xiii
Table of Contents
Page
About Wolters Kluwer Hong Kong Limited .........ccccocouecviinvciscisnannnns iii
Aboiit the ABHOL. .. oumuusmmammmmmsamsssivssisawsais s v
T 1 1.0 L vii
I 1 — ix
A D BTE AT LTS uisini s uessrs s s T SR SN A SV S xi
Chaptet T Introdsietion .. mmmeiisississssissnsssisisssssisnnsssissmnss wasssssnssssasssossnds 1
T1-010 Tax EVASION.cuerreerrmsrsesssssssnssnsessssassusssssssessonsensesssassasassasass 2
T1-020 Tax AvOidance.....c.eisesmsssmesione: I 3
91-030 How field audit/investigation cases are initiated....... 4
§1-040 Departmental Interpretation ard Fractice Notes
No. 11 (October 2007) (“DIPT 117) coercinenrinersesnsasnsenss 5
91-050 Full Voluntary Disclosure. i.....ccvccrenicnssinsnssinsnsessanes 6
LY 1T N T B g T, TN, W O /A —— 6
€1-070 Field Audits and Javestigation Unif......cccvvrenniinennennae 7
q1-080 Field Audit and lr vestigation Cases Handled
in 2014-15 .......» T e S s S e e 7
91-090 Period cocred by an Audit & Protective
ABSERENINL s ivsvisninsismmsmisnasmsississsss s svsi 7
1-100 Pracess of an Audit.....ueieiiomissmomsmsmnnmemn.. 8
91-110_.ifference between Field Audit and Investigation.... 9
1-FHINN TN & NTID T cccouimisiisisussmivismivisssessavisnsssssssssssbomi sasissassiaiss 9
Chapter 2 The Initial INteIVIEW.....ccccervesicriisnscssssisinerissssssssssssssasssassisns 11
92-010 Tax Representative and Secrecy Provision of
CRETRLY o esnssmmsesssassansssesrmnsoansntiibnssarssbsssiiAaimais s AT 12
92-020 Preparation for the Initial Interview.......ccerverrueresnns 13
92-021 Incorrect Returns. ..o 13
92-022  Accounting Records.......emmereeesssmesecssessasonn 14
92-023 Questions Asked....c.ccoeverenrrncrncrennssnsosnenneces 14
92-024 Commencement of the interview .........cceeee. 14
92-030 Full Voluntary Disclosure.......coeernenisnsssnecesesenssnonas 15
92-040 Details of other iNCOME.......ocvcersrssnsronnssesssmsrronsesssssens 15

A Practical Guide to Tax Audit and Investigation in Hong Kong




Xiv

A Practical Guide to Tax Audit and Investigation in Hong Kong

92-050
92-060
12-070
92-080
92-090
92-100
92-110
92-120
92-130
92-140

Family background........ccurmmsemstssssenssnssnssssssssnnss 15
Private Assets and Liabilities.......couereceenrerrrnrverssnersees 16
List of Bank Accounts - Business and Private ........... 16
LIVINE EXPEMBES wocurermusmmerssonmssssisssasassassessmrisssasisaiasssissoss 16
Momney held In trust....covmmsmm sssiveassssse 17
IWEHAEALL PPOFIS .ovncorimmesorsimmmmsssssmenssrsasssimavessimavsississasio 17
REMITEATICES «.vvveerrenersnsmnseessenassonsiercasasessonsessensesnssnanssrassenes 17
Review of Past rettirmS....uirurrrereeieirenneessessesnsnnesssaseases 17
Record of INtErVIEW ..vvevniciecrsrericcneineisssssecnsssnesnesnsenes 18
After the Initial INterview ...ccvvvceceecceissnesnesnssseesesnenes 19

Chapter 3 Power of IRD to Obtain Information

Al DOCHMCNES (uummessssmsmmrmimissssmmssms s 21
§3-010 Statutory power to obtain information for

audit/investigation PUIPOSE......ccccceveriereerrerrersssenrcennens 4

93-020 Section 51(4)(a), IRO ......ccovceereresnererencsressmssesesssnsnsssenne 22

93-021 Accounting Papers and Advice Papers

93-030 Section 51(4)(b) Examination by an Assistant
COMMISSIONET 1uvuvusiueincncnrcscrsnstssnesssssesersaressassssssesaonsessans 24
93-040 Exchange of Information (“EoI”) .......cceeceeemeeremsessersees 24
§3-041 DIPN47 - IRD’s practices in relation
0 EOL.....cucoenienenrisrnsecnensnerensesasssassnssansesssnsmsonsonst 24
93-042 Trade business or other secrets...........ioiiion, 26
93-043 Legal professional privilege .............ccurieen. 26
93-044 Disclosure Rules (s49(6)) .....ceurereeiiosiimennnnnns 27
93-050 Non-compliance ........ccocvcrerveerreerererserersescnnnt IS 28
§3-051 Reasonable eXcUSe .....ccucuveeerivenerseenrsreressonens 28
93-060 Legal Professional Privilege.........cecererurennurrsssssiesnsennens 29
93-070 Self -INCrimMination........crivemiceesesscesreonneensrssssessessensens 29
93-080 Statement of Assets and Liabilities (s51A)................. 31
3-090 Search Warrant (S51B)......cccceeeueceercecssnsressneneesnessssnsssesens 32
§3-100 Information from Other Government
Departments or Public Bodies 852(1) ........ccoevreernnenee 34
Chapter4 Methods of Determining the Understatement .................. 35
94-010 Specific or Indirect Approach..........cccceccereernreersssennens 36

© 2016 Wolters Kluwer Hong Kong Limited

LU CEEE P EE RO EE R E R SRR R LR

Table of Contents XV
94-020 Direct Method (Specific Omission).........ccoveereeerceanns 36
94-021 Failure to notify chargeability s51(2) ........... 37
94-022 Accounting records........ccenniieiinisenniciiininins 37
94-023 Adjustments to tax computations................. 38
04-024 Prosecutiom. .coussmsmimmiimsisismsasssassonss 39
€4-030 Where accounting records are incomplete.................. 40
94-040 Assets Betterment Statement (“ABS”)....ccccvcvvccnvcnrane 40
€4-050 Bank Deposit Method .........cuvcviieiinnnssnsnsnsneasiseasenns 40

94-060 Business Economics (Percentage Computation)
Methiod stk 43
4-070 Projection Method .......ccccvvienisscssnsnsssnssissssensssssans 45
€4-080 Gross Profit Method.......ciimmniisesin. 47
94-081 Trading business - Cash trade.......c.cccouueurueae 48
G4-082 Service INCOMIE ......cccecceuesiesssssssssssssssensssssssssanes 49

€4-083 Factors affecting the accuracy of the

Gross Profit Ratio .......ccceiinemncisnnisinseisasnns 49
€4-090 Report by the Tax Representative .........occceeusisicnsensanes 50
4-100 Deposit fOr TaX .....cccevererassermensesnsssssnsesnsanisssenssnssnsssnsnsess 50
Chapter 5 Assets Betterment Statement......ccovcoerecnemercvscncnsnsnnssscnns 51
€5-010 Format of an ABS ... 52
€5-020 Periods Covered in an ABS ........ccccnninirsnnirassssnacnnns 55
95-030 Loans from Other Persons........c..cciiinnnnesssrensossassnnns 55
95-040 Living EXPeNSes....ccciciismicsmsuisissssnsusassersssasasasssssssssasasensnss 56
€5-050 Unidentified Withdrawals ........ccccecenuiueminnrersnsrersnscasenns 56
95-051, Cash ih Hand nnassnasmasmmnsoisvesss 57
95-052 Gambling WIns ..., 57
95-053 Investments.........cciminmcscisrnonsesssnnmisiiniinnasiiins 58
€5-060 Discrepancy and Head of Charge.........cccouvcivmnininrunnes 58
5-070 Non-trading Profits/INCome.........cccvvcureruresonuessesnssrasenses 59
95-080 Opportunity for Comment by the Taxpayer .............. 60
q5-090 What Evidences are Required?........cccovivnsinenscnsanesenns 61
5-100 NEZOHAMON :ccisinissiosimenssrisismsmaisrisassmmsiisissssssmsisimasmisss 62
Chapter 6 Sample ABS - Sole Proprietor.......cccocveeecsnnsrensssssnsuscessonsens 63
§6-010 Illustration of an ABS of a Sole Proprietor................ 63

A Practical Guide to Tax Audit and Investigation in Hong Kong




Xvi

A Practical Guide to Tax Audit and Investigation in Hong Kong

96-020 Revision of ABST...crvicrscnesmessescsssossssesensmessessasssnes 75
96-030 Acceptance of the ABS and Issue

Of ASSESSIIECIIES ceeereccrrrersurersrnsercsnsrisssrersssssssssssssassssnsessans 87

Chapter 7 Assets Betterment Statement — Partnership

and Corporation. .. sissensssiiviisemive 89
Y7-010. PartnerShiP. .ocommsmmeonmommminswssssimsisivssisessmisssssintss 89
7020 THustration s wmrmes s isgisiittm: 90
T7-030 Corporation . ... omummssmssissovmssissasissisiisississ 93
7040 THustrafion. .. sansnmasmmmansaisss s 94

Chapter 8 Process of Audit, Protective Assessments and

Hold over of Tax under Objection .........cccccceuvcurerereeereneese 107
98-010 Bank Analysis ......ccuiicscarcensssmensensnessasesssssesessesarns 108
98-020 Examination of Accounting Records..........ccoruerurncnn. 110
8-030 Obtaining Information from Third Parties.............. 112
8-040 Performance Pledge.........cccoevverreimnernrernmnccrsensnsssnnns 113
98-050 Protective Assessments and Alternative

ABSESSINEIES ..uurunuinsernserssssssssoresssesasessosssssssssensassesssssssrasses 113
98-060 Hold over of tax pending settlement

Of ObJeCtionN ..ot srsesens 112
98-070 Recovery of tax under objection........ccccesveueerrerercuenecs 115

Chapter 9 Anti-Tax Avoidance and Technical Adjustments ‘o

ABSEEMMBINS. i insasssusessssisscmssvisservaisnssessisisssaON o dississ 119
9-010 Anti-Tax AVOidance.........cviiiueereerisercsssserosssssesonsassases 120
99-020 Offshore COMPANIES ...civeererrrensrvnersesusssisesssasonssssenseene 121
99-030 Transfer Pricing and Offshore Companies.............. 121
99-040 Profits from Property and Share Transactions........ 122
99-050 Rental income from Real Properties...........ccceeeururennes 123
9-060 Manufacturing in Mainland China...........ececeeereerannee 123
N9-070 Bad Debt cusnisiismiissmisnisiisississsensmsnsnsassnsenss 123
99-080 Entertainment EXpenses.......ccoueiveeeernrerassssserersesaseses 124
99-090 Interest eXPenSes.....iesisesieesnscsnsnssrassenssnsessssssesans 125
99-100 Management and Consultancy Fees..........ocervrcrenne. 126
99-110 Private and domestic eXpenses.........oervvererrcnscreonaes 126

THTCCCTEEEORREEEEREEE T HHHREERERER R LEEEEEEEEEEEEE R

© 2016 Wolters Kluwer Hong Kong Limited

Table of Contents Xvii
Chapter 10 Negotiation and Settlement......ccuminimemsssinssssssaseens 129
10-010 Conclusion of an Audit.......cuuccverviserinscsnisnsssnissnsnenes 129
€10-020 Letter of Settlement .........coocusvernseensmsnesnensnsnsnsssssensnanens 130
G10-030 Penalty .ucerceccercunesenessiscnsessessssssnssnasssanssnssasssnsssnssssenssas 131
§10-040 Approval by Top Management .........cccsrsesrsssssessens 131
§10-050 Issue of Assessments and Penalty.......ccoceevernrsreccennane 131
€10-060 Finality of ASSeSSMENts ...ccurieesnsurssressensssensssnsnnansnses 132
N10-070 Irstallments...aomssmmmsissansssmsmsissonssmamasen 132
q10-080 Cases Which Cannot Be Settled .......ccocovvuivcnrucrnnenns 133
Chapter 11 Offence and Penalties in Taxation .....cccceensiisiisscnseniens 135
M11-01Q Levels of FING iiviisisisissiamsmsinsvvnismsssaiin 136
L HI e B0 111 Tu1i 01 Te b - SR ————————————" 136
€11-030 Failure to Supply Information or to
Answer QUeSHONS.......ccvierecmersnsensssnssassnsssssssssassesssenses 137
€11-040 Keeping Business Records .........cccunmicmmsureesssesssinasanes 137
11-050 Tax Evasion Offences ..........ccuvuicnsisnsensesasssssssaassns 138
Chapter 12 Penalty Policy of the IRD.......erervecierissssssssmnisisensssieesens 139
€12-010 The IRD’s Penalty Policy - Field
Audit/Investigation Cases .....vserrmesriasrsssnessessssneenss 139
912-020 Category of Disclosure and Work Inveolved............ 141
12:080 Late RIS wiimmmsimsiissiismsnsvssissmssiasiisnias 143
€12-040 IRD’s Penalty Policy — Non-investigation/Field
Andit CABEE ovmmmmmmmisisammimsmmsmsiesiesassioiis 144
§12-050 Salaries tax and Property tax Cases .........ccceveurueucrnns 145
§12-060 Personal Assessment Cases ..........ieiirissensississsnnasnas 145
Chapter 13 Tariff of Penalties ...c.umisissinssisssmasnsnsssssasessssniasasass 147
§13-010 Starting point — 100%....c.ccrseisisssssssecsassnssnensarasasasnss 147
913-020 Late Returns Cases (infringing s51(1)) ......ccceervecerennas 148
913-030 Tariffs in Board Cases .........ccvsrememsimssessssersssssnassanass 149
913-040 Salaries TaXPAYEIS...c.eersersrsessesssnssnsnsassassissssonassssssases 150
913-050 Profits TAXPAYETS ....ccceiisssssnsrssesessrasssssnsssssssassassassassananss 152
§[13-060 Property TaX ....ciemmssmmeessssisressscssnssnsssssssssssssssasonsasase 155

A Practical Guide to Tax Audit and [nvestigation in Hong Kong




R

915-060 Signing any Return or Statement without
Reasonable Grounds for Believing the Same to

Be True (S82(1)(A)) ..covursisunssisninsnsesncnararmsensassasssseesesens 174
915-070 Mandatory Custodial Sentences ..........cccoueruerrecvenenee 175
915-080 Decision to Prosecute ......ceenririseeensiseresscensnens 175
915-090 The Level of Penalty ........cocersniercnseemmrsereniensssenssssens 176
915-100 Possibility of Prosecution for Tax Evasion............... 180

© 2016 Wolters Kluwer Hong Kong Limited

XViii A Practical Guide to Tax Audit and Investigation in Hong Kong Table of Contents Xix
13070 Late RetUENS wusiosscssssiavinsvisisssscisuiisisssisassinenisivesies 155 Chapter 16 Miscellaneous Issues Arising in an Audit.......c.ccccovcccne. 181
913-080 Failure to Notify Chargeability to Tax......cceerrvenne 159 916-010 Payment of Tax and Penalty .......ccocuunsssncnsnincnscnsernania 181

916-020 Protective ASSESSMENTS .......cccviveiriuerisninsnsnssiaecsisassanes 182

Chapter 14 Section 82A — Additional TaX.....c.cccceecreeerrsnnsnessesnrnessen 161 €16-030 Current Year RettIM.......cocoeniuruercurrsncnivinsnsvsnesesescnsanaees 182
914-010 Section 82A — The Offences and Penalty................ 162 16-040 PattierSHID sucesssiiessissesossussassussonsinsussdsonsassssonisdssay 183
914-020 Failure to Submit Tax Return (s51(1) or (2A) 916-050 Directors of a Corporation..........occcecniieniivenssesensssennns 184

or Notify Chargeability to Tax (s51(2))......ccceerevenece. 162 916-060 Deceased Person......icossmsisssessssassesisssessasssssasnsssassnssonss 185

914-030 Right to Make Written Representation............c.ceuue. 163 16-070 SPOUSEE iccissississsissisisonsssassvosssssussrevasasisssisrisionnsissfinssssnss 186
914-040 Deceased Persomn. ... msssmssiissmsssssessenssassssesssssaesans 163

914-050 Appeals to the Board of RevieW......ccccceeceverrercrvnecnnns 164 Chapter 17 Mentality and Attitude of Taxpayers ......cuemmceesssssssscasens 187

§14-060 Not liable to Additional TaxX........cccvcecereescrenrennrracerenns 165 §17-010 Keeping Proper ACCOUNtS ......coererrrrrerssesesssssssscssnsnsens 187

914-061 The amount of additional tax exceeding 17-020 Tax AQVICE .cvcrervrsremsessesenssmsesesssssmessassnsnensssnssesssasssssssssnses 188

the amount for which he/she is liable §17:059 Stress of an Audit......cceeeversrsncrsnsnsnssinsenssssssssinsassns 188

UNAET S82A.....uectnrsssrnennnsssssesseessensessenses 165 17040 Reaction t0 an Audit ......cccevveerecercncrinnsensusnsensenensnaes 189

914-062 Excessive in the Circumstances..........cc...... 166 117-050 Protective ASSeSSMENtS ....ucviisessscsessessessssmsssssassenssnses 190

q14-063 Cannot Go Back to the Basic Tax................. 166 917-060 Basis of Settlement..........cccoovunirverssnsnecssnsnssnansnsnnnnnens 190

14-070 Onus of Proof....ccunsuiuwimmmsssissississsigssnse 167 §17-070 Attitude and Approaches during an Audit............... 190

€14-080 Procedure on Appeal........ccuiniinnnnsinincnsnscenansennes 168 917-080 What Should a Taxpayer Do and What

€14-090 Appeal to the High Court.......cccovvrverrereemrcnnesncsaseonss 169 INOL 10 D 0uiivisismimissisimimesiis sivnsssessimimsssasiimisisioens 191

€14-100 Increase in Penalty by the Board...........cccceuvemerrncnonee 170 17-090 After the Andif.manmiammtaisisannissmnses 191

914-110 Section 82A Additional Tax — Criminal 17100 Professional Fees.....cusuusmemmnmnmmmmmmmsmasios 192
Penally .o snamiisimig 170

Chapter 18 Case Stidies,...uueiisisisnsrsassiisaresssorsmsinsrsmsmismsssissssnsissonasis 193

Chapter 15 Prosecution for Tax Evasion .........rsesressessefoitnmionnn. 171 918-010 Omission of Income and Overstatement
915-010 Section 80(2) .......ccocecriieresesssuensissssssnsnenssesirostiotsnsencens 171 of PUPChASES i aseimig 193
§15-020 Section 82 Fraud or Wilful Evasion ........:sceeececmrruennnee 172 418-020 Excess Deposit and Gross Profits Approach............ 194
915-030 CompPOUNding........cccerisereerscsuesrmssessssnssenseessasssesassoses 173 €18-030 R Wong Yue Hung Johnson (1992) 3 HKTC 733 ........ 195
€15-040 Section 82 or Section 80(2)? .......eereeereersssressnecessoesans 174 §18-040 The Queen v Ng Wing Keung, Paul
915-050 Assisting Others to Evade TaX.......ccceceeerereresnresnenenn. 174 (First Defendant “D1”) and Choi Sin-biu

(Second Defendant “D2") 4 HKTC 264

(see APPENdIX A)...ceciecmrerecmrenssmiesssessasisssssssisssasssssssases 195
€18-050 HO Lui 3 HKTC 289 (see Appendix B).......ccecrvrennnne 196
€18-060 Yip Kam Sing DCC640/1994, 4 HKTC 68

{see Appenditl cammmmmmmsmumm o mmssamnmmussosnn 197
q18-070 HKSAR v Chan Kin-man Ivan 5 HKTC 535

(see Appendix D.csmsmmsemsimsssmmmmesamsisie 198

A Practical Guide to Tax Audit and Investigation in Hong Kong




Xx A Practical Guide to Tax Audit and Investigation in Hong Kong

q18-080 Asia Master Ltd v CIR [2006] HCAL 114/2005

(see AppendiX E)......ccccimrasmresnssnssmssssnsssssssssaserssnes 199
APPENAIX A ..ocurvirirerrmsenrasinsenissinssssssusnssssmsssssssssssrsssensssissssssessassssstsssassssnsas 201
0510151111 i g [ IO W N R . 213
APP BN € riviossnssnsssinsinsinsnssisnmsnssssss s biessssesisssssss soosonsiomvess s aisss s 219
INPETIANN T v cuioviuseoniennssisisss i s i oo s VSSRGS A 223
01 v b, 4 L 233
Frequently Referred Parts of Inland Revenue Ordinance (Cap 112).... 259
Table 0f CASEH iiuumisiscivisssmsimimiimimssisisisssmsisasinsiss i 287
Table of Legislation .. cummiimisambirsessiins s Srna st 291
Subject INAEN oo asiiie e w i ssasssnamsnsmrnrass 295

© 2016 Wolters Kluwer Hong Kong Limited

1
CHAPTER 1 INTRODUCTION

B € ST L0 ] o R 91-010
Tox AVOITDENE immmiisasnmmss s ias s s 91-020
How field audit/investigation cases are initiated............cccovnnnne 91-030
Departmental Interpretation and Practice Notes No. 11
(October 2007) {"DIPN TT").comsimmanmmmsmmsnissmmssmesm 91-040
Full Voluntary DiSClOSUIE ....c.ceoiiimrnminrerees s 91-050
R s o] o T —— 91-060
Field Audits and Investigation Unit ....ccceeiiccmnnniccnneccneceninns 91-070
Field Audit and Investigation Cases Handled in 2014-15 ......... 71-080
berind covered by an audit & Protective Assessment............... 91-090
Piocess OF QUL cvvoviceiic e 91-100
Difference between Field Audit and Investigation .................. 11-110
File NUMDBET ittt T1-120

This text encompasses:

(a) field audit (the term for tax audit in Hong Kong) and
investigation of tax evasion and avoidance in Hong Kong by
the Inland Revenue Department (“IRD”). Investigation is more
in-depth and detailed than field audit. For the purpose of this
book, “audit” refers to a field audit or investigation;

(b) penalties applicable for infringement of law discovered after an
audit; and

(c) methods to handle an audit.

This book only covers taxes levied under the Inland Revenue Ordinance
(Cap 112). Indirect taxes including taxes for tobacco and cigarettes,
alcohol, hydrocarbon oil etc are outside the scope of this book.
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