
Professional Level – Options Module

Time allowed
Reading and planning: 15 minutes
Writing: 3 hours

This paper is divided into two sections:

Section A – BOTH questions are compulsory and MUST be attempted

Section B – TWO questions ONLY to be attempted

Tax rates and allowances are on pages 2 and 3
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During reading and planning time only the question paper may 
be annotated. You must NOT write in your answer booklet until
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SUPPLEMENTARY INSTRUCTIONS

1. You should assume that the tax rates and allowances shown below will continue to apply for the foreseeable future.
2. Calculations and workings should be rounded down to the nearest HK$.
3. Apportionments need only be made to the nearest month, unless the law and prevailing practice require otherwise.
4. All workings should be shown.

TAX RATES AND ALLOWANCES

The following 2010/11 tax rates and allowances are to be used in answering the questions.

Profits tax rates
Companies 16·5%
Unincorporated business 15%

Salaries tax rates
First $40,000 2%
Next $40,000 7%
Next $40,000 12%
On the remainder 17%

Standard rate 15%

Allowances
$

Basic allowance 108,000
Married person’s allowance 216,000
Single parent allowance 108,000
Child allowance – 1st to 9th child (each) 50,000
Child allowance – additional allowance in the year of birth (each) 50,000
Dependent parent/grandparent allowance – basic 15,000/30,000

– additional 15,000/30,000
Dependent brother/sister allowance 30,000
Disabled dependant allowance 60,000

Depreciation allowance rates
Initial allowance:

Plant and machinery 60%
Industrial buildings 20%

Annual allowance:
Computers 30%
Motor cars 30%
Furniture and fixtures 20%
Machines 10–30%
Industrial buildings 4% or formula
Commercial buildings 4% or formula
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Stamp duty rates
Share transfers 0·2% + $5
Conveyances (ignoring marginal reliefs)

Not exceeding $2,000,000 $100
Not exceeding $3,000,000 1·5%
Not exceeding $4,000,000 2·25%
Not exceeding $6,000,000 3%
Not exceeding $20,000,000 3·75%
Exceeding $20,000,000 4·25%

Leases
(a) Key money, construction fee etc only As for conveyances (above)
(b) Rent only (as a percentage of the average yearly rent)

Undefined term 0·25%
Not exceeding one year 0·25%
Not exceeding three years 0·5%
Exceeding three years 1%

(c) Key money, construction fee etc and rent
Key money, construction fee etc 4·25% of the consideration
Rent As for a rent-only lease (above)
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Section A – BOTH questions are compulsory and MUST be attempted

1 HK Engineering Co Ltd (HK Co), a Hong Kong-incorporated company carrying on business in Hong Kong, was
successfully awarded a contract in Vietnam to help the Vietnam government with a new water plant project. A meeting
has been scheduled with the Vietnam government’s representatives to discuss the details of the main contract. Prior
to the meeting, the project manager, Mr Man, called for a meeting with other senior management staff, the details of
which are as minuted below. All amounts are in HK$.

Minutes of Meeting on 1 June 2010 on Project Victory

Attendance: Man (Project Manager)
FF (Finance Director)
TT (Treasurer)
EE (Chief Engineer)

1. Man briefly explained the scope of the work as required, including:

(a) the contract comprises two elements: supply of heavy equipment and the installation of the equipment on
site;

(b) the total contract value is equivalent to $20 million covering both elements; and
(c) the duration of the project is estimated to be six months.

2. EE suggested that the equipment be purchased from one of their existing suppliers in Mainland China. Due to
their long established relationship with this supplier, EE has confidence in negotiating the best terms and deal,
with all the purchase orders and shipping documentation being dealt with directly in Hong Kong. The purchase
cost is estimated to be around $8 million.

However, for the installation services, apart from employing local Vietnamese workers to perform the on-site
work, EE would need to send a team of experienced engineers from Hong Kong to Vietnam to supervise the work.
As a result, the total staff costs for the project are estimated to be $4 million.

3. TT suggested that the $8 million purchase cost of the equipment be funded by the company’s current bank loan
facility with interest at the rate of 5% per annum.

4. FF proposed the following structure using another member of the HK Co group, incorporated in the British Virgin
Islands, BVI Co, in order to maximise the after-tax profit of the group:

The following draft profit forecast for the project was presented:

HK Co BVI Co Group
$million $million $million

Contract fee 20 – 20
Equipment sale – 15 15
Equipment purchase (15) (8) (23)
Staff cost (4) – (4)
Bank loan interest (0·2) – (0·2)
Net profit 0·8 7 7·8
Estimated tax (0·1) – (0·1)
Estimated profit after tax 0·7 7 7·7
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5. Man appreciated the proposal explained by FF but questioned whether the structure would be challenged by the
Inland Revenue Department as tax avoidance. Moreover, he is considering establishing a local subsidiary in
Vietnam to sign the contract, as a start-up to expand HK Co’s business into the Vietnam market. FF agreed to
solicit professional tax opinion on these aspects.

Required:

As the tax advisor of HK Engineering Co Ltd (HK Co), prepare a report for Mr Man addressing the tax issues set
out below, including supporting calculations where appropriate.

(a) Assuming that a Vietnam subsidiary, wholly owned by HK Co, is established, the contract is to be signed by
the Vietnam subsidiary and the equipment and staff are supplied by HK Co as outlined in point 2 of the
minutes, advise on:

(i) The Hong Kong profits tax implications for HK Co with respect to the profits arising from the contract,
together with any other matters on which you would recommend HK Co to obtain further advice;

(4 marks)

(ii) How the supply of the equipment and staff should be dealt with in view of the current transfer pricing
practice in Hong Kong. (8 marks)

Note: You are NOT required to comment on the Hong Kong-Vietnam tax treaty.

(b) Assuming that no Vietnam subsidiary is set up, and the structure proposed by the Finance Director (FF) as
outlined in point 4 of the minutes is adopted, advise on:

(i) The Hong Kong profits tax implications for HK Co arising from the contract. You should specifically
consider both the taxability of the contract value of $20 million, and the deductibility of the equipment
purchase cost, staff costs and loan interest; (17 marks)

(ii) What the Hong Kong profits tax implications will be for BVI Co arising from the sale of the equipment
to HK Co. (9 marks)

Professional marks will be awarded in question 1 for the appropriateness of the format and presentation of the
report and the effectiveness with which its advice is communicated. (2 marks)

(40 marks)
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2 Mr and Mrs Kwok are a married couple with no children. Mr Kwok has been working for a Hong Kong-listed company
(the Company) since 1 August 2002. He had the intention to resign on 1 August 2010 but the Company had
requested that he stay on for one more year. In recognition of his agreement to stay, the Company agreed to pay him
an extra incentive of $50,000 on 1 August 2011. As the time is approaching, Mr Kwok is seeking professional tax
advice on his tax position if he resigns effective from 1 August 2011 based on the following information:

Upon ceasing employment on 1 August 2011, Mr Kwok expects to receive the following final payments:

(1) A lump sum incentive payment of $50,000, as agreed in 2010, for Mr Kwok’s agreeing to extend his services
for one year.

(2) An estimated amount of $100,000 representing his bonus entitlement in respect of the financial year 2011.
This amount is estimated based on last year’s payment. The final figure will only be available in April 2012.
Should the final figure exceed the payment of $100,000, the top-up will be paid to him in mid-April 2012. The
Company has agreed that if the final figure is lower than $100,000 he will not be asked to pay anything back.

(3) Payment for leave not taken amounting to $20,000, including some leave days brought forward from 2010.

(4) Retirement benefit calculated in accordance with the rules governing the Company’s retirement plan which is
duly registered under the Occupational Retirement Schemes Ordinance. Mr Kwok has met with the Company’s
personnel manager, and he was asked to make a choice amongst the following options:

(i) leaving the Company by way of resignation (i.e. termination of service) and withdrawing his ‘leaving service
benefit’ in the lump sum of $1,000,000;

(ii) leaving the Company by way of early retirement (subject to his supervisor’s consent) and withdrawing his
‘retirement benefit’ in the lump sum of $1,000,000 (same as the ‘leaving service benefit’ under (i) above);

(iii) leaving the Company by way of early retirement (subject to his supervisor’s consent) and withdrawing his
‘retirement benefit’ as a periodic pension in the amount of $10,000 per month commencing 1 August 2011
until his death.

Following his retirement, Mr Kwok will continue to serve the Company in the capacity of an independent consultant
for a tenure of two years under the following terms:

(5) Mr Kwok will be obliged to provide services as and when required by the Company at an hourly rate of $1,000;
but will be given advance notice of not less than 24 hours.

(6) Mr and Mrs Kwok are allowed to continue to occupy the Company’s staff quarters, subject to him continuing to
pay the same rental contribution of $5,000 per month (see (10) below).

(7) At the expiry of the tenure, subject to the Company’s satisfaction with Mr Kwok’s service, Mr Kwok may be
entitled to a gratuity of $10,000.

Mr Kwok has also provided the following additional information:

(8) His annual taxable income reported in the tax return for the year of assessment 2010/11 is $1,000,000. He
understands that when he is demanded to pay tax on his income for 2010/11, he will also be required to pay
the provisional tax for 2011/12 based on the full-year income for 2010/11. He is concerned about the additional
cash burden in meeting the provisional tax liability after ceasing employment.

(9) His monthly salary is $80,000 but he only receives $76,000 each month after deducting 5% as his contribution
to the Company’s retirement plan. He understands that the Company is also obliged to contribute the same
amount into the plan.

(10) He and his wife have been living in the Company’s quarter since August 2002. A monthly rental contribution
of $5,000 has been deducted from his salary. The market rental of the quarter is $8,000 per month. Mr Kwok
understands that he has been paying tax on this housing benefit but he has no idea about how the taxable value
is calculated.

(11) His annual bonus for the financial year 2010 in the amount of $100,000 was received in April 2011.

(12) Mrs Kwok owns a property in Hong Kong and has been leasing it out for a monthly rental of $6,000. The
property is still under mortgage and the monthly mortgage payment is $3,000, including $1,000 as interest.
For tax reporting purposes, Mrs Kwok has each year declared the rental income of $3,000 per month and paid
property tax thereon.
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Required:

As his tax consultant, write a letter to Mr Kwok giving advice on the following:

(a) The general principles for determining the taxability of each item of final payment received by Mr Kwok upon
his cessation of employment on 1 August 2011, assuming that he leaves the Company’s employment by way
of resignation; that is, he chooses option (4)(i) above.

Note: You are NOT required to calculate the assessable/chargeable income or tax payable. (11 marks)

(b) The tax consequences, if any, to Mr Kwok if he chooses to leave the Company’s employment by way of
retirement; and in this respect, whether his tax position would be different under the options of (4)(ii) and
(4)(iii) above.

Note: You are NOT required to calculate the assessable/chargeable income or tax payable. (5 marks)

(c) The estimated tax positions of Mr and Mrs Kwok for the year of assessment 2011/12, and future years if
applicable, based on the information available, together with any suggested actions available for Mr and 
Mrs Kwok’s consideration to help ease the cash burden required to meet their provisional tax liability for
2011/12 and/or improve their overall tax position in future years.

Notes:
(1) You should support your advice with calculations of assessable/chargeable income in so far as the

information provided permits but are NOT required to calculate the tax payable.
(2) You should assume that Mr Kwok will keep 31 March as the ending date of his basis period.

(12 marks)

Professional marks will be awarded in question 2 for the appropriateness of the format and presentation of the
letter and the effectiveness with which its advice is communicated. (2 marks)

(30 marks)
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Section B – TWO questions ONLY to be attempted

3 John Yuan is a PRC citizen working in the PRC. His brother, Peter Yuan, is a tax resident living and working in Hong
Kong as a registered stockbroker under Part VI of the Securities Ordinance. Since 2008, Peter has been engaged in
buying and selling shares listed in both Hong Kong and the US via internet banking. The share-trading is operated
through two securities accounts, one in the name of Peter Yuan and the other in the name of John Yuan. Peter usually
receives instructions or guidance from John through emails or telephone calls with regard to the identities of shares
to buy or sell, the acceptable price range, the period of holding etc. However, at critical moments, he will exercise his
discretion to maximise his brother’s interests or minimise his loss. Peter regularly collects updated market news and
analysts’ reports and sends them to John. At the end of each month, Peter prepares a transaction summary for John
showing the details of the transactions done on John’s account during the month. The average size of John’s portfolio
per annum is around $20 million, and the average holding period for the shares is between 10 and 30 days. Since
2008, John’s portfolio has made a profit of around $2 million.

Required:

(a) Discuss whether or not John Yuan is liable to Hong Kong tax in respect of the profits arising from the trading
of shares listed in Hong Kong and the US.

Note:
(1) For this part only, you are NOT required to discuss court case decisions in detail. Where applicable, only

Departmental Interpretation and Practice Notes issued by the Inland Revenue Department should be
relied upon.

(2) You are NOT required to examine in detail the impact of electronic commerce on the determination of
source of profits. (10 marks)

(b) Assuming that Hong Kong tax is payable by John Yuan, advise whether the Inland Revenue Department can
collect tax from Peter Yuan on behalf of John Yuan, and whether Peter Yuan is protected by the Inland
Revenue Ordinance from any claims by John Yuan in respect of any tax paid on his behalf. (5 marks)

(15 marks)
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4 (a) ‘It is a fundamental principle that stamp duty is charged on instruments, not on transactions.’

Required:

Comment on the effect of this statement, outlining the ways in which Hong Kong law ensures that certain
transactions must be evidenced by a document in writing and giving a concrete example of how this principle
can be used to avoid liability to Hong Kong stamp duty. (4 marks)

(b) The management of Tai Cheong Ltd (TCL) is considering acquiring all of the shares in Sun Cheong Ltd (SCL) for
$500,000, which is the fair market value of these shares. SCL is a business competitor of TCL that is in financial
difficulties; and has a substantial tax loss brought forward. Upon obtaining control of SCL, TCL will transfer part
of its profitable retail business to TCL. SCL will then lease TCL’s retail shop in Mongkok from TCL. The term of
the lease will be for six years and, under the lease agreement, SCL will pay 1% of the gross revenue from its
retail business to TCL as the lease rental, subject to a maximum of $800,000 per annum. The gross revenue
from the retail business is expected to be around $9 million per annum for the next few years.

Required:

(i) State the general rules governing the treatment of tax losses for corporations in Hong Kong; (3 marks)

(ii) Advise on the profits tax implications and stamp duty implications for Tai Cheong Ltd and Sun Cheong
Ltd if Tai Cheong Ltd decides to acquire the shares of Sun Cheong Ltd and to lease the retail shop to
Sun Cheong Ltd. (8 marks)

(15 marks)
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5 Buying Co Ltd (Buying Co) is interested in acquiring all the shares in Selling Co Ltd (Selling Co) from its current
shareholder, Mr Shum. The consideration will be based on Selling Co’s financial position as at 30 June 2011. In the
course of conducting the tax due diligence on Selling Co, the finance director of Buying Co obtained the following
extracted information:

Year ended 30 June 2011 2010 2009 2008
(Forecast)

Year of assessment 2011/12 2010/11 2009/10 2008/09
$million $million $million $million

Sales revenue 120 110 100 90
Profit before tax 12 10 9 7
Assessable profit per return 12 12 9 9
Assessable profit per assessment 12 12 9 9
Profits tax assessed 2 2 1·5 1·5
Profits tax paid – 2 1·5 1·5
Date of tax payment – On due date On due date On due date
Tax queries – – On minor –

asset items

In drafting the share sale and purchase agreement, the lawyer of Buying Co requested a tax indemnity from Mr Shum
to the effect that, after the shareholding change, any extra tax cost suffered by Selling Co in relation to any transactions
or events that occurred prior to the shareholding change would be indemnified by Mr Shum. However, this was not
agreed to by Mr Shum’s lawyer. Instead, Mr Shum sent a letter to Buying Co advising that he guaranteed that all tax
assessments have been finalised and Selling Co has no outstanding tax disputes with the Inland Revenue Department
(IRD); and in case any tax queries were raised by the IRD in respect of the years prior to the shareholding change,
he was prepared to take full responsibility to deal with the disputes with the IRD on behalf of Selling Co.

Required:

Advise the directors of Buying Co Ltd on any potential tax risks that may be faced by Buying Co Ltd in respect
of the acquisition of Selling Co Ltd in terms of tax compliance and whether the guarantee letter from Mr Shum
is sufficient and effective to protect Buying Co Ltd in the event of a tax challenge being raised for any prior year.

(15 marks)

End of Question Paper
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