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IRD partially clarifies tax
treatment of court-free
amalgamations
Hong Kong’s Inland Revenue Department (IRD) issued guidelines on 30
December 2015 that clarify the tax treatment of court-free amalgamations.
In addition, the IRD published three advance ruling cases concerning courtfree amalgamations on 18 January 2016; however, some issues remain in
need of further clarification.
Hong Kong’s New Companies Ordinance (New CO), which became effective
on 3 March 2014, introduced an amalgamation regime that provides a
simpler and less costly method for intra-group mergers without the
involvement of a court. Under the regime, two or more companies may
amalgamate and continue as one. The amalgamating companies must be
Hong Kong-incorporated, wholly-owned companies within the same group.
Despite the introduction of the court-free amalgamation regime in the New
CO, the Inland Revenue Ordinance (IRO) was not correspondingly amended
to address the tax treatment of such transactions, so the tax treatment has
continued to be uncertain. The government has been considering amending
the IRO to provide a statutory framework that addresses the tax issues
related to court-free amalgamations, but no concrete action has been taken
as yet.
In the interim, the IRD had been requested to issue guidelines to clarify the
relevant tax consequences of the new amalgamation regime. The recently
issued guidelines set out the IRD’s approach to court-free amalgamation
cases, pending the government’s decision on amending the IRO. In
particular, the guidelines cover the tax treatment of three major areas:
trading stock, fixed assets and tax losses.
This article summarizes the IRD's approach to the tax treatment for courtfree amalgamations, and highlights relevant issues that companies should
be aware of and take into consideration.
Summary of the IRD's guidelines
The IRD guidelines state that the amalgamated company (the continuing
entity upon the completion of the amalgamation) will be treated as if it is the
continuation of, and the same person as, the amalgamating company for tax
purposes, provided the court-free amalgamation is not carried out for the
purpose of obtaining tax benefits.
A summary of the IRD's approach is set out below.

Amalgamation with sale of assets
If the court-free amalgamation is structured to include a sale of assets on an arm's length basis, the IRO
provisions relating to the sale of assets will apply (e.g. deemed trading receipts, balancing adjustments on the
sale of fixed assets, etc.).
Amalgamation without sale of assets
The majority of cases involving amalgamation occur without a sale of assets, and the key tax implications are
summarized in the following table:

Amalgamating company
Framework

Ceases to carry on business

Trading stock

Deemed to be realized in the
open market

Amalgamated company
Continues to carry on the business of the
amalgamating company, by way of
succession
-

Fixed assets (plant and
machinery,
commercial/industrial
buildings)

-

Capital expenditure*

-

Qualifies for any unexpired
allowances/deductions for expenditure
incurred by the amalgamating company

Deductions

-

Entitled to deductions that would have
been available to the amalgamating
company, but for the amalgamation

Income

-

Earns the amount that would have been
income or trading receipts of the
amalgamating company, but for the
amalgamation

- Qualifies for annual allowances based
on reducing values
- Subject to balancing charges on
disposal, not exceeding the aggregate of
allowances made to the amalgamating
and amalgamated companies

* Capital expenditure on research and development (IRO section 16B), intellectual property rights (section 16E,
section 16EA), building refurbishment (section 16F), prescribed fixed assets (section 16G) and environmental
protection facilities (section 16I).
Tax losses
In general, tax losses are specific to a company and cannot be transferred to other group companies. In
particular:
•

Tax losses of the amalgamating company may be used to set off against profits of the
amalgamated company if such losses are incurred after the amalgamating company and the
amalgamated company have become wholly-owned subsidiaries of the same group.

•

Tax losses brought forward from the amalgamating company may be used to set off against only
the profits of the amalgamated company derived from the same trade or business succeeded from
the amalgamating company.

•

Tax losses brought forward in the amalgamated company may be used to set off against its profits
after amalgamation, provided the amalgamated company had adequate financial resources
(excluding intragroup loans) to purchase the trade or business succeeded to, if it had not engaged
in the amalgamation.

Administration procedures
The amalgamated company is required to:
•

Inform the IRD in writing of the amalgamation within one month from the date of the amalgamation;

•

Submit a profits tax return for each amalgamating company for the year of assessment in which the
date the amalgamating company is regarded as having ceased its business falls;

•

Undertake all obligations imposed on the amalgamating company (e.g. record-keeping, return filing,
provision of information, etc.); and

•

Assume all of the amalgamating company's tax liabilities, including those for all prior years of
assessment and the year of assessment in which the amalgamating company is regarded as
having ceased its business.

Comments
Framework
Before the IRD issued the guidelines, there was some controversy as to whether a court-free amalgamation
would be treated as a cessation of business and transfer of business assets, or a universal succession (i.e. no
cessation of business and no transfer of assets) from a tax perspective. The IRD's approach in the guidelines is
based on the assumption that the amalgamating company ceases to carry on its business and the
amalgamated company continues to carry on the business of the amalgamating company by way of
succession. Based on these assumptions, even if there is no sale of assets, the amalgamation is not totally taxfree. The tax implications of an amalgamation without a sale of assets are discussed further below.
Trading stock
Upon amalgamation, the amalgamating company is subject to tax as if it had sold its trading stock at the open
market value (FV) and realized gain. The approach seems to follow the rationale of IRO section 15C(b), which
applies where trading stock is not sold or transferred upon the cessation of business. In other words, the
amalgamating company should report a taxable gain for the difference between the FV and the cost of its
trading stock in its “cessation” tax return. In practice, since there is no actual sales consideration and the
financial statements of the amalgamating company will reflect only the cost of the stock, it may be difficult for a
taxpayer to evaluate the FV of trading stock for tax return filing purposes.
The IRD guidelines are silent on the tax cost basis of the trading stock succeeded to by the amalgamated
company. It may seem reasonable to adopt FV (or whatever amount the IRD accepts in computing the profit of
the amalgamating company in relation to the trading stock) as the tax cost basis of the trading stock because
the amalgamating company is deemed to have realized the trading stock at FV. For accounting purposes,
however, the cost of the trading stock will be reflected in the amalgamated company's financial statements after
the amalgamation. Assuming the IRD accepts the amalgamated company’s adoption of FV as the tax cost
basis of the trading stock succeeded to, the fact that this value will be different from the value shown in the
accounts will mean that the amalgamated company would need to keep track of the FV of the trading stock on
the date of amalgamation and make a tax adjustment when the trading stock actually is sold.
In short, the amalgamating company will be assessed on the deemed trading profits based on FV at the time of
amalgamation, and the amalgamated company will be assessed for the remaining difference between FV and
the sales consideration, if any, upon the actual sale of the trading stock. This means that the timing of taxation
is accelerated, even though the trading stock has not been sold. This approach would create complications and
an administrative burden for taxpayers.
In view of the above difficulties, the IRD should take a lenient approach by accepting the cost of trading stock
as the deemed realization value for the amalgamating company and the tax cost basis for the amalgamated
company. Otherwise, the amalgamating company could consider transferring all its trading stock for
consideration before the amalgamation, to avoid requiring the amalgamated company to keep track of the FV
between the date of the amalgamation and the actual sale.

Fixed assets and capital expenditure
The IRD guidelines are silent on the tax treatment of fixed assets for the amalgamating company. Hence, it is
reasonable to assume that there are no tax implications (e.g. balancing adjustments) for the amalgamating
company, even though it is regarded as having ceased its business. On the other hand, the guidelines provide
that the amalgamated company will adopt the tax reducing values of the fixed assets succeeded to (including
plant and machinery and commercial and industrial buildings) for purposes of calculating its annual depreciation
/ industrial building / commercial building allowances. This approach seems to follow the framework of IRO
section 39B(7) (which covers the transfer of plant and machinery by way of succession), and extends the
framework to cover commercial and industrial buildings.
In addition, the IRD guidelines mention that the balancing charge on a subsequent disposal by the
amalgamated company will not exceed the aggregate of allowances made to the amalgamating company and
the amalgamated company. The amalgamated company will qualify for any unexpired allowances or deductions
in respect of capital expenditure on research and development, intellectual property rights, building
refurbishment, prescribed fixed assets and environmental protection facilities incurred by the amalgamating
company. These approaches by the IRD could reasonably have been expected.
Restrictions on tax losses
One of the most important uncertain tax issues relating to court-free amalgamations was whether tax losses of
the amalgamating company may be carried forward to the amalgamated company. According to the IRD’s
guidelines, tax losses basically are allowed to be carried forward, subject to certain conditions in the form of
anti-avoidance measures. Although the existing general anti-avoidance provisions under IRO sections 61A and
61B already provided some protection for the IRD, the IRD guidelines impose specific anti-avoidance measures
to strengthen the anti-avoidance control over court-free amalgamation cases. These specific conditions are
discussed below.
(i) Timing of tax losses incurred
The IRD clarified that tax losses of the amalgamating company may be used to set off against the profits of
the amalgamated company, where the tax losses are incurred after the amalgamating company and the
amalgamated company have become wholly-owned subsidiaries of the same group. Although the general
anti-avoidance provisions under IRO sections 61A and 61B would apply, the IRD imposed this condition to
limit the utilization of tax losses to prevent a group from acquiring a tax-loss company, amalgamating it with
a group company with a profitable business and utilizing the tax losses of the newly acquired amalgamating
company to set off against the profits of the amalgamated company.
(ii)

Same business (for amalgamating company with tax losses)
Tax losses brought forward from the amalgamating company may be used to set off against only the profits
of the amalgamated company derived from the same trade or business succeeded to from the
amalgamating company. This is to prevent a group from using the tax losses of one business to set off
against the profits of another business by merging the companies, and is in line with the Hong Kong tax
principle that tax losses generally cannot be transferred to other group companies.
From an implementation perspective, the guidelines do not provide a definition of "same business," and it is
uncertain whether the IRD will adopt a narrow or a liberal interpretation of the term. For example, if the
amalgamating company manufactures apparel and, after the amalgamation, the amalgamated company
expands the product line and manufactures both apparel and footwear, would the business of
manufacturing apparel and the business of manufacturing footwear be regarded as the same business?
Could the tax losses brought forward from the amalgamating company be used to set off against the profits
derived from the footwear business after the amalgamation? As another example, assume an
amalgamating company is engaged in the manufacturing of computer hardware and, after the
amalgamation, the amalgamated company changes the business model to trading in computer hardware.
Would this be regarded as same business, in view of the fact that the same product is involved? It can be
expected that, after a merger of companies, there will be some changes in their operations and business, to
achieve efficiency and synergy. Hopefully, the IRD will not take a restrictive interpretation when considering
the meaning of "same business" in amalgamation cases.

(iii) Financial resources (for amalgamated company with tax losses)
If the amalgamated company has tax losses before the amalgamation, such tax losses may be used to set
off against its assessable profits after amalgamation, provided it had adequate financial resources
(excluding intragroup loans) to purchase the trade or business assumed from the amalgamating company if

the amalgamation had not occurred. This rule appears intended to prevent a group from using the tax
losses of a group company to set off against the profits of another group company by amalgamating the
companies. Since the "same business" restriction described above does not apply where the amalgamated
company has carried tax losses forward, this "financial resources" requirement may restrict the utilization of
tax losses where the amalgamated company is in a substantial loss position and without sufficient financial
resources to acquire the business of the amalgamating company.
It is reasonable if this measure intends to restrict the use of the tax losses of the amalgamated company to
offset the profits of the business succeeded to from the amalgamating company. However, the current
wording in the IRD's guidelines seems to suggest that tax losses may not be carried forward by the
amalgamated company to offset future profits of its own original business. If this is the case, such a
restriction does not seem fair and reasonable. This issue would benefit from further clarification by the IRD.
Similarly, from an implementation perspective, the guidelines do not provide a definition of "adequate
financial resources (excluding intragroup loans)." It is unclear to what extent financial resources are
considered to be "adequate". For example, would a bank loan guaranteed by the holding company be
considered an intra-group loan?
(iv) Practical complications
Complications will arise if the tax losses of the amalgamating company or the amalgamated company
cannot be used to set off against the profits of all the businesses of the amalgamated company after
amalgamation, regardless of whether this is due to the timing of tax losses incurred or the same business
or financial resources restrictions. Under such circumstances, taxpayers may need to keep track of the tax
losses for each business before amalgamation, the timing of the tax losses incurred and the profit and loss
for each business after amalgamation, and compute the assessable profits or tax losses separately. For
some general expenses or fixed assets shared between different businesses, an allocation will be required.
It is expected that the tax computation for the amalgamated company may become more complicated, and
taxpayers would need to keep better records for tax computation purposes.
Advance ruling cases
The IRD published three advance ruling cases regarding court-free amalgamation on 18 January 2016. These
three cases involve utilization of tax losses brought forward from the amalgamating company, utilization of tax
losses brought forward from the amalgamated company and the tax treatment of fixed assets succeeded upon
amalgamation. The general anti-avoidance provision section 61A is applied in one of the cases where the
utilization of tax losses is not allowed. We note that the IRD put much emphasis on anti-avoidance measures in
these published advance ruling cases. Therefore, in addition to the specific conditions for tax losses utilization
as discussed above, taxpayers must have commercial justification for the amalgamation.
Rights and obligations
The amalgamated company is required to file a tax return for the amalgamating company for the year of
amalgamation, as if the amalgamating company had ceased its business. However, there is no tax clearance
and the amalgamating company's tax liabilities will be assumed by the amalgamated company. Taxpayers
should be aware of the administrative procedures summarized above and keep relevant accounting records for
tax return filing purposes.
Foreign tax issues
The amalgamation of Hong Kong companies that carry on business or own assets in other jurisdictions may
give rise to tax issues in relation to those other jurisdictions. In particular, under the laws of a jurisdiction in
which the amalgamating company carries on business, or in which assets owned by the company are located,
the company may be considered to have transferred the relevant business or assets to the amalgamated
company. For example, to the extent Mainland China is concerned, an amalgamating company that owns
subsidiaries in Mainland China would be considered to have disposed of those subsidiaries directly or indirectly,
depending on the particular facts. The relevant tax implications, in particular, whether the amalgamation in
Hong Kong is tax-free in the relevant jurisdiction, would have to be determined by reference to the applicable
laws of that jurisdiction.
Conclusion
The IRD’s guidelines that set out its view on the tax treatment of court-free amalgamations are welcome. Some
of the measures seem reasonable, but a few issues, as discussed in this article, still need to be addressed. The
IRD has carefully imposed specific anti-avoidance measures on tax losses, although some complications may

arise in practice. In general, the IRD's guidelines provide certainty to taxpayers and should help them plan their
group restructuring exercises. Hopefully, the government will decide to introduce relevant amendments in the
IRO to provide additional guidance on the tax treatment of court-free amalgamations, and the IRD will issue
further clarifications to address the issues analyzed above.

Tax Analysis is published for the clients and professionals of the Hong Kong and Chinese Mainland offices of Deloitte China. The contents are
of a general nature only. Readers are advised to consult their tax advisors before acting on any information contained in this newsletter. For
more information or advice on the above subject or analysis of other tax issues, please contact:
Beijing

Hong Kong

Shenzhen

Andrew Zhu

Sarah Chin

Victor Li

Partner

Partner

Partner

Tel: +86 10 8520 7508

Tel: +852 2852 6440

Tel: +86 755 3353 8113

Fax: +86 10 8518 1326

Fax: +852 2520 6205

Fax: +86 755 8246 3222

Email: andzhu@deloitte.com.cn

Email: sachin@deloitte.com.hk

Email: vicli@deloitte.com.cn

Chongqing

Jinan

Suzhou

Frank Tang

Beth Jiang

Frank Xu / Maria Liang

Partner

Director

Partner

Tel: +86 23 6310 6206

Tel: +86 531 8518 1058

Tel: +86 512 6289 1318 / 1328

Fax: +86 23 6310 6170

Fax: +86 531 8518 1068

Fax: +86 512 6762 3338

Email: ftang@deloitte.com.cn

Email: betjiang@deloitte.com.cn

Email: frakxu@deloitte.com.cn
Email: mliang@deloitte.com.cn

Dalian

Macau

Tianjin

Bill Bai

Raymond Tang

Jason Su

Partner

Partner

Partner

Tel: +86 411 8371 2888

Tel: +853 2871 2998

Tel: +86 22 2320 6680

Fax: +86 411 8360 3297

Fax: +853 2871 3033

Fax: +86 22 2320 6699

Email: bilbai@deloitte.com.cn

Email: raytang@deloitte.com.hk

Email: jassu@deloitte.com.cn

Guangzhou

Nanjing

Wuhan

Victor Li

Frank Xu

Justin Zhu

Partner

Partner

Partner

Tel: +86 20 8396 9228

Tel: +86 25 5791 5208

Tel: +86 27 8526 6618

Fax: +86 20 3888 0121

Fax: +86 25 8691 8776

Fax: +86 27 8526 7032

Email: vicli@deloitte.com.cn

Email: frakxu@deloitte.com.cn

Email: juszhu@deloitte.com.cn

Hangzhou

Shanghai

Xiamen

Qiang Lu

Eunice Kuo

Jim Chung

Partner

Partner

Partner

Tel: +86 571 2811 1901

Tel: +86 21 6141 1308

Tel: +86 592 2107 298

Fax: +86 571 2811 1904

Fax: +86 21 6335 0003

Fax: +86 592 2107 259

Email: qilu@deloitte.com.cn

Email: eunicekuo@deloitte.com.cn

Email: jichung@deloitte.com.cn

About the Deloitte China National Tax Technical Centre
The Deloitte China National Tax Technical Centre (“NTC”) was established in 2006 to continuously improve the quality of Deloitte China’s tax
services, to better serve the clients, and to help Deloitte China’s tax team excel. The Deloitte China NTC prepares and publishes “Tax Analysis”,
“Tax News”, etc. These publications include introduction and commentaries on newly issued tax legislations, regulations and circulars from
technical perspectives. The Deloitte China NTC also conducts research studies and analysis and provides professional opinions on ambiguous
and complex issues. For more information, please contact:
National Tax Technical Centre
Email: ntc@deloitte.com.cn
National Leader

Northern China

Southern China (Hong Kong)

Leonard Khaw

Julie Zhang

Davy Yun

Partner

Partner

Partner

Tel: +86 21 6141 1498

Tel: +86 10 8520 7511

Tel: +852 2852 6538

Fax: +86 21 6335 0003
Email: lkhaw@deloitte.com.cn

Fax: +86 10 8518 1326

Fax: +852 2520 6205

Email: juliezhang@deloitte.com.cn

Email: dyun@deloitte.com.hk

Southern China (Mainland/Macau)

Eastern China

German Cheung

Kevin Zhu

Director

Director

Tel: +86 20 2831 1369

Tel: +86 21 6141 1262

Fax: +86 20 3888 0121

Fax: +86 21 6335 0003

Email: gercheung@deloitte.com.cn

Email: kzhu@deloitte.com.cn

If you prefer to receive future issues by soft copy or update us with your new correspondence details, please notify
Wandy Luk by either email at wanluk@deloitte.com.hk or by fax to +852 2541 1911.

About Deloitte
Deloitte refers to one or more of Deloitte Touche Tohmatsu Limited, a UK private company limited by guarantee, and its
network of member firms, each of which is a legally separate and independent entity. Please see
www.deloitte.com/cn/en/about for a detailed description of the legal structure of Deloitte Touche Tohmatsu Limited and its
member firms.
Deloitte provides audit, tax, consulting, and financial advisory services to public and private clients spanning multiple
industries. With a globally connected network of member firms in more than 150 countries, Deloitte brings world-class
capabilities and high-quality service to clients, delivering the insights they need to address their most complex business
challenges. Deloitte has in the region of 200,000 professionals, all committed to becoming the standard of excellence.

About Deloitte in Greater China
We are one of the leading professional services providers with 22 offices in Beijing, Hong Kong, Shanghai, Taipei, Chengdu,
Chongqing, Dalian, Guangzhou, Hangzhou, Harbin, Hsinchu, Jinan, Kaohsiung, Macau, Nanjing, Shenzhen, Suzhou,
Taichung, Tainan, Tianjin, Wuhan and Xiamen in Greater China. We have nearly 13,500 people working on a collaborative
basis to serve clients, subject to local applicable laws.

About Deloitte China
The Deloitte brand first came to China in 1917 when a Deloitte office was opened in Shanghai. Now the Deloitte China
network of firms, backed by the global Deloitte network, deliver a full range of audit, tax, consulting and financial advisory
services to local, multinational and growth enterprise clients in China. We have considerable experience in China and have
been a significant contributor to the development of China's accounting standards, taxation system and local professional
accountants.

This publication contains general information only, and none of Deloitte Touche Tohmatsu Limited, its member firms, or their
related entities (collectively the “Deloitte Network”) is by means of this publication, rendering professional advice or services.
Before making any decision or taking any action that may affect your finances or your business, you should consult a
qualified professional adviser. No entity in the Deloitte Network shall be responsible for any loss whatsoever sustained by any
person who relies on this publication.

©2016. For information, contact Deloitte China.

