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Abstract

It seems to be generally recognized that the complexity of modern tax law is largely due to the weight of the burden; and, therefore, that lowering the rates of tax might facilitate the simplification of the law. What is perhaps under-appreciated, however, is the degree of simplification that lower rates of tax might make possible. Hong Kong seems to offer a useful lesson in this regard. The territory is famous for its very low rates of tax. That the law is relatively simple is also well-known. The degree of simplicity, however, seems not to be widely appreciated. On the contrary, tax practitioners from other jurisdictions, encountering it for the first time, typically have difficulty in accepting that so simple a system can function satisfactorily, or even at all. Rules which are widely assumed to be obvious necessities are simply not there. Yet the system works better than most. The aim of this paper is to examine Hong Kong’s income tax legislation and the cases bearing on its interpretation; and so to show how simple tax law can be.

Introduction

Hong Kong is famous for its low rates of tax. It seems also to be well-known that the territory’s tax system is relatively simple. What seems to be under-appreciated, however, is just how simple it is.

Hong Kong’s system of income tax is provided for, still, by the Inland Revenue Ordinance 1947.
 When it first became law, the Ordinance consisted of 90 sections, and occupied a total of 43 pages in the issue of the Hong Kong Government Gazette in which it was published. Since then it has been amended repeatedly (though far less often and far less extensively than the taxing statutes in other jurisdictions). Consequently, it is now much more complex than it was. Even so, it is still only about 200 pages all up – and it contains not only the substantive law but also the machinery for its administration: taxpayer’s obligations, the commissioner’s powers, appeals procedure, and so on.

It might be supposed that the successful operation of so skeletal a statute must depend upon a correspondingly comprehensive body of case law. It might be supposed, in other words, that the courts must have filled in the gaps left by the legislature. But this is not so. On the contrary, one of the most striking features of the case law which has grown up around the Inland Revenue Ordinance is the number and size of the gaps in it. 

The aim of this paper is to examine the law (that is, the Inland Revenue Ordinance and the cases relevant to its interpretation); to examine, in particular, its simplicity; and to examine also the factors which appear to have made this simplicity possible. I explain the operation of the Ordinance as a whole, but concentrate on the taxation of business profits. More particularly still, I examine the way in which Hong Kong law distinguishes between trading profits and capital gains (crucial, because capital gains are exempt from tax) and between Hong Kong profits and offshore profits (also crucial, because offshore profits are exempt from tax). The reasons for this emphasis are that the taxation of profits is both fiscally and politically important; the taxation of profits poses greater conceptual challenges than the taxation of other forms of income; and firms (particularly those engaged in cross-border business) are commonly in a position to undertake more sophisticated tax planning measures than individuals. For these reasons, the complexity of most countries’ tax law is very largely attributable to the difficulties posed by the taxation of profits. The simplicity of this aspect of Hong Kong’s tax system is therefore especially instructive.

The basic structure of Hong Kong’s tax system

Taxes on income were first introduced in Hong Kong by the War Revenue Ordinance 1940, as a means of financing a contribution to the British war effort. The colonial government proposed to establish an income tax of the kind it considered “normal”: that is, a single tax on the worldwide incomes of persons resident in the colony and also on income derived from the colony by persons resident elsewhere. But the government was dominated by the colonial business community, which was predictably opposed. Consequently, the system of taxation in fact established differed from this norm in two basic respects. First, there was no tax on income, as such, at all. Instead, there was a schedular system of three separate taxes on three different kinds of income: property tax was charged on rents derived from land and buildings; salaries tax on income from employment (and on various analogous forms of income, such as directors’ fees); and profits tax on the profits of business. Second, each of these three taxes was confined to income derived from Hong Kong. Offshore income, in other words, was exempt from tax (whether taxed elsewhere or not). This system was revived after the war by the Inland Revenue Ordinance 1947, which remains in force today.

The 1947 Ordinance also added to the system a mechanism called “personal assessment”. This is essentially a “normal” income tax - but a voluntary one, to which taxpayers can choose to submit themselves, if they wish, instead of paying the separate taxes on the several components of their incomes. Thus, the Inland Revenue Ordinance 1947 gives each taxpayer a choice: she can pay the schedular taxes (property tax, salaries tax and profits tax) on the several components of her income; or she can elect to have them combined, and pay tax on the total. 

The statute and the cases

Judged by the standards of other developed jurisdictions, the case law which has grown up around Hong Kong’s Inland Revenue Ordinance is disconcertingly incomplete. To provide a comprehensive account of the gaps would be tedious, but some examples might serve to give an idea of their nature and scale.

One illuminating instance is the tax treatment of dividends. The Inland Revenue Ordinance provides that no tax is payable on dividends paid out of profits which have borne tax.
 The implication, one might think, is that dividends paid out of untaxed profits might be taxable (in some circumstances, at least). Curiously, though, Hong Kong’s Inland Revenue Department seems never to have asserted that this might be so. At least, the law reports contain not a single case in which the Department has sought to tax a dividend. Taxpayers, too, have been curiously unassertive. Like the Department, they have chosen not to take points which seem clearly to be worth arguing. For example, the Department maintains that neither an employee nor a self-employed person can deduct the cost of clothing.
 In the case of employees, the Department’s position seems sound (though still debatable).
 In the case of self-employed persons, however, the authority for the Department’s position is dubious in the extreme;
 yet no-one appears ever to have challenged it.

Thus, the prevailing interpretation of the Ordinance rests heavily on a kind of consensus, shared by taxpayers and the Department and supported by only the sketchiest authority, or none at all. To some extent, this is no doubt true of all tax systems (and, indeed, law generally): some points, whilst arguable, are not worth taking. The point, however, is that the threshold at which an arguable point of tax law becomes one worth arguing seems to be very much higher in Hong Kong than elsewhere.

Property tax

Property tax is imposed on rental income derived from land and buildings.
 It is charged at the flat “standard rate”, currently 16%.
 There are no allowances. Consequently, the flat 16% applies from the first dollar. The tax is imposed on gross rents, less 20%.
 There is no provision for the deduction of landlords’ actual expenditure, which is therefore irrelevant. Thus, the statute effectively assumes that landlords incur deductible expenditure equal to 20% of their rental receipts.
 Like the other taxes imposed by the Inland Revenue Ordinance, property tax is based on the “source principle”. It is imposed only on income derived from property “situate in Hong Kong”.
 Income derived from offshore property, in other words, is exempt from tax (whether or not taxed in the jurisdiction in which the property is situated). Also, property tax is imposed only on landlords who are natural persons.
 Corporate landlords are taxed on their rental income, but they pay profits tax, not property tax.

Property tax is provided for by Part II of the Inland Revenue Ordinance. Part II is simple in the extreme: it consists of four sections of about half a page each. There is virtually no case law, because there has been virtually no litigation.

Salaries tax

Salaries tax is provided for by Part III of the Ordinance, which consists of 12 sections, averaging a little under a page each. Salaries tax, then, is, somewhat more complex than property tax, but still extraordinarily simple, judged by the standards of the rest of the developed world.

The tax is charged on income from employment, and also on analogous forms of income such as directors’ fees.
 There is a system of allowances which effectively exempt from tax the first part of the taxpayer’s income.
 The rest is taxed at progressive rates, currently 2%, 8%, 14%, and 20%.
 There is also, however, a provision limiting liability to the amount produced by applying the flat standard rate (16%) to the whole of the taxpayer’s income, without the benefit of any allowances.
 There are thus two separate methods of calculating a person’s liability to salaries tax. The first is to subtract the allowances to which the individual’s circumstances entitle her; and to apply the progressive rates to the remainder. The second is to apply the flat standard rate to the whole of the assessable income, from the first dollar. The taxpayer gets the benefit of whichever calculation produces the lesser liability. The consequence of this is that incomes beneath a certain point (known colloquially as the “standard rate threshold”) are taxed at the progressive rates (because these produce a lower liability than would the flat standard rate); and incomes above that point are taxed at the flat standard rate (because, for incomes above the standard rate threshold, the progressive rates, culminating in a maximum of 20%, produce a larger liability than the flat 16%).

Judged by the standards of the rest of the world, the allowances are exceedingly generous: they are so high as effectively to exempt about two thirds of the workforce from tax altogether. (Salaries tax is thus aptly named: mere wages are not taxable in Hong Kong.) Moreover, very few taxpayers’ incomes exceed the standard rate threshold. Of those who pay tax, therefore, the overwhelming majority are taxed at the progressive rates rather than the flat standard rate; their total liability, in other words, is less than 16%.

Salaries tax has given rise to more litigation than property tax. For example, there have been disputes over the distinction between employees (who are liable for salaries tax) and independent contractors (who are liable for profits tax).
 The distinction is significant, because the rules for deductibility for profits tax are far more generous.
 For instance, an independent contractor can deduct entertainment; an employee generally cannot. For present purposes, however, the most notable aspect of this feature of Hong Kong’s tax system is not the disputes, but that liability can vary very considerably depending on whether a person is an employee or a contractor. Elsewhere in the world, the legislature has typically resorted to considerable complexity of legislation to eliminate or at least ameliorate such inequities; in Hong Kong it has not.

Also notable is the tax treatment of persons deriving income from employment from outside Hong Kong. Salaries tax (like property tax and profits tax) is confined to income derived from Hong Kong.
 Offshore income, in other words, is exempt from tax. The Ordinance contains a number of rules for distinguishing between employment income derived from Hong Kong (which is taxable) and employment income derived from outside Hong Kong (which is not).
 These rules are more important in Hong Kong than similar rules in other jurisdictions, not only because offshore income is simply exempt from tax, but also because it is very common for Hong Kong residents to work both in Hong Kong and elsewhere.
 The Board of Review (the tribunal charged with determining disputes between taxpayers and the Inland Revenue Department) has interpreted these in such a way as to favor non-residents;
 and the Inland Revenue Department administers the Ordinance in accordance with this interpretation. The practical effect of this seems to be that Hong Kong’s tax system favors expatriates and discriminates against Hong Kong Chinese. Any taxpayer aggrieved by this practice would be entitled to appeal – but none has. This curious state of affairs might once have been dismissed as a distasteful relic of colonialism, but seven years after the resumption of Chinese rule this explanation is unconvincing. Rather, it seems that at Hong Kong’s low rates of tax the issue is simply not worth arguing about.

Profits tax

Profits tax is of course a tax on profits. It is imposed on both incorporated and unincorporated firms. Profits tax is provided for by Parts IV and VI of the Inland Revenue Ordinance, which consist of about 70 sections in total, averaging a page or so each. Profits tax is thus considerably more complicated than property tax or salaries tax, but still much simpler than the taxes on profits to be found elsewhere in the developed world.

Unincorporated firms (that is, mainly sole proprietorships and partnerships) are charged at the flat standard rate (16%).
 There are no allowances. Consequently, tax is payable at 16% from the first dollar, irrespective of the amount of profits; and irrespective of the personal circumstances of the firm’s proprietor or proprietors.
 In the case of a sole proprietor, he or she is of course liable for the whole of the tax. In the case of a partnership, the partners are liable for the tax in the same shares as they are entitled to the profits. No further tax is imposed on distributions.

In the case of corporations, profits tax is charged at 17.5%.
 No further tax is imposed on dividends. In other words, dividends are treated as distributions out of a taxed fund, and accordingly exempt. Notably, though, dividends are exempt from tax even if the profits out of which they are paid have not been taxed.
 As with unincorporated firms, the profits tax on corporations is a final liability. It is not subject to adjustment, either upwards or downwards, in light of shareholders’ total incomes or other circumstances. Nor is there any system of imputation: since dividends are simply exempt from tax, there is obviously neither any need nor any room for imputation. One of the more obvious advantages of very low rates of tax is thus that it makes feasible the extremely simple treatment of corporate profits. To put it another way, Hong Kong’s tax system appears to demonstrate that the so-called “problem” of taxing corporate profits is entirely a function of relatively high rates of tax.

The legislation providing for profits tax is extremely simple. The charging provision, which is contained in section 14, is worded as follows:

“Subject to the provisions of this Ordinance, profits tax shall be charged for each year of assessment at the standard rate on every person carrying on a trade, profession or business in Hong Kong in respect of his assessable profits arising in or derived from Hong Kong for that year from such trade, profession or business (excluding profits arising from the sale of capital assets)
 as ascertained in accordance with this Part.”

This is supported by section 2, which defines “person” as including “corporation”. Section 14 thus imposes profits tax on both incorporated and unincorporated firms. Section 14 provides also that, in the case of a corporation, profits tax is imposed not at the “standard rate”, but at the rate specified in Schedule 8.
 The rate specified in Schedule 8 has varied from time to time, but has always been slightly (one or two percentage points) above the standard rate. Thus, profits tax is imposed on both incorporated and unincorporated firms; but corporations pay at a rate 1 or 2% higher than unincorporated firms. This excess is colloquially referred to as the “corporate surcharge”.

The wording of section 14 (as recited above) is such as to impose profits tax only where two basic conditions are satisfied. First, there must be a person (whether incorporated or unincorporated) carrying on a “trade, profession or business”. Second, there must be profits “arising in or derived from Hong Kong”.
 Both call for comment.

“Trade, profession or business”

Section 14 does not tax all profits. Rather, it taxes only those produced by the carrying on of a “trade”, a “profession” or a “business”.
 If a profit is produced by an activity covered by one (or more than one) of these words, it is taxable (assuming that the activity is carried on in Hong Kong; and that the profit produced by it is derived from Hong Kong). Otherwise, it is not. The formula “trade, profession or business” was copied (indirectly, via various other British colonial taxing statutes) from the “trade”, “profession” and “vocation” which have long been central to British income tax legislation. The word “profession” no doubt humors those who prefer theirs not to be classified as a trade or a business, but is otherwise unimportant.
 The word “vocation” does not appear in Hong Kong’s Inland Revenue Ordinance 1947, and so is of no further concern here. The word “business” was presumably intended to broaden the scope of the Hong Kong statute; as will be seen, however, it has had very little effect. The crucial word, then, is “trade”.

The word “trade” has been used in British income tax legislation for over 200 years. It is defined as including “every adventure…in the nature of trade”. This wording, too, was adopted in Hong Kong.
 As is well-known, there are many cases, both British and from various other Commonwealth jurisdictions, on the meaning of both the word “trade” and the formula “adventure in the nature of trade”. Perhaps most importantly, the use of the singular “adventure” is interpreted as confirming that in some circumstances a one-off transaction amounts to the carrying on of a trade (and, therefore, that any resultant gain is taxable).
 Hong Kong’s courts have consistently accepted these cases as authoritative.
 Thus, by copying the terms of the legislation, Hong Kong got the benefit of the cases also.

Copying what was tried and true was sensible, especially in the circumstances prevailing in Hong Kong in the 1940s. It is necessary to emphasize, though, that the word “trade” bears a much heavier weight in Hong Kong than it does in the United Kingdom or in other Commonwealth jurisdictions. For example, in some circumstances the buying and selling of land amounts to an adventure in the nature of trade; and therefore to the carrying on of a trade. In other circumstances, it does not. Rather, it is the making and realizing of an “investment”.
 In the United Kingdom, if the purchase and sale do not amount to trading, the profit is not chargeable to income tax; but it is generally chargeable to capital gains tax. Even in jurisdictions in which there is no tax on capital gains as such, there are commonly rules extending the definition of income to cover specified kinds of short-term capital gains. An example is New Zealand, where in some circumstances capital gains on land are treated as income. In Hong Kong, on the other hand, the issue remains straightforward: if the purchase and sale amount to trading, the gain is chargeable to profits tax; conversely, if the purchase and sale do not amount to trading, the gain is not taxable at all. This is so of a private individual buying and selling a small residential apartment; and it is equally so of a large corporation buying and selling a billion-dollar building. Hong Kong has thus preserved a degree of simplicity in its tax legislation which elsewhere was lost long ago.

Nor is that all, for capital gains are not the only species of income beyond the reach of Hong Kong’s Inland Revenue Ordinance. Take, for example, interest. In other jurisdictions, interest is treated as a type of income, and therefore chargeable to tax. But in Hong Kong, there is no tax on income as such. (Rather, as I have explained, there is a schedular system of three separate taxes – property tax, salaries tax and profits tax – plus personal assessment.) A firm which makes a number of loans and collects interest on them is typically carrying on a trade of money-lending; the interest is therefore chargeable to profits tax.
 But making a single loan and receiving interest on it typically in itself does not constitute the carrying on of a trade; consequently, the interest is not taxable under section 14.
 

The meaning of “trade” has been frequently litigated in Hong Kong. Most of the cases concern land; almost all the rest are about transactions in securities.
 Given the nature of the problem, and the scale of the revenues at stake, the number of cases is unsurprising. The point, however, is not that the matter has been frequently litigated, but that the legislature has been content to leave it to the courts. Thus, an approach which seems quaint and old-fashioned, judged by the standards of the rest of the world, still works well enough in Hong Kong.

Also requiring comment is the word “business” (for section 14, as I have recounted, taxes not only the profits of “trade”, but also the profits of “business”).
 Given the apparent importance of the word “business”, one might expect its meaning to have been thoroughly tested. Indeed, given the restricted scope the courts have given “trade”, one might expect the Inland Revenue Department to have turned to “business” with enthusiasm. Specifically, one might expect the Department to have taken an expansive approach to its interpretation; to have issued assessments to tax accordingly; and, when challenged, to have defended them in court on the basis that the assessee’s activities, if not a trade, were at any rate a business. But it has seldom done so.

Rather, this basic issue has been approached almost exclusively in terms of whether the taxpayer’s activities amount to a trade. The reason is simply that the word “trade” was used in the British legislation; and that there was a large body of English case law on its meaning. Consequently, there are many Hong Kong cases on the word “trade”; a small number on “business”;
 and none at all on “profession”. There is thus a curious imbalance in the cases defining the basic scope of Hong Kong’s tax system. In particular, it seems probable that the word “business” is capable of a broader meaning than “trade”; that the scope of section 14 (properly interpreted) is therefore broader than the Inland Revenue Department has asserted; and that the Hong Kong government has consequently always failed (and is still failing) to collect a significant part of the revenue to which it was (and is) entitled. In most other developed jurisdictions, such a state of affairs would be intolerable and, indeed, difficult to imagine. In Hong Kong, in contrast, this issue is of little concern.

Source

Most countries tax resident firms on their worldwide profits, meaning both domestic and offshore profits. Hong Kong, however, does not. Rather, as I have mentioned, profits tax, like property tax and salaries tax, is confined to income derived from Hong Kong. In the vernacular, profits tax (like the other two taxes) is “based on the source principle”. Offshore profits, in other words, are simply exempt from tax. My purpose here is not to comment on the merits of this policy (though that is an interesting and important topic),
 but to examine the legislation by which it is effected.

As will be seen, the simplicity of Hong Kong’s Inland Revenue Ordinance is in this respect extreme. Before examining its terms, however, it is necessary to emphasize that the absence of detailed source rules in the Ordinance is a far more telling measure of its simplicity than would be the case elsewhere. Many other jurisdictions have detailed rules for determining the source of income. But most of these jurisdictions tax residents on their worldwide incomes. Such jurisdictions’ source rules are not, therefore, the primary determinant of residents’ liability to tax. Rather, their function is, first, to determine the taxability of non-residents’ income (because non-residents are typically taxable only on income derived from within the taxing jurisdiction); and, secondly, to determine the availability to residents of foreign tax credits (because resident taxpayers are typically entitled to credit for foreign tax paid on offshore income; but they are not entitled to credit for foreign tax paid on income derived from the jurisdiction in which they are resident). Thus, many jurisdictions’ tax statutes contain detailed source rules, even though source is not the principal determinant of liability. Hong Kong’s Inland Revenue Ordinance, on the other hand, contains no such rules, even though source is the principal determinant of liability (in that profits derived from outside the territory are simply exempt from tax, whether taxed in some other jurisdiction or not).

It is necessary to emphasize also that the source of profits is a far more important issue in Hong Kong than in most other jurisdictions. Indeed, it seems likely that the issue is more important in Hong Kong than anywhere else in the world. The reason is that Hong Kong’s economic reason for being is to serve as a center for cross-border trade, finance and investment. The territory was colonized by the British in 1842 expressly for this purpose, and has fulfilled it very satisfactorily ever since (apart from the period 1941 to 1945, when it was occupied by the Japanese). In the beginning, the colony’s economy was based on the opium trade, which consisted of foisting Indian opium on Chinese consumers. Later, Hong Kong served as an entrepot for international trade in goods generally. After 1945, its economy came to be largely based on manufacturing for export. Then, in the 1970s, Hong Kong became an internationally important financial center. Again, much of this business was of an international nature – that is, it consisted of meeting the needs of lenders and borrowers outside Hong Kong. Later still, in the 1980s, Hong Kong became an important source of investment in the Chinese Mainland. The territory also came to function as a conduit for foreign investment in the Mainland.
 For these reasons, the purely domestic part of Hong Kong’s economy has always been relatively small; and, since the introduction of taxes on income in 1940, the distinction between domestic profits (which are taxable) and offshore profits (which are not) has been correspondingly crucial.

One might think, then, that if any jurisdiction needs detailed source rules, it must be Hong Kong. In fact, however, the legislation is simple in the extreme. As I have said, section 14 of the Inland Revenue Ordinance imposes profits tax only on profits “arising in or derived from Hong Kong” – and that is it.
 As to what these words might mean, the Ordinance says almost nothing.

In other jurisdictions, it is common for taxing statutes to contain a whole raft of rules for determining the source of profits produced by specific forms of commercial endeavor. Unsurprisingly, such rules typically serve not merely to clarify the law, but to do so in such a way as to prevent the erosion of the tax base. Most importantly, it is common for taxing statutes to provide that profits produced by carrying on a business within the jurisdiction are derived from the jurisdiction. Thus, if a non-resident carries on business within the jurisdiction, any profit produced by the business is taxable there. This basic approach is commonly both endorsed and limited by treaties based on the OECD Model Tax Treaty, article 7 of which in effect both (1) confirms the right of a contracting state to tax business profits sourced within its territory, and (2) confines the exercise of the right to cases in which the taxpayer has a permanent establishment there.

In addition to the rule applicable to business profits generally, it is common for taxing statutes to contain more specific rules applicable to more specific forms of income, such as interest; income from land; rentals derived from movable property; royalties; insurance premiums; dividends; and so on. Again, treaties based on the OECD Model commonly both confirm and limit contracting states’ rights to tax income of these kinds.

Hong Kong’s Inland Revenue Ordinance contains two rules of this nature. First, sums received for the use of intellectual property in Hong Kong (that is, royalties) are deemed to be derived from Hong Kong.
 Such sums are, therefore, taxable. Secondly, sums received for the use of movable property in Hong Kong are likewise deemed to be derived from Hong Kong.
 Again, therefore, such sums are taxable. But that is all; apart from these two rules, the territorial scope of profits tax depends simply on the words “profits arising in or derived from Hong Kong”.
 Most strikingly, the Inland Revenue Ordinance does not provide that the profits of a business carried on in Hong Kong are derived from Hong Kong. Thus, the wording of section 14 appears to leave open the possibility that a firm carrying on business in Hong Kong, and without a permanent establishment anywhere else, can derive profits from outside Hong Kong; and that such profits are not subject to tax in Hong Kong. Moreover, Hong Kong’s courts have confirmed that this interpretation is correct. In other words, Hong Kong’s courts have accepted that it is possible for a part (or even the whole) of the profits of a firm carrying on business in Hong Kong and nowhere else to be derived from outside Hong Kong; and that such profits are therefore not taxable in Hong Kong.

That so basic an issue has been left to the courts is in itself instructive. So, too, is the manner in which the courts have tackled it. Despite a more or less continuous stream of litigation, radical uncertainty persists. The taxability of even routine forms of business activity remains unclear. By the standards of the rest of the developed world, the uncertainty prevailing in Hong Kong would be plainly intolerable. In Hong Kong, however, the level of uncertainty, whilst acknowledged as a problem, is not regarded as a serious one. There has occasionally been discussion of reform; but the available cures seem generally to be regarded as worse than the ailment. One reason for this is presumably the lightness of the burden. Uncertainty as to liability is of course undesirable, but there is certainty of another kind: that the worst possible outcome (from the taxpayer’s point of view) is tax at 17.5%.

The interpretation of the source principle: traders and manufacturers

In the late nineteenth century and for the first few decades of the twentieth, most British colonies’ tax systems were said to be based on the source principle.
 In other words, most colonies did not tax residents on their offshore incomes. This was so in, notably, Australia, New Zealand, India, the Canadian provinces and various British colonies in Africa. As the twentieth century went by, however, these jurisdictions generally withdrew this exemption. That is, they extended their tax systems to catch income derived by residents from outside the jurisdiction (though South Africa did so only in 2001). Thus, by the time Hong Kong adopted its source-based tax system in 1940, source-based tax systems had fallen out of fashion almost everywhere else. Before Britain’s other colonies took to taxing offshore income, however, their courts were repeatedly called upon to determine whether particular items of income were derived from within the jurisdiction (and therefore taxable) or from outside it (and therefore not). The Australian case law on the distinction was especially strong; but there were numerous New Zealand, South African, Canadian and Indian cases, too. There was also a series of nine Privy Council decisions.
 

When Hong Kong’s Inland Revenue Ordinance became law in 1947, the territory’s new Inland Revenue Department assumed that these cases (which, for convenience, I will refer to collectively as “the Imperial source cases”) applied in the colony. In due course, this view was confirmed by the colony’s courts.
 As with the cases on “trade”, this was sensible; for the courts of a small and under-developed colony to have attempted to reinvent the wheel would have been at best a waste of effort. The Imperial source cases thus became in effect part of the law of Hong Kong. These cases established a number of rules (or, at least, guidelines) for determining the source of many different kinds of income. There were rules for determining the source of “trading” profits (that is, profits made by buying and selling things); “manufacturing” profits (profits made by manufacturing and selling things); interest; dividends; royalties; profits made by rendering services; profits derived from transactions in land; insurance premiums; income from employment; and so on. For present purposes it is not necessary to examine all of these rules, but those bearing on trading profits and manufacturing profits are of such fundamental importance that it is necessary for even a summary account of Hong Kong’s tax system to examine them.

As regards trading profits, the Imperial source cases had established that a profit made by buying and selling goods is generally derived from the place where the goods are sold. Thus, if a firm buys goods in jurisdiction A and sells them at a profit in jurisdiction B, the profit is generally derived from jurisdiction B. The profit is therefore not taxable in jurisdiction A (assuming jurisdiction A has a source-based tax system).

As regards manufacturing profits, the Imperial source cases had established that a profit made by manufacturing goods in one jurisdiction and selling them in another is derived partly from each. Such a profit is therefore taxable in part in each of the two jurisdictions. Thus, if a firm makes a profit by manufacturing goods in jurisdiction C and selling them in jurisdiction D, part of the profit is derived from the place where the goods are manufactured (jurisdiction C) and part from the place where they are sold (jurisdiction D). In such circumstances, source-based tax legislation implicitly requires the apportionment of the profit. That is, jurisdiction C taxes the part of the profit attributable to the manufacturing; and jurisdiction D taxes the part attributable to the selling (assuming that both jurisdictions have source-based tax systems).

For about thirty years, Hong Kong’s Inland Revenue Department administered the Inland Revenue Ordinance in accordance with these rules. Then, in about 1980, the Department adopted a more expansive interpretation of section 14 (that is, of the words “profits arising in or derived from Hong Kong”). Specifically, it took the position that the profits of a business carried on in Hong Kong are generally derived from Hong Kong, unless properly attributable to a permanent establishment outside Hong Kong. Moreover, the Department succeeded in persuading the courts (including the Privy Council) to accept this view. Consequently, whilst the legislation remained unchanged (that is, section 14 continued to provide for profits tax to be imposed only on “profits arising in or derived from Hong Kong”), its effective scope was expanded dramatically. Most importantly, in Commissioner of Inland Revenue v HK-TVB International Ltd,
 the Privy Council established the “operations” test, according to which a profit is derived from the place where the taxpayer carried out the operations which “in substance” produced it.
 Thus, if a firm carries on business in Hong Kong, and has no permanent establishment anywhere else, its profit will generally be derived from Hong Kong – and therefore taxable there. In the same case, the Privy Council observed that it is only in “rare cases” that a firm carrying on business in Hong Kong can derive profit from outside Hong Kong, unless it has a permanent establishment outside Hong Kong to which it can properly attribute part (or all) or its profit.
 This appears to amount to a comprehensive rejection of the earlier decisions.

This reinterpretation of section 14 has had important consequences for the tax treatment of profits generally, including both trading profits and manufacturing profits. The law of Hong Kong is now that a profit made by buying goods in Hong Kong and selling them elsewhere is generally derived entirely from Hong Kong (unless the sales are effected by a permanent establishment outside Hong Kong); and that such a profit is therefore generally taxable in full.
 Thus, profits of a kind which the Inland Revenue Department and the courts previously accepted as entirely exempt from tax are now taxable in full. At least, that is what the law seems to be – the cases are still too few and far between to allow a definitive statement.

Similarly, the law of Hong Kong now seems to be that a profit made by manufacturing goods in Hong Kong and selling them outside Hong Kong is derived entirely from Hong Kong and therefore taxable in full (unless, again, the sales are effected by a permanent establishment outside Hong Kong). Thus, profits of a kind which the Department previously accepted as taxable only in part are now taxable in full. 

This reinterpretation is especially notable, in that it is based on no direct authority at all – for no Hong Kong court has ever been called upon to determine the source of a manufacturer’s profits. The original interpretation was based on manufacturing cases from other jurisdictions, notably Australia.
 That these cases were applicable in Hong Kong was accepted by the Inland Revenue Department and by all Hong Kong’s manufacturers without the point ever being litigated. The current interpretation is based on principles ostensibly derived from Hong Kong cases concerning forms of business having nothing whatever to do with manufacturing (notably banking, film licensing, salvage and trading).
 Again, the applicability of these principles to manufacturing profits has never been tested in the courts: the Inland Revenue Department simply asserted that it was so, and all of the territory’s manufacturers accepted it. 

Since 1945, Hong Kong’s economy has been heavily dependent on manufacturing for export. It still is, though over the last twenty years or so almost all the actual manufacturing has been shifted across the border into the Chinese Mainland. As will be seen, this has raised new and difficult questions as to the source (and therefore the chargeability to tax) of Hong Kong-based manufacturers’ profits. Given the importance of manufacturing to Hong Kong’s economy, the fact that the source of manufacturing profits has never been litigated is an impressive indicator of the simplicity of its tax system. In other developed jurisdictions, it seems unlikely that such an important principle of law could stand on such a flimsy foundation. To put it another way, the complete lack of cases is powerful evidence of the degree of simplicity achievable at very light levels of taxation. Conversely, it is evidence also of the degree to which the complexity of other tax systems is a product of relatively high rates of tax.

It is difficult to conceive of the government of any other developed jurisdiction taking such a straightforward approach to the important business of defining the basic scope of its tax system. The reasons for this seem clear: if any other developed jurisdiction were to adopt Hong Kong’s approach, the consequences would include an intolerable level of uncertainty, an intolerable increase in the volume of litigation and perhaps also an intolerable collapse in revenue. In Hong Kong, there is indeed a high level of uncertainty; there have been numerous disputes as to the meaning of section 14; and possibly the government’s revenues have suffered as a result. But these difficulties could not by any stretch be called intolerable. The reason seems again to be the very low rates of tax.

The taxation of Hong Kong/Mainland joint ventures

Over the last twenty years or so, Hong Kong’s manufacturing industry has changed dramatically. Indeed, the transformation in manufacturing has transformed Hong Kong’s whole economy. Nowadays, almost all of Hong Kong’s manufacturers do almost all of their actual manufacturing in the Chinese Mainland. The reason is that land, labor and utilities (electricity, water and so on) are much cheaper in the Mainland than in Hong Kong. Many foreign firms too, of course, are involved in manufacturing operations in the Mainland. The reason, again, is the cheapness of land, labor and utilities. Many of these firms conduct their Mainland manufacturing operations through a Hong Kong subsidiary (for various reasons, including the tax savings to be had).

Very commonly, the Hong Kong firm (or the Hong Kong subsidiary of the foreign firm) enters into a joint venture with a Mainland entity.
 This often takes the form of what is called a “processing arrangement”, the terms of which are typically as follows. The Mainland entity provides the factory, the workers, and the utilities; and the Hong Kong firm (or the Hong Kong subsidiary of the foreign firm) provides designs, prototypes, management expertise, factory plant, quality control, raw materials, finance and so on. These factors are combined to produce goods in accordance with the Hong Kong firm’s specifications. The goods so manufactured are the property of, and are sold by, the Hong Kong firm. Sometimes they are sold to foreign customers (mainly in the United States or Europe); sometimes to customers in Hong Kong; and sometimes to customers in the Mainland. The Hong Kong firm pays the Mainland party a “processing fee” for its part in the process.

Businesses of this type present interesting challenges to Hong Kong’s tax system. Take the case of a Hong Kong firm which has entered into a processing arrangement with a Mainland entity to manufacture, say, sports shoes. The Mainland entity contributes a factory and workers; and the Hong Kong firm contributes the machinery to go in the factory. The Hong Kong firm acquires prototype shoes from, say, an American customer, which designs the shoes and controls the brand-name to be attached to them. The Hong Kong firm also acquires, perhaps from a Taiwanese firm, the raw materials requisite to manufacture shoes in accordance with the prototype. The materials are shipped direct from Taiwan to the factory in the Chinese Mainland. At the factory, the materials are made into shoes. The Hong Kong firm pays the Mainland entity a processing fee, and sells the shoes to its American customer. The Hong Kong, American, Mainland and Taiwanese firms might all be independent; alternatively some or all of them might be related.

As a result of these operations, the Hong Kong firm makes a profit. The chargeability of this profit to Hong Kong tax depends on whether it is covered by Hong Kong’s Inland Revenue Ordinance. Once more, the Ordinance contains no provision directed specifically at businesses of this kind. Consequently, the liability of the firm to Hong Kong tax depends on section 14 of the Ordinance. Section 14, as has been seen, provides that profits tax is charged on “profits arising in or derived from Hong Kong.” The question, then, is: is this profit derived from Hong Kong?
 If so, it is taxable; if not, not. This basic question raises several subordinate questions. In particular, does the basic question require an all-or-nothing answer? That is, does section 14 require that the profit must be either taxable in full or not taxable at all? Or does section 14 implicitly require the apportionment of the profit? In other words, does section 14 impose tax on the part of the profit attributable to the firm’s operations in Hong Kong, but not on the part attributable to its operations outside Hong Kong? Worse: if section 14 implicitly requires apportionment, how is this implicitly-required apportionment to be calculated? These are difficult questions. The Inland Revenue Ordinance itself provides no answer to them: section 14 provides that tax is charged on “profits arising in or derived from Hong Kong” – and that is all. It is worth noting, though, that the difficulty is exacerbated by the fact that, no matter how these questions are answered, the answers are virtually certain to prompt responses in taxpayer behavior: if the profits of a particular form of processing arrangement turn out to be taxable, firms will tend to try some other.

It is not unusual for new ways of doing business to pose challenges to taxation (or, depending on one’s point of view, opportunities for tax planners). The instance generating much recent interest is of course the internet. It is necessary to emphasize, though, that the challenge to Hong Kong’s tax system posed by Hong Kong firms involving themselves in manufacturing operations in the Chinese Mainland is far greater than that posed by the internet. The internet is obviously important. But manufacturing is a core economic activity for Hong Kong, and almost all of the territory’s manufacturers have decamped across the border. Firms not previously in the business of manufacturing have taken it up, in the light of the opportunities to be found in the Mainland. And many new firms have been formed for the purpose. From the Hong Kong government’s point of view, the issue is critical.

One response would have been to legislate. But detailed new rules would no doubt have led to new problems; new problems would in turn have led to more new rules; the simplicity of the Inland Revenue Ordinance would have been lost. Also, legislating might have presented political difficulties. So the Hong Kong government did not suggest legislation. Instead, it left the Inland Revenue Department to deal with the problem. The Department’s solution was strikingly simple. In 1992, it announced that it would treat the profits of Hong Kong firms engaged in manufacturing operations in the Mainland as 50% taxable.
 In other words (to give this manifestly pragmatic solution a semblance of orthodox legal justification), the Department adopted the view that section 14 implicitly requires the apportionment of profits produced in this way; and implicitly requires also that this apportionment be calculated by simply dividing the profit in two.

The only problem was that there was no authority whatever for the Department’s interpretation of the law; at least, the Department offered none.
 Commentators were quick to point to the flaws in the Department’s position. In particular, they pointed out that, according to the Department, a profit made by manufacturing goods in Hong Kong is derived entirely from Hong Kong and therefore taxable in full.
 Thus, the Department’s position on firms carrying out their manufacturing in Hong Kong seems to be based on the principle that a manufacturer’s profits are derived from the place where the manufacturing is carried out; and this seems difficult to reconcile with its view that profits produced by manufacturing goods in the Mainland are even partly derived from Hong Kong. Moreover, complained the critics, the Department offered no authority for its view that the correct method of calculating the implicitly-required apportionment is simply to divide the profits in two. Perhaps, too, they went on, the Department was wrong to regard the place of sale as altogether irrelevant.

The complaints were loud, but taxpayers seem to have been amazingly shy about standing by them. The Department proceeded to assess firms to tax on the basis of the policy it had announced. Taxpayers complained but, as before,  they did not litigate. To date, there is not a single case of a taxpayer objecting to an assessment of this kind. They have complained, but they have paid the tax. Once more, it is difficult to imagine the government of any other developed jurisdiction dealing with a tax problem (any tax problem, let alone one of this magnitude) in this way – that is, by issuing assessments to tax on the basis of a policy with a certain rough and ready justice to it, but based on only the flimsiest legal authority. Equally, it is difficult to imagine the taxpayers of any other developed jurisdiction responding as Hong Kong’s have done – by paying the tax, despite the flimsy legal basis of the assessments. It seems reasonable to suppose that the reason Hong Kong’s tax system can operate in this way, while others cannot, is the difference in the rates of tax. In Hong Kong, the rate of tax for corporations is 17.5%. The Department’s policy of 50/50 apportionment therefore results in an effective rate of 8.75% - a significant cost; and worth complaining about; but not, apparently, worth litigating.

Personal assessment

In various common circumstances, Hong Kong’s schedular taxes (property tax, salaries tax and profits tax) are inequitable. Relief from some of the grosser inequities is available in the form of “personal assessment”. This, as I have indicated, is like a normal income tax, except that it is optional. Thus, instead of paying the schedular taxes on the separate components of her income (broadly rents, salary and profits), a taxpayer can elect personal assessment, and pay tax on the total. Personal assessment tax is charged at the same rates as salaries tax.
 That is, there are two ways of calculating it. The first is to take into account whichever of the allowances the taxpayer’s personal circumstances entitle her to; and to apply the progressive rates (2%, 8%, 14% and 20%) to the rest. The other is to apply the flat standard rate (16%) to the taxpayer’s total taxable income, without allowances. Liability is determined by whichever of these methods produces the lower figure.

Personal assessment alleviates the inequity of the schedular taxes in the following common circumstances. First, it is only by electing personal assessment that an individual taxpayer can set off a business loss against rental income or income from employment.
 The reason for this is simply that the schedular taxes make no provision for such set-offs. Second, most landlords and self-employed people gain by electing personal assessment. The reason is that property tax (payable by landlords) and profits tax (payable by self-employed people) are charged at the flat standard rate (16%), without the benefit of any allowances, whereas personal assessment (like salaries tax) provides for generous allowances and is charged at progressive rates (if these result in a lesser liability than would the flat standard rate). Thus, personal assessment generally produces a lesser liability for individuals whose total taxable income is less than the standard rate threshold.
 Since most landlords and self-employed people have incomes below the standard rate threshold, most gain by electing personal assessment. Third, property tax makes no provision for the deduction of mortgage interest by landlords, whereas personal assessment does.
 Landlords commonly make the election for this reason.
Provisions notable for their absence

The brevity and simplicity of Hong Kong’s Inland Revenue Ordinance is largely due to the fact that provisions of kinds regarded as indispensable elsewhere are simply not there. In particular, much of the complexity of other countries’ tax statutes is due to the need to prevent avoidance; Hong Kong, in contrast, has evidently not felt the same need. Given that offshore income is generally exempt from tax, there is plainly no place in Hong Kong’s tax system for CFC rules. Therefore, there are none. Nor are there any rules restricting the deductibility of interest incurred by thinly-capitalized companies. There is a provision intended to prevent the abusive pricing of transfers between associates,
 but it consists of only two relatively short sentences, its drafting seems inadequate, and in any event there is no reported case of the Department ever invoking it.
 Similarly, there is a section aimed at restricting the abuse of corporate losses;
 but it, too, is brief and poorly-drafted and has rarely if ever been invoked. The taxation of perks is notably generous. Employer-provided housing is taxed at a small fraction of its actual value, and various other benefits (for example, company cars and interest-free loans) are not taxed at all. Expenditure on such items by employers is in all ordinary circumstances deductible.
 The scope for avoidance is therefore substantial, but this seems not to be regarded by the government as problematic. Indeed, the government is itself a notable provider of tax-effective perks (mainly housing and cars) to its employees. There is a general anti-avoidance provision,
 similar to those of Australia and New Zealand, but Hong Kong’s Inland Revenue Department has been relatively reticent about invoking it. Whether the Ramsay principle
 applies in Hong Kong remains unclear, because the Inland Revenue Department, in accordance with its generally unhurried approach, has yet to raise the issue.

Another important cause of complexity in tax law is the attempt to eliminate, or at least ameliorate, inequity. In particular, in most countries, a great deal of complexity is attributable to the attempt to provide as equitably as possible for persons whose incomes are relatively small and to achieve a reasonable degree of integration between the tax system and the system of social welfare. Hong Kong’s tax system, as I have explained, simply exempts the poorest two-thirds of the workforce from tax altogether. The need to achieve equity among this part of the populace thus does not arise.
 The inequity among the other third is considerable. In particular, some forms of income are taxed (profits, rents and salaries); whereas others are not (interest, offshore income, perks). But there are very few complaints about such inequities. Apparently people do not object to the inequitably light contribution required of their neighbors, if their own liability is capped at 16%.

The unnecessary complexity of Hong Kong tax law

My aim in this paper is to examine the simplicity of Hong Kong tax law. But it is apposite to note also the possibility that it is in fact considerably more complex than it needs to be. The reason is that, as I have explained, there is in Hong Kong no tax on income as such at all but, rather, a schedular system of three separate taxes (property tax, salaries tax and profits tax), plus personal assessment. If, instead of this schedular system, there were a single tax on income as such, the legislation could be simplified considerably. It would likewise seem possible to eliminate various other causes of complexity. For example, the Ordinance provides for very generous allowances for capital expenditure. In particular, capital expenditure on plant and machinery qualifies for an “initial allowance” of 60%.
 Unsurprisingly, even the Hong Kong government has found it necessary to add to the legislation rules to prevent the abuse of this provision; and, of course, such rules are necessarily complex. Compared to other jurisdictions’ tax systems, then, Hong Kong’s is very simple; but it could be simpler still.

The facilitation of simplicity

What, then, has made it possible for Hong Kong to retain such simplicity in its tax law? It might be said that the place was colonized for the purpose of serving as a tax haven; that it serves that purpose still; and that the rudimentary state of its tax law should therefore come as no surprise. There is considerable truth in this, but it falls far short of a complete explanation, for Hong Kong’s is a complex, affluent, modern society. The populace numbers seven million. The government, although not democratic, is mindful of pubic opinion. It finances a range of public services including a large public housing program, a comprehensive public health service and an expensive public education system. In some respects, Hong Kong’s public services are not up to the standard of those to be found in comparably affluent western societies. For example, Hong Kong’s public housing is cramped and uncongenial by western standards. In others, they are better. Examples include the public transport system and the financing of the territory’s eight universities. The simplicity of Hong Kong’s tax law cannot, therefore, be so easily written off.

The factors which appear to have made this simplicity possible include the absence of democracy; the fact that the Hong Kong government has generally operated at a surplus; the stability of the tax system over time; perhaps also a Chinese aversion to confrontation and litigation; and, most importantly, the lightness of the burden. Each of these requires comment.

Hong Kong’s system of government is undemocratic.
 The head of the government (called the Chief Executive) is effectively appointed by the Chinese government in Beijing. The incumbent, Tung Chee Hwa, has held the post since Chinese rule over Hong Kong was restored in 1997. Tung is a multimillionaire shipping magnate. He was originally from Shanghai, was educated at Liverpool University in England, and is a long-term resident of Hong Kong. The members of the legislature (called the Legislative Council) are selected by an electoral process especially designed to give the appearance of democracy whilst in fact effectively guaranteeing a body dominated by Beijing-friendly business interests. That a government dominated by business interests should finance itself by means of a simpler tax system than is to be found in most democracies is unsurprising. It is worth noting, though, that in other jurisdictions, especially the United States, the influence of business over tax policy has commonly manifested itself in the form of incentives of various kinds, and that these have tended to entail legislation of considerable complexity.

From 1945 (when British rule was restored after the Japanese occupation) until 1997 (when Hong Kong returned to Chinese rule), Hong Kong’s financial secretaries were perennially worried that the colony’s tax system would fail to raise the revenues required to finance the massive expansion of the public services which, the British and colonial governments had decided, post-war sensitivities required.
 But this never happened. Rather, almost every year, despite exponentially increased government spending, the Inland Revenue Ordinance (together with the government’s other sources of funds) produced greater revenues than the government required. Consequently, the government almost always operated at a large surplus, and so accumulated large reserves. It was never short of money, and so could afford not to plug all the gaps in its tax statute.
 Ironically, however, as soon as the Hong Kong government took the revenue-producing power of the Inland Revenue Ordinance for granted, in the mid-1990s, the Asian financial crisis struck, and the government found itself having to operate at a deficit. This has not yet, however, led to any compromising of the tax system’s simplicity. The government has continued to amend and add to the Ordinance, but at more or less the same rate as before.

Hong Kong’s tax system is also unusually, perhaps uniquely, stable. There has been no basic change in the system since 1947. Hong Kong has thus been spared the kind of complexity that results from repeated changes in policy.

It is sometimes said that the Chinese people, or at least the Hong Kong Chinese, are generally non-confrontational, non-litigious and law-abiding. The colonial Hong Kong government, however, appears to have regarded them as even more prone to tax evasion than the expatriate part of the populace.
 The attitudes, beliefs and practices of the Hong Kong people are subjects particularly deserving of research, not least because the populace largely selected itself on the basis of an aversion to Communist rule. (The majority of the population are either immigrants or the children of immigrants from the Mainland.) Much work has been done in this field,
 but it touches hardly at all on their attitudes to taxation. All that can be said, then, is that this is a subject in urgent need of research.

But of all the factors making feasible the extreme simplicity of Hong Kong’s tax system, one seems paramount – the exceptional lightness of the burden. To prove that the lightness of the burden is a more important causal factor than the others I have mentioned is, of course, given the current state of knowledge, impossible. Nonetheless, the proposition seems reasonable. More specifically, it seems reasonable to suppose that the exceptional simplicity of Hong Kong tax law could not have been maintained at substantially higher rates of tax. In other words, it seems probable that if the Hong Kong government had substantially increased the rates of tax, it would have found it necessary also to complicate the Inland Revenue Ordinance with the sorts of provisions which are elsewhere regarded as obvious necessities, but which it currently does not contain. It seems reasonable also to regard the other factors I have mentioned (the lack of democracy; the surpluses; the tax system’s stability; and Chinese cultural norms) as perhaps facilitating simplicity, but not as necessary conditions for it.

Conclusion

Hong Kong tax law is very simple. The obvious measure of its simplicity is the succinctness of the statute. But the difference between Hong Kong’s tax system and those of the rest of the developed world is not merely quantitative; it is not just that other countries’ tax statutes consist of ten times, or a hundred times, as many words as Hong Kong’s. Rather, the difference is qualitative, too. Hong Kong’s Ordinance is not just a leaner animal, but a different beast. Judged from the perspective of other developed common law jurisdictions, there are gaps which are difficult to fathom. How can it be, for instance, that the taxation of Hong Kong/Mainland joint ventures - one of the territory’s most important forms of business - is conducted, and conducted satisfactorily, on the basis of no direct authority? Viewed from outside the territory, the approach of Hong Kong’s Inland Revenue Department seems lacking in authority, even illegitimate – yet at the same time puzzlingly benign. It can also be seen, however, as robust, straightforward and sensible. Any taxpayer, at any time, could object to the Department’s interpretation, and so oblige the Department to defend it in court. Perhaps, one day, one will. In the meantime, the system works – and costs much less to run than it would if there were a rule to cover every case, and the courts were called upon to resolve every doubt.

The main reason for studying the simplicity of Hong Kong tax law is that it might be possible to learn from it something of more general application. Specifically, it seems possible that other governments, seeking to redress the appalling complexity of their tax laws, might be able to learn something from Hong Kong. Two lessons might be tentatively suggested.

The first is that the degree of simplicity which very low rates of tax might make possible seems commonly to be underestimated. To suggest that other governments might cut their taxes (and reduce their revenues) so as to facilitate the simplification of their tax laws would not be helpful. On the other hand, any tax reform is likely to be less than optimal if it is based on fallacious assumptions as to the relationship between the weight of the burden and the complexity of the law needed to collect it.

The second lesson which Hong Kong seems to offer is that a legislature might avoid considerable complexity by placing greater trust in the judges. The complexity of most countries’ tax laws is very largely due to the perceived need to provide for every conceivable case; and to spell out the rules in advance, so that taxpayers can make commercial decisions with reasonable certainty of the tax consequences to follow. Hong Kong’s legislature, however, has promulgated rules of a very general nature, and left it to the courts to interpret them in such a way that the system works. This has meant, most importantly, that it has fallen to the courts to interpret the legislation in such a way as to accord with two basic norms. First, taxation must be in accordance with the law. It must not be, or appear, arbitrary or capricious. Second, the law must be interpreted in such a way as not to permit excessive erosion of the government’s revenues. Hong Kong’s courts seem to have succeeded on both counts. This, in turn, has been possible only because the legislature produced a statute capable of sustaining a workable interpretation. The best example is the one I have labored: that Hong Kong profits tax is imposed only on profits “arising in or derived from Hong Kong”. What these words mean has been determined by the courts; and the courts have developed a meaning which is adequately principled, adequately respectful of taxpayers’ rights and adequately protective of the government’s revenues.

It might be said that this is not a function that can satisfactorily be left to the courts. In so general a form, this proposition seems to be false, for the case of Hong Kong disproves it. Perhaps, then, there is something about Hong Kong, or its tax system, which makes it possible for its courts to bear such a burden, even though it would not be possible elsewhere? It is difficult, though, to see what this might be – other than, of course, that the rates of tax in Hong Kong are very low.
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� Pieces of primary legislation in colonial Hong Kong were called ordinances, not acts. This appears to have been the custom in British colonies not possessing responsible government. The practice has survived the return of the territory to Chinese rule in 1997.


� In 1941, a fourth tax, interest tax, was added to the original three. It remained in force until 1989, when it was abolished. In some circumstances interest is chargeable to profits tax (in particular, when produced by the carrying on of a trade or business); in others it is simply exempt (for example, bank deposits held by individuals). For a brief history of Hong Kong’s tax system, see Michael Littlewood, “Taxation without Representation: The History of Hong Kong’s Troublingly Successful Tax System” [2002] British Tax Review 212.


� Inland Revenue Ordinance 1947 section 26.


� The Department accepts that the cost of clothing is deductible if the clothing is of a sort that would not ordinarily be worn other than for the purpose of producing income. Examples include uniforms and costumes. But, according to the Department, clothing that might be worn for purposes other than producing income is not deductible in any circumstances (even if in fact worn exclusively in the course of producing income).


� Section 12 of the Inland Revenue Ordinance provides that employees can deduct expenditure only if it is “wholly, exclusively and necessarily” incurred in the production of taxable income. A similarly-worded provision was held by the House of Lords in Mallalieu v Drummond [1983] 2 AC 861 not to permit the deduction of expenditure incurred on clothing (conservatively-colored suits, and accoutrements) used by a barrister only when appearing in court. Decisions of the House of Lords are still regarded as highly persuasive in Hong Kong, but they are not binding.


� Section 16 of the Inland Revenue Ordinance provides that a self-employed person can deduct expenditure “to the extent that” it is incurred in the production of taxable profits. The Department’s view that this does not permit the deduction of expenditure on clothing seems, again, to be based on Mallalieu v Drummond [1983] STC 665 (see note � NOTEREF _Ref472658596 \h ��6�). But the theory that Mallalieu v Drummond is relevant to the interpretation of section 16 seems highly speculative, given the difference in the statutory wording, and in any event is entirely unsupported by authority.


� Inland Revenue Ordinance 1947 sections 5 and 5B. For a comprehensive analysis of Hong Kong tax law, see Peter Willoughby and Andrew Halkyard, Encyclopaedia of Hong Kong Taxation, Butterworths, Hong Kong, loose leaf, which is the leading work on its subject. Virtually all privately-held land in Hong Kong is leasehold. That is, it is held on lease from the government. (The only fee simple is the site on which stands the Anglican Cathedral, St Johns). Consequently, when people speak of “land” in Hong Kong, they are generally speaking of leases. This results in some difficulties of terminology. In particular, there is no real property or real estate in the territory (apart from St Johns). The word “land” is also problematic, since what is in fact meant is generally buildings or parts of buildings.


� Inland Revenue Ordinance 1947 section 5 and Schedule 1.


� Inland Revenue Ordinance 1947 section 5.


� Landlords’ expenditure on interest (in Hong Kong, as elsewhere) very commonly exceeds 20% of rents received. In fact it seems commonly to exceed 100% of rents. The absence of any provision allowing for the deduction of landlords’ actual expenditure can therefore be very harsh. Relief is commonly available, however, in the form of personal assessment. See below.


� Inland Revenue Ordinance 1947 section 5.


� In various common circumstances, it is advantageous for landlords to elect personal assessment. This is explained below, in the section on personal assessment.


� Inland Revenue Ordinance 1947 sections 5 and 25.


� Inland Revenue Ordinance 1947 section 8(1).


� Inland Revenue Ordinance 1947 sections 27 to 33.


� Inland Revenue Ordinance 1947 sections 13 and 43 and Schedule 2.


� Inland Revenue Ordinance 1947 section 13.


� See for example Hong Kong Inland Revenue Board of Review Decision no D 103/96.


� See notes � NOTEREF _Ref472658596 \h ��6� and � NOTEREF _Ref473711119 \h ��7�.


� There is a provision, however, aimed at the use of companies to turn a person who would otherwise be an employee into an independent contractor. See Inland Revenue Ordinance 1947 section 9A. for present purposes, the most notable aspect of this provision is its simplicity.


� Inland Revenue Ordinance 1947 section 8.


� Inland Revenue Ordinance 1947 section 8.


� There are two main reasons for this. First, many American and European firms maintain their regional Asian headquarters in Hong Kong, and require extensive regional travel of their employees. Secondly, many Hong Kong firms (and Hong Kong subsidiaries of foreign firms) conduct various operations (notably manufacturing) in the Mainland of China, and require their employees to spend substantial periods in the Mainland.


� The Ordinance provides that income derived from services rendered during “visits” to the territory of less than 60 days is exempt: section 8. The Board of Review has interpreted this on the basis that a person can “visit” Hong Kong only if she is not resident there; and, therefore, that non-residents cannot benefit from this rule.


� Inland Revenue Ordinance 1947 section 14.


� The proprietors of unincorporated firms can commonly reduce their liability by electing personal assessment. See below.


� Inland Revenue Ordinance 1947 section 14(2) and Schedule 8.


� See above at note � NOTEREF _Ref473016992 \h ��4�. There are various common circumstances in which tax might not have been paid on the profit out of which a dividend is paid. For example, the profit might have been derived from outside Hong Kong; or it might be a capital gain. If the Department were to assess dividends to tax in such circumstances, it would face issues such as whether a dividend paid out of an offshore profit is derived from the same place from which the profit was derived, or from the place where the company is resident, etc. The point remains that the Department has in effect conceded all such arguments.


� It might, incidentally, be argued that the words in parentheses imply that capital receipts other than those arising from the sale of capital assets are taxable; but the Inland Revenue Department has never suggested that this might be so. This is another example of the Department’s unassertive approach to the administration of Hong Kong’s tax system. It demonstrates also that imprecision in drafting of a kind that would be problematic in other jurisdictions (where taxes are higher) is satisfactory in Hong Kong.


� Inland Revenue Ordinance 1947 section 14(1), emphasis added.


� Inland Revenue Ordinance 1947 section 14(2).


� The wording of section 14 requires also (1) that the person carrying on the trade, profession or business is doing so “in Hong Kong”; and (2) that the profits are “from such trade, profession or business” (emphasis added). Disputes as to whether a firm is carrying on a trade or business are common; but if a firm is carrying on a trade or business at all, it is usually clear whether it is doing so in Hong Kong. Moreover, this issue is significant only if there are profits “arising in or derived from Hong Kong” (because otherwise there is no liability). The second requirement (that profits are taxable under section 14 only if they are “from” the taxpayer’s business) is more problematic. For example, Hong Kong’s Inland Revenue Department has always accepted that bank interest is generally not subject to profits tax because it is not “from” the taxpayer’s trade or business, but only incidental to it. Over the years, this very large hole in the system was closed (bit by bit, and still not completely) by provisions deeming various kinds of receipts to be derived from a business carried on in Hong Kong by the recipient. See now section 15. This effectively brought receipts of the kinds specified within the scope of section 14.


� See above at note � NOTEREF _Ref472132184 \h ��31�.


� There is English authority to the effect that there is a distinction between a profession and a trade. See for example Inland Revenue Commissioners v Marxe (1919) 12 TC 41. But the issue has never arisen in Hong Kong and it seems doubtful that the English cases are of any modern relevance in the territory.


� Inland Revenue Ordinance 1947 section 2.


� See for example Leeming v Jones (1929) 25 TC 333.


� See for example Beautiland Co Ltd v Commissioner of Inland Revenue [1991] 1 HKRC 90-053.


� The issue of whether or not a person is trading arises not only in the case of the purchase and sale of land but in various other circumstances also. Most importantly, it arises in the case of (1) the purchase, redevelopment and sale of land and (2) the purchase and sale of securities. Whether a particular transaction or series of transactions amounts to trading or not depends on factors traditionally referred to as the “badges of trade”. The most important of these are (1) the period of ownership (the quicker the taxpayer sells the property, the more likely she is to be trading); (2) the number of transactions (the more transactions there are, the more likely the taxpayer is to be trading); and (3) the taxpayer’s intention (if she purchased with the intention of selling in the short-term at a profit, that is a strong indicator of trade). The word “investment” is not used in Hong Kong’s Inland Revenue Ordinance 1947. Nor is it used in this context in the British legislation. But it is routinely used by the courts in this context. See for example Marson v Morton [1986] STC 463: “Was the taxpayer making an investment, or was he doing a deal?”


� From time to time, it has been suggested that it might be desirable to deal with this problem by incorporating in the Ordinance a time limit. Thus, selling land within (say) two years of acquiring it would count as trading (and so any gain would be subject to profits tax); and selling land after holding it for two years or more would be treated as the realization of an investment (and so any gain would be tax-free). But no such amendment has been formally proposed, let alone passed into law. Moreover, this debate seems to have been conducted almost entirely in terms of merely clarifying the law. The idea that it might be desirable to extend the tax system to catch short-term capital gains on land (let alone capital gains generally) seems to enjoy virtually no support in Hong Kong.


� Commissioner of Inland Revenue v Bartica Investment Ltd [1996] 1 HKRC 90-080. This is so also of a firm which supplies credit in the course of some other trade – for example, selling goods on credit.


� Section 15 provides (among other things) that, in some circumstances, interest which would not otherwise be taxable is deemed to be derived from a trade carried on in Hong Kong. This effectively brings such interest within the scope of section 14, and so renders it chargeable to profits tax.


� See for example Commissioner of Inland Revenue v Dr Chiang Liang-Jen HKTC 975 and Commissioner of Inland Revenue v Waylee Investments Ltd 3 HKTC 410.


� See above at note � NOTEREF _Ref472132184 \h ��31�.


� It is worth noting that Hong Kong’s courts appear never to have been asked to consider the scope of the word “profits” (which seems fundamental to the meaning of section 14 – see above at note � NOTEREF _Ref472132184 \h ��31�). The comparison with the judicial consideration given to the word “income” in other jurisdictions is striking.


� See for example Commissioner of Inland Revenue v Bartica Investment Ltd [1996] 1 HKRC 90-080.


� See Robert E Hall and Alvin Rabuska, The Flat Tax, 2nd ed, Hoover Institution Press, Stanford, 1995, for a modern American defense of this approach. The Hall/Rabushka flat tax is, incidentally, structurally similar to Hong Kong’s Inland Revenue Ordinance. This is presumably related to the fact that Alvin Rabushka has long been a student of Hong Kong’s systems of taxation, public finance and government and has written a number of important books about them.


� An alternative way of looking at Hong Kong’s economic history is that the purpose for which the territory was colonized was to serve as a tax haven; that it has fulfilled that function very satisfactorily ever since; and that the changing nature of its economy has essentially reflected the evolving needs of those who use tax havens. Thus the handover in 1997 marked the formalization of the process whereby Chinese capital took over from British as the principal beneficiary of the tax advantages offered by the territory.


� See above at note � NOTEREF _Ref472132184 \h ��31�. The courts have held that there is no significant difference between “arising in” and “derived from”. See in particular Commissioner of Inland Revenue v Hang Seng Bank Ltd [1991] 1 AC 306. Henceforth, for convenience I sometimes use the latter term as covering the former also.


� Inland Revenue Ordinance 1947 section 15(1)(a) and (b). These provisions also deem such sums to be derived from a trade carried on in Hong Kong. See note � NOTEREF _Ref62704370 \h ��33�.


� Inland Revenue Ordinance 1947 section 15(1)(d). Again, this provision also deems such sums to be derived from a trade carried on in Hong Kong. See note � NOTEREF _Ref62704370 \h ��33�.


� Section 2 of the Ordinance defines the words “profits arising in or derived from Hong Kong” as including “all profits from business transacted in Hong Kong, whether directly or through an agent”. The precise significance of this definition remains unclear. What is clear, however, is that, whatever its meaning, it has made little difference in practice, for no court has ever based a decision on it. But see Commissioner of Inland Revenue v Orion Caribbean Ltd (in voluntary liquidation) [1997] STC 923 for hints that the definition might be important.


� See in particular Commissioner of Inland Revenue v Hang Seng Bank Ltd [1991] 1 AC 306.


� I use the word “colony” in this paper generally to include also dominions. In United Kingdom tax parlance, the word “source” has usually been used to denote economic source. In the colonies, it meant geographic source. This ambiguity is unfortunate, especially since it is not purely semantic. The economic source of income is generally situated in the geographic source, but the two are not the same.


� For reviews of these cases, see Willoughby and Halkyard, note � NOTEREF _Ref471981132 \h ��8�, and Jefferson VanderWolk, The Source of Income: Tax law and Practice in Hong Kong, 3rd ed, Sweet & Maxwell, Hong Kong, 2002. The Privy Council was, and is, the final court of appeal for British colonies (and, in some cases, dominions).


� See for example Commissioner of Inland Revenue v The Hong Kong and Whampoa Dock Co Ltd (1960) 1 HKTC 85. See also Willoughby and Halkyard, note � NOTEREF _Ref471981132 \h ��8�, and VanderWolk, note � NOTEREF _Ref473775886 \h ��55�.


� Trading and manufacturing are basic, archetypal economic activities. The taxation of trading and manufacturing profits is consequently indicative of the operation of Hong Kong’s tax system as a whole. To demonstrate more or less the same dynamics by reference to the taxation of profits of other kinds would be straightforward, but tedious.


� See for example Commissioners of Taxation v Kirk [1900] AC 588, Lovell & Christmas Ltd v Commissioner of Taxes [1908] AC 46, Federal Commissioner of Taxation v W Angliss & Co Pty Ltd (1931) 46 CLR 417, and The Commissioner of Taxation of Western Australia v D & W Murray Ltd (1929) 42 CLR 332.


� See for example Commissioners of Taxation v Kirk [1900] AC 588, Federal Commissioner of Taxation v W Angliss & Co Pty Ltd (1931) 46 CLR 417, International Harvester Co of Canada Ltd v Provincial Tax Commission [1949] AC 36, Provincial Treasurer of Manitoba v Wm Wrigley Jr Co Ltd [1950] AC 1 and The Commissioner of Taxation (New South Wales) v Hillsdon Watts Ltd [1936-1937] 57 CLR 36.


� [1992] 2 AC 397.


� [1992] 2 AC 397, 407.


� [1992] 2 AC 397, 409.


� See in particular Commissioner of Inland Revenue v HK-TVB International Ltd [1992] 2 AC 397, Commissioner of Inland Revenue v Magna Industrial Co Ltd (1997) HKRC 90-082 and Commissioner of Inland Revenue v Orion Caribbean Ltd (in voluntary liquidation) [1997] STC 923.


� See in particular See for example Commissioners of Taxation v Kirk [1900] AC 588, Federal Commissioner of Taxation v W Angliss & Co Pty Ltd (1931) 46 CLR 417 and The Commissioner of Taxation (New South Wales) v Hillsdon Watts Ltd [1936-1937] 57 CLR 36.


� See Commissioner of Inland Revenue v The Hong Kong and Whampoa Dock Co Ltd (1960) 1 HKTC 85 (salvage); Commissioner of Inland Revenue v Hang Seng Bank Ltd [1991] 1 AC 306 (banking); Commissioner of Inland Revenue v HK-TVB International Ltd [1992] 2 AC 397 (film licensing); Commissioner of Inland Revenue v Orion Caribbean Ltd (in voluntary liquidation) [1997] STC 923 (banking); and Commissioner of Inland Revenue v Magna Industrial Co Ltd (1997) HKRC 90-082 (trading).


� It is also possible in some circumstances for Hong Kong firms (and the Hong Kong subsidiaries of foreign firms), after overcoming various bureaucratic hurdles, to operate in the Chinese Mainland either directly themselves or indirectly through a wholly-owned subsidiary. The tax treatment of (and the planning opportunities available to) such firms offer further evidence of the simplicity achievable at low rates of tax, but examining them would inordinately increase the length of this paper. It might be worth noting, though, the well-established tradition of Mainland firms and individuals channeling funds through wholly-owned Hong Kong corporations in order to reinvest them in the Mainland. One reason they do this is so as to qualify for tax incentives offered to “foreign” investment.


� Such processing arrangements are a species of “contractual” joint venture. Also possible are “equity” joint ventures, in which an entity is established (typically under Chinese law) with the foreign and Chinese joint-venturers as shareholders. Again, the tax treatment of such arrangements provides compelling evidence of the simplicity achievable at low rates of tax, but examining them would inordinately increase the length of this paper.


� See note � NOTEREF _Ref62779951 \h ��49�.


� See Commissioner of Inland Revenue, Departmental Interpretation and Practice Notes No 21: Locality of Profits, November 1992. It is the practice of the Inland Revenue Department to issue Practice Notes from time to time, stating its view of the law. These notes are not binding, but are generally regarded by taxpayers and their advisors as helpful. The Department in fact adopted the practices set out in Practice Note No 21 before it was issued.


� Actually, there was authority, in the form of some old Australian cases, for interpreting source-based income tax legislation as implicitly requiring the 50/50 apportionment of manufacturing profits in some circumstances. See in particular Federal Commissioner of Taxation v Lewis Berger & Sons (Australia) Ltd (1927) 39 CLR 468 and Michell v Federal Commissioner of Taxation (1927) 46 CLR 413. These cases did not of course deal with the forms of joint venture manufacturing now common in China. In any event, the Department did not refer to them in defence of its position.


� See above at notes � NOTEREF _Ref473780154 \h ��63� to � NOTEREF _Ref473780171 \h ��64�.


� Inland Revenue Ordinance 1947 sections 40B to 43. See also above at note � NOTEREF _Ref473780419 \h ��15�.


� Corporate income is either chargeable to profits tax or not taxable at all. The problem of setting off losses therefore does not arise. It is perhaps worth noting that there is no provision for grouping or consolidation.


� See above at note � NOTEREF _Ref473780815 \h ��18�.


� Inland Revenue Ordinance 1947 proviso to section 42(1).


� Inland Revenue Ordinance 1947 section 20.


� Because taxes are lighter in Hong Kong than in most other places, groups of companies have traditionally set their transfer prices so as to shift income to Hong Kong rather than away from it. The abusive pricing of transfers has therefore generally operated to the advantage of the Hong Kong treasury rather than against it. But even light taxes are worth avoiding, and in recent years it has become very common for Hong Kong firms and individuals to shift income to other jurisdictions. For some years, the jurisdiction of choice has been the British Virgin Islands. The number of Hong Kong-controlled companies established there is rumored to run to hundreds of thousands – an impressive number, given Hong Kong’s total population of about seven million. Hong Kong’s Inland Revenue Department has challenged such income-shifting arrangements, but in the only cases to appear in the law reports the Department has based its challenge on grounds other than section 20. In some cases it has denied the deductibility of payments made to associates; in others, it has invoked the general anti-avoidance rule contained in section 61A of the Ordinance.


� Inland Revenue Ordinance 1947 section 61B.


� See generally Willoughby and Halkyard, note � NOTEREF _Ref471981132 \h ��8�.


� Inland Revenue Ordinance 1947 section 61A.


� See W T Ramsay v Inland Revenue Commissioners [1982] AC 300.


� The courts have upheld the Department’s argument that the Ramsay principle applies to the interpretation of Hong Kong’s Stamp Duty Ordinance (Arrowtown Assets Ltd v Collector of Stamp Duty, FACV 004/2003, not yet reported) and Estate Duty Ordinance (Shiu Wing Ltd v Commissioner of Estate Duty (2000) HKCFAR 215), but the Department has not yet raised the argument in a case under the Inland Revenue Ordinance.


� At least, the need to achieve tax equity does not arise. Whether the Hong Kong government should do more to redress the gross inequality of incomes to be found in the territory is another question.


� Inland Revenue Ordinance 1947 section 37A.


� Hong Kong’s constitution is set out in an instrument called the Basic Law, which is itself subordinate to the Chinese constitution. See generally Yash Ghai, Hong Kong’s New Constitutional Order: The Resumption of Chinese Sovereignty and the Basic Law, 2nd ed, Hong Kong University Press, Hong Kong, 1999.


� In Hong Kong (both in colonial times and since), the Financial Secretary was (and is) roughly equivalent to the Secretary of the Treasury (in the United States) or the Chancellor of the Exchequer (in the United Kingdom).


� See Littlewood, note � NOTEREF _Ref62901919 \h ��3�.


� See Littlewood, note � NOTEREF _Ref62901919 \h ��3�.


� See in particular Lau Siu-Kai and Kuan Hsin-Chi, The Ethos of the Hong Kong Chinese, Chinese University Press, Hong Kong, 1988 and Lau Siu-Kai, Public Attitudes toward Political Parties in Hong Kong, Hong Kong Institute of Asia-Pacific Studies, Hong Kong, 1992.


� Such research is needed for several reasons. First, such legitimacy as the Hong Kong government possesses rests on its claim that it governs in the interests of the populace generally. In the absence of democracy, research is therefore needed to determine if the Hong Kong’s people’s preferences are indeed as claimed by the government. Some of their preferences (for example, their opinions of the Chief Executive) have been the subject of considerable research; but very little has been done on the extent to which they understand and approve of their tax system. Second, Hong Kong’s tax system is unusual in a number of important respects (one of these being its simplicity), and consequently of potential theoretical interest. But it is difficult to draw useful conclusions from it without being able to test the government’s claim that the territory’s people generally approve of both its tax system and its public finances.


� As I have also explained, the taxation of Hong Kong/Mainland joint ventures depends on an interpretation of the law devised not by the courts but by the Inland Revenue Department. But the reason no-one has challenged it is presumably that taxpayers think the courts unlikely to interpret the statute any more generously.
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