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	LEARNING OBJECTIVES

1.
Explain and discuss application of the Ramsay principle.
2.
Explain the general and specific anti-avoidance provisions under the IRO.

3.
Discuss the application of the general and specific anti-avoidance provisions under the IRO.

4.
Discuss the tax implications and development of the tax avoidance cases.
5.
Explain deemed employment income under service company ‘Type I’ arrangement.

6.
Explain and apply DIPN 15 (Revised) and DIPN 25 (Revised).
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List of Important IRO Sections and Cases
	Section
	Description

	s. 61
	Certain transactions and dispositions to be disregarded – for artificial and fictitious transactions

	s. 61A
	Transactions designed to avoid liability to tax => obtain tax benefits.

	s. 61B
	Utilisation of losses to avoid tax

	s. 9A
	Remuneration under certain agreements treated as incomederived from an employment or profit

	s. 15(1)(m) and s. 15A
	Transfer of right to receive income.

	s. 16E(8) & s. 16EA(9)
	Commissioner’s power to determine the true market value of intellectual property rights

	s. 16EC
	Deduction under s. 16E or s. 16EA not allowable under certain circumstances.

	s. 16G(3)(c)
	Commissioner’s power to determine the true market value of a prescribed fixed asset on sale.

	s. 16J(4)
	Commissioner’s power to determine the true market value of environmental protection facilities on sale.

	s. 20
	Liability of certain non-resident persons.

	s. 20AE
	Assessable profits of non-resident persons.

	s. 21A
	Computation of deemed assessable profits under s. 15(1)(a), (b) or (ba).

	s. 22B
	Limited partner loss relief

	s. 38B
	Commissioner’s power to determine the true market value of an asset on sale

	s. 39E
	Depreciation allowances for leased machinery and plant.


	Taxpayer
	Subject Matter

	WT Ramsay v IRC (1981) 54 TC 101
	Ramsay principle

	Shiu Wing Ltd and others v CED 5 HKTC 338
	First case to adopt Ramsay principle

	Arrowtown Assets Ltd v CSR (2003 HKCFAR 517
	Ramsay principle => disregard intermediate steps as having no commercial purpose

	CIR v Tai Hing Cotton Mill (Development) Ltd (IR Appeal No. 8 of 2004)
	Ramsay can be applied side by side with s. 61 and s. 61A

	Cheung Wah Keung v CIR (2002) HKRC 90-116
	Commercial realism can be one of the considerations for deciding artificiality, and it is necessary to scrutinize the terms of the particular transaction to be impugned.

	Poon Chau Nam v Yim Shiu Cheung (2007) HKLRD 951
	Whether a person was an employee or self-employment => for s. 9A Type I service company


	Reference
	Issues Considered

	DIPN 15
	Interpretation of anti-avoidance provisions

	DIPN 24
	Type II service company


1.
Ramsay Principle
1.1
General principle
	1.1.1
	General principle

	
	The British cases, WT Ramsay v IRC (1981) 54 TC 101, followed by Furniss v Dawson (1984) 55 TC 324, established a principle to combat tax avoidance. Under this principle, if:
(a)
there is a pre-ordained (預先決定) series of transactions or one composite transaction; and
(b)
there are steps inserted which have no commercial purpose apart from the avoidance of tax,

the court can ignore the inserted steps for tax purposes and look at the end result only.


1.1.2
‘Pre-ordained’ means there was a practical likelihood that all the steps in the composite transaction must have been determined when the initial steps were carried out.
1.2
Application of the Ramsay principle in HK
1.2.1
It has been established in HK courts that Ramsay applies to HK.
	Shiu Wing Ltd and others v CED 5 HKTC 338

	The CFA first accepted that Ramsay is applicable to estate duty in this case. However, although ruling that Ramsay is applicable to estate duty, the CFA refused to regard the transaction in Shiu Wing as gift (subject to estate duty).
The CA accepted that Ramsay does not allow the alteration of the character of a particular transaction in a series or to pick bits out of it and reject other bits. The transactions in Shiu Wing were sales, not gifts.


	Arrowtown Assets Ltd v CSR (2003) HKCFAR 517

	Ramsay was then applied to stamp duty in Arrowtown case. The CFA pointed out that Ramsay is no more than the established principle of purposive interpretation of a statue. It had been said that Ramsay is a decision that the court is entitled, for fiscal purposes, to disregard intermediate steps as having no commercial purpose as a consequence of an orthodox (傳統的) exercise of purposive statutory construction.


	CIR v Tai Hing Cotton Mill (Development) Ltd (IR Appeal No. 8 of 2004)

	This case and two BOR cases (D94/04, D97/04 rules that Ramsay can be applied side by side with s. 61 and s. 61A. These cases assert that the purposive interpretation of a statute, which is essentially what Ramsay is about, deals with the question whether the relevant statutory provisions, construed purposively, were intended to apply to the transaction viewed realistically.

[The purposive approach (目的解释法) – 在目的解釋法下，法官不僅要顧及該條原本想要表達的內容，即文義規則下想要表達的內容，還要想著議會想通過這個法條所想要表達的意思。目的解釋法的核心是法官需要基於他的理解來解釋該法條，且解釋的內容還要與議會當時設立該法條的初衷一樣。]


2.
General Anti-Avoidance Provisions of the IRO
2.1
Artificial or fictitious transaction (s. 61)


(Dec 11, Dec 15)
	2.1.1
	Section 61 principle

	
	Pursuant to s. 61, where an assessor is of the opinion that:

(a)
any transaction which reduces or would reduce the amount of tax payable by any person is artificial or fictitious, or

(b)
any disposition (部署) is not in fact given effect to;

he may disregard any such transaction or disposition and the person concerned shall be assessed accordingly.


2.1.2
Artificial is not defined in the IRO. In general, an artificial transaction refers to an unusual transaction that is “not natural or not ordinary”, or a transaction which has been carried out but is commercially unrealistic.
2.1.3
Fictitious is also not defined in the IRO. A fictitious transaction refers to a transaction which is not genuine or unreal, or a transaction which the parties to it never intend to make or carry out (i.e. a sham).
2.1.4
A transaction which has been effectively carried out cannot be fictitious but can be artificial.

2.1.5
Commercial realism can be one of the considerations for deciding artificiality (Cheung Wah Keung v CIR (2002) HKRC 90-116), and it is necessary to scrutinize the terms of the particular transaction to be impugned and the circumstances in which it was made and carried out.

2.2
Transactions designed to avoid liability to tax (s. 61A)


(Dec 13, Dec 15, Dec 16)
2.2.1
The difference between s. 61 and 61A is that s. 61 concerns artificial or fictitious transactions while s. 61A concerns transactions which are actually entered or effected, but with the sole or dominant purpose of obtaining a tax benefit.
2.2.2
s. 61A can be invoked if two tests are met with respect to any transaction:

(a)
sole or dominant purpose test – one or more of the persons who entered into or carried out the transaction did so for the sole or dominant purpose of enabling the relevant person, either alone or in conjunction with other persons, to obtain a tax benefit; and

(b)
tax benefit test – a transaction has been entered into or effected which has the effect of conferring a tax benefit on a person (relevant person).
	2.2.3
	Definitions

	
	(a)
“Effected” means shares are transferred from one person to another. The transferee may or may not be an existing shareholder, and the transferor may or may not continue to be a shareholder.

(b)
“Dominant purpose” means the purpose which outweighs all other purposes combined (DIPN 15 (revised), para. 44).


(a)
Sole or dominant test
	2.2.4
	Seven specific matters

	
	In deciding the sole or dominant purpose of the person who entered into or carried out the transaction, seven specified matters are to be taken into account (s. 61A(1)(a) to (g)):

(a)
the manner in which the transaction was entered into or carried out, the background of the transaction and the alternative purposes which could be attributed to the person(s) entering into it;

(b)
the form (the legal rights and obligations created) and the substance (the practical end result) of the transaction. It is necessary to compare the legal effect and the commercial end result;
(c)
the result which would have been achieved by the transaction under the IRO, excluding the possible application of s. 61A.
(d)
any change in the financial position if the relevant person that has resulted, will result or may reasonably be expected to result, from the transaction;

(e)
whether the transaction has created rights and obligations which would not normally be created between persons dealing with each other at arm’s length under the transaction of the kind in question; and

(f)
the participation in the transaction of a corporation resident or carrying out business outside HK.


2.2.5
Not all matters are equally relevant in every case, and do not have equal weight; but all the seven matters have to be considered before a conclusion on the purpose of the taxpayer may be reached.
2.2.6
Where s. 61A(1) applies, the powers conferred on an assessor in connection with assessments will have to be exercised by an assistant commissioner, who may raise an assessment on the relevant person:
(a)
as if the transaction or any part thereof had not been entered into or carried out (s. 61A(2)(a); or
(b)
in such other manner as he considers appropriate to counteract the tax benefit which would otherwise be obtained (s. 61A(2)(b); including

(i)
making adjustments to assessments for years subsequent to the year of assessment in which the transaction was entered into.

(ii)
making corresponding adjustments to assessments of other persons affected by the transaction.
(b)
Tax benefit test
2.2.7
It is generally believed that even though a transaction may be found to have met the sole or dominant purpose test, s. 61A would not be applicable if there is no tax benefit conferred on any person.

2.2.8
Although the term “tax benefit” is defined as the “avoidance or postponement of the liability to pay tax or the reduction in the amount thereof”, it is not clear how a reference point may be established. The establishment of the reference point is the key tax benefit test.
2.2.9
Since s. 61A was modelled after Australia’s anti-avoidance legislation, the landmark Australian case FC of T v Spotless Services Ltd and Anor may be able to shed light on (解釋清楚) the tax benefit test.

	FC of T v Spotless Services Ltd and Anor

	The pivotal issue in this case was whether Spotless attempted to avoid tax by investing its surplus funds in a bank in the Cook Islands rather than in an Australian bank. On an after-tax basis, the return on the Cook Islands (庫克群島) deposit exceeded what would have been derived on a comparable deposit place with an Australian bank.
The court concluded that the dominant factor underlying the taxpayer’s investment decision was the pursuit of a tax benefit.

By adopting an alternative hypothesis approach, the taxpayer was considered to have derived a tax benefit when its actual return was benchmarked against the return that it otherwise would have received on a comparable deposit placed with an Australian bank.


	CIR v Tai Hing Cotton Mill (Development) Ltd (FACV No. 2 of 2007)

	In this case, Tai Hing and its parent company (Parent) entered into a joint venture with an unrelated party in 1987 to embark on a real estate development project. As part of the overall development plan, Parent sold some of its land holdings to Tai Hing for consideration that was comprised of a fixed amount and a variable amount, which would be determined by reference to the profits derived from the joint venture.

Upon the completion of the development project, the total consideration of the land was determined to be HK$1.1bn, which was in excess of the market value at the time of the transaction by HK$300m. The gain on the disposal of the land to Parent was capital in nature and non-taxable, whereas the payment made by Tai Hing was a deductible stock cost.
The CIR sought to disallow the consideration in excess of the market price (i.e. HK$300m) as a deductible stock cost to Tai Hing under s. 61A and the case was appealed to the CFA.

In finding the existence of a sole or dominant purpose under section 61A, the CFA focused primarily on the design of the formula by which the consideration for the land was determined. Instead of a fixed sum, the formula called for a fixed sum plus a variable amount that the CFA claimed served to convert as much of the joint venture's profits into a deductible stock cost as possible. In addition, the CFA was of the view that, in economic terms, the financial implications for the group (i.e. Parent and Tai Hing) would have been the same regardless of the amount Tai Hing paid to Parent.
Turning to the tax benefit test, the CFA and Tai Hing had different views as to the reference point to be used in calculating the tax benefit derived. Tai Hing argued that the reference point should have been the group's tax position had Tai Hing not acquired the land from Parent.
Following this line of logic, Tai Hing was attempting to establish a zero liability reference point because, absent the transaction, no tax liability would have accrued.
However, the CFA rejected this as an appropriate reference point. Instead, the court, without challenging or negating the form of the transaction, adopted the alternative hypothesis analysis under Spotless to establish the reference point as if the land had been sold at fair market value. As a result, Tai Hing was found to have derived a tax benefit equal to the tax liability on the excess of HK$1.1bn over HK$800m.


2.2.10
As apparent from the cases discussed above, the alternative hypotheses analysis has become the cornerstone of the tax benefit test and thus the application of s. 61A.

2.2.11
However, establishing an appropriate reference point may prove to be elusive (難以找到的) given the potential wide range of possibilities and the inherent difficulty in evaluating which possibility is reasonable and most likely under the facts and circumstances of each case.
3.
Utilisation of Losses to Avoid Tax (s. 61B)
3.1
Section 61B was enacted in 1986 to deter arrangements in which a profit making company purchased the shares in a company with carry forward tax losses and then the profit making company attempted to utilize such available tax losses by diverting profits to the loss company.
	3.2
	Application

	
	This section applies when:

(a)
there is a loss brought forward for a corporation;

(b)
there is a change in shareholding in a corporation which has been effected after 13 March 1986;

(c)
consequent of the change in shareholding, profits have been received by or accrued to the corporation; and

(d)
the CIR is satisfied that the sole or dominant purpose of the change in shareholding was utilization of this loss to avoid or reduce the tax liability of that corporation or any other person.


3.3
In deciding whether profits have been received, the flow of profits before or after the change will be examined in particular with reference to:
(a)
the nature and conduct of the company’s business,

(b)
the income and expenditure patterns,

(c)
the management and control, and

(d)
the background of the party to whom shares were transferred.
3.4
The consequence of applying s. 61B is that the CIR can refuse to allow the set-off of any loss brought forward.
3.5
For group reconstructions where there is a change in direct ownership (even though there is no change in ultimate ownership), s. 61B will potentially apply if a corporation with losses has other group profitable businesses consolidated into it.

3.6
However, the IRD has indicated that “it has never been the intention that s. 61B should create unnecessary inhibitions to genuine company acquisitions or group restructuring which involve changes in shareholding” (DIPN 15 (Revised), para. 54).

3.7
At present, no cases have been decided by the courts of HK in relation to s. 61B.

	Example 1

	Metropolitan Express Ltd (‘MEL’), a Hong Kong company, provides bus services between Hong Kong and the Mainland. MEL purchased a fleet of 30 buses at a cost of $33 million and started its bus operations in March 2014. In June 2014, MEL started its bus services between Hong Kong and Shenzhen after it had obtained all necessary permission from the Chinese government. All MEL’s buses are licensed to operate in the Mainland.

Recently, the management of MEL is considering the following business proposal:

Proposal 1 – To acquire all the shares in Tai Hoi Ltd (‘THL’), a business competitor that is in

financial difficulties, as part of the capital restructuring of THL for $1 million which is the fair market value of the shares. THL has a substantial tax loss brought forward. Upon obtaining control of THL, MEL will transfer part of its profitable bus operations between Hong Kong and Shenzhen to THL.

The profits tax implications for THL if MEL accepts this business proposal are as follows:

THL has a tax loss that can be used to off-set the profits generated from the business transferred from MEL. Normally this tax loss can be used for set-off under s.19C.

However, s.61B may be used by the IRD to question whether the change in shareholding in THL is solely or dominantly for the purpose of obtaining tax benefits. In applying s.61B, one has to look at both the outcome, whether a tax benefit is obtained; the purpose of the change in shareholding, and the reason for the change. If the IRD considers that there is no reason for the change, except for the purpose of obtaining tax benefits, s.61B may be invoked and the carry forward of the tax loss for set-off under s.19C will be disallowed.

MEL may succeed in arguing that there are commercial reasons, other than obtaining tax benefits, for the change in shareholdings, such as acquisition by a major competitor and capital restructuring. Hence, obtaining tax benefits is neither the sole nor the dominant purpose for the change in shareholding.


(Amended HKICPA QP MD Taxation September 2001)


	Question 1

	Sad Ltd carries on an import and export business in Hong Kong. In recent years, it incurred substantial losses due to the loss of some major customers. Happy Ltd, one of its customers in Hong Kong, proposes to acquire two-thirds of the total issued shares in Sad Ltd and inject additional working capital into Sad Ltd to finance the expansion of its export business into China.

Required:

(a)
Explain the anti-avoidance provision in the IRO relating to the transfer of shares in a loss company.

(b)
Discuss the tax implication in respect of the above proposal.


(HKICPA MD Taxation Learning Pack)


	Solution:




4.
Type I Service Company (s. 9A)


(Dec 14)
4.1
Disguised employment
4.1.1
s. 9A was introduced in July 1995 (but the effective date is 18 August 1995) to tackle those situations where employer-employee relationships are disguised in the employment consultant.

4.1.2
The use of Type I service company involves an individual providing his services through a company which he (or his associate) controls, a trust of which he (or his associate) is a beneficiary or a company controlled by such trust.
4.1.3
The individual obtains tax benefits through being able to structure employment contracts in a more tax efficient manner than was offered by his employer.
4.2
When s. 9A applies?

4.2.1
s. 9A(1) specifies the circumstances under which the new provisions can have application to remuneration paid under an (service company) agreement. In this regards, an arrangement will come within the scope of the section where:

(a)
there is an agreement;

(b)
a person (“relevant person”) carrying on, or deemed under IRO to be carrying on, a trade, a profession, a business, or a prescribed activity, is a party to the agreement;

(c)
services have been carried out under the agreement by an individual (“relevant person”) after 18 August 1995; and

(d)
remuneration for the services has been paid or credited on or after 18 August 1995 to a corporation or trustee as specified in s. 9A(a), (b) or (c).
4.3
Six conditions of s. 9A(3)
	4.3.1
	Six conditions

	
	s. 9A does NOT apply, i.e., the remuneration will not be chargeable to salaries tax, if all the following six criteria are satisfied:

(a)
the service agreement does not provide for fringe benefits which are commonly provided in an employment, e.g. annual leave, sick leave, retirement benefits, medical benefits, accommodation benefits, etc.;

(b)
the individual provides services for other persons during the term of the agreement;

(c)
the individual is not subject to any control or supervision commonly exercised by an employer;

(d)
the remuneration is not paid or credited periodically or calculated on a basis commonly used in employment contracts;

(e)
the payer has no right to dismiss the individual as if he is an employee; and

(f)
the individual is not held out to the public to be an officer or employee of the payer.


4.4
CIR’s discretion (s. 9A(4))

4.4.1
Where an individual is unable to meet one of the above six criteria, he may still be deemed not to be an employee if that individual establishes to the CIR’s satisfaction that at all relevant times the carrying out of the services was not in substance the holding by him of an office or re-employment of profit with the payer (s. 9A(4) clearance).

4.4.2
The CIR will consider the application by reference to the tests established in court cases concerning the distinction between a contract of service (i.e. one of employment) and a contract for service (i.e. an independent contractor):

(a)
control test and integration test (DIPN 25, para. 41);

(b)
economic reality test (DIPN 25, paras. 23 – 42); and

(c)
mutuality of obligations (DIPN 25, papa. 44).
	Poon Chau Nam v Yim Shiu Cheung (2007) HKLRD 951

	The CFA confirmed that the modern approach to the question whether a person was an employee was to examine all the features of their relationship against the background of the indicia of employment with a view to deciding whether, as a matter of overall impression, the relationship was one of employment. This involved a nuanced (細微差別的；微妙的) and not a mechanical approach. The indicia (指標) included:
· The degree of control exercised by the “employer”;
· Whether the person performing the services provided his own equipment;

· Whether he hired his own helpers;

· What degree of financial risk he took;

· What degree of responsibility for investment and management he had; and

· Whether and how far he had an opportunity of profiting from sound management in the performance of his task.


4.5
Advanced ruling
4.5.1
Where a relevant person is unable to meet one or more the specified criteria, but he is of the view that he, at all relevant time, is not in substance the holding by him of an office or employment of profit with the relevant person, he may apply to the CIR to have an advance ruling to determine whether there is an employment and whether s. 9A is applied to him.
4.6
No double taxation on the same income

4.6.1
To prevent double taxation, s. 9A(5) provides that if the income of a relevant individual is chargeable to salaries tax by virtue of s. 9A, the remuneration so paid or credited to the service company is not chargeable to tax in the name of the service company.

4.6.2
As a result, the service company is not entitled to the deduction of expenses and depreciation allowance in the production of its service income. The remuneration received by the relevant individual from the service company is not chargeable to salaries tax.
	Example 2

	Richard was the project manager of Chung Kong Property Ltd (‘CKPL’), a Hong Kong company which conducts a property development business in Hong Kong. His main responsibility was to procure materials used in the property development projects of CKPL and to monitor the progress of these projects.
On 31 December 2014, Richard’s employment with CKPL was terminated. In January 2015, he started his own business through a company incorporated in the British Virgin Islands, Leeson Ltd (‘LL’). LL is wholly owned by Richard, and he appointed himself the general manager of LL.
LL was formed to act as the middleman between the overseas suppliers of building materials and Hong Kong companies, including CKPL. Fees from overseas suppliers are the main source of revenue of LL. LL also made a separate contract with CKPL under which Richard would monitor some development projects of CKPL in Hong Kong. Richard performed all his services for LL in Hong Kong.

Required:

Explain whether s.9A is applicable to the relationship between LL and CKPL and the consequences if this section is applicable.

(Amended HKICPA MD Taxation June 2002)
Solution:

Section 9A is used by the IRD to challenge the use of a service company to disguise an employment relationship. Section 9A is applicable if the fees are paid to a service company for the service provided by an individual who (or his associate) controls the company. Section 9A can be applied to LL as LL is controlled by Richard who provides the same personal services to CKPL similar to those when Richard was employed by CKPL.

However, it is further provided that s.9A will not be applied if all the six criteria listed in s.9A(3) are satisfied. These criteria characterise a contract for service or professional service. Based on the information provided in the question, the relationship between Richard and CKPL is likely to meet these criteria (e.g. Richard also provides services to other companies) and s.9A is unlikely to apply.

If s.9A applies, the income that LL received from CKPL will not be assessable under profits tax, but assessable under salaries tax as Richard’s income from employment. CKPL will be required to fulfil the obligations as an employer as if Richard is its employee. However, the income that Richard derived from LL will not be taxable under salaries tax.


	Question 2

	Paul was a medical practitioner and engaged by a private hospital [“the Hospital”] in Hong Kong as a Senior Medical Officer. The appointment of Paul by the Hospital was through A Ltd, of which Paul was the major shareholder and director.

By Contract B entered into between A Ltd and the Hospital, A Ltd agreed to assign Paul to work at the Hospital. According to Contract B, A Ltd was entitled to a monthly remuneration of $330,000 and an annual bonus. The Hospital made the payment by auto-pay to the bank account of A Ltd monthly. Paul was entitled to annual vacation leave of 30 days in accordance with Contract B.

By Employment Contract C, Paul was employed by A Ltd to provide consultation services to the Hospital. He was entitled to monthly remuneration of $100,000 according to the Employment Contract C.

Required:

Discuss the tax position of Paul.


(15 marks)

(HKICPA QP MD Taxation February 2009 Q5)


	Solution:




5.
Type II Service Company
5.1
Background

5.1.1
Type II arrangements involve the use of service companies by unincorporated businesses (“UB”).
5.1.2
Service companies typically provide the UB with premises and administrative services in exchange for a management fee which is generally deductible by the UB.
5.1.3
Proprietors or partners of the UB would be employees or directors of the service company and receive remuneration from the service company.

5.1.4
Such remuneration could be structured to take advantage of the generally favourable tax treatment of non-cash remuneration under salaries tax which would not otherwise be available to the UB.
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5.1.5
The IRD sets out in DIPN 24 what it considers to be the minimum requirements which must be satisfied to support a management fee claim, and what deductions can be allowed.
5.2
Arm’s length basis
	5.2.1
	The guidelines for acceptable arrangements

	
	After much lobbying, such arrangements would be tolerated by the IRD within limit. DIPN 24 (revised), issued in August 1995, outlines the terms under which such arrangements will be accepted and warns that arrangements outside those guidelines may be challenged under s. 16(1) or s. 61 and s. 61A. The guidelines for acceptable arrangements are as follows:

(a)
Payment of management fee must be on an arm’s length basis and properly documented.

(b)
The agreement must be reduced to writing, be properly executed and deal with all relevant details, such as the relevant services, the basis on which fess are to be paid and the period covered by the agreement, etc.

(c)
Minutes of meetings approving the arrangement, invoices and receipts for payments, bank records and employment contracts must be properly kept.

(d)
The maximum allowable management fee is limited to 112.5% of the costs to the service company of providing “qualifying services” plus the costs of providing certain non-qualifying services. Costs of running the service company, e.g. audit and secretarial fees, are excluded from the calculation.

(e)
If the expenses are not wholly for a qualifying purpose, apportionment must be made.

(f)
If a commercially realistic amount is not ascertainable or cannot be reasonably estimated the whole fee is disallowed (D32/94).


5.3
Qualifying services
5.3.1
These are non-professional services which are required to provide the infrastructure in which the firm operates and to cater for its day-to-day operations.

5.3.2
They include administrative services such as provision of premises, administrative staff, plant and equipment and miscellaneous supplies.

5.3.3
They do not include services provided by an employee of a service company who is the proprietor or partner of the firm.

5.3.4
The IRD is prepared to allow deduction of the remuneration paid by the service company to such employees or salaried partners, but no mark-up on their remuneration is allowable.

5.3.5
However, if they belong to a different profession than the proprietor/partners of the firm, providing non-fee earning services, their services are treated as qualifying services, e.g. an accountant of a medical practice.
5.4
Deductions allowable

5.4.1
Only expenses for services or depreciation allowances which, if incurred by or due to the firm, would be deductible in computing its assessable profits, can be allowable to the firm.

(a)
If the expenses are not wholly for a qualifying service, an apportionment must be made.

(b)
No deduction can be allowed for remuneration paid to the proprietor or partner of the firm.

(c)
If a commercially realistic amount is not ascertainable or cannot be reasonably estimated, the whole fee will be disallowed.

5.5
Mark-up of 12.5%
5.5.1
A mark-up of 12.5% on the allowable deductions is considered commercially realistic. This mark-up can be deductible in addition to the allowable deductions in computing the assessable profits of the firm.

	Example 3

	Joy and Laughter (‘J&L’) operates a dental clinic. It owns a service company, Smiley Services Ltd (‘SSL’). SSL employs all the support staff and dentists, leases office premises, provides medical equipment, general clinical support and office supplies. The partners of J&L are the directors of SSL, and they receive a director’s fee, rent-free accommodation and various fringe benefits from SSL.

J&L paid SSL a management fee, calculated as 120% of SSL’s expenses as follows:
$
Office rental, rates and management fees
1,500,000
Medical equipment lease
360,000

General clinical support

480,000

Office supplies

340,000

Salaries and fringe benefits of support staff

1,300,000
Salaries and fringe benefits of dentists

4,800,000
Fees and fringe benefits of directors

2,500,000
Operating expenses – audit and secretarial fees
50,000
11,330,000
The statement of profit or loss of J&L for the year ended 31 March 2015 is as follows:
$
Fees
18,000,000
Management fees (11,330,000 × 120%)
(13,596,000)
Other allowable expenses
(1,200,000)
Profit

3,204,000

The statement of profit or loss of SSL for the year ended 31 March 2015 is as follows:

$
Management fees
13,596,000
Expenses (see breakdown above)
(11,330,000)
Profit

2,266,000

The tax implications to J&L and SSL are as follows:
Pursuant to DIPN 24 (revised), the maximum deductible management fees to J&L is 112.5% of the costs of the qualifying services, which are the aggregate of the following sums:

$
Office rental, rates and management fees
1,500,000
Medical equipment lease
360,000

General clinical support

480,000

Office supplies

340,000

Salaries and fringe benefits of support staff

1,300,000
3,980,000
Plus the costs of the non-qualifying services, the salaries and fringe benefits of the dentists, i.e $9,277,500 ($3,980,000 × 112.5% + $4,800,000)
The cost of the professional employees (the dentists) can be passed onto J&L, but without any mark-up. The cost of the services rendered by the partners of J&L (the directors’ fees) as well as the operating expenses of the service company are not allowable.
Profits tax payable by J&L

$
Accounting profit
3,204,000
Add: Management fees
13,596,000
Less: Allowable deduction (see above)
(9,277,500)

Taxable profits

7,522,500

× 15%
Profits tax payable

1,128,375
Profits tax payable by SSL = $2,266,000 × 16.5% = $373,890

It should be noted that although J&L would lose a deduction of $4,318,500 ($13,596,000 – $9,277,500) of the management fees paid to SSL, SSL would still be fully taxable on the management fees (see D62/01). As a result of the application of DIPN 24 (Revised), the combined tax liabilities of J&L and SSL would increase by $712,552 (16.5% of $4,318,500). To avoid this double taxation, J&L should restrict the management fees in accordance with DIPN 24 (Revised) to 112.5% of SSL’s costs of qualifying services and costs of non-qualifying services without any mark up.


	Question 3

	Mr. Young, a famous fashion designer, has been the sole proprietor of Young Design, a fashion designing company in Hong Kong, since 2005. Profits of Young Design have been subject to Hong Kong profits tax. Mr. Young is planning to set up a limited company which will act as the Consultant of Young Design. He and his wife will be the only directors and shareholders of the limited company. The Consultant will provide all services and facilities required for the operation and management of the fashion designing business of Young Design and as a reward, will receive a fee equivalent to 90% of Young Design’s turnover. Mr. Young thinks that he can reduce his business economic risks and save tax by putting this plan into effect.

Required:

Advise Mr. Young of the profits tax implications of his plan.
(8 marks)

(HKICPA QP MD Taxation March 2000 Short Question 4)


	Solution:




6.
Transfer of Right to Receive Income – s. 15(1)(m) & s. 15A
6.1
s. 15A was enacted in 1987 to counter the possibility that a person could sell the right to receive taxable income (e.g. rental income) to another person for a lump sum which might be treated as a receipt for the sale of a capital asset and so exempt from profits tax, whilst retaining the ownership of the underlying asset that produces the income. The provisions under s.15A supplement the deeming provisions under s. 15(1)(m).
6.2
Pursuant to s. 15A(1), the consideration received (or receivable) by a person in respect of a transfer of a right to receive income from property from that person to another person will be treated as a trading receipt.

6.3
s. 15A(1) shall not apply if the person, before or at the time of transfer of the right to receive income from the property to another person, also transfers the ownership or interest in the property to that person.

7.
True Market Value of Intellectual Property Rights – s. 16E(8) & s. 16EA(9)
7.1
Where the CIR is of the opinion that the consideration for the purchase or sale of the intellectual property right (IPR) does not represent its true market value, the CIR may determine the true market value of such right.
7.2
The amount so determined would then be treated as the cost or sale proceeds for the purpose of:

(a)
granting the deduction or assessing the sale proceeds in respect of the patent right or right to know-how (s. 16E(8)).

(b)
granting or making the relevant tax deductions or balancing adjustments in respect of the specified IPR (s. 16EA(9)).
8.
Deduction under s. 16E or s. 16EA not Allowable – s. 16EC


(Jun 13)
8.1
s. 16EA was enacted on 16 December 2011 to grant tax deductions for capital expenditure incurred on the purchase of registered trade marks, copyrights and registered designs, effective from the year of assessment 2011/12.
8.2
The new law however contains several anti-avoidance provisions which deny tax deductions for patent rights, rights to know-how, trade marks, copyrights and designs (collectively referred to as the “relevant right”) when:

(a)
the relevant right is purchased wholly or partly from an associate (s. 16EC(2));

(b)
the relevant right is transferred under a sale and licence back arrangement (s. 16EC(4)(a));

(c)
the relevant right is licensed for use wholly or principally outside HK by a person other than the taxpayer (s. 16EC(4)(b));
(d)
the whole or predominant part of the purchase consideration is financed directly or indirectly by a non-recourse debt (leveraged licensing arrangements) (s. 16EC(4)(c)); and
(e)
the specified IPR had been used by the taxpayer before the new law becomes operational, and the taxpayer early terminated a license which would otherwise expire after the new law becomes operational, and then purchases the specified IPR at an unreasonable consideration (s. 16EC(1)).
9.
Determine the True Market Value of a Prescribed Fixed Assets on Sale – s. 16G(3)(c)
9.1
s. 16G(3)(c) empowers the CIR to determine the value of prescribed fixed asset (PFA) when it is being disposed of at a price other than the true market value in the following circumstances:

(a)
the buyer is a person over whom the seller has control; or

(b)
the seller is a person over whom the buyer has control; or

(c)
both the seller and the buyer are persons over both of whom some other person has control; or

(d)
the sale is between a husband and a wife, not being a wife living apart from her husband.
10.
Determine the True Market Value of Environmental Protection Facilities on Sale – s. 16J(4)
10.1
s. 16J(4) empowers the CIR to determine the value of environmental protection facility (EPF) when it is being disposed of at a price other than the true market value in the following circumstances:
(a)
the buyer is a person over whom the seller has control; or

(b)
the seller is a person over whom the buyer has control; or

(c)
both the seller and the buyer are persons over both of whom some other person has control; or

(d)
the sale is between a husband and a wife, not being a wife living apart from her husband.
11.
Liability of Certain Non-Resident Persons – s. 20
11.1
s. 20 taxes on non-residents who are closely connected with their trade associates in HK.

11.2
If a non-resident carries on business with a resident with whom he or she is closely connected and the operations of such business are so arranged that it produces to the resident either no profits which arise in or derive from HK or less than the ordinary profits which might be expected to arise in or derive from HK, the business done by the non-resident is deemed carrying on in HK.
11.3
The non-resident is assessable and chargeable to tax in respect of his profits derived from such business in the name of the resident as if the resident were his agent, and all the provisions of IRO shall apply accordingly.
	Example 4

	A Ltd is a trader carrying on business in Hong Kong. Goods are purchased from suppliers in the Mainland at $10 each and sold to customers in Hong Kong at $30 each. Recently, A Ltd is

expanding its sales network to Taiwan. For this purpose, a wholly owned subsidiary, B Ltd, is

incorporated in Panama. Goods are sold at $12 each to B Ltd, which in turn sells the goods to

customers in Taiwan at $30 each.

The mark-up on goods sold in Hong Kong is $20 while the mark-up on goods sold to B Ltd is $2 only. Since A Ltd and B Ltd are closely connected (B Ltd is owned by A Ltd) under s. 20(1), s. 20(2) will apply if A Ltd is making less profits than might reasonably be expected from the sale of goods to B Ltd.

If B Ltd actively solicits customers, processes orders, bears shipping costs, arranges financing, takes credit risks and inventory risks etc, the lower price of $12 may be justified.

However, if B Ltd does factually nothing other than re-invoicing, the lower price of $12 may be challenged under s. 20(2). The business done by B Ltd will then be deemed to be carried on in Hong Kong, and B Ltd will be assessable and chargeable to tax in respect of its profits from such business in the name of A Ltd as if A Ltd were its agent.


12.
Assessable Profits of Non-resident Persons – s. 20AE
12.1
To prevent residents taking advantage of the exemption for offshore funds by investing through non-resident entities, with effect from the year of assessment 2006/07, anti-avoidance provisions are introduced as s.20AE.

12.2
Where s.20AE(1) to (3) applies, a resident person will be deemed to have derived assessable profits in respect of the trading profits earned by the offshore fund from specified transactions and incidental transactions carried out by the offshore fund in Hong Kong; regardless of whether the resident person has received any profit distribution from the offshore fund.
13.
Computation of Deemed Assessable Profits under ss. 15(1)(a), (b) or (ba) – s. 21A
13.1
To combat tax avoidance schemes involving the sale and lease back of intellectual properties, s. 21A provides that the assessable profits of a person’s income deemed taxable under s.15(1)(a), (b) or (ba) shall be taken as 100% (instead of 30%) if the relevant sum is derived from an associate, unless the Commissioner is satisfied that no person carrying on a trade, profession or business in Hong Kong has at any time, wholly or partly, owned the intellectual property.
14.
Limited Partner Loss Relief under s. 22B
14.1
According to s. 19C(5), when a corporation is carrying on a partnership business with other persons, and sustains losses in that partnership, the corporation is entitled to use its share of loss in that partnership to set off against the assessable profit of its own business.

14.2
Sometimes, the share of the taxpayer’s share of loss in that partnership far exceeds the amount of contributions made by the taxpayer to that partnership, and this usually occurs in leveraged leasing.

14.3
The objective of s. 22B is to restrict the amount of loss that a taxpayer may claim from a limited partnership. The maximum of loss that may be set off against the assessable profits of the limited partner is limited to the less of:

(a)
the amount of the limited partner’s share of loss in the partnership; or

(b)
the amount referred to as the “relevant sum”.
14.4
The “relevant sum” is defined in s. 22B(1) as the amount of a person’s contribution to the partnership at the end of the relevant year of assessment in which the loss is sustained, except that where the person ceased to be a partner in the partnership during that year of assessment.
14.5
A person’s contribution to the partnership at any time is defined in s. 22B(2) as the aggregate of:

(a)
the amount which the partner has contributed to it as capital less the sum of:

(i)
the amounts of capital that he or she has directly or indirectly drawn out or received back; and

(ii)
anything that he is or may be entitled at any time while the partnership carried on the trade, profession or business to draw out, receive back or be reimbursed from another person; and
(b)
the amount of any profits or gains of the partnership to which he is entitled but which he has not received in money or money’s worth.
14.6
The contribution to a partnership may be computed by the following formula:
	A person’s contribution to a partnership
	=
	Contributed capital at the beginning of year
	–
	Capital withdrawn in the year
	+
	Benefits entitled in the year
	+
	Share of undistributed profit for the year


	Example 5

	X Ltd and Mr. Y are the partners of Z Co, which commenced a partnership business in Hong Kong in 2014. The partners share profits and losses in the ratio of 4:1 (X Ltd : Mr. Y). X Ltd is a limited partner. X Ltd’s capital as at 31 March 2015 was $2 million, and it is agreed that Mr. Y will pay X Ltd $200,000 in 2016.

Both Z Co and X Ltd make up accounts to 30 June. For the year of assessment 2014/15, Z Co has an allowable loss of $15 million while X Ltd has assessable profits of $25 million.

Because X Ltd is a limited partner, s. 22B applies to restrict the loss available to X Ltd for set off against its own assessable profits to the lesser of the share of partnership loss and the relevant sum.

Share of loss from Z Co = $15 million × 80% = $12 million

Relevant sum = Contributed capital at 31 March 2015 of $2m – amount reimbursed of $0.2m

= $1.8 million

Loss available for set off is therefore restricted to $1.8 million. X Ltd can claim to set off this loss against its own assessable profits for 2014/15. The balance of share of partnership loss of $10.2 million ($12m – $1.8m) is carried forward in the partnership and set off against X Ltd’s share of future assessable profits of the partnership.


15.
Determine the True Market Value of an Asset on Sale – s. 38B

15.1
s. 38B empowers the CIR to determine the value of machinery and plant when it is being disposed of at a price other than the true market value in the following circumstances:

(a)
the buyer is a person over whom the seller has control; or

(b)
the seller is a person over whom the buyer has control; or

(c)
both the seller and the buyer are persons over both of whom some other person has control; or

(d)
the sale is between a husband and a wife, not being a wife living apart from her husband.
16.
Depreciation Allowances for Leased Machinery and Plant – s. 39E
16.1
Background

16.1.1
s. 39E applies to plant and machinery. It denies depreciation allowance to an owner who leases out plant and machinery in the following circumstances:
(a)
sale and lease back;

(b)
leveraged leasing – assets other than ships or aircraft;

(c)
assets other than ships or aircraft which are used wholly or principally outside HK;

(d)
leveraged leasing – ships or aircraft; and

(e)
ships or aircraft where the lessee is not an operator of a HK ship or aircraft.
16.1.2
The IRO conceded in DIPN 15 that the lease income of a lessor shall be exempt if s. 39E operates to deny depreciation allowance to him.
16.2
Sale and leaseback
16.2.1
s. 39E denies depreciation allowance to a lessor where:
(a)
machinery or plant is acquired by him; and
(b)
the asset was previously owned and used by the lessee, either alone or with others, or by his associate (s. 39E(1)(a)).

16.2.2
Depreciation allowance may be granted in a sale and leaseback arrangement if the lessor purchases plant or machinery from an “end-user”:
(a)
at a price not greater than the price paid to the supplier by the end-user; and
(b)
where no initial allowance and annual allowance have been made to the end-user in respect of the plant or machinery prior to its acquisition by the lessor.

16.2.3
For the benefit of the lessor, it is possible for the lessee to disclaim the entitlement to depreciation allowances by submitting a disclaimer to the CIR in writing within three months of the date on which the plant or machinery was acquired by the lessee, or within such further period as the CIR may permit (s. 39E(3)).
	Example 6

	Mr Chan purchased a machine on 1 July 2014 at $300,000 for use in his business. His accounts are prepared annually to 31 March. On 1 May 2015, he sold it to Tai Lee Leasing Ltd for $400,000 and leased it back for $25,000 per month.

The tax position of Mr Chan:

Depreciation allowance
30% pool

Allowance / (Charge)
2014/15
$
$
Cost
300,000
Initial allowance (60%)

(180,000)

180,000

120,000

Annual allowance
(36,000)

36,000
WDV
84,000

216,000

2015/16

Sale proceeds

(400,000)

Balancing charge (limited to depreciation allowance given)

216,000
(216,000)

The capital gain of $100,000 (i.e. $400,000 – $300,000) is not taxable.
The monthly rental of $25,000 is an allowable expense.

Tax position of Tai Lee Leasing Ltd:

· No depreciation allowance can be claimed by Tai Lee Ltd by virtue of s. 39E; and

· The lease rental of $25,000 is exempt by virtue of DIPN 15 as s. 39E denies depreciation allowance to the lessor.

To enable Tai Lee Leasing Ltd to claim depreciation allowances, Mr Chan must:

· Sell the machine at or below $300,000 to the lessor; and

· Not claim depreciation allowance on the machine. He can make a written disclaimer, but it must be made within three months after acquisition (i.e. on or before 1 October 2014) (s. 39E(3)) or such further time as the CIR allows.


16.3
Leveraged leasing other than ship or aircraft


(Jun 11, Dec 16)
16.3.1
No depreciation allowance will be given to a lessor where plant or machinery, other than a ship or an aircraft or any part thereof, was acquired by the lessor (s. 39E(1)(b)):

(a)
the machinery or plant is used “wholly or principally” outside HK by a person other than the taxpayer (s. 39E(1)(b)(i)); or

(b)
through a leveraged lease transaction (s. 39E(1)(b)(ii)).

	16.3.2
	Definitions

	
	(a)
Leverage leasing – is one in which a lessor acquires plant or machinery substantially by means of a non-recourse debt. The lessor only contributes a minor portion of the money required for the acquisition.

(b)
Non-recourse debt – means a debt for which the borrower has no absolute liability in respect of the borrowing and in the event of default in repayment, the rights of the lender are restricted to:

(i)
the asset itself; or

(ii)
the income generated by the asset (s. 39E(5)).


16.3.3
Even if the rights of the lender, in the case of borrower’s default, are not limited to the asset itself or the income generated by it, the CIR will consider the debt as a non-recourse debt if:

(a)
the lessor is a limited partnership;

(b)
the general partner of the partnership has no or few assets; and

(c)
the partnership has no assets apart from the leased asset in question.
16.3.4
It is because, for limited partnership, a creditor has no recourse to the limited partners and he has no recourse to the general partner or the partnership itself if they have no other assets.
	16.3.5
	51% of cost of asset [DIPN 15 (Revised)]

	
	The CIR will generally accept that where a lessor actually contributes or is fully at risk for at least 51% of the cost of the asset, then the financing is not predominantly by a non-recourse debt and the leverage leasing provision is not applicable.


	Example 7

	Company L is a leasing company carrying on business in Hong Kong. Company C is an enterprise carrying on business in mainland China. Company L leased its machinery to Company C for rental. The machinery was used by Company C in the Mainland.

Company L would be denied depreciation allowances in respect of the machinery under s. 39E(1)(b)(i) because the machinery was used wholly outside Hong Kong. It should be noted that no deduction would be given under s.16G because the machinery under a lease is an ‘excluded fixed asset’ as defined in s. 16G(6).


	Example 8

	A Ltd, B Ltd and C Ltd formed a limited partnership ABC & Co. Each contributed capital of $5 million (i.e. total capital of $15 million). A Ltd and B Ltd were limited partners while C Ltd was a general partner. ABC & Co borrowed $85 million from a bank at 10% interest per annum. With the loan the capital, ABC & Co, acquired a machine (which qualifies for 30% depreciation allowance) at a cost of $100 million on 1 August 2015. On the same date, it leased the machine to a lessee at $1 million a month. ABC & Co closed its accounts on 31 March. C Ltd had no other assets. The partnership had no other income.
If there is no s. 39E, the tax position of ABC & Co will be:
Depreciation allowances for 2015/16

Basis period: year ended 31 March 2016
30% pool

Allowance
$m

$m

Cost

100

Initial allowance (60%)

(60)
60
40

Annual allowance

(12)

12

WDV

28

72

Profits tax computation 2015/16
$m
Lease income
8.00

Less: Interest

(8.50)
(0.50)

Less: Depreciation allowance
(72.00)

Loss

(72.50)

Share of loss
$m
A Ltd
(24.20)

B Ltd
(24.20)

C Ltd

(24.10)

Total loss

(72.50)

· The share of loss of the three partners can be set-off against their income from other sources.
· However, by virtue of s. 22B, A Ltd and B Ltd are only entitled to set-off an amount of loss equal to the amount of their contribution, i.e. $5 million.

· The bank loan will be regarded as a non-recourse debt by the CIR because the partnership has no other assets, the general partner has no other assets and the liabilities of A Ltd and B Ltd are limited.
· As less than 51% of the cost of the machine was contributed by the partnership, the leasing is a leveraged leasing and no depreciation allowance shall be granted to ABC & Co (s. 39E(1)(b)).

· On the other hand, the lease income is not taxable (DIPN 15 (Revised)).

· No expenses will be allowed as they were not incurred for the production of chargeable income (s. 16(1)).


16.3.6
Even if all the conditions under s. 39E are fulfilled, the IRD has expressed that it may invoke s. 61A to leveraged leases if certain conditions set down by it in DIPN 15 (Revised) are not complied with, i.e. the leveraged leasing will be considered to be entered into for the sole or dominant purpose of obtaining tax benefits.
16.3.7
For example, if the financing of a machine, not being a ship or aircraft, of a lessor is not by means of a non-recourse debt and the machine is used in HK. In such case, s. 39E does not operate. However, the IRD may attempt to invoke s. 61A to deny depreciation allowances to the lessor.

16.4
Leveraged leasing – ship or aircraft
16.4.1
The lessor of ship or aircraft will not be entitled to any depreciation allowances where (s. 39E(1)(c)):

(a)
the lessee is not an operator of a HK ship or aircraft; or

(b)
the whole or a predominant part of the cost of acquisition of the ship or aircraft was financed directly or indirectly by a non-recourse debt.
16.4.2
An operator of a HK ship or aircraft is a person who carries on business as an operator of ships or aircraft, being a business controlled and managed in HK and:

(a)
in the case of an aircraft, holds an air operator’s certificate issued under the Air Navigation (HK) Order 1995; or

(b)
in the case of a ship, is responsible for paying all, or a substantial part of the operating expenses of the ship and the ship operates mainly in the waters of Hong Kong or between the waters of Hong Kong and waters within the Pearl River Delta.
16.5
Guidelines on lease financing – DIPN 15 (Revised), Part H

16.5.1
The IRD has specified the following guidelines on lease financing (para 68 – 80) to consider whether payments made by a 'lessee' are lease rentals or whether they are, in substance, consideration for the sale of the goods purported to be leased:
(a)
The lease period should not exceed ten years;

(b)
Rental rebate to the lessee at termination of the lease is not acceptable;

(c)
More than three partners is not acceptable;

(d)
Any partner’s interest in the profits and losses should be at least 30%;

(e)
The minimum capital contribution by the lessors themselves is 35% of the cost of the machinery or plant. Interest free and interest bearing loans, even with recourse, will not be accepted;
(f)
For recourse debt financing, the lessor must contribute at least 51% of the cost of the machinery or plant throughout the term of the lease.

(g)
The transaction should result in assessable profits to the partnership, before the set-off of losses, after the first three-year operation of the lease;

(h)
The lessee or ultimate end-user must be a Hong Kong operator of ships or aircraft;

(i)
The lease should not involve any advances by the lessee;

(j)
Any premature termination payments will be treated as assessable profits of the lessor; and

(k)
The lessors must demonstrate a profit-making motive (quantum of profit is at least 1% of the cost of machinery), aside from gaining tax benefits, for the transaction.
16.5.2
The IRD has indicated that transactions which do not comply with the specified requirements may lead to the conclusion that the ‘sole or dominant’ purpose of the transactions is to obtain a tax benefit and s.61A may be invoked accordingly.
Additional Examination Style Questions

Question 4
Being a director of A Ltd, Mr. X had a service agreement with A Ltd which merely provided him with a base salary of $200,000 per month. In June 2014, A Ltd entered into an unstamped tenancy agreement with Mr. X whereby Mr. X would let his solely-owned property (‘the Property’) to A Ltd for one year retrospectively from April 2014, whilst A Ltd would provide the Property back to Mr. X as a free place of residence. Notwithstanding that the market rent of the property at that time was $50,000, the rent provided under the tenancy was $100,000 payable in arrears at the end of each month. The mortgage interest payable by Mr. X in respect of the Property was around $40,000 per month.
Required:

In respect of the quarters arrangement between A Ltd and Mr. X, advise:

(a)
How Mr. X could benefit from the arrangement for tax purposes. (Note: No computation is required.)
(6 marks)

(b)
How Mr. X should be assessed to salaries tax in respect of the arrangement. (Note: Critically analyse the arrangement and discuss whether s.61 of the IRO is likely to be invoked by the IRD.
(9 marks)



(Total = 15 marks)



(Amended HKICPA QP MD Taxation December 2011 Case Q4)
Question 5
Dr A operates a medical practice in his own name in Hong Kong. Recently, Dr A is considering to carry on his medical practice through Company E. Company E is a corporation of which Dr A and Mrs. A are the only shareholders and directors. It incurred a significant loss from share dealing in 1997, and has been left dormant since then.
Dr A consults his accountant as to whether it is a good idea from a tax perspective.

Required:

Discuss the following issues in relation to Dr A’s idea of carrying on his medical practice through Company E:

(a)
Whether, and if so how, the change in the mode of carrying on the medical practice can help Dr A reduce his tax liabilities.
(6 marks)

(b)
What ethical considerations the accountant should be aware of in advising Dr A on such a tax planning idea.
(5 marks)


(Total = 11 marks)


(Amended HKICPA QP MD Taxation December 2012 Case Q6)
Question 6
Mr. Lam is an experienced accountant who has worked as a Chief Financial Officer in various listed companies in Hong Kong for years. Last month, Mr. Lam resigned from his present employment and established a limited company named AS Consultancy Limited (“ASC”) for exploring business opportunities in providing financial consultancy services. Mr. Lam is the sole director and shareholder of ASC.
Recently, Mr. Lam was approached by a Hong Kong company named Full Peak Limited (“FPL”) to provide financial consultancy services to its factory located in Thailand. According to the consultancy services agreement recently entered into between ASC and FPL, Mr. Lam is required to travel to Thailand ten to fifteen days per month to provide ad hoc accounting and financial advisory services with respect to the operations of the Thailand factory. Incidental advisory services may also be required when Mr. Lam is in Hong Kong. Consultancy fee income will be received by ASC from FPL on a quarterly basis.
Required:
(a)
Discuss the relevant specific anti-avoidance provisions in the IRO and the applicable principles adopted by the IRD in assessing whether the income of ASC is deemed as the employment income of Mr. Lam under the “Service Company Type I” arrangement.



(5 marks)

(b)
Discuss the possible pro-active action available to ASC to ascertain if the abovesaid specific anti-avoidance provisions against “Service Company Type I” arrangement in the IRO are not applicable to ASC.
(3 marks)

(HKICPA QP MD Taxation December 2014 Q5)
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