By e-mail and by hand

30 January 2004

The Honourable Mr. Henry Tang

Financial Secretary

Central Government Offices

West Wing

12/F Lower Albert Road

Hong Kong

Dear Sir,

2004/05 Budget Proposals

The Chief Executive has rightly pointed out in his 2004 Policy Address that the Hong Kong economy has been undergoing a difficult process of restructuring.  Economic restructuring has caused structural problems for our public finances.  We agree with the government that there is a need to reduce the fiscal deficit and its three-pronged approach to balance the budget by stimulating economic growth, cutting expenditure and increasing revenue.  However, we believe that the focus of the government’s strategy should be on stimulating economic growth and enhancing the competitiveness and attractiveness of Hong Kong over its competitors as well as to promote social stability to ensure that Hong Kong will be given a proper environment to re-bounce from its current problem and re-gain the vitality of its economy.

Under the above premises, we propose the following measures for your consideration in the drafting of the Budget for the 2004/05 fiscal year.  Since we are an institute of taxation and there can be little doubt that an important factor which contributes to maintaining Hong Kong as one of the best places in the world in which to do business is its simple and equitable taxation system and low tax rates, we will focus our recommendation on tax measures.  Our submission is structured under the following headings:

· Solving our structural deficit problem

· Introducing measures to attract investments and revive our economy

· Reviewing our tax policy

· Providing certainty in our tax administration

· Considering other tax measures to enhance competitiveness in our tax system

Solving our structural deficit problem

We are very concerned about the structural deficit currently experienced by Hong Kong and its future implications on our economy.  We agree with the government’s three-pronged approach to balance the budget by stimulating economic growth, cutting expenditure and increasing revenue. 

However, we believe that the emphasis should be on stimulating economic growth.  We will expand later on in this submission on how tax policies and measures can be used to help achieve such an objective specifically by attracting investments both globally and locally.

Regarding the public expenditure of Hong Kong, it is expected that with the increase and the ageing of the population, the demand for public services, particularly medical and social welfare services will continue to increase immensely.  The need for Hong Kong to stay competitive will continually demand a significant amount of investments in our education system as well as our infrastructure.  Therefore, caution should be exercised in attempting to reduce a structural budget deficit by the drastic cutting of public expenditure.  We believe that it can be best achieved through the continual reviewing of civil servant pay level and continual improvement in ways of delivering government services and increasing efficiency. 

Regarding the increasing of revenue, we do not believe this is a proper time for the government to raise tax.  We note that Hong Kong’s economy is enroute to recovery.  We think that the current state of affairs is not yet well enough for any raise in taxes.  We therefore recommend that there should not be any further increase in either salaries or profits tax rates for this year.  For the various fees and charges that have been frozen in recent years, we suggest the government to increase certain of these fees and charges selectively based on the user-pay principles. 

Although we do not suggest any increase of tax for this year, we believe that in time Hong Kong may eventually need to introduce a broad based tax system, such as a goods and services tax (GST) or consumption tax, to deal with the structural deficit situation.  We believe that it will likely take several years of research, studies and public education before we can implement a broad based tax.  Before then, we suggest that the fiscal policy should focus on reviving Hong Kong’s economy and allowing the society to take a breather and to recover from the damages that it had suffered in the recent years.  This will help cultivate an environment for the introduction of the broad based tax, if required.

We therefore suggest that the government should draft a preliminary plan for the introduction and implementation of the broad based tax.  It will also be important for such a plan to be published at an early stage so that the public can have sufficient time to understand it, to provide their input and for interest groups to reflect concerns and opinion.  We believe that the plan should include suggestions and estimation as to how the existing direct taxes can be reduced once the broad based tax has been successfully implemented.  This is only proper as the broad based tax should not be used as a means to increase tax revenue but rather it should serve as a tool to broaden our tax base.

As we are looking forward to the Hong Kong economy to continue to revive, we think the process should be started soon as there is no better time to introduce the tax when the general economy is strong and vibrant.  This we believe is a critical step to be taken to introduce a structural solution for our problem of a narrow tax base.

Introducing measures to attract investments and revive our economy

1.
Tax Concessions for the setting up of Regional Establishments in Hong Kong

Hong Kong has always been a popular choice for multi-national companies to set up their regional offices and headquarters.  The investments and the business activities brought in by these regional establishments have always been a major contributor to the Hong Kong economy.  The high quality jobs that will be created will also ease our unemployment rate.

With the Mainland’s continual development after their accession to the WTO as well as a better-developed Pearl River Delta economic zone, more multi-national companies will be attracted to the region.  We believe that it is high time for Hong Kong to implement measures to maintain and further enhance Hong Kong’s competitive position in this arena over cities such as Shanghai and Singapore.  Hong Kong has to continue to be the preferred location within the region.

We believe that Hong Kong should seriously consider providing tax incentives for multi-national companies which set up regional establishments in Hong Kong.  Although it has been argued in the past that Hong Kong does not need tax incentives to attract foreign investment as Hong Kong has an abundance of other advantages to offer, we do not agree with such an argument, especially in these days.  We believe that at extraordinary times, one will have to take extraordinary measures.  

It is quite obvious that certain of Hong Kong’s major competitive advantages are eroding as our competitors are catching up on us.  These will include the geographic location, the telecommunication and transportation infrastructure, the logistic know-how and even the level of English skills.  Moreover, Hong Kong’s operating costs are still much higher than our regional competitors.  We need to fully exploit Hong Kong’s attractiveness to multi-national companies to set up their regional establishments here.

We propose that concessionary measures be given to multi-national companies that set up regional headquarters in Hong Kong. The concession could be a tax concession in terms of a reduction of the corporate tax rate from 17.5% to 10%.  In order for the regional headquarters to be eligible for the tax concessions, certain requirements will have to be satisfied; these will include the employment of a minimum number of Hong Kong permanent resident and/or the need to rent or buy a suitable size office premises.

In addition, we would also suggest the government to remove “disincentives” in our tax system to attract and retain investors using Hong Kong as their regional services centres.  In this regard, the government should consider allowing the deduction of interest expenses paid to overseas companies for borrowings used to fund their regional service centres in Hong Kong in genuine business circumstances.  The current deduction rules were designed with heavy anti-avoidance considerations and could deny genuine business expenses incurred in this relation.

2.
Provision of legislative certainty for assessment of profits tax 

The current administrative position of the Inland Revenue Department as stated in the Departmental Interpretation & Practice Notes No. 21 is that companies which merely perform certain specified administrative and treasury activities (but do not accept / issue sale / purchase orders in or from Hong Kong) should not be subject to Profits Tax in Hong Kong.  These activities include: 

(a) Issuing or accepting an invoice (not order) to or from an ex-Hong Kong customer or supplier on the basis of contracts of sale or purchase already effected by an ex-Hong Kong associate (i.e. re-invoicing of transactions)

(b) Arranging letters of credits;

(c) Operating a bank account, making and receiving payments; and

(d) Maintaining accounting records.  

We agree with the above administrative position as it properly reflects the territorial based tax system that Hong Kong has established.  We suggest that the above administrative position be enacted in the Inland Revenue Ordinance confirming that the above business arrangement is exempt from Profits Tax.  This will provide certainty to investors into Hong Kong and will promote Hong Kong as an administrative and treasury centre.
3.
Special Economic Zone

To take advantage of the business opportunities provided by CEPA, we support that a ‘Special Economic Zone’ be set up in the border between Hong Kong and Shenzhen.  All products manufactured and produced within the Zone will enjoy zero tariff treatment when delivered to Shenzhen and other parts of China.  The set-up of the Zone will ease the flow of goods between the two cities and will attract more local and foreign investments in Hong Kong and help ease unemployment.

In order to provide more attraction for investments in the initial stage, we recommend that tax concessions be allowed for enterprises setting up and carrying on business in the Zone.  The tax concession could take the form of a complete exemption of Hong Kong profits tax for the initial 3 to 5 years of the establishment of the Zone.  Subsequent to the initial stage, the concessions could be a reduced Hong Kong profits tax, say at 50% of our standard tax rate.  

Further or extended tax concessions could also be allowed for selected industries such as hi-tech and high value-added products manufacturing and related industries; research and development businesses etc.

4. Comprehensive Agreement for Avoidance of Double Taxation

We are in strong support of the Government’s move in response to our previous submissions for Hong Kong to enter into negotiations of comprehensive double taxation agreements and establish a tax treaty network with our major trading partners to improve our attractiveness to international investors.  The recent signing of Hong Kong’s first Comprehensive Agreement for Avoidance of Double Taxation with Belgium is a move in the right direction.  We hope that this tax treaty network can be extended to more countries, particularly Mainland China to capitalize on the benefits under CEPA.

Reviewing of our tax policy

We recommend the government to perform a review of our tax policy with a view of setting clear tax policies that will serve the Hong Kong economy as well as achieve the objective of revenue collection.  We believe Hong Kong has all along under-utilised tax policy as a fiscal policy tool.

It has been observed in recent years that there are times when our tax policy do not coincide with the need of our economy.  There are also occasions where the tax policy or practice goes contrary to other government stated policies.  We will provide two examples to demonstrate this point:

1. Taxing of offshore funds “trading” in Hong Kong

It has always been the Inland Revenue Department’s administrative position that foreign funds (whether in form of trust or company) carrying on certain activities in Hong Kong through their agents will not be subject to Hong Kong profits tax.  The funds industry and their investment managers and advisers have been operating in Hong Kong on such an understanding.

We understand that it has been the Hong Kong government’s policy to promote Hong Kong to be a hub for fund management companies to set up operations in Hong Kong and to develop the fund management industry in Hong Kong.  However, a few years ago, the Inland Revenue Department initiated an internal program to seek to tax overseas funds ’ with various degree of operations in Hong Kong for all the profits that were generated going back 6 years.  Such an action created a panic amongst major fund management companies.  They are most concerned about the lack of a consistent tax policy and the lack of certainty in the Hong Kong tax system.  It is highly unfair that some offshore funds have to pay Hong Kong tax on certain of their profits up to 6 years while all along they have been told based on an understanding and legitimate expectation that none of the profits would be taxed.  The issue was ultimately resolved by a proposal in the last Budget that there would be offshore fund tax exemption regime to be implemented.  Although the Financial Services and the Treasury Bureau has recently published a consultation paper on exempting offshore funds on profits tax (on which our Institute will comment on separately), the inclusion of draconian anti-avoidance provisions are not helpful in promoting Hong Kong as a funds hub

2. Interest deduction legislation

In the previous Budgets, the Hong Kong government stated that Hong Kong should aim to become an international debt market center.

At or around the same time, proposed amendments to the Inland Revenue Ordinance were tabled which set out a set of draconian anti-avoidance provisions regarding interest deduction rules.  The effect of which is to create an anti-avoidance provision so wide that genuine and bona fide interest deduction may also be denied.  The proposed legislation was fiercely opposed by the banking industry, accounting and tax professionals alike.  The proposed amendments need to be heavily amended and as far as we understand there is still no definite time table when these amendments will be tabled for the third reading in the Legislative Council.

These two examples were quoted merely to demonstrate the lack of coordination in formulating government policies, in particular, tax policy.  After Hong Kong has gone through its toughest economic depression in recent decades, we recommend the government to consider using tax policy as a tool to help achieve its purposes.  

Tax policies can be used to promote specific industries that will enhance Hong Kong’s competitive edge, e.g. design, research and development and environmental industries, etc.

Providing certainty in our tax administration

We have found through our members’ feedback that there are various practices and policies in our tax administration system which lack consistency and certainty.  We believe that such a situation will damage Hong Kong as a preferred place of investment and significantly undermine Hong Kong’s simple and efficient tax system.  We will provide below some areas of concern.

1.
Avoid changes in certain long established administrative practices and assessing policies

In recent years, we have found the Inland Revenue Department has become much more aggressive in their assessing and auditing initiatives.  Without any fore-warning or making a statement of a change of administrative policies, some of the long established administrative practices and assessing policies are disbanded and new practices and policies have been established.  For examples, members noted a number of recent cases of re-opening of both 100% and 50:50 offshore profits claims and time-apportionment claims for salaries tax by both the Field Audit and Assessing Units of the Inland Revenue Department.  These cases were previously agreed or allowed by the Department.  The 50:50 offshore profits exemption has been accorded to those concerns which have their manufacturing bases in the Mainland China.  What remain in Hong Kong are the management offices to provide supportive services to the manufacturing operations in the Mainland China, such as the purchase of raw materials, receipt of sale proceeds, opening of letters of credits and keeping of books of accounts.  As the manufacturing operations are carried out in the Mainland China, the portion of profits attributable to the manufacturing activities is outside of Hong Kong.  It is correct in law to grant 50% exemption on those profits deemed to arise outside of Hong Kong.  It is not fully understood why the Inland Revenue Department re-open these cases for further examination.  Such new assessing policies have been applied to taxpayers going back up to 6 years and sometimes with hefty penalties.  Such a retroactive change of administrative practice and assessing policies has created deep concern and discontent among taxpayers.  

We understand the need for the government to raise additional revenue to tackle the budget deficit situation.  However by doing it through a retroactive change of practices and policies is not an acceptable means.  The lack of certainty and consistency in the tax administrative system that have been exposed have damaged the image of Hong Kong as a preferred place of investing and operating business.  We believe Hong Kong cannot afford a tax administration that changes unilaterally according to the economic needs of the government without regarding to the fairness of the system to taxpayers.  

We do not categorically object the tax administration to change their practices and policies from time to time according to changes in circumstances.  We would expect that such changes be done in a controlled and informed manner with fairness to taxpayers in mind.  We also suggest the government to consider allowing some kind of grand-fathering measures for any changes in the administrative practices and assessing policies.

2.
Advance Ruling

Since the introduction of the advance ruling system in April 1998, the Inland Revenue has received a total of 279
 applications for advance ruling, out of which 2291 rulings have been made.

However, potential foreign investors may not be able to benefit from the advance ruling system. Currently applicants who are non-taxpayers and without any presence in Hong Kong may not be able to obtain a ruling since the Commissioner may consider that the arrangement in relation to which a ruling is sought is not seriously contemplated by the applicant
 or that the applicant may not be able to specify in the application the period the ruling will cover
.  We would like the Inland Revenue either to apply the advance ruling policy more flexibly or to create a supplementary set of advance ruling rules for potential investors.

3.
Transparency

We believe that in order to foster a favourable investment environment, tax laws should be consistently interpreted and applied by the Inland Revenue Department.  The issue of departmental interpretation & practice notes alone may not be adequate in this respect as practice notes in general do not deal with procedural matters or specific situations.  In line with the practice of many other tax authorities (including the United Kingdom), we suggest that the Inland Revenue Department should publish its assessor's manual in order to increase its transparency and taxpayers' trust and confidence in their dealings with the Inland Revenue Department.

4.
Transfer pricing policy

From feedbacks of our members, we are aware that our tax administration currently does not accept transfer pricing methods currently commonly employed internationally.  In dealing with transfer pricing issues, taxpayers will have to negotiate with individual assessors and the outcome can have no certainty but will depend on the practice of the assessor.  We think that this is not acceptable for Hong Kong who claims itself to be an international business, trade and finance centre.  

We suggest the government to consider establishing a transfer pricing policy so as to facilitate international trade and provide certainty to investors into Hong Kong.  We would like to inform that most advance tax jurisdictions in the world, including Mainland China have a written transfer pricing policy with some jurisdictions even having a mechanism of approving transfer price for specific transactions ahead of the transaction taking place.

5.
Source of profits – a special task force be set up to review the source rules with a view to restoring and enhancing the attractiveness of the territorial tax regime of Hong Kong

It has been claimed that one of the tax incentives of Hong Kong is its territorial sourced based tax regime. Under this regime, companies can carry on business in Hong Kong and yet do not subject their non Hong Kong sourced profits to taxation in Hong Kong.

In the past, many international groups could set up re-invoicing and logistics centres in Hong Kong and book some of the groups’ trading profits here without exposing the same to taxation in Hong Kong. This was done on the basis that the contracts of purchases and sales of these trading transactions were essentially concluded outside Hong Kong by other overseas group entities. And Hong Kong was no more than a booking or at most in some cases a logistic centre. 

It has generally been felt that the Inland Revenue Department, is increasingly seeking to tax booked profits. This is so even though in many cases it could be said that the economic activities in Hong Kong (i.e. booking, invoicing and logistics etc.) are grossly incommensurate with the large quantum of profits booked here and that the activities in Hong Kong could hardly be said to generate the profits in question. One indication of the latter situation may perhaps be reflected in the Inland Revenue’s recent Advance Ruling Case No. 11.

Specifically, the Revenue has also recently argued in a tax case in the High Court that the profits in question were Hong Kong sourced simply because it was a place where the transaction was booked and certain background functions were performed.

In response to such assessing practice, it has been known that some investors are comparing setting up in Hong Kong vis-à-vis in Macau under the offshore tax regime there.

We believe that these booking operations are conducive to the economic well being of Hong Kong. And if we continue to pursue our assessing policies in the way that it has been, we risk losing our competitiveness to other favourable tax jurisdictions like Macau. 
We propose that a special task force be formed with a brief of reviewing the source rules of Hong Kong in general and those relating to booked profits in particular with a view of devising ways to restore and enhance the attractiveness of the territorial tax regime of Hong Kong.  This is a specific situation of Hong Kong having to consider and decide how to use its tax policy to serve the needs of our economy.
Considering other tax measures to enhance competitiveness in our tax system

1.
Profits Tax


(a)
Incentive to encourage Research and Development

Apart from measures which are being contemplated by the Government, we suggest granting tax concessions to encourage the activities of research and development for innovation, high technology and environmental protection industries:-

(i) a 200% out-right deduction against assessable profits on research & development expenditure incurred by the company;

(ii) a concessionary tax rate of half of the prevailing profits tax rate on the assessable profits of the company during formative years (e.g. first 3 years).

These incentives are not new and similar ones can be found in the tax laws of many other countries.  Of course, the applicable research & development expenditure qualified for such concession should be well defined and within the specified industries which the Government is now promoting in its Policy Address.  The details can be followed up and outlined by the Industry Department.

(b)
Incentives for Service Industry

It has been stated in prior budgets that providing a level playing field has been one of the government’s “maximum support and minimum intervention” policy.  Our capital allowance scheme, one of the inherent tax incentives, is actually tilted towards manufacturing industry which was once the backbone of our economy.  Our service industry by nature cannot obtain too much relief from such allowances, as their most important asset is human resources rather than plant and machinery. 

The government should support the further development of the service industry by providing incentives for building up talents and for upgrading the productivity skills of their human resources.

Our submission in this regard is to allow tax deduction for qualifying training cost at 150% of the expenses incurred in this relation.

(c)
Group Loss Relief

The system of taxation in Hong Kong provides few alternatives for the use of the tax losses suffered by resident corporations carrying on business in Hong Kong.  Although this has been a topic raised for discussion on many previous occasions, it is hoped that new legislation expanding the use of losses for groups of companies may be introduced at some stage in the future.

A company which sustains a tax loss under the current system is able to carry it forward to be offset against the assessable profits of future years without any time limitation.  In addition, where a company is a partner in a partnership and the partnership suffers a taxable loss, the company is able to set off its share of the loss against its own assessable profits.

Unlike countries with sophisticated tax systems, Hong Kong does not provide for the use of losses within a group of companies.  In the UK for example, companies which are substantially under the same ownership are able to transfer to one another tax losses sustained in a particular period.  The Australian tax system also provides for group relief via the transfer of both revenue and capital losses.  This has the advantage of reducing the group’s effective rate of tax.

Like Hong Kong, some countries in Asia have also excluded group loss relief from their tax legislation.  However, the introduction of group relief may provide Hong Kong with a significant competitive advantage in attracting foreign investment when compared to other countries in the region.  Singapore has introduced a group loss relief mechanism in their 2002 budget and group loss relief was available from year of assessment from 2003 onward. Japan has been reported to be considering introducing a relief of this type and, therefore, for this incentive to be marketed by Hong Kong as a unique benefit in the region, it needs to be considered seriously as soon as possible.

Obviously, the advantages of implementing such a system in Hong Kong need to be weighed against the possible loss of revenue in introducing such a change.  However, assuming that a loss making company is able to return to profits in the future, the company will make use of the losses it has carried forward in sheltering future assessable profits.  The introduction of group relief provisions, therefore, would simply have the effect of accelerating the use of those losses.  The loss to the Treasury is likely to be confined to an element of the time value of money on the accelerated losses utilized, and potentially a small amount of tax where business may previously have ceased trading prior to making use of their accumulated losses.  The business which may be brought to Hong Kong as a result of the change is likely to far outweigh this cost. 

The introduction of group relief within the tax legislation is certainly a feature which would differentiate the tax system in Hong Kong from others in the region, and would assist in attracting foreign investment into Hong Kong.  It would also be welcomed by investors already established in Hong Kong and go some way to securing their business for the future.

(d)
Franchise, Concession and Licence

Section 16E of the Inland Revenue Ordinance provides for the deduction of expenditure on any purchase of patent and know-how.  However, the Section does not apply to lump sum payments and other capital expenditure incurred to obtain a franchise, concession and licence to enable a person to carry on business in Hong Kong.  As the law stands, it seems that such payments are not ranking for depreciation allowances as plant and machineries.  If such rights are intended to be held as fixed asset for production of assessable profits of a company carrying on business in Hong Kong, it seems that no deduction can be made in respect of the expenditure, unless certain extra-statutory concessions are granted.  We submit that specific provisions be enacted to permit amortisation of such capital expenditure with definite life expectancy.

2.
Salaries Tax

(a)
Allowance for Medical Insurance Premium

As you are well aware, the provision of medical services to the public is a great burden on the public fund and this burden will be increased tremendously year after year with the increase and aging of the population.  Rather than leaving the Government alone to shoulder the provision of medical services, we suggest the public be encouraged to take out medical insurance and the premium so paid be allowed as a tax deductible item, subject to a maximum of $30,000 a year.  We suggest that allowance of the premium as a deduction should not create a significant loss to the Revenue as, on the other hand, the premium received by the insurance companies will form part of their assessable income.  If compensations are paid, these will off-set the expenditure which may otherwise be borne by Government.

(b)
Deduction for the cost of Purchase of Computer and Accessories

Ability to work on and communicate via computers and internet is a must for most employees today and probably all tomorrow.  Computer literacy helps to enhance the quality of the labour force and facilitates the smooth change in the labour structure in Hong Kong.  We suggest that the expenditure limit be set at HK$20,000 for every year of assessment without requiring that the expenditure be necessarily incurred in the production of salaries income.

We hope the above suggestions will be useful to your preparation of the 2004/05 Budget.

For and on behalf of

The Taxation Institute of Hong Kong

Li Man Fai

President







� Figures up to 31 March 2002 extracted from the 1998/1999, 1999/2000, 2000/2001 and 2001/2002 annual reports of the Inland Revenue Department.


� Paragraph 3(a), Part I, Schedule 10 of the Inland Revenue Ordinance.


� Paragraph 6, Part I, Schedule 10 of the Inland Revenue Ordinance.
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