This demonstrates the potential
stock-buying power of the Mainland investors. For the international
stock market In Hon%lKong to succeed, Hong Kong must harness the
buying power of the Mainland investors in addition to attracting the
Mainland enterprises to list their shares in Hong Kong. _

¢ Sooner or later, the investment portfolios of Mainland investors will
have to be diversified into investments outside the Mainland. Hong
Kong is the ideal place to provide a channel for such investments.
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The Share of Hong Kong in the Total of All
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The Belt and Road Initiative: The Development

of a Belt-and-Road-WIide Stock Mar

ket

¢ At present, there is no single market in which the stocks of all major

enterprises in East Asia (let alone the stocks of enter
Asian Belt and Road countries) are traded. Investors

prises in the other

hoth Inside and

out of East Asia would welcome a single exchange w

nere they can

buy and sell the equity and debt of blue chip East Asian enterprises
e.g., the MSCI Far East Index components) in US$ or HK$ (which is
pegged to the US$), and without having to worry about foreign
exchange conversions and restrictions on capital inflows and outflows.
< In addition, Mainland investors would also welcome the convenience
of being able to buy and sell the equity and debt of blue-chip
enterprises in developed economies (e.g., the Dow Jones 30
companies), in a single market, if and when capital controls are lifted
on the Mainland. (Right now we already have Shanghai-Hong Kong

Connect and Shenzhen-Hong Kong Connect.)

¢ It therefore behooves Hong Kong to solicit, encourage and solicit
blue-chip enterprises around the world to do secondary listings in 4
Hong Kong as Hong Kong Depositary Receipts (HDRs).



The Belt and Road Initiative: The Development
of a Belt-and-Road-Wide Stock Market

¢ Why would enterprises listed elsewhere want to have a secondary
listing in Hong Kong? One of the attractions is the current and
future buying power of Mainland investors and potentially of
other East Asian and Belt and Road investors as well. (The
geographical and time-zone proximity also makes a difference.)

¢ Another Is the expectation that institutional investors from
developed economies also prefer to be able to buy and sell East
Asian blue-chip securities in one place and one currency, without
any red tape. Thus, a secondary listing in Hong Kong for an
enterprise listed elsewhere will increase the potential demand and
liquidity for both its equity and its debt securities.
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The Belt and Road Initiative: The Development
of a Belt-and-Road-Wide Stock Market

¢ International institutional investors will also be attracted to Hong
Kong by newly listed Chinese enterprises, especially the private
ones.

¢ Hong Kong is an ideal location for the establishment of an East
Asian region-wide and eventually Belt-and-Road-wide stock
market because of its location and time zone, its efficiency, its
free mobility of capital, rule of law, stable currency (fixed peg to
the U.S. Dollar), and no tax on dividends and capital gains.

¢ Once such an international securities market gets going, it should
start a virtuous cycle of more trading volume leading to more
listing, and more listing In turn leading to more trading volume,
thus feeding on each other.

¢ Hong Kong should allow differential voting rights.
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The Belt and Road Initiative: The Development

of a Belt-and-Road-Wide Stock Market

¢ The B&R initiative is especially important now because the growth of
both world GDP and world trade has stalled since the 2008 global
financial crisis due to insufficient ag?_regate demand. B&R, by
creating new demands and new supplies, can propel the world
economy forward. And economic development will in turn foster
eace securll_t|y and harmony among the B&R nations.
¢ In order for Hong Kong to succeed in becoming the leading
International financial center for the Belt and Road countries,
Including East Asia, a pro-active Government of the HKSAR is
needed to plan a long-term strategy and to rally everyone in Hon
Kong, including its major enterprises, to work together to make i
ha Ij_pen. (Already an Infrastructure Financing Facilitation Office
2\ O) has been established within the Hong Kong Monetary
uthority (the central bank of Hong Kong).
< It will also need the support of the Central Government.
¢ Once Hong Kong is established as the home of the Belt and Road
region-wide equity and debt securities market, it will be almost
Impossible for it to be displaced or replaced.
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Hong Kong as a Derivatives and Financial
Technology (Fintech) Hub

¢ Derivatives trading can be profitable although they can also play
havoc with the financial markets if not properly regulated and
supervised. But it is best that the trading Is done in as transparent
a way as possible.

¢ “Fintech” is also important, but again it is a two-edged sword.
My own personal view Is that whatever Is done, the degree of

leverage must be controlled so as to limit the potential of moral
hazard.
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Hong Kong as a Corporate Treasury, Int’l
Asset Management and Headquarters Centre

¢ Once an active and thriving international capital market in both stocks
and bonds is successfully established in Hong Kong, it will greatly
enhance the attractiveness of the Hong Kong market to not only bond
and stock issuers and investors worldwide but also to asset managers
and treasury operations of major multinational financial and non-
financial corporations.

¢ As of year-end 2016, total assets under management in Hong Kong
reached US$2.4 trillion, higher than that of Singapore. Assets under
management worldwide, excluding foreign exchange reserves and
sq}/I_ereign wealth funds, may be estimated at approximately US$150
trillion.

¢ Hong Kong is the second largest private equity hub in Asia, with
approximately US$120 billion of assets under management, or 7.5%
of the global total. Hedge funds based in Hong Kong total
approximately US$100 billion, or 3.5% of the global total. There is
therefore still a great deal of room for growth, especially relative tg,the
geographical distribution of wealth in the world.




Hong Kong as a Corporate Treasury, Int’l

Asset Management and Headquarters Centre

¢ Global and regional financial institutions such as banks,
Insurance companies and asset management companies will be
even more likely to establish their global and regional
headquarters in Hong Kong, thus further strengthening Hong
Kong’s position as Asia’s leading international financial center.
¢ The Asian Infrastructural Investment Bank (AllB) and the New
Development Bank BRICS should be encouraged to establish
oranch operations in Hong Kong (just like the China
Development Bank) to facilitate raising capital for themselves as
well as financing activities for their Mainland and foreign
borrowers. The financing can be denominated in Renminbi, U.S.
Dollars or the Euro, or a combination of all these currencies.
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Hong Kong as an International Re-Insurance

Market

S the demands Tor casualty, property and life insturance nave
been increasing by leaps and bounds in the East Asian region,
Including the Mainland, so do the derivative demands for re-
Insurance—all insurance companies need re-insurance so as to
diversify and share their risks. Similarly, the demands for
Insurance will also grow in the other Belt and Road countries.

< In addition to helping with infrastructural project financing, Hong
Kong can also provide various types of insurance as well as re-
Insurance for the infrastructural projects. It is the ideal place to
do so because of the unrestricted capital movement, stable
currency, and efficient and fair judicial system.

¢ Re-Insurance, like insurance, Is a scale business, and the East
Aslan economies have now grown sufficiently Iarge to realize the
efonomies of scale of re-insurance based on their own demands
alone.
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Hong Kong as an International Re-Insurance

Market
¢ In aaaItIOn, tfie IUIamIanEI, tfie otfier East Ksmn ana tfie OI|-I‘ICh

Middle Eastern economies, with their high saving rates, are
potentially major sources of risk capital for the re-insurance
business.

¢ Moreover, once sufficient scale and expertise are achieved,
Insurance companies worldwide will also want to re-insure with
re-insurance companies in Hong Kong, so as to diversity and
share the risks.

¢ An International re-insurance center can be developed right here
In Hong Kong. What Is needed Is some concerted governmental
action to establish one or more large re-insurance companies that
are licensed to do business everywhere in East Asia and in Belt
and Road countries. lIdeally, such re-insurance companies should
have multinational ownership.




Hong Kong as an International Re-Insurance
Market

¢ There are four necessary requirements for an international re-insurance
center:

# First, there must be an abundance of investors and capital willing and
able to assume risks. The appetite for risks in East Asia is clearly
demonstrated by the booming casino business in Macau and the A-
share markets in Shanghai and Shenzhen.

¢ Second, there must be a stable currency and complete freedom of
capital flows to and from everywhere, so that insurance premia can be
received and claims can be paid expeditiously worldwide.

¢ Third, there must be political stability, a tradition of adherence to the
rule of law, and a credible, efficient, fair and transparent judicial
system that is ready to adjudicate and enforce insurance contracts and
claims in a timely manner.

¢ Finally, there must be a large supply of highly seasoned professional
expertise In accounting, actuarial sciences, law and risk assessment.

+ Hong Kong is uniquely suited to become an international re-insuragce
center for the Asian region, including all the Belt and Road countries.



Hong Kong as an International Professional

Services Centre

& Capital-raising for B&R projects will create significant new demand for accounting
and legal services in Hong Kong. Because of its long tradition of rule of law, its
efficient and fair judicial system, and its abundance of seasoned professional legal
manpower, Hong Kong can also serve as a center for international legal,
arbitration, dispute settlement and mediation services in relation to the “B&R”
projects.

¢ Hong Kong can also provide the necessary accounting, legal and other professional
services, such as mass transit management, and the infrastructural support for
Mainland and foreign enterprises seeking to invest in the B&R countries.

¢ Hong Kong and Mainland enterprises can also collaborate on specific projects: for
example, on an urban mass transit project, Mainland can supply the equipment and
the construction, with possibly support from the Export-Import Bank of China, and
Hong Kong can supply the project management and assemble the financing
package.

¢ In addition, Hong Kong can also offer many project-related services, such as
architectural, design, and engineering. In order to do so effectively, Hong Kong
should encourage its citizens to acquire more knowledge and expertise on the -4
culture and language of the different R&R countries.



The Guangdong-Hong Kong-Macau Greater

Bay Area Initiative

¢ The Vision

¢ Opportunities and Challenges

¢ Sharing of Infrastructure Facilities

¢ Specialization, Division of Labor and Coordination
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The Guangdong-Hong Kong-Macau Greater
Bay Area (GBA)
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The Greater Bay Area Initiative:
The Vision

¢ In 2016, the total population of the eleven cities within the GBA were
68 million, with a combined GDP of US$ 1.39 trillion and an average
GDP per capita of US$ 20,412. The U.K., as of 2016 the world’s fifth-
largest economy, has a population of 65.1 million people, with a
combined GDP of US$ 2.63 trillion and an average GDP per capita of
US$ 40,399.

¢ Although these two regions share similar size of population, the GDP
of the U.K. Is almost twice that of the GBA.

¢ However, based on the current growth rate of the GBA, its economy
will at least double in size after a decade. As the U.K. economy has
slowed down, together with the impact of Brexit, it seems increasingly
likely that the economy of the GBA will overtake that of the U.K. by
2027 to become the world’s fifth-largest economy.

¢ The GBA has the potential to eventually become an enormous
International metropolis, with an average GDP per capita exceeding
US$ 40,000, maintaining a strong position among the developing ;
economies.




The Greater Bay Area Initiative:
Opportunities and Challenges

& The cities within the GBA should move towards economic mtegration

to make efficient use of their resources, giving full play to their
potential and complementary economic structures and realizing the
advantage of economies of scale with a view to creating a
multilaterally beneficial outcome. o

¢ In order to integrate the economic activities in the GBA, itis
Imperative to consider establishing a pilot free trade zone for trial
Implementation. A pilot GBA free trade zone should be established
before expanding it to the entire Guangdong Province. _

¢ Economic integration requires the free flow of four majlor elements in
the GBA: (1) goods and services; (2) people; (3) capital; and (4)
Information. _

¢ The role models for the GBA are the bay areas of San Francisco, New
York and Tokyo, which all have the freé flow of the four major
elements within them. The GBA has to achieve the same, but it will
not occur overnight. It will also require a long transition period (at
least five to ten years) and it will be very promising if the GBA can

achieve the free flow of the four major components during the |
transition period.



The Greater Bay Area Initiative:

Sharing of Infrastructure Facilities

¢ 1he infrastructure facilities within the GBA should be shared among the GBA

cities. Different GBA cities should coordinate among each other in their
development plans, develop respective areas of expertise and promote the
segregation of duties to avoid duplication of construction, mismatch and waste of
resources so as to achieve a multilaterally beneficial outcome.

¢ For example, the GBA can follow the examples of New York and New Jersey to
establish a GBA (or HK/Shenzhen) Airport Authority to manage all the civil
alrports in the area. As a first step, the Hong Kong International Airport should
cooperate with the Shenzhen Baoan International Airport, with the linkage of the
express rail link, to arrange flights between Hong Kong/Shenzhen and mainland
cities to take off and land'in the Shenzhen Baoan International Airport, whilst
International flights in Hong Kong/Shenzhen to take off and land in the Hong Kong
International Airport, to facilitate the “segregation of work and sharing of income™.
Air China can enjc%%g Hong Kong’s air traffic rights, while Catha%r Pacific can enjoy
Shenzhen’s air traffic rights. Hong Kong and Shenzhen can jointly share the
revenues from the two airports. _ o _

¢ Guangdong, Hong KonC? and Macau may also consider coordinating with the
military department and establish a GBA air traffic control area to manage the civil
aviation activities in the region, and open up the GBA cross-border civil helicopter
business to strengthen ties between the GBA cities.
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The GBA Initiative: Specialization, Division of

LLabor and Coordination

¢ Cities within the GBA should coordinate their efforts according
to their respective areas of expertise to promote the division of
labor. For example, after the opening of the Hong Kong-Zhuhai-
Macau Bridge, the Macau Airport can be used exclusively for
serving private and business aircrafts in the GBA, so that the
landing and taking-off of private aircrafts will be shifted from
Hong Kong International Airport to Macau Airport. Zhuhal
International Airport can be developed into a transnational air
cargo express delivery hub within the Eastern Asian region
(similar to the FedEx America Centre in Memphis, Tennessee,
U.S.) for serving Northeast and Southeast Asia.
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Implications for Hong Kong:
What Hong Kong Should Do

¢ (1) Make Hong Kong into a comprehensive, full-service
International financial center;

¢ (2) Together with Shenzhen, build Hong Kong into an all-
encompassing international hub for innovation;

¢ (3) Develop the cultural and creative arts industry; and

¢ (4) Grasp the opportunities presented by the “Belt and Road” and
the “Guangdong-Hong Kong-Macau Greater Bay Area”
Initiatives.

¢ This should usher in a third spring for the Hong Kong economy.

¢ Every effort should be made for the financial sector to support
the real economy and create employment.
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Make Hong Kong into a Comprehensive,

Full-Service International Financial Center

< In addition to the Mainland, Hong Kong must also grasp
opportunities to provide financial services to East Asian and Belt
and Road countries.

¢ In addition to an equity market, Hong Kong must have a broad-
based and active long- and short-term debt market, with the
ability to trade in Hong Kong Dollar, U.S. Dollar and the

Renminbi.

¢ Hong Kong needs to provide a one-stop financial service.

¢ Hong Kong should become a hub attracting fund-raisers,
Investors and asset managers worldwide.

¢ Hong Kong is ideally placed to provide related professional
Services. .




Build Hong Kong-Shenzhen into an All-

Encompassing Int’l Hub for Innovation

# Hong Kong and Shenzhen can join forces in building the GBA into a
lobal innovation, venture investment and financing hub, combining
e Silicon Valley, Route 128, NYSE and NASDA?Q exchanges Into
one, serving not just Hong Kong and the Mainland but also the entire
Belt and Road region. o _
¢ Hong Kong and Shenzhen should each specialize based on their
respective comparative advantages: Universities in Hong Kong may
focus on fundamental research, while Shenzhen, and in particular
Shenzhen enterprises, may focus on application and development
research, pilot manufacturing and commercialization. _
¢ Hong Kong can be developed into a hub of venture capital, while
Shenzhen a hub of start-up businesses to attract inventors,
entrepreneurs and venture investors. The Hong Kong and Shenzhen
Stock Exchanges together can fulfil the function of the I\_IASDAB
exchange in the U.S. capital market for new enterprises in the GBA
seeking an initial public offering (IPO). Successful enterprises can
?I%talnta listing to raise funds or issue corporate bonds in HKEX at a
ater stage.
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Build Hong Kong-Shenzhen into an All-

Encompassing Int’l Hub for Innovation

4 Flong Kong—SIienzlien can specialize in the creation of |ntang|5|e

capital (human capital, R&D capital, goodwill, intellectual pr_oPert
and knowledge capital) and the capitalization of its commercial value
through “Initial Public Offerings (IPOs)” and “Mergers and
Acquisitions (M&As)” for the entire region. o _

¢ This requires a four-pronged approach: 1.increasing investment in
human capital, specifically, in tertiary and research-based postgraduate
education; 2.increasing investment in research and development
SR&D); 3.creating a nurturing eco-system for venture capital; and

facilitating the IPO and M&A markets for successful start-up firms

so that they can raise the additional capital needed and their initial
Investors can exit. The objective is to make Hong Kong/Shenzhen an
International innovation hub, attracting inventors, entrepreneurs,
venture capitalists and investment bankers to congregate to raise
capital as well as to invest.

¢ With the support of the central %overnment, Hong Kong and Shenzhen
can also cooperate with each other to develop Shenzhen’s Qianhai

district into a reinsurance hub for Asia. .



Build HK-SZ into an Int’1 Hub for

4

\ 4

Innovation—Increasing Intangible Investment

Intangible capital include human capital, R&D capital, brand
names, trademarks, copyrights, patents, other intellectual
property and knowledge capital.

However, Hong Kong lags significantly behind New York and
_ondon in terms of human capital. It also lags behind other
developed and developing economies. In 2010, the average
number of years of schooling of the working-age population in
Hong Kong was 10.7 years, behind those of the other East Asian
NIEs of South Korea, Taiwan and Singapore, and still
substantially below those of the U.S. and Japan. Hong Kong
should increase Its tertiary education enrollment rate. IN 2014-
15, Hong Kong’s enrollment rate was 32%, far below that of
South Korea (over 90%) and Taiwan (over 100%). The
Mainland’s enrollment rate was over 30%.
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Build HK-SZ into an Int’1 Hub for

Innovation—Increasing Intangible Investment

& T0 augment its human capital, Hong Kong must try to increase its own
tertiary education (bachelor-degree) enrolment rate substantially from its
current 32 percent (2014-15 figure) . By comparison, the corresponding
tertiary education enrolment rates are over 30 percent on the Mainland, over
90 percent in South Korea, and over 100 percent in Taiwan.

¢ In Hong Kong, many graduates of secondary schools are actually enrolled in
two-year sub-degree programs, including associate-degree programs. These
assoclate-degree programs are similar to those offered by junior colleges or
community colleges in the U.S. and essentially cover the first two years of a
conventional bachelor-degree curriculum. They are socially desirable
because they provide students who for one reason or another have not done
well in secondary schools a second chance.

¢ However, as implemented in Hong Kong, they have two basic problems.
First, they are too expensive (in the U.S., such programs are virtually free).
Second, the graduates from the associate-degree programs do not have a
ready career or education advancement path in Hong Kong. o1



Build HK-SZ into an Int’1 Hub for

Innovation—Increasing Intangible Investment
~& Thé GOVernment of the HKSAR Should SubsSidiZe the taition Teés of Hong

Kong citizens or permanent residents enrolled in qualified associate-degree
programs In the same way that public primary and secondary education are
subsidized. The publicly funded universities in Hong Kong should allocate
more places for entry in the third year by applicants with associate degrees.

¢ However, this alone is not likely to be sufficient to accommodate all of the
annual associate-degree graduates. As there are more than two thousand
tertiary educational institutions on the Mainland, the Government of the
Hong Kong SAR can negotiate with the Ministry of Education of the Central
Government to allow selected universities on the Mainland to each allocate
50 or 100 student places annually to be open to application by associate-
degree holders from Hong Kong for admission to the third year. The
Government of HKSAR can also provide a tuition grant to any such Hong
Kong citizen or permanent resident admitted.

¢ An important necessary government commitment is that the graduates from
these Mainland universities under this articulation program will be eligible
to apply for government civil-service or government-funded public-service
positions after receiving their bachelor degrees and returning to Hong Kémng.



Build HK-SZ into an Int’1 Hub for

Innovation—Increasing Intangible Investment

¢ Hong Kong’s R&D expenditure is only 0.73% of its GDP, the
lowest of the four newly industrialised East Asian economies,
and far below those of Beijing and Shenzhen.

¢ In 2015, South Korea, Taiwan and the Mainland were
respectively granted 17,924, 11,690 and 8,166 patents in the U.S.
By comparison, Hong Kong was granted only 601 patents.

¢ There Is a strong positive correlation between the number of
patents granted and the cumulative R&D capital.
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Build HK-SZ into an Int’1 Hub for

Innovation—Increasing Intangible Investment

AvVestment in capital 1S alSo important for promoting innovation
(technical progress) in an economy. Hong Kong’s R&D expenditure
as a percent of GDP has been persistently and pitifully low. It invested
only 0.76% of 1ts GDP in R&D in 2015. By comparison, the R&D
Expenditure-GDP ratio was around 2% for Singapore, 3% for Taiwan
and over 4% for South Korea. Hong Kong’s ratio 1s also significantly
below the historical averages of 2.5% for the U.S. and 3% for Japan,
and the 4% of Hong Kong’s closest neighbor, Shenzhen, and 6% of
Beijing and also below the world average of 2.13% (2013 figure).

¢ We recommend that the Government of HKSAR should set a long-
term target for overall expenditure on R&D at 4% of GDP over the
next decade or two, comparable to the current ratios of Israel, South
Korea and Shenzhen and that of government-funded R&D to 1.6% of
GDP from its current 0.4%. It is only through continuous innovation
that Hong Kong can create more higher-paying jobs and thus increase
both the level and the rate of growth of real disposable income per ,
capita in Hong Kong in a sustainable manner.



Build HK-SZ into an Int’l Hub for
Innovation—Increasing Intangible Investment

¢ However, this also means that the non-Hong Kong Government-funded R&D
expenditure should increase from 0.33% of GDP to 2.4% of GDP over the next
couple of decades. It is essential for the Government to encourage the private
sector to increase its investment in R&D by providing the enabling conditions,
environment and incentives for the private sector to support R&D.

¢ It can do so via its land, tax and intellectual property registration and protection
policies. In particular, Hong Kong should consider allowing corporations to deduct
twice their current R&D expenditure against their revenues for profits tax purposes.

¢ The government can strengthen the protection of intellectual property such as
patents, copyrights, trademarks, trade secrets and know-how.

¢ The government can also try to provide the incentives for domestic and foreign
private equity and venture capital firms to locate their global or regional
headquarters in Hong Kong and to invest in Hong Kong-based start-up enterprises.
It can also facilitate the listing of successful invested enterprises on the Hong Kong

stock exchanges or other means of exit for the venture investors. .



Build HK-SZ into an Int’l Hub for
Innovation—Increasing Intangible Investment

A usetul comparative indicator or the national potential Tor iInnovatic
(national innovative capacity) is the number of patents granted each year. In
the following Chart, the annual number of patents granted in the United
States each year to the nationals of different countries, including the U.S.
itself, over time is presented. It shows that the U.S. has been the undisputed
champion over the past forty years, with 140,969 patents awarded in 2015,
followed by Japan, with 52,409. (Since these are patents granted in the
U.S,, the U.S. may have a home advantage; however, for all the other
countries and regions, the comparison across them should be valid and fair.)

¢ Hong Kong ranked the lowest among the four East Asian NIEs with 601
patents in 2015. (In terms of the number of domestic patents, Hong Kong is
even lower.)

¢ There is a positive relationship between the number of patents granted to
each economy and its stock of R&D capital (defined as cumulative real
expenditure on R&D less an annual depreciation of 10%)—the higher the
capital stock, the higher the total number of patents.

* Humhan capital, R&D capital and venture capital are complementary to one
another. %



Develop the Cultural and Creative Arts
Industry

¢ The cultural and creative arts industry has been growing reasonably
rapidly In recent years.

¢ Hong Kong can become a center like Hollywood, New York and
Bollywood, where professionals serving the cultural and creative arts
Industry, such as movie directors and producers, actors and actresses,
script writers, movie editors, special effects professionals,
cinematographers, can congregate and develop screenplays, movies
and television shows. The production or shooting does not have to be
done in Hong Kong, but it will generate significant income and
employment as Hong Kong becomes the principal hub for the creation
of these products for the mass market.

¢ The cinematic and video (not limited to television) audience has been
growing by leaps and bounds in China and the cinema box receipts
will soon surpass that of the U.S. to become number one in the world.

¢ Many such professionals are already resident in Hong Kong which
will facilitate Hong Kong becoming the place where deals are madg.



Grasp the Opportunities Presented by the

“B&R” and the “Greater Bay Area” Initiatives

¢ The financing of the Belt and Road and Guangdong-Hong Kong-
Macau Greater Bay Area projects can help create an ample
supply of different types of sovereign and quasi-sovereign as well
as non-sovereign bonds for the Hong Kong bond market.

¢ Belt and Road countries can provide the venture capital as well as
the new markets for innovative products, supporting Hong
Kong’s development into an international innovation hub.

¢ Hong Kong has signed double-tax agreements (DTAS) with 20 of
the 72 Belt and Road countries. Hong Kong should seek to
conclude DTAs with the remaining Belt and Road countries as
soon as possible.

¢ Hong Kong should also facilitate the exchange of academic and
research personnel between Hong Kong and B&R countries by
adopting reciprocal taxation waiver for them.



Servicing Other East Asian Economies

¢ The Renminbi Is regularly used in the settlement of Chinese
International trade. Currently, approximately 17% of Chinese
International trade is settled in Renminbi.

¢ If the experience of Japan Is any guide, this percentage should
eventually increase to 50%, or even more.

¢ What this means Is that the Chinese demand for foreign exchange
reserves for international transactions purposes will greatly
diminish. The People’s Bank of China will need to redeploy its
excessive foreign exchange reserves.

¢ Almost all East Asian economies have trade surpluses with China
and thus have ready access to Renminbi if they need it. They can
certainly use their excess Renminbi for settlement and clearing
purposes.
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Servicing Other East Asian Economies

¢ In the longer run, it is desirable that all economies should be able to not only
settle and clear their current transactions in their own local currencies but
also issue debt in their own respective local currencies. Again, an
International platform may be necessary, with partial guarantees or
undertakings by the major economies under appropriate conditions, e.g., by
offering for sale non-transferrable credit default swaps on these bonds to
bond purchasers (and only bond purchasers).

¢ The advantage for an economy being able to borrow In its own currency Is
that it is no longer subject to the difficulties of a currency mis-match as it is
able to service and repay its debt in its own currency.

¢ However, in order to protect the purchaser of these bonds, the bonds should
be indexed to the local inflation rate, so that whatever happens to the
exchange rate, the purchaser will always have a real rate of return.

¢ These bonds should also be available in the borrowing economy so that
there Is local supervision and pressure by the local citizens against an
intentional default on the part of the government. 100



Renminbi Deposits in Hong Kong

Renminbi Deposits in Hong Kong
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Hong Kong as the Premier Offshore Renminbi

Centre

¢ One may ask: Would Hong Kong continue to be an important
Renminbi center after the Yuan becomes completely freely
convertible?

¢ We believe that, for tax and many other reasons, Hong Kong
would continue to be important, perhaps even more important,
even after the Renminbi becomes completely and freely
convertible. One only has to look at the Euro Dollar market in
London to realize that an offshore Renminbi market can continue
to flourish and prosper even after all capital controls are lifted by
the Mainland.
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The Nineteenth National Congress of the

Communist Party of China

¢ President XT Jinping is able to consolidate his control over the party,
the government and the armed forces. He is the undisputed leader,
with his political theory—his interpretation of Marxism—enshrined
Into the Constitution of the Communist Party of China (CPC) in the
form of “ X1 Jinping Thought on Socialism with Chinese
Characteristics for a New Era” as the guiding ideology for the party.
This puts President XI at the same level of reverence as the late MAO
Zedong and DENG Xiaoping.

¢ The anti-corruption campaign launched after the Eighteenth Party
Congress has succeeded in significantly reducing corruption.
Altogether. 440 high-level cadres were disciplined, including 43
members and alternate members of the Central Committee of the CPC,
9 members of the Central Commission for Discipline Inspection, and
approximately thirty percent of the officers of general rank in the

armed forces. 103



The Nineteenth National Congress of the

Communist Party of China

¢ Under the Iea(':ierslilp of President XT, the Mainfand economy

successfully avoided a hard landing and

was able to transition

smoothly into a “new normal”, with a steady rate of growth of

apprOX|mater 6.5 percent per annum, a

still very respectable rate of

growth compared to developed economies.

¢ China was also able to raise its external

profile and participate in

global governance without appearing either too aggressive or too
accommodating. It managed to play a leading role at the 2015 United

Nations Climate Change Conference in
bringing about the Paris Agreement and

Paris and was instrumental In
remained steadfast in Its

commitment to fulfil and even over-fulfil its promised targets for the
prevention of climate change. Mr. XI has also initiated the ambitious
Belt and Road Projects, which is likely to have a huge and lasting
Impact in the economies of Asia, Europe and Africa.

¢ China also managed to maintain peace in its disputes in the East China

Sea and the South China Sea.
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The Nineteenth National Congress of the

Communist Party of China

¢ President XI subscribes to the view that “the nation can be
governed well only if the party Is governed well; and the party
can be governed well only with the strictest discipline.” After the
Congress, it will be through the party that he will exercise his
power to move the government and the nation.

¢ For example, it would be possible for him to push forward the
economic reform and further opening-up programs such as letting
the market play the determining role, resolving the problem with
“zombie” enterprises and facilitating international trade and
Investment, both inbound and outbound.
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The Nineteenth National Congress of the

Communist Party of China

~# President XTI must have reflected on the question: How was it possible to
have so much corruption within the Communist Party of China, the
Government and the armed forces? In his work report to the Congress,
President XI repeatedly emphasized the importance of Chinese culture and
Chinese philosophy. This may reflect the realization that ultimately
character and values, and not just talent, ability and popularity, are important
determinants of actions and behavior of government officials. In order to
make the Party a clean and effective governing body, it is important to try to
motivate the members through ideology and to appeal to their idealism and
patriotism, and not to rely solely on potential punishment as a deterrent.

¢ The expected establishment of a State Supervisory Commission, also

mentioned in the work report, is a momentous decision with far-reaching
consequences. It will actually be similar to the Independent Commission
Against Corruption (ICAC) of Hong Kong established in the 1970s and

hopefully will have a similarly large and positive impact.
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Projections of the Mainland Economy
@ President X1 Jlnplng identified several milestones in his speech at

the Nineteenth Congress of the Communist Party of China, at
2020, 2035 and 2050 respectively.

¢ Projections of Chinese and U.S. real GDP and real GDP per
capita between now and 2050 have been made.

¢ It is assumed that the Chinese economy will continue to grow
above 6% per annum for a few years, declining gradually to
between 5% and 6%, and that the U.S. economy will grow at an
average rate of 3% per annum.

¢ It may be thought that the Chinese economy will be unable to
sustain an approximately 6% average annual rate of growth for
such a long time. But given the still relatively low level of real
GDP per capita in China, such a rate of growth should be
possible. Please see the following charts.
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Projections of the Mainland Economy

& TheTirst milestone 1S 10 DECOME a moderately WeIT-0fi SOCIETY By

2020. Our projections show that by 2020, Chinese real GDP per
capita (in 2016 prices) will exceed US$9,800 (compared to US$62,600
for the U.S.).

¢ The second milestone Is to become a modernized nation by 2035. Our
projections also show that by 2033, Chinese real GDP will surpass
U.S. real GDP (US$31.3 trillion versus US$30.6 trillion), making
China the largest economy in the world. However, in terms of real
GDP per capita. China will still lag behind significantly, with
US$21,000 compared to US$84,000 for the U.S.

¢ The third milestone is to become a strong and wealthy nation by 2050.
our projections show that by 2050, Chinese real GDP will reach
US$86 trillion compared to US$50 trillion for the U.S. In terms of
real GDP per capita, China will reach US$54,000, approximately the

c#rrent level of U.S real GDP per capita, compared to US$123,500 for
the U.S.
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Concluding Remarks

# Hong Kong definitely has the potential to become the world’s Teading
International financial centre and together with Shenzhen an
International innovation hub. Once Hong Kong achieves these
positions, it can use its first-mover advantage to remain in them
Indefinitely.

¢ In order to become a comprehensive, full-service internationa
financial center, Hong Kong must work hard to develop an active anc
liquid bond market (including Islamic bonds), and an internationa
equity market serving the entire Belt and Road region.

¢ However, to achieve these goals requires the HKSAR Government,
the enterprises and the public to work together. Medium- to long-term
strategies and pragmatic implementation plans must be put in place.
Moreover, the HKSAR Government must also seek the help and
support of the Central Government. The time for “laissez faire” or
“positive non-interventionism” of the government is over. e




Concluding Remarks

¢ The Belt and Road and Greater Bay Area Initiatives should bring
great opportunities to the Hong Kong economy and to Its
financial sector in particular. It has the potential of ushering in a
“third spring” for the Hong Kong economy.
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Concludlng Remarks

flnanC|aI centre and an mternatlonal innovation hub. Once Hong Kong achieves
these positions, it can use its first-move advantage to remain in them indefinitely.
However, to achieve these goals requires the HKSAR Government, the enterprises
and the public to work together. Medium- to long-term strategies and pragmatic
Implementation plans must be put in place. Moreover, the HKSAR Government
must also seek the help and support of the Central Government. The time for
“laissez faire” or “positive non-interventionism’ of the government is over.

¢ In order to become a comprehensive, full-service international financial centre,
Hong Kong must work hard to develop an active and liquid bond market (mcludlng
Islamic bonds), and an international equity market for the entire Belt and Road
region. In order to become an international innovation hub, it must vigorously
promote higher education, R&D and venture capital in Hong Kong and its
surrounding areas.

¢ Hong Kong should take maximum advantage of the opportunities offered by the
Belt and Road and Greater Bay Area initiatives.

¢ Hong Kong must increase its land supply in order to reduce the high cost of office
space and housing.
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Concluding Remarks

¢ Hong Kong should strive to develop a deep and liquid bond market for
itself and for the Belt and Road countries. It can become the financing
center for Belt and Road infrastructure projects.

¢ Hong Kong can also further develop into an international center for
sukuk bonds (Islamic bonds) structured in such a way as to generate
returns to investors without infringing Islamic law which prohibits
pure interest payments as many Belt and Road countries are Islamic.

¢ The Government of the HKSAR s already actively promoting double-
tax treaties with countries on the Belt and Road so as to facilitate
Investment by Hong Kong entities as well as subsidiaries of Chinese
and multinational corporations established in Hong Kong to do Belt
and Road related business in the countries concerned.

¢ It can develop into an international stock market for the Belt and Road
countries.
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Concluding Remarks

¢ It is necessary to promote the freer flow of goods and services
petween Guangdong and Hong Kong and between the Belt and
Road countries and Hong Kong. There should be a pilot
programme for a Guangdong-Hong Kong Pilot Free Trade Zone.
¢ It 1s also necessary to promote the freer flow of people—the
simplification of entry/exit and customs formalities, the mutual
selective recognition of academic degrees and professional
qualifications.
¢ Finally, 1t 1s necessary to promote the financial cooperation
netween Guangdong and Belt and Road countries and Hong
Kong and to facilitate the cross-border two-way flow of capital.
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Concluding Remarks

¢ Hong Kong should capitalize on the opportunities provided by
the “Belt and Road (B&R)” Initiative.

¢ Hong Kong can also further develop into an international center
for sukuk bonds (Islamic bonds) structured in such a way as to
generate returns to investors without infringing Islamic law
which prohibits pure interest payments as many Belt and Road
countries are Islamic.

¢ The Government of the HKSAR is already actively promoting
double-tax treaties with countries on the Belt and Road so as to
facilitate investment by Hong Kong entities as well as
subsidiaries of Chinese and multinational corporations
established in Hong Kong to do Belt and Road related business In
the countries concerned.
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Concluding Remarks

¢ We have tried to suggest some feasible directions of significant
potential in which the capital market of Hong Kong can aspire to
develop. The goals may appear ambitious, but in our opinion,
they are all achievable with sufficient commitment and resolve.

¢ It 1s essential to try to make Hong Kong more competitive once
again. This means trying to do something to the high price of
land, and the resulting high office space and housing costs.

¢ Hong Kong indeed has the potential of becoming the leading
International financial center In the world. However, the
development of Hong Kong as an international hub for flows of
people, goods and services, and capital is a long-term undertaking
and will require the long-term commitment of the Government of
the HKSAR, Its citizens, and its public and private institutions,




Concluding Remarks

¢ There is now an opportunity for Hong Kong—with the center of
gravity of the world economy shifting from North America and
Europe to East Asia, and within East Asia from Japan to China,
the continual rapid economic growth of the Mainland, and the
savings and wealth that it has generated for its enterprises and
households.

¢ The unwillingness and inability of Tokyo to become more
Internationalized, the inability of Shanghai at the present time,
and the recent Brexit by the U.K. all provide a unique
opportunity for Hong Kong.

¢ Singapore has many of the same advantages that Hong Kong has,
but 1t lacks one important thing—a large and supportive potential
economic hinterland. 11



Concluding Remarks

¢ Hong Kong must do its part in devising implementable plans and
strategies and In addition seek assistance and support from the
Central Government on the basis that these initiatives are win-
win for both Hong Kong and the Mainland. It is up to Hong
Kong to make itself indispensable once again, as it was during
the early days of the Chinese economic reform and opening to the
world.
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