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It is spring time in Hong Kong and

changes are in the air.

In recent months we have seen a number of
events which may have an impact upon the
future of taxation in Hong Kong. On 10
December 2003 the Governments of the
Hong Kong Special Administrative Region
(HKSAR) and Belgium signed an
Agreement for the Avoidance of Double
Taxation (DTA). This is the first
comprehensive DTA which the HKSAR
has signed with another country and is
currently the subject of approval by the
Legislative Council in Hong Kong. Once
approved, it will be effective from 1 April
2004. The DTA is the first of a network of
DTAs currently being negotiated by the
HKSAR Government. Further details are

contained in our Tax Notes Issue 10.

The Hong Kong economy has shown signs
of recovery recently. This enabled the new
Financial Secretary, Mr Henry Tang Ying-
yen, to announce in his 2004 Budget
Speech a reduced projected government
deficit of HK$49 billion for the fiscal year
to 31 March 2004 compared with his earlier
projection of HK$78 billion. Whilst the
Budget Speech did not contain any
immediate changes other than confirmation
of minor increases in the rates of Salaries
Tax, Profits Tax and Property Tax, the
Financial Secretary put forward a number
of proposals which could impact the
taxation system in Hong Kong over the

next few years.

For many years, there has been debate over

the role of Estate Duty in Hong Kong.

Estate Duty is imposed upon assets which
pass on the death of an individual. The
important factor is therefore the locality of
assets rather than the place of residence of
the deceased. One of the Financial
Secretary’s ambitions is to promote Hong
Kong as a Premier Asset Management
Centre but there are concerns that Estate
Duty could be a limiting factor. The
Financial Secretary will review the role and
impact of Estate Duty and will report his
findings in his next budget speech in March
2005.

The Financial Secretary also recognised
that Hong Kong has a narrow tax base and
that Hong Kong is the only developed
jurisdiction which does not have a
consumption tax or Goods and Services
Tax (GST) to broaden the tax base and
produce a stable source of income. The
Government has set up an internal
committee to review the introduction of
GST in Hong Kong. This committee will
report to the Financial Secretary at the end
of this year. Itis expected that any
proposals regarding GST would take at

least three years to bring to implement.

However, whilst changes are under
consideration some aspects of tax remain
the same. The Commissioner of Inland
Revenue has recently announced the filing
deadlines for the Year of Assessment 2003/04
and will continue to impose penalties on
late filers. A full list of the filing deadlines
for taxpayers is set out in our Tax Notes
Issue 11. We urge our clients to ensure
they file their returns on time if they wish

to avoid penalties.



Director’s fees

Directors of Hong Kong companies could
now be subject to Salaries Tax on their
directors’ fees following a controversial
decision by the Board of Review even if they
never visit Hong Kong and exercise central
management and control of the company
outside Hong Kong.

Salaries Tax is chargeable on income arising
in or derived from Hong Kong from any

office, employment or pension.

However different rules apply to the
determination of the source of fees from
the holding of an “office”, such as
director’s fees, compared with
remuneration from an employment such as

salaries, wages etc.

The “office” of director is independent
from the individual holding it and in
determining the location of such an
“office”, the Inland Revenue Department
(“IRD”) has generally followed the
judgement in an English case, McMillan v
Guest, which held that the office of
director is located at the place where the
central management and control of the
company is exercised. If that is located in
Hong Kong then any fees from such
“office” have a Hong Kong source and are

chargeable to Salaries Tax.

However determining where a company is
centrally managed and controlled has not
always been straightforward and the
decision in the Board of Review case D123/
02 has created confusion regarding the

source of director’s fees.

In D123/02 the taxpayer and his wife were
the only directors of a Hong Kong
incorporated company. They were
residents of Taiwan and received directors’
fees from the company whose day-to-day
business operations were conducted in
Hong Kong. All directors meetings were
held outside Hong Kong but the taxpayer
visited Hong Kong for 107 days and 83
days during the years 1995/96 and 1996/97

respectively.

The taxpayer claimed that his director’s
fees should not be chargeable to Salaries
Tax claiming that central management and
control of the company was exercised
where the directors held their meetings. As
no directors” meetings were held in Hong
Kong, the taxpayer claimed that the
company was not resident in Hong Kong.
He claimed all important business
decisions were made in Taiwan rather than

Hong Kong.

However the Board rejected the taxpayer’s
arguments that he and his wife exercised
the company’s central management and
control jointly during the directors’
meetings outside Hong Kong and held that
the taxpayer’s wife exercised little or no
influence over the Hong Kong company.
Rather control of the company was
exercised by the taxpayer alone and the
Board found that the taxpayer exercised
this function in both Hong Kong and

Taiwan.

However the Board then decided that the
source of director’s fees should not be

determined only by reference to where a

company is centrally managed and

controlled but relied upon the decision in
the case of CIR v Goepfert to claim that a
totality of facts test should be adopted to

determine the source of the fees i.e. the

location of the office.

Notwithstanding that the Goepfert case
involved the determination of the source of
an employment rather than an office, the
Board accepted the Commissioner’s
contention that even if central management
and control is outside Hong Kong a
company can be resident in Hong Kong if
it complies with Hong Kong laws,
maintains a registered office and its
statutory books and records in Hong Kong
and engages a Hong Kong auditor. Given
these “facts” and also that the company
was carrying on substantial business
operations in Hong Kong, the Board
concluded that the company was resident
in Hong Kong and therefore the directors

fees had a Hong Kong source.

This decision is a radical departure from
previous practice including the IRD’s own
practice note which states that the source
of director’s fees are located where the
“office” is located and this is where the
central management and control of the
company takes place. The adoption of a
totality of facts test using the factors
adopted by the Board means that in future
it will be difficult for any director of a
Hong Kong incorporated company to
claim that his director’s fees have a non
Hong Kong source even if central
management and control is clearly situated

outside Hong Kong.
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Dependant visas and employment

In Hong Kong

On 30 June 2003 the Government
announced a number of important changes
in immigration policy with effect from 1
July 2003. Included in these changes were
restrictions on the right of persons who
enter Hong Kong on dependant visas to

take up employment in Hong Kong.

Under the Government’s proposals,
persons who entered Hong Kong on
dependant visas after 1 July 2003 could no
longer work or establish business in Hong
Kong under the terms of the dependant
visa. If a dependant visa holder wishes to
do these things he or she will have to apply
for their own employment or investment
visa and the application will be assessed
according to the same criteria as non

dependant applicants.

These regulations have no effect on
dependants who were already employed or
who had lodged dependant visa
applications prior to 1 July 2003. They

also have no effect on dependant visa

holders employed before 1 July 2003 who
wish to change jobs or to renew their visas
after 1 July 2003.

Following representation by the British
Chamber of Commerce in Hong Kong, the
Immigration Department has relaxed the
original proposals in respect of part-time
or supply teachers in International Schools
who arrived on dependant visas after 1 July
2003. Under the arrangement agreed with
the Immigration Department by the British
Chamber, any individual on a dependant
visa who wishes to be engaged as a supply
or part-time teacher by an International
School must apply either individually or
collectively through the employing school
to the Immigration Department (Visa
Control) for a letter of authority to teach.
These application letters must include a
letter from the relevant school certifying
that the individual will be employed from
time to time by the school in that capacity
and that a teaching permit from the

Education and Manpower Bureau has been,

or is in the process of being, obtained.

The Immigration Department will issue a
letter of authority which will be sufficient
to allow the applicant to work during the
period of their ordinary dependant entry
visa. The letter will be renewed
automatically by the Immigration
Department each time the “Right to Stay”
visa is renewed. Schools will be able to
employ anyone possessing the letter of
authority as and when they require their

services.

Whilst the concession for part-time
international teachers offers welcome relief
it must be stressed that this applies only to
employment with International Schools. In
all other cases dependant visa holders who
arrived after 1 July 2003 will face penalties
if they engage in employment in Hong
Kong without applying for their own

separate employment visa.




