QP Training Course
MD – Taxation
[Session 1]

Chapter 1 The Tax System in Hong Kong
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	LEARNING OBJECTIVES

1.
Describe the characteristics of the HK tax system.

2.
Describe the compositions and functions of the following administrative bodies:

(a)
the IRD

(b)
the Board of Inland Revenue

(c)
the Board of Review.

3.
Describe the sources of tax law.

4.
Describe how the tax statutes are interpreted.
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1.
Features of HK Taxation
1.1
Territorial Source Concept (地域來源徵稅原則)
1.1.1
Income taxes (i.e. salaries tax, profits tax and property tax) are charged on income which has a HK source.
1.1.2
Stamp duty is charged on instruments which relate to HK asset.

1.1.3
The residence status of a taxpayer does not normally affect his tax liability except in special cases (e.g. ship or aircraft owners and election for personal assessment).

1.2
Schedular System

1.2.1
Income tax is levied under separate headings: profits tax, salaries tax and property tax.
1.2.2
A taxpayer who is an individual, if eligible, can elect, under personal assessment, to have all his assessable income from all sources aggregated together. Tax shall then be assessed on the aggregate income/profits.

1.3
Direct Assessment

1.3.1
All the income taxes charged under the IRO are directly assessed and demanded from the taxpayer concerned, except for profits tax on certain income of non-residents, such as royalties (s. 15(1)(b) and s. 15(1)(ba)) and income received by an agent (s. 20A) where the tax is collected from the payer or agent.

1.4
Limitation to the Standard Rate
1.4.1
For profits tax and property tax, the tax is levied at a fixed standard rate.
1.4.2
It is only in cases of salaries tax and personal assessment that tax is calculated on a progressive basis, but the overall tax cannot exceed the standard rate on the net assessable income before deduction of personal allowances.

1.5
Low Tax Rates

1.5.1
The standard rate of 15% and corporation profits tax rate of 16.5% are relatively low, compared with other developed countries.

1.6
No Capital Gains Tax

1.6.1
Capital gains tax is a tax imposed on the gain on sale or disposal of a capital asset.

1.6.2
Unlike most other countries (e.g. Australia, Canada and UK), HK does not impose a capital gains tax.

1.7
No Tax on Dividend Income

1.7.1
Dividend income is exempt from profits tax.

2.
Administrative and Judicial Organizations
2.1
Introduction
2.1.1
The following bodies are involved in the administration of income taxes in HK:

(a)
Inland Revenue Department (IRD);

(b)
Board of Inland Revenue (BIR); and

(c)
Board of Review (BoR).

2.2
Inland Revenue Department (IRD)

2.2.1
Functions – The IRD collects the following taxes and fees:
(a)
salaries tax;

(b)
property tax;

(c)
profits tax;

(d)
stamp duty;

(e)
business registration fee; and

(f)
betting duty.

2.2.2
Officers – The IRD is headed by the Commissioner (局長) of Inland Revenue (CIR), who is assisted by deputy commissioners (副局長) of Inland Revenue (dCIR), assistant commissioners (助理局長), chief assessors, senior assessors and assessors (評稅主任), all of whom are appointed by the Chief Executive (s. 3(3)).
2.2.3
In addition, there are technical officers called inspectors and taxation officers.

Organization Chart of IRD as of 1 June 2016
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2.2.4
Number of officers in IRD as per establishment (position as at 1.6.2016)

	
	Assessor Grade
	Other Grades
	Total

	Commissioner’s Office
	3
	80
	83

	CIR Unit
	54
	26
	80

	HQ Unit
	56
	646
	702

	Unit 1
	144
	216
	360

	Unit 2
	201
	565
	766

	Unit 3
	73
	538
	611

	Unit 4
	189
	51
	240

	Total
	720
	2,122
	2,842


2.2.5
Official secrecy – Except in the performance of his duties under the IRO, a person:

(a)
who has been appointed under the IRO; or

(b)
who is, or has been employed in carrying out or in assisting any persons to carry out the provisions of the IRO.

has to preserve secrecy with regard to all matters relating to the affairs of any person that may come to his knowledge in the performance of his duties under the IRO (s. 4).

2.3
Board of Inland Revenue (BIR)
2.3.1
Composition – The BIR comprises the Financial Secretary and four other members, appointed by the Chief Executive. The CIR is one of the members and dCIR is the secretary of the BIR (s. 3(1)(aa)).

2.3.2
Functions – The functions of the BIR are:

(a)
To prescribe the returns to be used for property tax, salaries tax, profits tax and personal assessment or the form of the returns.

(b)
To prescribe the rates of annual allowance for depreciation on machinery and plant.

(c)
To prescribe the procedures relating to applications for refunds and relief, appeals procedures, and miscellaneous matters as authorized.

2.3.3
Inland Revenue Rule (IRR) – The BIR may:
(a)
prescribe the procedure to be followed on applications for refunds and relief (s. 85(1)(a));
(b)
provide for any matter which the IRO is to be, or may be prescribed (s. 85(1)(b)); and

(c)
prescribe what is to be included in the expression ‘machinery or plant’ and the expression ‘implement, utensil or article’ (s. 85(1)(c)); and
(d)
prescribe any procedure to be followed in relation to an appeal to the Board of Review (s. 85(1)(d).

2.4
Board of Review (BoR)
2.4.1
Composition –
(a)
The panel of the BoR consists of a chairman and a number of deputy chairmen and not more than 150 other members, all of whom are appointed by the Chief Executive.

(b)
The members of the panel shall hold office for a term of three years but shall be eligible for re-appointment (s. 65(1)).

(c)
Members hearing an appeal to the BoR will be nominated by the chairman of the BoR (s.65(4)(a)).
2.4.2
Functions –
(a)
to hear taxpayers’ appeals on determinations made by the CIR in respect of an objection to an assessment, and s. 82A additional tax, a penalty for tax evasion imposed by the CIR or a dCIR; and

(b)
to deal with the CIR’s application for approval to request a taxpayer to supply a statement of assets and liabilities under s. 51(A)(1).

3.
Sources of HK Tax Law

3.1
Legal Framework of HK
3.1.1
The following provisions in the Basic Law are considered relevant to the continuance of the tax system in HK:
	Article
	Brief description

	5
	HK’s social and economic systems will remain unchanged

	8
	The laws previously in force in HK will be maintained

	73
	The Legislative Council of the HKSAR will have the power to approve taxation policies

	106
	The SAR shall use its financial revenues exclusively for its own purposes, and they shall not be handed over to the Central People’s Government. The Central People’s Government will not levy taxes in the HKSAR.

	108
	The HKSAR will practise an independent taxation system.

The HKSAR, taking the low tax policy previously pursued in HK as a reference, will enact laws on its own concerning types of taxes, tax rates, tax reductions, allowances and exemptions, and other matters of taxation.

	151
	The HKSAR may on its own, use the name ‘Hong Kong, China’ to maintain and develop relations and conclude and implement agreements with foreign states and regions and relevant international organizations in the appropriate fields, including the economic, trade, financial and monetary, shipping, communications, tourism, cultural and sports fields.

	153
	The application to the HKSAR of international agreements to which the People's Republic of China (PRC) is or becomes a party shall be decided by the Central People's Government in accordance with the circumstances and needs of the Region, and after seeking the views of the government of the Region.

International agreements to which the PRC is not a party but which are implemented in Hong Kong may continue to be implemented in the HKSAR. The Central People's Government shall, as necessary, authorise or assist the government of the Region to make appropriate arrangements for the application to the Region of other relevant international agreements.


	Example 1

	World Inc is a USA company and intends to expand its business into Hong Kong and the Mainland of China. However, its finance manager, David Smith, is not sure whether the PRC tax authority would impose tax on businesses to be carried out in HK. In particular, he is not sure whether the tax treaty entered into between the Mainland and the USA will be applicable to the company's businesses to be carried on in Hong Kong.

Required:

Explain using the description of Basic Law above the validity of concerns of a foreign investor like David Smith.

Answer:

David Smith should be advised that according to Article 106 of the Basis Law, 'the HKSAR shall have independent finances. The Central People's Government of the PRC shall not levy taxes in the HKSAR'.

In addition, by Article 108, 'the HKSAR shall practise an independent taxation system. The HKSAR shall, taking the low tax policy previously pursued in Hong Kong as a reference, enact laws on its own concerning types of taxes, tax rates, tax treaties, tax reductions, allowances and exemptions, and other matters of taxation'.

Furthermore, 'the HKSAR may on its own maintain and develop relations and conclude and implement agreements with foreign States and regions and relevant international organizations in the appropriate fields, including the economic, trade, financial and monetary, shipping, communications, tourism, cultural and sports fields (Article 151)'.
Finally, by Article 153, 'the application to the HKSAR of international agreements to which the PRC is or becomes a party shall be decided by the Central People of Government in accordance with the circumstances and needs of the Region, and after seeking the views of the Government of the HKSAR'.


3.2
Statute Law
3.2.1
The relevant tax statutes are the following:

(a)
Inland Revenue Ordinance (Cap. 112), which deals with taxes on income and earnings;

(b)
Inland Revenue (Amendment) Ordinances, which are enacted periodically to amend the IRO;

(c)
Inland Revenue Rules for carrying out the provisions of the IRO; and

(d)
Stamp Duty Ordinance (Cap. 117)
3.3
Case Law

3.3.1
A taxpayer who is not satisfied with an assessment may appeal to the BoR. Further appeal against a BoR decision may be made to the Court of First Instance of the High Court (CFI), then to the Court of Appeal of the High Court (CA) and finally to the Court of Final Appeal (CFA). BoR and court decisions are reported, and their decisions constitute the case law.
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3.3.2
BoR decisions do not create any binding precedent because the BoR is not a court. However, its decisions are important as reference. This is because most tax disputes are not resolved by the courts. The great majority of them are resolved at the objection stage (i.e. by agreement between the taxpayer and the Assessor or by the CIR’s determination) or by the BoR.

3.3.3
Decisions of the CA and the CFA constitute judicial precedent.

3.3.4
The doctrine of judicial precedent (遵循先例原則) is applicable to HK. Under the doctrine, decisions of a court are binding on courts of the same level or of a lower level. The highest authority is the CFA because it is the ultimate court of appeal.
3.3.5
Studying BoR decisions and tax cases
Students often find difficulty in reconciling the various BoR decisions and tax cases, and are often puzzled as to why two cases with somewhat similar facts produced contrary decisions.

For example, both Pritchard v Arundale (1971) 47 TC 680 and Shilton v Wilmshurst (1991) STC 88 dealt with payments to a taxpayer inducing him to change to a new employer. The payment was held to be taxable in the former case but exempt in the latter.

Students must understand that under the principle of judicial precedent, the decision of a higher court binds a lower court. Thus, the decision of the CFA binds that of the Court of Appeal and so on.
3.4
Interpretation of Tax Statutes
3.4.1
Words given their ordinary meaning – Words in the tax statutes should be given their ordinary and natural meaning.
3.4.2
No presumption in tax – A person can only be taxed if the statute clearly subjects him/her to tax. Otherwise he/she cannot be taxed.

3.4.3
Interpretation and General Clauses Ordinance (Cap. 1) (IGCO) – Where the meaning of words in a statute is unclear, the IGCO requires that an ordinance is deemed to be remedial and will receive such fair, large and liberal construction and interpretation as will best ensure the attainment of the object of the ordinance according to its true intent, meaning and spirit (s. 19 IGCO).
3.4.4
Context and purpose of legislation – CIR v The County Shipping Co Ltd (1990) 3 HKTC 267 showed that the court should look at the context, the scheme of the legislation, and the purpose of the legislation in interpreting tax statutes.

3.4.5
Ramsay principle – the purposive interpretation of statutes

This is a principle of construction of statutes adopted in tax avoidance cases in HK. The principle is to apply a realistic approach to the interpretation of the ordinance to see whether the statute is intended to apply to the situation in question, e.g. whether a certain transaction qualifies for exemption from stamp duty.
3.5
Departmental Interpretation and Practice Notes (DIPN)
3.5.1
The IRD issues explanations of its own departmental practice from time to time regarding interpretation of tax statutes and extra-statutory practices and concessions in DIPN.

3.5.2
These notes have no legally binding and are issued for information and guidance of taxpayers only. They do not affect the right of a taxpayer to object or appeal to an assessment.

(http://www.ird.gov.hk/eng/ppr/dip.htm)
3.6
Application of Foreign Tax Cases in HK
3.6.1
The decisions of foreign courts have no binding force in HK. However, as the tax ordinances of HK are mainly based on the statutes of Britain and other Commonwealth countries (Australia, South Africa, etc.), the decisions of courts in Britain and other Commonwealth countries may be accepted by HK courts as having persuasive authority.
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