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TheHong Kong Tax System
- Key features and lessons for Policy Makers -

Hong Kong has been onethe wor|d’ sfastest-growing jurisdictions, rising frompoverty at the
end of World War 11 to a beacon of prosperity in the 21% century. Formerly a British colony
and now a* Special Administrative Region” of the People’ s Republic of China, Hong Kong is
ranked astheworld’ sfreest economy according to both Economic Freedom of the World and
the Index of Economic Freedom. A k ey reason for Hong Kong’ s successisan optional flat tax
system. Tax rates are low by global standards and there is very little double-taxation of
income that is saved and invested. Combined with a modest burden of government, Hong
Kong is well-positioned to continue its rapid growth. With globalization making it
increasingly easy for jobs and investment to cross national borders, other jurisdictionswould
be wise to follow Hong Kong's model of limited government and non-discriminatory

taxation.

by Michael Littlewood*
THE TAX SYSTEM — AN OVERVIEW

Key Features:

Hong Kong has a low-rate optiond flat tax of 16 percent on persond income.
Taxpayers can choose an dterndive system with graduated rates, though the top rate

in this system is only 17 percent.?

There is no Pay-AsYou-Ean (tha is no withholding of tax on income from
employment) in Hong Kong, meaning that taxpayers pay ther entire income tax
ligbility themsdves (usudly twice ayear).

Corporate income is taxed a aflat rate of 17.5 percent.

! University of Auckland Law School (formerly City Uriversity of Hong Kong Law Schoal).

2|nland Revenue Ordinance 1947 (as amended), sections 13 and 43 and schedule 2. Thetop rate in the optional
“progressive’ system was 19 percent, but the government just proposed a 17 percent rate, areformwhichis

widely expected to go into effect immediately. See http://www.budget.gov.hk/2007/eng/budget25.htm for more

information.
% Inland Revenue Ordiinance 1947 (as amended), section 14 and schedule 8.
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The tax base is narowly defined compared to most other jurisdictions and the rules
relaing to expenditure are rdatively generous Consequently the burden is dmost
adways substantidly lighter than the rates of tax suggest.

There are no payroll Bxes in Hong Kong. Workers put 10 percent of their income into
private retirement accounts (subject however to ardatively low maximum).

Hong Kong generdly does not double-tax dividends, interest, and capitd gains.
Thereis no degth tax in Hong Kong.

There is no genad sdes tax or vaue-added tax in Hong Kong, though the
government has considered this option. *

Hong Kong has a territorid system, so there is no additiona layer of tax on income
earned in other jurisdictions (even if it is not taxed in those other jurisdictions).

Even after 60 years, the entire tax code is only about 200 pages.”

Hong Kong's budget usudly hes a budget surplus and there is very little government
debt. Indeed, the government generally has surplus reserves.®

Key Observations:

Hong Kong has been one of the world's fastest growing economies. Per cgpita income
today is about $30,000, up from less then $2,000 after World War 11.”

Hong Kong has a very low burden of government of government spending, a leest by
modern standards.® The budget consumes about 20 percent of GDP.

Hong Kong's tax sysem comes closer than any other exiding tax sysem to the flat
tax proposed by Robert Hall and Alvin Rebushka.®

4 Hong Kong government, “ Broadening the Tax Base, Ensuring our Future Progperity: What' sthe Best Option
for Hong Kong,” July 18, 2006. Available at http://www.taxreform.gov.hk/eng/document.htm

50n the smplicity of Hong Kong' stax system, see Michad Littlewood, How Simple Can Tax Law Be? The
Ingtructive Case of Hong Kong, TAX NOTESINT'L, 23 May 2005, 689.

6 Hong Kong Financid Secretary, Budget Speech 2005/2006, available a
http://www.budget gov.hk/2005/eng/speech.htm?2005/2006, paragraph 108. In Hong Kong the position of
Financia Secretary isandogous to that of Secretary of the Treasury in the US.

"World Bank, “GDP per capita 2005, Atlas method and PPP.” Available at
http://siteresources.worldbank.ora/ DATASTATISTICS/Resources GNIPC.pdf. Angus Maddison, “Higtorical
Satistics for the World Economy, 1-2003 AD,” Available at

http:/Aww.ggdce.net/maddison/Historical_ Statistics/horizontal-file 10-2006xIs

8 The best general works on Hong Kong's public finances are perhaps till ALVIN RABUSHKA, VALUE FOR
MONEY: THE HONG KONG BUDGETARY PROCESS (1976) And A JYOUNGSON, HONG KONG
ECONOMIC GROWTH AND POLICY (1982). See adso MINERS, note 13 supra.

®ROBERT E HALL & ALVIN RABUSKA, THE FLAT TAX, 2¥ed (1995).
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The wedthy pay mogt of the tax in Hong Kong. The bottom 60 percent pay no income
tax while the richest 100,000 taxpayers (the top 8 percent) pay 57 percent of the totd

tax burden.’°

Hong Kong may be a a crosssoads. Even though there is virtudly no public debt and
aurplus revenues, some policy makers have expressed interest in a value-added tax. If
Europe's experience is any indication, this could lead to an expanson of government
and dgnd the beginning of an unfortunate dedine in Hong Kong's competitive

position.

|.INTRODUCTION

Hong Kong's tax system is remarkable in several important respects ' First, the
independence of Hong Kong' s tax system and public finances survived the return of the
territory to Chinese rulein 1997. Since then, Hong Kong's condtitution has been set out in an
instrument called the Basic Law,™ which isitself subordinate to the Chinese contitution. ™
The Basic Law provides for (among many other matters) whet is colloquidly caled the
“fiscd firewdl” — that is, the complete separation of Hong Kong' s tax system and public
finances from those of the Centra People’ s Government (“CPG”) in Bdijing. ' In particular,
the Basic Law provides that the CPG will not levy taxes in Hong Kong and that the revenues
raised by the Hong Kong government will not be handed over to the CPG.™ Thus Hong
Kong, which is by far the richest part of China, is aso the only part to make no direct
contribution to the CPG' s finances.

Second, Hong Kong has aremarkably modest burden of government, &t least compared to
other wedthy jurisdictions. That a government that levies only exceptiondly light taxes has
been able to operate a asurplusis of course largdy due to the fact that its spending has been
relatively very low. As shown in Figure 1, totd government spending has remained below 20
percent of gross domestic product, far lower than the 30 percent-plus levels of government
gpending in the United States, Switzerland, Irdland, and other nations with supposedly

0 Seetext below a notes 41 to 50,

 Hong Kong's system of income tax is provided for, till, by the Inland Revenue Ordinance 1947. Pieces of
primary legidation in colonia Hong Korg were cdled ordinances, not acts. This appears to have been the

practice in British colonies not possessing responsible government. The practice has survived the return of the
territory to Chinese rulein 1997. The best commentary on Hong Kong' stax system is PETER WILLOUGHBY
& ANDREW HALKYARD, ENCY CLOPAEDIA OF HONG KONG TAXATION (1993, |oose-lef).

2 The Basic Law of the Hong Kong Special Administrative Region of the People' s Republic of China (heresfter
Basic Law).

B See generaly YASH GHAI, HONG KONG'SNEW CONSTITUTIONAL ORDER: THE RESUMPTION
OF CHINESE SOVEREIGNTY AND THE BASIC LAW, 2™ ed, 1999; PETER WESLEY -SMITH,
CONSTITUTIONAL AND ADMINISTRATIVE LAW IN HONG KONG, 2" ed, 1994; and NORMAN
MINERS, THE GOVERNMENT AND POLITICS OF HONG KONG, 1998.

¥ SeeMichal Littlewood, The Taxing and Spending Powers, in Hong Kong (Anton Cooray ed), in

INTERNATIONAL ENCYCLOPAEDIA OF LAWS: CONSTITUTIONAL LAW (R Blanpain ed, 2003) 248.

5 Basic Law, artidle 106.
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modest burdens of government. Y et the Hong Kong people seem more content than other

peoples nat only with the burden of taxation (as one would expect) but also (more
intriguingly) with the balance of taxation and public spending.

Figure 1: Government Spending as a Percentage of GDP
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Indeed, there has been no basic tax reform in Hong Kong since peacetime income taxes were
first established there in 1947.% But, given the remarkable successes of Hong Kong' s tax
system, the lack of reform is not necessarily abad thing. Indeed, the stability of the territory’s
tax sysem must be counted among its virtues.

Hong Kong features prominently in the economic miracle which hastransformed Asasince
1946." The territory thus provides valuable evidence in support of the hypothesis that
relatively light taxes (and light regulation generally) tend to promote economic growth. *8

% On the history of Hong Kong' s tax system, see the Appendix to this paper and also Michael Littlewood,
Taxation without Representation: The History of Hong Kong's Troublingly Successful Tax Systemn [2002]
BRITISH TAX REVIEW 212.

' Current per capita GDP in Hong Kong is about US$24,000. See the 2005/2006 Budget Speech, note 6 supra,

supplement (Economic Prospects for 2005).

B Againg this, mogt of the rest of east Asia(in particular, Japan, South Korea, and Taiwan; and, to alesser
extent, Singapore) seemsto support the contrary hypothesis —that higher rates of taxation and government
interventionism do not necessarily obstruct growth.
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1. DESCRIPTION OF HONG KONG’'S TAX SYSTEM

The Structure of Hong Kong’s Tax System

The Inland Revenue Ordinance 1947 provides for aschedular system of three separate taxes.
Property tax is charged on rents derived from land and buildings, sdlaries tax on income from
employment (and on andogous incame such as directors fees); and profitstax is charged on
the profits of business (whether incorporated or unincorporated).'® Other forms of income
(such as most importantly interest and dividends) are generaly not taxable.

Thereis dso amechanism called persond assessment. Thisislikea“norma” income tax,
except that it isoptiond. That is, indead of paying the schedular taxes on the severd
components of their income, taxpayers who dect persond assessment add together those
components of incamne and pay tax on the tota. In various circumstances, persond
assessment produces alower lidbility than would the schedular taxes. For example, it isonly
by decting persona assessment that a taxpayer can set business losses off againgt other
taxable income®

Figure 2: Hong Kong's Flat Tax Rate

50%

40% A

30%

20%

10% 1

0% —— 77— 77— 77—
LLESFFFLSEFL LSS FSSELE OIS ES

Source: Hong Kong Government

The Allowances and the Rates of Tax

Hong Kong' sflat tax isan optiond system. Taxpayers can choose to pay the flat tax, but they
can use the regular tax system if that resultsin alower tax liability (thisis the oppodte of the
dternative minimum tax in the United States, which requires taxpayers to caculate their

® | nland Revenue Ordinance 1947 (as amended), parts|1, 111 and 1V, respectively.

2 Dividends are not taxable in any circumstances. Interest istaxable only if produced by the carry ing on of a
business (such as money -lending or supplying goods or services on credit). Royalties are treated as profitsand
taxable accordingly.

2 Inland Revenue Ordinance 1947 (as amended), part V.
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taxes twice and then pay the larger amount). The maximum persond rate of tax is currently

16 percent®* As shown in Figure 2, this maximum tax rate — or optional flat tax — has
remained remarkably constant in recent decades.

Very few people, however, pay tax a the maximum persond rate of 16 percent. To begin
with, thereisardatively generous system of alowances The“basic’ alowance (availableto
al taxpayers) is HK$100,000 (more than $12,800) and the “married person’'s’ dlowanceis
HK$200,000 (more than $25,600).% There are also allowances for children and for various
categories of dependent relatives (parents, grandparents, sblings, etc). The effect of theseis
to exempt thefirst part of the taxpayer’ sincome from tax — the amount exempted depending
on the taxpayer’ s persond circumstances (marita status, number of children, etc). Thereis
provison aso for the deduction of various categories of persond expenditure, notably (1)
charitable donations; (2) expenditure on inditutiond care of dderly rdatives, and (3) home
loan interest. Again, the effect of these provisonsis to exempt the rlevant part of the
taxpayer’ s income from tax, in the circumstances in which they apply.

Once these dlowances and deductions have been taken into account, persond incomeis
taxable a the following rates:

upon the first HK$35,000 at 2 percent;

upon the next HK$35,000 & 8 percent;

upon the next HK$35,000 &t 12 percent; and
upon the rest at 17 percent®

AOWDNE

These rates are however subject to arule that ataxpayer’ s liability to tax cannot exceed 16
percent of her taxable income, without the benefit on any alowances or persond
deductions

The net effects of the alowances, persond deductions, brackets and rates of tax are as
follows.

1 Mo people (about 60 percent of the working population) pay no tax on their incomes
at al (because the dlowances and deductions to which their circumstances entitle
them effectively exempt them from tax atogether).

2 Of those whose incomes are taxable (that is, the other 40 percent), the grest majority
pay a an average rate of lessthan 16 percent. The reason for thisisthat the
alowances, persond deductions and progressive rates of tax (2 percent, 8 percent, 12

2 | nland Revenue Ordinance 1947 (esamended), sections 5, 13 and 42 and schedule 1.

3 Hong Kong operates a currency board system under which the Hong Kong dollar is pegged to the US dollar at
about HK$7.80 = US$1.00.

# |nland Revenue Ordinance 1947 (as amended), parts VA and V.

% |nland Revenue Ordinance 1947 (as amended), schedule 2. See
http://Amww.budget.gov.hk/2007/ena/budget25.htm for more information.

% |nland Revenue Ordinance 1947 (as amended), section 13 and 42.
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percent and 17 percent) produce atotd liability of lessthan 16 percent.

3 A vey smdl number pay tax at 16 percent. Thisrate of tax gpplies only where it
produces a lesser totd ligbility than would the progressive retes (2 percent, 8 percent,
12 percent and 17 percent).

The burden of taxation on individuasin Hong Kong is much lighter than the rates of tax
suggest. Thefirg reason for thisis that important categories of income are not taxed. In
particular, dividends are not taxed in any circumstances and offshore income and interest are
generdly not taxed.?’ Perks, aso, are commonly not taxed.Z A second reason is that the rules
relating to deductibility are unusually generous®™ As shown in Figure 2, the total tax burden

is abaut 20 percent of GDP.

Figure 3: Total Government Revenue as a Percentage of GDP
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Corporate Profits

The profits of corporations are subject to profitstax at 17.5 percent.® Thisrate, like the flat
tax on persond income, is reasonably low and has remained largely unchanged in recent
decades. Figure 3 shows that the rate has never reached 20 percent.

7 See Inland Revenue Ordinance 1947 (asamended), sections 14 and 26 andWILLOUGHBY & HALKYARD,
note 11 supra.

3 See Inland Revenue Ordinance 1947 (as amended), sections8 and 9 and WILLOUGHBY & HALKYARD,
note 11 supra.

3 See Inland Revenue Ordinance 1947 (as amended), section 16 and WILLOUGHBY & HALKYARD, note 11
supra.

¥ | nland Revenue Ordinance 1947 (as amended), section 14(2) and Schedule 8.

Prosperitas. A Palicy Analysis from the Center for Freedom and Prosperity Foundation
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Figure 4: Hong Kong's Corporate Tax Rate
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Thetax burden on business, relative to most other jurisdictions, is even lower than implied by
the 17.5 percent tax rate. Thisis because there is virtualy no double-taxation in Hong Kong.
No further tax isimpased on dividends. In other words, dividends are trested as digtributions
out of ataxed 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.® The profitstax on
corporationsisafind liability. It isnot subject to adjustment, either upwards or downwards,
in light of shareholders' tota incomes or other circumstances. Nor isthere any system of
integration of corporate and shareholder liability: Snce dividends are Smply not taxable,
there is obvioudy neither any need nor any room for integration.

Deductibility of Business Expenses

Expenditure is generdly deductible if (1) it isincurred in producing taxable profits and (2) it

is of arevenue nature (rather than of acapital nature).® The kinds of restrictions on
deductibility common elsewhere are notably absent in Hong Kong. For example, thereare no
limits (other then the two just referred to) on the deductibility of expenditure on
entertainment, payments to associates, etc. The cost of providing perksis generdly
deductible, even if (asis commonly the case) the benefit is not taxable from the employee' s
point of view.

% |nland Revenue Ordinance 1947 (as amended), section 26.
% 32 WILLOUGHBY & HALKYARD, note 11 supra.
3 |nland Revenue Ordinance 1947 (as amended), sections 16 and 17.
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Depreciation alowances are available for capitd expenditure incurred on (1) plant and
machinery and (2) buildings* In the case of plant and machinery, thereis an “initial
dlowance’ of 60 percent. In other words, the taxpayer is entitled to an immediate write-off of
60 percent. Thisisfollowed by annud alowances of 10 percent, 20 percent or 30 percent,
depending on the nature of the plant or machinery in question. As the Hong Kong

government has acknowledged, these provisions amount in effect to an across-the-board
reduction in the rate of profitstax. More cynicaly, they can be seen asa surreptitious shifting
of the burden from businesses (which are typicdly in apostion to benefit from them) to
people in employment (who are not). Certain types of plant qudify for an immediate 100
percent write-off — in particular, computers, software and eguipment used in manufacturing.

Expenditure on buildingsis depreciable at rates intended to reflect ussful economic life.

Thereis provison for balancing charges and baancing alowances where taxpayers digpose
of depreciated assets for other then book value.

Special Preferences

Hong Kong'stax system is relatively free of provisons aimed a particular sorts of
businesses or activities. There are provisonsthat are perceived as providing preferences, but
only in comparison to the tax codes of other nations. But amost aways these provisons
merdly reflect Hong Kong's decison to have aterritoria tax system that does not double-tax
income that is saved and invested. Important instances dready mentioned are (1) the generd
non-taxability of offshore income; (2) the generd non-taxability of interest (which does nat,
however, extend to financid indtitutions or to firms supplying goods or services on credit)
and (3) the immediate 100 percent write-off for equipment used in manufacturing. Also
noteble isthat, in the case of banks and other financid indtitutions, there is an exception to
the generd non-taxability of offshoreincome. In other words, banks and other financid
ingtitutions, unlike other taxpayers, are generally taxed on their offshore income™

Other Taxes

Thereisno capitd gainstax in Hong Kong. Nor are there provisions (such as are to be found
in some other jurisdictions) deeming short-term capital gains to be income. Consequently,
capitd gains are Imply not taxable. The digtinction between trading profits (which are
taxable) and capita gains (which are not) is left entirely to the courts. >

Hong Kong has no general salestax, no VAT and no GST

The Hong Kong government’ s main sources of revenue (in addition to the taxes provided for
by the Inland Revenue Ordinance) are rates (atax on occupiers of land and buildings); Samp
duty (atax on specified categories of documents, principaly those used in connection with

* |nland Revenue Ordinance 1947 (esamended), part VI.
* |nland Revenue Ordinance 1947 (as amended), section 15.
® See WILLOUGHBY & HALKYARD, note 11 supra, commentary on section 14.

Y VAT (value added tax) and GST (goods and servicestax) are essentiadly the same, but VAT isthe preferred
term in Europe and GST isthe preferred term elsawhere (for example, in New Zedland, Audtralia, Canada and

Singgpore).

Prosperitas. A Palicy Analysis from the Center for Freedom and Prosperity Foundation



The Hong Kong Tax System: March 2007
Key Features and Lessons for Policy Makers Page 10

transfers of land and transfers of shares) 8 and sdes® sAlestaxeson petroleum products and

on specified categories of luxury goods; and the interest on the government’ s accumul ated
reserves (which has sometimes covered as much as 10 percent of public spending).

The Non-Taxability of Offshore Income

The three schedular taxes and persona assessment are dl confined to income derived from
Hong Kong. “° In other words, persons and corporations resident in Hong Kong are generally
not taxed on income derived from outsde Hong Kong. Equdly, income derived from Hong
Kong by persons or corporations resdent elsawhereistaxable. Thisis o of dl categories of
taxable income — profits, income from employment, and rents.

Distribution of the Tax Burden
Key indicators of the operation of Hong Kong's tax sysem and of its public spending indude
the following.

1 In2004/2005, 1.27 percent of the working population paid tax a the maximum rate of
16 percent and contributed 35.8 percent of the total salaries tax receipts.* This
relaively heavy burden on large incomes seems lowever to inspire very little
dissatisfaction. The reason for thisis presumably thet, athough the burden is
relaively heavy, it isin absolute terms very light, since liability is capped & 16
percent (and the definition of income is relatively very narow). As Adam Smith once
observed, “Inalight tax a consderable degree of inequality may be supported; ina
heavy oneit is atogether intolerable”

2 In 2004/2005, the 100,000 most heavily burdened taxpayers (representing 8 percent of
the total number of taxpayers) contributed 57 percent of the totd tax yield (down
from 61.1 percent in 2002/2003) *® The bottom 660,000 taxpayers (representing 52
percent of the total) paid 3.2 percent of the total tax yield** Asindicated above, about
60 percent of the workforce were not taxed a al.*®

3 1n2002/2003, the 500 most heavily burdened corporate taxpayers (representing 0.9
percent of the total) paid 59.2 percent of the tax paid by corporations.*®

# Stamp Duty Ordinance 1981.

® Virtudly al privately held land in Hong Kong is held on lease fromthe government. The terms of such leases
are usad asameans of regulating land use (asto both the nature of use and the size of building permitted). The
rents payable to the government are typically low, but premiums (for new leases and variations to exi sting
leass) arelarge

9 |nland Revenue Ordinance 1947 (as amended), sections 5, 8, 14 and 42.

“ Hong Kong Financial Secretary, The 2005-05 Budget: Information Pack for the Financial Secretary’s

Conaultetions, Chart 11, available at http:/Aww.budget.gov.hk/2005/eng/eng-informpack.pdf (last visited 11
April 2006). Hereafter “Information Pack” .

“ Wealth of Nations V ii j 4.
8 |nformation Pack, supranote 41 (Chart 11).
“ |nformation Pack, supranote 41 (Chart 11).

® Thetotal number of taxpayersin 2004/2005 was 1,260,000 (Information Pack, supranote41, Chart 11) out of
atotal population of about 7 million.

® Hong Kong Financia Secretary, Top 500 Corporations Pay Most Profits Tax (in the Y ear of Assessment
2002-03), available at htt p://mww.budget.gov.hk/2005/eng/chart_top500e.pdf (last visited 11 April 2006).

Prosperitas. A Palicy Analysis from the Center for Freedom and Prosperity Foundation
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Aggregate Taxation and Spending

With totd receipts totaing about 20 percent of GDP, the Hong Kong tax system collects
more money — as ashare of nationd output — than the federd tax system in the United States.
Federa taxes currently consume about 18.4 percent of GDPin America. Y et Hong Kong
collects a greater share d taxes with atax system that has much lower rates and amost no
double-taxation of income that is saved and invested.

See table below to see how the government’ s 2004/2005 revenues were constituted.*’

Although it hes
generdly operated a a
surplus, the Hong Kon 2004/2005 Hong Kong Government Revenues
ng. 9 Percent of total revenues

government doesissue
debt. Generdly, Profits tax 23.40%
however, thisis done Salaries tax, property tax and personal assessment tax 17.00%
]torr:jhe pg??%d . Utilities, fees and charges 6.80%
.u ing M . ng Betting duty 6.20%
infrastructure projects
(railways, toll-roads, Rates 6.10%
etc). One of the Stamp duty 5.40%
government’sprincipai Land fund, properties and investments 8.20%
reasonsf_or f|r_lanﬁ|_ ng Duties 3.30%
such projectsin this .

Land premium 5.90%
way (rather than out of o P . = oo
its reserves) seemsto er operating revenue .00%
beto createa Other capital revenue 12.70%
secondary market in Total 100%
government-issued
debt ingruments Source: Hong Kong Financial Secretary
(important for Hong

Konginitsrole asafinancia center).

Public spending in Hong Kong is generally about 20 percent of GDP*® and has been fairly
congtant at about that level since the 1970s. Asaresult of the 1997 Eagt Adan financid

crigs, spending hasin recent years marginaly exceeded 20 percent and the government’s
explicit fiscal targets indude bringing this figure back down to 20 percent “or below”

Article 107 of the Hong Kong Basic Law requires the Hong Kong government to “keep the
budget commensurate with the growth rate of its gross domestic product”.®® Exactly what this
means is debatable, but it is generdly interpreted as meaning thet public spending should
remain congtant as a percentage of GDP (or, at least, that this percentage should not be
permitted to rise). Given that the Hong Kong government has for severd decades both aimed

“ Information Pack, supranote 41, Chart 14.

“® See the 2005/2006 Budget Speech, note 6 supra, paragraph &5.
® |Information Pack, supranote4l, Chart 12.

¥ Seebelow a note81.
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a and achieved public spending of about 20 percant of GDP, article 107 has given thisfigure
asort of de facto conditutiond status (though it ssems most unlikely the courts would
actudly enforce this or any ather figure). Although obvioudy éttractive in some respects, the

figure of 20 percent seems to be arbitrary, for no theoreticd judtification for it ssemsever to
have been given.

[11. WHY THE TAX SYSTEM ISGOOD
Hong Kong'stax system seems potentidly ingtructive in severa respects.

Low Levels of Taxation and Public Spending

Thelevesof taxaion and public spending in Hong Kong are very low compared to other
developed jurigdictions; yet the Hong Kong people seem more content than other peoples
with the baance of taxes and spending. It is notable, in particular, that taxation generdly
attracts very little public debate in Hong Kong. The reasons for this remain unclear; further
research is needed. The rudimentary state of Hong Kong's system of public welfareis no
doubt one reason the Hong Kong government is able to operate a such low levels of taxation.
In other words, Hong Kong's systems of taxation and public spending may be less
redigtributive than others. A more important reason, however, may be that other governments
collect more tax from middle-class taxpayers for the purpose of financing benefitsfor middle
classtaxpayers.

Smplicity

Hong Kong' stax system is exceptionadly smple. The Inland Revenue Ordinance congsts of
only about 200 pages dl up — and it contains not only the subgtantive law but dso the
mechinery for its adminidiration: taxpayer’ s obligations, the Commissoner’ s powers, appeds
procedures and so on. Moreover, the Ordinance, together with the decisons of the courts as
to itsinterpretation (themsdves reatively few in number), condtitutes virtudly the whole of
the law - provison for subsidiary regulations exits, but dmost no use has been made of it.
Thissamplicity seemsin turn to be made possible by two main factors. Thefirst of theseis
the very low rates of tax. Secondly, the legidature has trusted the judges (on whom fdls the
burden of interpreting the rdaively skeletd legidation) to produce interpretationswhich are
principled, respectful of taxpayers rights and protective of the government’ s revenues — and
the judges have done s0.>*

Economic Prosperity

Perhaps the strongest argument for Hong Kong's tax systlem is that the jurisdiction has
enjoyed unpardlded growth. As seenin Figure 5, per capita GDP has jumped from about
$2,000 to more than $25,000 in the six decades that the flat tax has beenin place. To be sure,
there are many factors that contribute to prosperity, including the rule of law, property rights,
sound money, limited government, and a laissez-faire attitude to private sector activity.
Indeed, Hong Kong hasthe tog ranking in both Economic Freedom of the World and the
Index of Economic Freedom.

T For alengthier treetment of theseissues, see Littlewood, note 5 supra.

2 James Gwartney and Robert Lawson, with William Easterly, Economic Freedom of the World: 2006 Annual
Report, The Fraser Indtitute, 2006. Available at http://www.cato.org/pubs/efw/efw2006/efw2006-3-ak.pdf. Tim
Kane, Kim R. Holmes, and Mary Anastasia O’ Grady, 2007 Index of Economic Freedom, The Heritage
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Figure 5: Hong Kong's Impressive Growth
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A pro-growth tax regimeis not be the only cause of Hong Kong's prosperity, but it surdly isa
contributing factor. Workers, investors, entrepreneurs and others are not pendized for
creating wedth.

V. HONG KONG AND HALL/RABUSHKA

Perhgps the most important lessons to be learned from Hong Kong'stax system liein its
smilarity to the flat tax system proposed by Robert Hall and Alvin Rebushka > The
Hall/Rabushka system is one of the more important contributions to modern tax theory. It
seems not to be generdly recognized, though, that the Hall/Rabushka system is very smilar
to (and apparently largdy basad on) the system of taxation which exists in Hong Kong.
Because of this smilarity, the historical operation of Hong Kong' s tax system affords
important evidence as to the merits of the Hall/Rabushka system. Given that Hong Kong's
tax system has proved remarkably successful, it tends to support the case for the
Hall/Rabushka proposal.

The man points of sSmilarity between the Hdl/Rabushka proposd and the system in fact
operaing in Hong Kong indude the following.

Foundation and Dow Jones & Company, Inc, 2007. Available at
http://mww.heritage.org/ research/features/index/downl oads/’2007PastScores xls.

# See HALL & RABUSHKA, note 9supra.
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Low, Flat Rates of Tax

Hong Kong's Inland Revenue Ordinance and Hal/Rabushka both provide for alow, flat rate
of tax - currently 16 percent in Hong Kong™ (and 17.5 percent for corporations)®® and 19
percent under Hall/Rabushka™ Hong Kong' s experience tends to support the argument that
low, flat taxes can be feasble in an affluent, modern society.

It may beworth noting in this connection that the success of Hong Kong' stax system cannot
be dismissed on the basis thet the territory isamere colonid trading podt, for severd decades
ago it ceased to be such and emerged as amodern, affluent city-gate. The populace numbers
seven million. The government, athough not democratic, is mindful of pubic opinion. It
subsdises arange of public servicesinduding alarge public housng program, a
comprehensive public hedth service and an expensive public education system. In sane
respects, Hong Kong's public services are not as extensive as those to be found in
comparably affluent western societies. For example, by western stlandards Hong Kong's
public housing is cramped and uncongenia and its socid welfare system inadequate. In
others, they are better. Examplesindude the public transport system, the financing of the
territory’ s eight universities and the preservation of extensive undevel oped parkland adjacent
to urban areas.”

Generous Allowances

Hong Kong's exidting tax system and Hall/Rabushka both feature generous alowances which
effectively exempt small incomes from tax atogether.® Hong K ong' s experience thus tends
to support the hypothesis that the establishment of low, flat-rate taxation might be fecilitated
by exempting a substantial part of the populace from tax atogether.®

Schedular Structure

Hong Kong's tax system and Hall/Rabushka share smilar schedular structures. In Hong
Kong, as has been explained, there is no tax on income as such but, rather, three separate
taxes (property tax, salaries tax and profits tax), plus persond assessment. The Hall/Rabushka
system likewise does not impose atax on income as such. Rather, there is a schedular system,
smilar to Hong Kong's, except that instead of three taxes (asin Hong Kong), there only two
(“wagetax” and “businesstax”) and there is no personal assessmernt.

Despite these differences, the two systems are very smilar. Hall/Rabushka has no separate
tax on rents, because rents are covered by business tax. Qn Hong Kong, in contrag, rents are
in some circumstances chargeable to property tax (in particular, where thelandlord isa

natura person) and in other circumstances to profits tax (in particular, where the landlord isa

* Inland Revenue Ordinance 1947 (as amended), sections 13 and 42 and schedule 1.
* |nland Revenue Ordinance 1947 (as amended), section 14 and schedule 8.

FHALL & RABUSHKA, note 9 supra, Appendix: A Fla Tax Law (heresfter Hall/Rabushka Model Statute),
sections 202 and 203,

% On the nature of Hong Kong society and the territory’ s system of government generally, see MINERS, note
13 supra.

® |nland Revenue Ordinance 1947 (as amended), parts VA and V; Hall/Rabushka Model Statute section 201.
Ftis perhaps worth repesating in this connection thet thereis no generd sdlestax in Hong Kong.
® Hall/Rabushka Model Statute section 102(3).
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corporation).61 Similarly, dthough Hall/Rabushka has nothing quite like Hong Kong's

persond assessment, wage tax is sructured so as to serve very smilar functions. In
particular, Hall/Rabushka provides for the proprietors of abusinessto “employ” themsdaves
30 asto benefit from the exemptions built into wage tax (rather than to beer the flat rate of tax
from thefirst dollar).

Hong Kong's experience seems to confirm that atax system structured in thisway can
operate satifactorily. It suggests dso that such a structure might make it moredifficult for a
government to increase the rates of tax. %

Offshore Income Is Not Taxable

Hong Kong' stax system and Hdl/Rabushka are both based on the source principle. That is,
offshore incomeis not taxable.®* Hong Kong's experience confirms thet thisisfeasibleina
complex modern society.

It is notable, too, that Hong Kong' s Inland Revenue Ordinance does not contain detalled
source rules - that is, rules for distinguishing between income which is derived from Hong
Kong (and istherefore taxable) and income which is derived from outsde Hong Kong (and is
therefore not taxable). Rather, the legidation leaves it dmost entirdly to the courts to draw

the ling and the courts have fulfilled this function satisl‘actorily.64 Hong Kong' s experience
thus confirms not only thet it is feasible to base a modern tax system on the source principle
(at lesst if the rates of tax are very low), but dso that doing so need not entail complex source
rules.

Corporate Profits and Dividends

Under both Hong Kong's exiting tax system and Hall/Rabushka, corporate profits are
taxable, but no further tax isimposed on dividends * This gpproach is feesible only because
the maximum persond rate of tax is about the same as, or lower than, the corporate rate (for
otherwise digtributed corporate profits would be taxed at alower rate than other persond
income). Under Hall/Rabushka, the corporate rate and the maximum persond rate are both 19
percent.® In Hong Kong, the corporate rate (17.5 percent) is marginally higher than the
maximum persond rate (16 percent). Again, Hong Kong's experience confirms that this
gpproach isviable. In other words, it seemsto demondrate that the supposed chalenge of
taxing corporate income only exigsin jurisdictionswith high rates of tax.

€ See Inland Revenue Ordinance 1947 (as amended), sections 5 and 14 and the commentary on these sectionsin
WILLOUGHBY & HALKYARD, note11 supra.

® Sepinfraat note 4.

% |nland Revenue Ordinance 1947 (as amended), sections 5, 8, 9 and 14 and the commentary on these sections
in WILLOUGHBY & HALKYARD, note 11 supra; Hall/Rabushka Moddl Statute sections 101(c)(3) and 102.

% See WILLOUGHBY & HALKYARD, note 11 supra, for asummary and anaysis of these cases.
® See WILLOUGHBY & HALKYARD, note 11 supra; HALL & RABUSHKA, note 9 supra, chapter 3.
® Hall/Rabushka Model Statute sections 202 and 203.
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Simplicity

Hong Kong's Inland Revenue Ordinance (at 200 pages) is very smple, but not as smple as
the Hall/Rabushka Modd Tax Statute (5 pages).”’ Even so, Hong Kong's Inland Revenue
Ordinance demongratesthat, at least a very low rates of tax, it is possible for tax legidaion
to be much smpler than the gatutes to be found in other developed jurisdictions. More
particularly, Hong Kong's experience seems to confirm that Hall and Rabushka may well
have been right to suppose thet, at least at low rates of tax, it isfeasble for the taxing
legislation to use only broad terms, and leaveiit to the courts to define them.®

Tax Treatment of Interest

Under Hall/Rabushka, interest is neither taxable nor deductible. ®® Hong Kong's tax trestment
of interest is less sraightforward but nonethdessingructive. In Hong Kong, interest isin
some circumstances counted as profits and therefore chargeable to profits tax. Thisis o if the
interest is produced by the carrying on of a business, such as money-lending or sdlling goods
on credit. Otherwise, however, interest is not taxable in Hong Kong. For example, interest
paid on bank depositsis generdly not taxable. Likewise, interest paid by acompany to a
shareholder is generdly not taxable. Equdly, interest isin some cir cumstances deductible
(such aswhere incurred in the production of profits and paid to a bank) and in other
circumstances not (such as where paid to an associate who is not obliged to pay tax on it).”
Hal/Rabushka s gpproach is smple and principled. Hong Kong'sis messy and unprincipled
— but it works. Which is better is debatable.

Capital Expenditure and Capital Gains

Hall/Rabushka provides for the immediate 100 percent write-off of capital expenditure on
equipment, structures and land. * Hong Kong's tax system does not. Rather, as has been
explained, " the Inland Revenue Ordinance provides for (1) the immediate 100 percent write-
off of someformsof capita expenditure (notably computers and manufacturing plant); (2)
very generoudy accelerated depreciation alowancesfor dl other plant and machinery
(beginning with an immediate 60 percent write-off); (3) economicaly redistic depreciation
rates for buildings,” and (4) no deduction for capital expenditure on land.

Under Hall/Rabushka, the proceeds of sdes of equipment, buildings and land held on capita
account are taxable. ™ In Hong Kong, they are not (though there is depreciation recovery).

Taxing Consumption rather than Income

The Hall/Rabushka tax is said to be atax on consumption, because of the asence of double-
taxation of capita income and the expensing of investment on equipment, buildings and land.
In this respect, too, Hong Kong'stax system is amessy but successful hybrid, for in Hong

% HALL & RABUSHKA, note 9, Appendix.

® See Littlewood, note 5 supra.

® Hall/Rabushka Moddl Statute sections 101 to 105; HALL & RABUSHKA, note 9 supra, chapter 3.
P see generaly WILLOUGHBY & HALKYARD, note 11 supra

™ Hall/Rabushka Model Statute section 104.

? See above a note34.

 Seeabove a note 34.

 Hall/Rabushka Model Statute section 102(5).
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Kong (1) dividends are not taxable, (2) capitd gainsare not taxable and (3) interest is taxable
only if produced by the carrying on of abusiness

Fiscal Constitutionalism

Hong Kong' s tax system and condtitution have built into them a number of festures designed
to makeit difficult for the government (if it were ever o inclined) to effect substantia
increasesin the rates of tax. Some of these features are objectionable, in that they are plainly
antidemocratic. On the other hand, it may be that the Leviathan hypothesisisvaid - thet, in
other words, democracy has tended to leed to higher levels of taxation and public spending
than would have accorded with the greatest possible satisfaction of voters' actua
preferences. " If thisis so, it might be desirable to restrain Leviathan — thet is, to devise
mechanisms tending to improve the degree to which the levels of taxation and public
spending accord with voters preferences. Hong Kong suggests how this might be done. ™

V. REFORM

In Hong Kong, as is recounted above, there has been dmost no structura tax reform since
taxes on income were fird introduced in the 1940s. Given that the territory’ stax system has
been notably successful, however, the lack of reform may be a positive fegture rather than a
negative one.

Indeed, it isfair to say thet the programs of tax reform followed by other governments over
the last 25 years or o (for example, in the US and the UK) have generdly conssted of
modifying their tax systems so as to make them more like Hong Kong's. In particular, Hong
Kong'stax system serves as an exemplar in the following respects: (1) the rates of tax are
low; (2) the tax system is rdlaively neutrd (in thet there are very few provisons amed at
particular indudtries, etc); and (3) the law isvery smple.

It is necessary to note aso that to some extent Hong Kong has served as amodd for tax
reform in other jurisdictions. Until the 1970s, the British government and the colonid Hong
Kong government regarded it as sdif -evident that Britain's tax system was superior to Hong
Kong's, and that the colony’ s tax system should therefore be reformed so as to make it more
like Britain's”” In the 1970s, however, as Hong Kong's economy continued to grow and
Britain's relative economic decline became more serious and more obvious, the colonid
government came to the view that it had nothing to learn from Britain asto taxaion and

public finance (except how not to go aboutt it). The British government, under Margaret
Thatcher, cameto agree. Hong Kong' s tax system has aso long been regarded in the US — in
paticular, by Milton Friedman and Alvin Rabushka— as a potentidly ingtructive modd.

It is necessary to note that Hong Kong' s tax system, despite its remarkable successes, is
marred by a serious and ugly flaw: it was produced, and has snce been maintained, by a
system of government which is not democratic. Hong Kong thus remains open to the charge
that itstax system and public finances may not be in accordance with the preferences of the

” See for example GEOFFREY BRENNAN & JAMESM BUCHANAN, THE POWER TO TAX:
ANALYTICAL FOUNDATIONS OF A FISCAL CONSTITUTION (1980).

 See bdow under the heading “ Obstacles to Reform’”.
" See Littlewood, note 16 supra.
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people and that, rather, they serve the interests of the Beijing-aigned business dite which
controls the territory’ s government. Indeed, it would seem fair to say that precluding populist
increases in public spending and taxation has been one of the principa factors influencing the
design of the territory’ s sysem of government since Hong Kong Idand was first colonized by
the British in 1842. On the other hand, however, Hong Kong enjoys a semblance of
democracy (though not the redl thing) and political debate in the territory isvigorous. The
legidature is composad of persons who are selected by a system of eections which was
clearly designed not to produce aresult in accordance with the preferences of the populace;
but this system nonethel ess festures anumber of political partieswhose am isto get
themsdlves eected. These parties presumably propose whetever policiesthey think likely to
goped to voters— and yet they have dways been very restrained in their cals for changesto
the fiscal regime. In particular, there ssemsto be very little public demand fa incressed
public spending and increased taxes. It seems, then, that dthough Hong Kong's government
is unden;gocretic, its goproach to taxation and public spending enjoy consderable public
support.

Of course it does not necessarily follow, from the fact that Hong Kong' sflat-tax system
enjoys condderable popular support, that Smilar tax systems would enjoy Smilar levels of
support in other parts of the world. Different peoples might smply have different

preferences. Moreover, Hong Kong's populace is peculiar, in that it subgtantialy sdected
itsdf (by immigrating from the Chinese Mainland) on the basis of an averson to Chinese

communism and a preference for economic freedom, minimal government and low taxes. On
the other hand, there is congderable popular support for tax cutsin most countries.

VI. OBSTACLESTO REFORM

If it isassumed that taxation should be in accordance with voters: preferences, it follows that
obstadles to the achievement of this objective are generdly undesirable. It is widely thought,
however, that democracy has tended to lead to policies on taxation and public spending
which are systematicaly unsatisfactory, in the sense that they fail to satisfy voters
preferences as fully as might have been possible. In response to this perception, it has
sometimes been proposed (most famoudy by James Buchanan) thet the taxing and spending
powers of the state should be condtitutionaly congtrained so asto diminate or at least
minimize this problem., "

In most countries, these proposa's have made rdaively little progress. In this repect, too,
however, Hong Kong is exceptiond: the system of government, the condtitution, and the tax
system itsdf were dl designed with the basic objective of meking it difficult for the
government (1) to increase taxes, (2) to increase the tax system’s progressivity; (3) to
increase public spending as a percentage of GDP; or (4) to operate a a deficit. Yet the
literature on fiscal condtitutionalism (as this field has become known) has made little use of
this potentidly helpful case study; equdly the literature on Hong Kong's system of
government has generaly downplayed this crucia aspect of it. It isworth examining the

®Bon Hong Kong's system of government and congtitution, see GHAI, WESLEY SMITH and MINERS, all
note 13 supraand Blanpain, ed, note 14 supra.

® Seefor example BRENNAN & BUCHANAN, note 75 supra
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severd components of Hong Kong' s fiscal condtitution, however, with aview to determining
what, if anything, the rest of the world might be able to learn from them.

There are X main congraints on the taxing and spending powers of the Hong Kong
government. They are asfollows.

1) The Structure of the Gover nment

The structure of the Hong Kong government, as provided for by the Basic Law & appearsto
have been designed with the basic objective of diminating the possibility of populist
increasesin taxes or in public spending. In particular, this objective ssems to have been a
mgjor factor in determining (1) the peculiar process for selecting of the head of the
government (caled the Chief Executive) and (2) the equaly peculiar composition of the
legidature (called the Legidative Council).

Hong Kong's system of government is, however, profoundly anti-democratic. This paper
therefore does not consider the possibility that it might be worth emulating.

2) Legislative Procedure

The Legidative Council’ s rules of procedure (some of which are contained in the Basic Law,
somein other instruments) gppear to make it effectively impossible for its members even to
propose legidation incressing ether taxes or spending without the consent of the Chief
Executive.

Agan, thisis profoundly anti-democratic. Again, therefore, this paper therefore does not
congder the possihility that it might be worth emulating.

3) Constitutional Constraintson the Taxing and Spending Powers

The Basic Law contains — in aticles 107 and 108 - provisons expresdy redricting (1)
increases in taxation; (2) increases in gpending; and (3) deficit spending. Article 107 provides
asfollows:

“ The Hong Kong Special Administrative Region shall follow the principle of keeping
expenditure within the limits of revenues in drawing up its budget, and strive to
achieve afiscal balance, avoid deficits and keep the budget commensurate with the
growth rate of its gross domestic product.” &

Article 108 provides (in part) as follows:

“The Hong Kong Special Administrative Region shall, taking the low tax policy
previously pursued in Hong Kong as reference, enact laws on its own concerning

® Seenote 13 supra. Hong Kong's system of government, as provided for by the Basic Law, istill infact in
accordance with the British colonia norm prevailing in the mid-nineteenth century. The return of the colony to
Chinaiin 1997 entailed very little change.

& BasicLaw artide 107.
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types of taxes, tax rates, tax reductions, allowances and exemptions, and other
matters of taxation.” &

The meaning of these provisonsis debatable and to date has not been tested in the courts. To
examine the possible interpretations would be beyond the scope of this paper. But articles
107 and 108 demondgrate bath the difficulty of drafting provisons of thiskind and one
approach to resolving the problems®

4) Inequity asa Virtue

Hong Kong's system of income tax is, and was intended to be, “inherently inequiteble” 3
The businessmen who designed it gppear to have thought that inequitable taxes would be
tolerable at low rates, but intolerable at high rates.®® The Hong K ong government acceptsthat
thisis s0. Thus the government acoepts o that it isimpossible for it to subgtantialy

increase the rates of tax, unlessit sructurdly reforms the tax system first. The reason isthat
taxpayers whose burden is light do not object if their neighbours' islighter ill; but if the
burden were heavier, they would object to others not contributing afar share.

It seems unlikely that any democraticaly dected government would wilfully reform itstax
systemn with the objective of making it more inequitable. Most democratic governments, far
from deliberately exacerbating their tax systlems' inequiity, go to very consderable lengthsto
amdiorateit. Thisisindeed one of the principal causes of the extreme complexity of modern
tax law. Onelesson which might be learned from Hong Kong is that the lengths to which
most democratic governments go to minimize inequity may be (depending on their
objectives) excessve and counterproductive. Thus, one strategy which a government wanting
to tame Leviathan could adopt would be to pursue the god of tax equity with less vigour than
it otherwise would. The consequences might include a gradud intengfication of the tax
systent’ sinequity. Thisin turn might make it more difficult for the government to incresse
the rates of tax.

5) The Visibility of Hong Kong's Taxes

Hong Kong' s taxes are unusudly vishble. The withholding mechaniams upon which other
governments rely (and which tend to blur taxpayers awareness of how much they are
paying) are conspicuoudy absent. Inparticular, Hong Kong has no withholding of tax on
income from employment (Pay-As-Y ou-Earn or PAYE). Also, thereisin Hong Kong no
generd sdestax, no VAT and no GST.® That the Hong Kong government relies hardly at all

€ Basic Law article 108,
& See Littlewood, note 14 supra.

# The epithet “inherently inequitable’ was first applied to Hong Kong' stax system by a British civil servant in
1940 and has been routinely regpplied since. See Littlewood, note 16 supra. The reason for the inequity isthat
the schedular structure of Hong Kong' stax system operates so asin various common circumstances to impose
different lighilities on taxpayers whose circumstances and incomes are the same. Whether the Hall/Rabushka
system shares this characterigtic is debatable.

& Compare ADAM SMITH, note42 supra.

% |n most countrieswhere thereisaGST or aVAT, retail transactions are routi nely carried out on the basis of
tax-inclusive prices. Presumably thistends to reduce consumers awareness of the burden of the tax.

Prosperitas. A Palicy Analysis from the Center for Freedom and Prosperity Foundation



The Hong Kong Tax System: March 2007
Key Features and Lessons for Policy Makers Page 21

on withholding mechanismsisroutindy regarded as no more than an adminidrative curiodty.
But most countries' income taxes are collectable only because of PAYE. It is reasonable to
uppose, therefore, thet if the Hong Kong government wished to substantidly increase the
rates of tax onincome, it would need to introduce PAY E first. Equdly, if the Hong Kong
government wished to reduce the alowances so as to impaose tax on the 60 percent or S0 of
the workforce currently not paying, it would likely need to introduce PAYE firs. The
absence of PAYE thus seemsto condtitute a substantia restraint on the Hong Kong
government’ s capacity to increase the burden of taxation.

It would obvioudy not be desrable for governments currently relying on PAYE smply to
abalish it, because the probable immediate consequence would be chaos. But it would be
possible, and it might be desirable, for democratic governments to restructure their systems of
PAYE s0 as gradudly to wean themselves off it. Thiswould tend to increase voters
awareness of the tax sysem. This, in turn, might leed to abaance of taxes and spending
more in accordance with their actual preferences.®’

6) Hong Kong's Implicit Social Contract

Therates of tax in Hong Kong are very low and the burden is generdly substantidly lighter
than the rates of tax suggest. Moreover, there is no genera salestax, no VAT and no GST.
Consquently, most people pay very little tax indeed. Hong Kong is thus governed on the
basis of animplicit socia contract to this effect: that most people pay very littletax and, in
return, they do not complain too loudly about the rdatively low leve of public spending.
Presumably there isless demand for public spending than there would be if poor people were
more heavily taxed; equdly, for so long asthisimplicit socid contract remainsin place, it
would be harder than would otherwise be the case for the government to increase the
progressvity of the tax system.

VI1l. REMAINING CHALLENGES

Hong Kong' stax system functioned very satisfactorily - and dmost dways produced greater
revenues than the government wished to spend - from 1947 (when peacetime income taxes
werefirg introduced) until 1997 (when the territory was returned to Chinese rule).
Unfortunately, the handover was dmost immediately followed by afinancid criss affecting
most of East Asa The Hong Kong government thus found itsdlf operating at a deficit.
Dedling with this deficit has been the principa economic chalenge facing the Hong Kong
government from 1997 until now.®

Although the immediate cause of the Hong Kong government’ s recent deficits was the 1997
Asanfinancid crigs, another important factor was that in the run-up to the handover (from
about 1990 until 1997), the colonid government increased its spoending dramaticdly. In
particular, it greetly increased the number of civil servants and greetly increased dso the

¥ Prominent among those recently making the case for tax visibility is Milton Friedman. See Joseph Thorndike,
Historical Perspective: What Y ou Don't Know Can Hurt Y ou,

http://ww.taxhistory.org/thp/readings.nsf/cf 7c9c870b600b9585256df 800 75b9dd/60cca25aa630903885256f 60
06ee69d?0penDocument, 27 July 2005.

B See the 2005/2006 Budget Speech, note 6 supra, paragraphs 78-90.
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leve of their sdaries. The principa reason for this increased spending was that it was thought
to be desrable as ameans of minimizing the political uncertainty arisng from the planned
return to Chinese rule— an event uniquein the higtory of the world, entailing the handing

over of one of the world's most vibrant centers of capitalism to an avowedly communist

superpower.

Hiring more civil servants and dramaticaly increasing their salaries might have been
goproprigte in the very peculiar circumstances facing Hong Kong in the 1990s. The result
however has been that the territory now has a civil service which is perhapslarger and more
expengve than the territory’s tax system seems cgpable of financing. The government (which
is dominated by Beijing-digned business interests) has sought to address this problem by not
increesing civil servants sdaries and letting inflation effectively reduce them. Itisaso
however serioudy examining the possibility of introducing aVAT.%®

Thiswould gppear to present a number of problems. The most important of them isthat it
would condtitute the reneging, by the government and the more affluent members of Hong
Kong society, of theimplicit socid contract referred to above. The likely consequence would
be that Hong Kong' s poorer residents— who currently pay amost no tax and whose demands
on the government are correspondingly restrained — might raise their demands in accordance
with their increased liability to tax.

VIIl. CONCLUSION

Hong Kong'stax system is exemplary in the severd respects which this paper has reviewed.
In particular, it is the closest the world has yet come to producing a system of taxation in
accordance with the ideas advanced by the advocates of flat taxes, from Water Blum and
Harry Kalvert to Robert Hall and Alvin Rabushka **

It is possible to suggest refinements which might bring Hong Kong' s tax system closer to the
flat tex ided — but, given how closeit is areedy, it seems amost churlish to do so. Indeed, it
may be that the various flattax modes which have been proposed (such as Hal/Rabushka)
could be improved by bringing them into closer dignment with Hong Kong' s exidting tax
system.

A more serious problem facing Hong Kong might be that any mgor change in the territory’s
tax sysem islikely to be awvay from the flat tax ided, rather than towardsit. If Hong Kong
were to abandon or compromise the gpproach to taxation and public spending which it has
traditiondly followed, the world as awhole would be the poorer, in that something of very
condderable theoreticd interest would have been logt. It would of course beridiculousto
suggest that the Hong Kong government should refrain from modifying its tax system, so thet
the rest of the world can continue to study it. It is to be hoped, though, that the Hong Kong
government does not effect subgtantia changesto its tax system, unless with the clear support
of the territory’ s people. The proposed introduction of VAT — which would presumably be
regressive and a breach of the territory’ simplicit socid contract — seems not to satisfy this
criterion.

® See the 2005/2006 Budget Speech, note 6 supra, paragraphs 102-104.
PWALTERBLUM & HARRY KALVEN, THE UNEASY CASE FOR PROGRESSIVE TAXATION (1953).

% HALL & RABUSHKA, note 9 supra.
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APPENDIX: THE HISTORY OFHONG KONG'S TAX SYSTEM

Hong Kong Idand was colonized by the British in 1842.% The objective was to establish a
base from which British traders could conduct ther affairs (notably sdling opium to the
Chinese) without being under the contral of the Chinese government. The colony fulfilled
this objective very satisfactorily. In 1860, the colony was extended to include the adjacent
part of the mainland (the Kowloon Peninsula); in 1898, it was extended again to include
another 1,000 sguare kilometers or o of the hinterland and some nearby idands (collectively
cdled the New Territories). Hong Kong remained a British colony until 1997, when it
became a Specid Adminigrative Region of the People' s Republic of China. The Chinese
government promised that Hong Kong would enjoy “a high degree of autonomy” ® and that
its“ capitalist system and lifestyle” * would “ remain unchanged for 50 years’.*® To date the
Chinese Government has by and large honored this promise.

The British objective, in 1842, was to establish only atrading pogt, not a sttler colony. The
British therefore equipped the colony with askeetd system of government intended to
provide what was necessary to service business, and no more® Taxes were accordingly very
light. The government financed itsdlf by various means indluding land sdes, samp duty and
estate duty.

There were no taxes on income in Hong Kong until the second world war. In 1939, the
colonia Hong Kong government proposed to establish an income tax for the purpose of
financing a contribution to the British war effort.” The proposa was for what the British and
Hong Kong governments regarded as a“normd” incometax — that is, atax onincome as
such, covering both (1) the worldwide incomes of persons resident in Hong Kong and dso

(2) income derived from Hong Kong by persons resident elsewhere® But the business
community, in whose interests the colony was governed, objected. The expatricte
businessmen would reluctantly have accepted an income tax, so long as the rates of tax were
very low. The Chinese were more vehemently opposed. Thiswas hardly surprising, given
that they were unused to taxes on income; that the revenues were to be spent for the benefit
of Britain rather than Hong Kong; that at thistime China itsdf was suffering from both civil
war and occupeation by the Japanese; and that the Chinese popuation of Hong Kong hed
mogtly sdlected itsdlf (by immigrating from the mainland) on the basis of an enthusiasm for
unrestrained capitaism. The Chinese businessmen would rductantly have gone dong with
taxes on income from employment and rents, but atax on profits they regarded as beyond the

® The best general history of Hong Kong is FRANK WELSH, A HISTORY OF HONG KONG (1997).

% Joint Declaration of the Government of the United Kingdom of Great Britain and Northern Ireland and t he
Government of the Peopl€e’ s Republic of China on the Question of Hong Kong, 1984 (heresfter “ Joint
Declaration”), article 3(2).

% Joint Declaration, Annex 1, article 1.

% Joint Declaration, Annex 1, article 1.

% See GHALL note 13 supraand WESLEY SMITH, note 13 supra
¥ See Littlewood, note 16 supra.

%70 suggest that thereissuch athing asa“normd” income tax isinevitably to invite argument. But the word
was routingly used in this sense at the time by both the Hong Kong government and the Colonid Officein
London. See Littlewood, note 16.
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pae The colonid government could have gone ahead and established an income tax
regardless (for the colony’ s system of government was not democratic),” but deemed it
impalitic to do s0. The impasse was resolved on the basis thet the representatives of business
would support the establishment of a system of income tax; and the government would
abdicate the design of it to them.

The result was the War Revenue Ordinance 1940. This established a peculiar system of
taxation which differed from the government’ s origina proposa in two basic respects. Firs,
there was no tax on income, as such, at dl. Instead, there was a schedular system of three
separate taxes on three different kinds of income: profits tax was charged on the profits of
business ' sdlaries tax was charged on income from employment (and on analogous income,
such as directors fees);™ and property tax was charged on the rental value of land and
buildings 1% Secondly, the system wias said to be “based on the source principle’, meaning
that only income derived from Hong Kong was taxable. Offshore income, in other words,
was smply not taxable ™ The maximum rate of tax was 10 percent.™ But the allowances
were s&t 50 high, and the average income in Hong Kong at that time was so low, that less than

1 percent of the populace were ligble to pay any tax at dl.

A year |ater, the War Revenue Ordinance 1940 was repeded and replaced by the War
Revenue Ordinance 1941. This|eft the originad system basicdlly intact, but to the origind
three taxes added a fourth, on interest. It was called, of course, interest tax.'® The War
Revenue Ordinance 1941 dso increasad the rates of tax, the new maximum being 14
percent.’® But on 7 December 1941 the Japanese attacked Pearl Harbour and, more or less
smultaneoudy, Hong Kong. On 25 December 1941 the British colonid government
surrendered and so its adminigtration of the colony’ s tax system was temporarily suspended.

In 1945, British rule was restored. In 1946, the Hong Kong government again proposed the
establishment of a“norma” income tax, this time as a permanent measure (rether than a
temporary wartime one). The business community, of course, was opposed. Asa
compromise, the peculiar system of taxation devised during the war was resurrected. This
was achieved by the Inland Revenue Ordinance 1947, which remains in force today.

The Inland Revenue Ordinance 1947 was closdy based on the War Revenue Ordinance 1941
and preserved its basic structure. Thus, as before, there was no tax on income as such;
instead, there were separate taxes on profits, salaries, rents and interest; ™ and, as before,
income derived from outside Hong Kong went untaxed. *® The maximum rate of tax was 10

% See GHALL note 13 supraand WESLEY SMITH, note 13 supra.
10 \War Revenue Ordinance 1940, sections 13-26.

101 \War Revenue Ordinance 1940, sections 8-12.

1%2\\/ar Revenue Ordinance 1940, sections 5-7.

1% \War Revenue Ordinance 1940, sections 5, 8, 13 and 14.

% War Revenue Ordinance 1940, sections 5, 8, 13 and 14.

1% \War Revenue Ordinance 1941, sections 30-35.

1% \War Revenue Ordinance 1941, sections 5, 14, 15, 16 and 30.

17 | nland Revenue Ordinance 1947, Chapters 1, 111, 1V and V.

108 | | and Revenue Ordinance 1947, sections 6, 9, 15, 16 and 29.
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percent.109 As before, the alowances were st at levels that entirdy exempted 99 percent of
the population from tax. ™

The only noteworthy change effected by the 1947 Ordinance was that “persond assessment”
was added to the four wartime taxes (property tax, salariestax, profits tax and interest tax).™*

Since 1947, the Inland Revenue Ordinance has been repeatedly amended, but much less often
and much less extengvely than tax legidation has been amended in other developed
jurigdictions. Virtudly al the amendments have been trivid. Consequently, the Ordinance's
basic gructure remains dmog entirely intact. The only change worth mentioning isthet in
1989 interest tax was abolished. This, however, was aless important change than it might at
first appear, because (1) throughout the period during which interest tax wasimposed (1941
and 1947 to 1989), its scope was curioudy narrow (that is, interest was commonly not taxed);
(2) the scope of profits tax was widened so as to catch interest in some circumstances, and (3)
the rules rlating to deductibility were amended so asin various common circumstances to
preclude the deduction of interest unless the recipient was obliged to pay profits tax on it.

Michadl Littlewood isa professor and the current director of the Postgraduate Programmes
at the University of Auckland Law School. Formerly a professor at the City University of
Hong Kong Law School, hiswork has been published in the U.S,, the UK, the Netherlands,
Hong Kong, China, Australia and New Zealand.

The Center for Fre edom and Prosperity Foundation is a public policy, research, and
educational organization operating under Section 501(C)(3). It isprivately supported, and
receives no funds from any government at any level, nor does it perform any gover nment or
other contract work. Nothing written hereisto be construed as necessarily reflecting the
views of the Center for Freedomand Prosperity Foundation or asan attempt to aid or hinder
the passage of any bill before Congress.

Center for Freedomand Prosperity Foundaion, theresearch and educational affiliate of the
Center for Freedom and Prosperity (CFP), can be reached by calling 202-285-0244 or
visiting our web site at www.freedomandprosperity.org.

1% | yland Revenue Ordinance 1947, section 5.
19 nland Revenue Ordinance 1947, sections 13 and 43.
M seeabovea note 21 and Inland Revenue Ordinance 1947, sections 42-44.

Prosperitas. A Palicy Analysis from the Center for Freedom and Prosperity Foundation



The Hong Kong Tax System: March 2007
Key Features and Lessons for Policy Makers Page 26

REFERENCES

WALTERBLUM & HARRY KALVEN, THE UNEASY CASE FOR PROGRESSIVE TAXATION (1953).

GEOFFREY BRENNAN & JAMESM BUCHANAN, THE POWER TO TAX: ANALYTICAL
FOUNDATIONS OF A FISCAL CONSTITUTION (1980).

YASH GHAI, HONG KONG'SNEW CONSTITUTIONAL ORDER: THE RESUMPTION OF C HINESE
SOVEREIGNTY AND THE BASIC LAW, 2 ed, 1999.

James Gwartney and Robert Lawson, with William Easterly, Economic Freedom of the World: 2006 Annual
Report The Fraser Indtitute, 2006. Available at http://mww.cato.org/pubs/efw/efw2006/efw2006-3 &
k.pdf.

ROBERT EHALL & ALVIN RABUSKA, THE FLAT TAX, 2™ ed (1995).

Hong Kong Financid Secretary, Budget Speech 2005/2006, available at
http:/Avww.budget.gov.hk/2005/eng/speech.htm2005/2006.

Hong Kong government, “Broadening the Tax Base, Ensuring our Future Prosperity: What' s the Best Option for
Hong Kong,” July 18, 2006. Available a http://www.taxreform.gov.hk/eng/document.htm

Inland Revenue Ordinance 1947, as amended (Hong Kong).

Joint Declaration of the Government of the United Kingdom of Great Britain and Northern Ireland and the
Government of the People' s Republic of Chinaon the Question of Hong Kong, 1984.

Tim Kane, Kim R. Holmes, and Mary Anastasia O’ Grady, 2007 Index of Economic Freedom, The Heritage
Foundation and Dow Jones & Company, Inc, 2007. Available at
http://www.heritage.org/research/features/index/downl 0ads/2007Past Scores xls.

Michad Littlewood, Taxation without Representation: The Higtory of Hong Kong' s Troublingly Successful Tax
System [2002] BRITISH TAX REVIEW 212.

Michadl Littlewood, The Taxing and Spending Powers, in Hong Kong (Anton Cooray ed), in
INTERNATIONAL ENCYCLOPAEDIA OF LAWS: CONSTITUTIONAL LAW (R Blanpain ed,
2003).

Michadl Littlewood, How Smple Can Tax Law Be? The Instructive Case of Hong Kong, TAX NOTESINT'L,
23 May 2005, 689.

Angus Maddison, “Historica Statistics for the World Economy, 1-2003 AD,” Available at
http://iwww.ggdc.net/maddison/Higtorical_Statistics/horizontal-file 10-2006.xIs.

NORMAN MINERS, THE GOVERNMENT AND POLITICS OF HONG KONG, 1998.
ALVIN RABUSHKA, VALUE FOR MONEY: THE HONG KONG BUDGETARY PROCESS (1976).
Adam Smith, Wealth of Nations.

Joseph Thorndike, Historical Perspective: What Y ou Don't Know Can Hurt You,

http://Aww.taxhistory .org/thp/reedings.nsf/cf 7¢9c870b600b9585256df 80075b9dd/60cca25ae68090383
5256ff6006ea59d?0OpenDocument, 27 July 2005.

FRANK WELSH, A HISTORY OF HONG KONG (1997).

PETER WESLEY -SMITH, CONSTITUTIONAL AND ADMINISTRATIVE LAW IN HONG KONG, 2" ed,
1994,

PETERWILLOUGHBY & ANDREW HALKYARD, ENCYCLOPAEDIA OF HONG KONG TAXATION
(1993, loose ef).

War Revenue Ordinance 1940 (Hong Kong).

War Revenue Ordinance 1941 (Hong Kong).

World Bank, “GDP per capita 2005, Atlas method and PPP.” Available at
http://siteresources.worldbank.org/DATASTATISTICS/Resources’ GNIPC.pdf.

A JYOUNGSON, HONG KONG ECONOMIC GROWTH AND POLICY (1982).

Prosperitas. A Palicy Analysis from the Center for Freedom and Prosperity Foundation



The Hong Kong Tax System: March 2007
Key Features and Lessons for Policy Makers Page 27

ADDITIONAL | SSUESOF PROSPERITAS:

21) February 2007, Val. VII, Issuel "The Swiss Tax System: Key Features and Lessons for Policy Makers," by

Pierre Bessard. Web page link below:
http://www.freedomandprosperity.org/Papers/swiss/swiss.shtml

20) September 2006, VVol. VI, Issue VI, "The Sovakian Tax System: Key Festures and Lessons for Policy
Makers," by Martin Chren, Web page link below:
http:/mww .freedomandprosperity.org/Papers/d ovakia/s ovakiashtml

19) June 2006, Val. VI, Issue V, "Making Section 911 Universdl is Good Economic Pdicy and Good Tax
Policy, " by Yesm Yilmaz, Web page link below:
http:/Aww.freedomandprosperity.org/Papers/sec911-2006/sec911-2006.shtml

18) June 2006, Prosperitas Volume VI, Issue IV, "The Health Care Choice Act: Restoring Competition in the

Individua Insurance Market," by Sven Larson, Web page link below:
http://www .freedomandprosperity.org/Papers/hc-choicefhc-choice.shtml

17) dune 2006, Progperitas Volume V1, Issuelll, "Tax Havens, Tax Competition and Economic Performance,”
by Yesim Yilmaz, Web page link below:
http://Awww.freedomandprosperity.org/Papers/taxhavens/taxhavens.shtm

16) June 2006, Prosperitas Volume VI, Issue 1, "The Swedish Tax System-- Key Features and Lessons for
Policy Makers," by Sven Larson, Web page link below:
http://www.freedomandprosperity.org/Papers/swedern/sweden.shtml

15) January 2006, Prosperitas Volume V1, Issue |, “ The Paris-Based Organization for Economic Cooperation
and Development: Pushing Anti-U.S. Policieswith American Tax Dollars,” by Dan Mitchdll, Web page link
below:

http://mww.freedomandprosperity.ora/Papers/oecd-funding/oecd-funding.shtm

14) November 2005, Prosperitas VolumeV, Issuell, “The OECD's Anti-Tax Competition Campaign: An
Update on the Paris-Based Bureaucracy's Hypocritica Effort to Prop Up Big Government,” by Dan Mitchell,
Web pagelink below:

http:/Amww.freedomandprosperity.ora/Papers/oecd-hypocrisy/oecd-hypocrisy.shtml

13) May 2005, Prosperitas Volume V, Issuel, “ Territorid Taxation for Overseas Americans: Section 911
Should Be Unlimited, Not Curtailed,” by Dan Mitchell, Web page link below:
http://mww.freedomandprosperity.org/Papers/section911/section911.shtml

12) August 2004, Prosperitas Volume 1V, Issuell, “The Threat to Globa Shipping from Unions and High-Tax
Politicians. Restrictions on Open Registries Would Increase Consumer Prices and Boost Cost of Government,”
by Dan Mitchell, Web page link below:
http://www.freedomandprosperity.org/Papers/shipping/shipping.shtml

11) June 2004, Prosperitas VolumelV, Issuel, “The OECD's Dishonest Campaigh Against Tax Competition: A
Regress Report,” by Dan Mitchell, Web pagelink below:
http://www .freedomandprosperity.org/Papers/oecd-dishonest/oecd-dishonest.shtml

10) October 2003, Prosperitas Volumellll, IssuelV, “The Level Playing Fied: Misguided and Non-Existent,”
by Dan Mitchell, Web page link below:
http://www.freedomandprosperity.org/Papers/ pf/| pf . shtml

Prosperitas. A Palicy Analysis from the Center for Freedom and Prosperity Foundation



The Hong Kong Tax System: March 2007
Key Features and Lessons for Policy Makers Page 28

ADDITIONAL ISSUES OF PROSPERITAS: (CONTINUED)

9) July 2003, Prosperitas Volume 11, Issue I11, "How the IRS Interest-Reporting Regulation Will Undermine the
Fight Against Dirty Money," by Daniel J. Mitchell, Web page link below:
http://mww.freedomandprosperity.org/Papersirsregdm/irsreg-dm.shtml

8) April 2003, Prosperitas Volumelll, Issuell, "Markets, Mordity, and Corporate Governance: A Look Behind
the Scanddls," by Danidl J. Mitchell, Web page link below:
http:/AMmww.freedomandprosperity.org/Papers/corpgov/corpgov.shtml

7) February 2003, Prosperitas Volume l11, Issuel, "Who Writes the Law: Congress or the IRS?," by Danid J.
Mitchel |, Web page link below:
http://Amww.freedomandprosperity.org/Papersirsreg/irsreg.shtml

6) April 2002, Prosperitas Volumell, Issuell, "The Casefor International Tax Competition: A Caribbean
Perspective," by Carlyle Rogers, Web page link below:
http://Awww.freedomandprosperity.org/press/p03-25-02/p03-25-02.shtml

5) January 2002, Prosperitas Val. Il, Issue |, "U.S. Government Agencies Confirm That Low-Tax Jurisdictions
Are Not Money Laundering Havens," by Danid J. Mitchell. Web page link below:
http://www freedomandprosperity.org/Papers/blacklist/blacklist.shtml

4) November 2001, Prosperitas, Val. I, IssuelV, "The Adverse Impact of Tax Harmonization and Information
Exchange on the U.S. Economy," by Danidl J. Mitchell. Web pagelink below:
http://mww .freedomandprosperity.org/Papers'taxharm/taxharm.shtml

3) October 2001, Prosperitas, Vol. I, Issuelll, "Money Laundering Legidation Would Discourage International
Cooperation in the Fight Against Crime," by Andrew F. Quinlan. Web page link below:
http://www.freedomandprosperity.org/Paperskerry Jevin/kerry-levin.shtmi

2) August 2001, Prosperitas, Val. |, Issue 1, "United Nations Seeks Globa Tax Authority," by Daniel J.
Mitchell. Web page link below:
http://www.freedomandprosperity.ora/Papers/un-report/un-report.shtml

1) August 2001, Prosperitas, Val. |, Issue |, "Oxfam's Shoddy Attack on Low -Tax Jurisdictions,” by Danid J.
Mitchell. Web pagelink below:
http://www.freedomandprosperity.org/Papers'oxfam/oxfam.shtm

Complete List of Prosperitas Studies, including summaries:
http://www freedomandprosperity.org/fpf/prosperitas/prosperitas.shtml

Center for Freedom and Prosperity Foundation
P.O. Box 10882, Alexandria, Virginia22310
Phone: 202-285-0244

www.freedomandprosperity.org

Prosperitas. A Palicy Analysis from the Center for Freedom and Prosperity Foundation



