- e

4‘} Hong Kong
Ta)g Controversy
f\ Insight

15 July 2020
2020 Issue No. 3

Inland Revenue Department (IRD)'s penalty policy
involving Field Audit and Tax Investigation -
Penalty consideration

When a taxpayer (including corporation or individual) is
selected for tax audit or investigation, one of the most
concerning questions is whether there is penalty in addition to
tax payable in case there is any tax undercharged.

In this insight, we will look at the penalty consideration for
cases involving Field Audit and Investigation.




Penalty provisions under Inland Revenue Ordinance (“IRO")

Penalties may be imposed due to non-compliance with the IRO. The Commissioner of Inland Revenue is authorized to initiate
prosecution, to compound, or to assess additional tax in respect of any offence. Sections 80, 82 and 82A of the IRO stipulate
the general penalty rules.

Section 80 of the IRO would be imposed on a person who, without reasonable excuses, makes incorrect returns and fails to
submit returns within the time limit etc. The maximum penalty is a fine at level 3 (HK$10,000) plus treble the amount of tax
undercharged.

Section 82 of the IRO would be imposed on a person who, willfully with the intent to evade tax by making any false statement
in returns etc. The maximum penalty is:

On summary conviction: a fine at level 3 (HK$10,000) plus treble the amount of tax undercharged and imprisonment of
6 months.

On indictment: a fine at level 5 (HK$50,000) plus treble the amount of tax undercharged and imprisonment of 3 years.

Section 82A of the IRO would be imposed for assessing additional tax if no prosecution has been instituted under Sections
80 and 82 of the IRO. The maximum penalty is an additional tax of treble the amount of tax undercharged.

Common offences found in Field Audit and Investigation cases
a) Omission or understatement of income or profits;
b) Making incorrect statement in connection with a claim for any deduction or allowance;

¢) Failure to notify chargeability to tax.

Level of penalty for Field Audit and Investigation cases

The quantum of penalty would depend on a number of factors including but not limited to the seriousness of the case, the loss
suffered by the IRD, the taxpayer's attitude and cooperation, and the time required to settle the case.

For the field audit and investigation cases, tax offences are classified into three group of culpability: (a) intentional disregard
(b) recklessness and (c) no reasonable care. Each group of offence is further classified into four categories of co-operation
ranging from voluntary disclosures to disclosure denied for computing the penalty. Please refer to the following penalty loading
table for reference:

Category of disclosure and work involved and
penalty loading (expressed as a percentage of the tax undercharged)
Nature of Full voluntary Disclosure with Incomplete or Disclosure
omission / disclosure full information belated denied
understatement promptly on disclosure
challenge
Normal Max. | Normal Max. | Normal Max. | Normal Max.
Loading incl. Loading incl. Loading incl. Loading incl.
C.R. C.R. C.R. C.R.
Group (a) 15 60 75 100 140 180 210 260
Group (b) 10 45 50 75 110 150 150 200
Group () 5 30 35 60 60 100 100 150

Source: “Penalty Policy” http://www.ird.gov.hk/eng/pol/ppo.htm

For example, if a case falls into the category of Group (b) and the third type under ‘Incomplete or Belated Disclosure’ in the
above penalty loading table, a penalty loading of 110% will be the starting point plus the commercial restitution (“C.R.") with
a cap of 150%. The C.R. was computed at 7% per annum monthly compounded for periods up to 30 November 2003 and at
the best lending rate monthly compounded for periods after 30 November 2003.
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Factors for penalty consideration

In assessing the penalty, general factors to be considered in
determining the ultimate penalty are specified as below:

a) Background of the taxpayer

If the taxpayer is illiterate or has a low standard of
education or his business is simple and unsophisticated,
then the penalty would be mitigated. Otherwise, if the
taxpayer is sophisticated or with complex business,

the penalty would be heavier.

b) Attitude of the taxpayer

Taxpayer's behavior is a key factor. For instance, if

a taxpayer is cooperative and responsive, sincere and
willing to compromise and able to provide documents and
records, to substantiate the tax position. These would be
helpful factors to defend against high penalty.

¢) Time span

If the field audit and investigation cases involved multiple
or repeated evasion acts over a consecutive number of
years, for example, there is persistent default in returns
and making of incorrect returns, these would generally
trigger a high level of penalty. On the other hand, if the
field audit cases could be closed within 3 months or within
6 months for investigation cases from the date of initial
interview, the level of penalty would be lower.

d) Quantum of the understatements of profits/income

Field audit and investigation cases with substantial

tax undercharged, intentional under-reporting or
non-disclosure of profits or over-reporting of expenses
would generally trigger a high level of penalty.

Possible adjustments of penalty made by
the IRD

Depending on the facts of individual case, penalty may be
adjusted upwards or downwards to a maximum of 25% in the
generality of cases. Further adjustments would be made only
when exceptional warranted circumstances exist.

Recommendations

The attitude of the taxpayer and the remedial actions taken
by the taxpayer e.g. making prompt and full disclosure of
information, and facilitating the early settlement of field
audit/investigation are major factors to be considered when
imposing penalties.

Also, experience in negotiations with the IRD is critical for
settlement of the tax audit case and mitigation of penalty.
If taxpayer intends to mitigate the penalty position during
the tax audit, they are highly recommended to seek
professional advice.
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