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i Latest Hong Kong and International tax developments

We have pleasure in sharing with you the latest Hong Kong and international tax developments

impacting Hong Kong businesses.

1. Departmental Interpretation and Practice Notes (DIPNs)

The Inland Revenue Department (IRD) issued the following seven
DIPNs in April to July 2019:

¢ DIPN No. 55 — Deduction for Research and Development Expenditure

e DIPN No. 56 — Concessionary Deductions: Sections 26H to 26M,
Health Insurance Premiums

e DIPN No. 57 - Concessionary Deductions: Sections 26N to 26U,
Annuity Premiums and MPF Voluntary Contributions

¢ DIPN No. 58 - Transfer Pricing Documentation and Country-by-Coun-
try Reports

¢ DIPN No. 59 - Transfer Pricing between Associated Persons

e DIPN No. 60 - Attribution of Profits to Permanent Establishments in
Hong Kong

e DIPN No. 28 (Revised) — Profits Tax: Deduction of Foreign Taxes

(a) DIPN No. 55
https://www.ird.gov.hk/eng/pdf/2019/dipn55.pdf

The DIPN sets out the IRD's views on various issues regarding the
interpretation and application of the new research and development (R&D)
deduction regime introduced under the Inland Revenue (Amendment) (No.
7) Ordinance 2018, with numerous illustrative examples and three appen-
dices. The DIPN not only provides guidance on the implementation of the
revamped legislation but also adopts a liberal approach in granting a tax
deduction for R&D expenditure in areas where there is flexibility. These
areas include: (1) staff costs of seconded R&D staff, (2) fees paid to an
overseas associate for subcontracted R&D (provided that such fees are
not more than 20% of the total costs of the R&D project and are not more
than HK$2 million), (3) use of a special purpose vehicle to hold an intellec-
tual property generated from the R&D activities, and (4) R&D expenditure
borne by an enterprise under cost contribution arrangement (CCA) for
R&D activities.

(b) DIPN No. 56
https://www.ird.gov.hk/eng/pdf/2019/dipn56.pdf
(c) DIPN No. 57
https://www.ird.gov.hk/eng/pdf/2019/dipn57.pdf

DIPN Nos. 56 and 57 explain the conditions and the IRD’s interpretation
and practices on the provisions relating to new concessionary deductions
for qualifying premiums paid in respect of health insurance policies in
compliance with the HKSAR Government's Voluntary Health Insurance
Scheme, and qualifying premiums paid in respect of qualifying deferred
annuity polices (i.e. policies certified to be in compliance with the criteria
specified by the Insurance Authority) and MPF voluntary contributions
made to a MPF Tax Deductible Voluntary Contribution (TVC) account,
respectively.

(d) DIPN No. 58
https://www.ird.gov.hk/eng/pdf/dipn58.pdf
(e) DIPN No. 59
https://www.ird.gov.hk/eng/pdf/dipn59.pdf
() DIPN No. 60
https://www.ird.gov.hk/eng/pdf/dipn60.pdf

DIPN Nos. 58 and 60 were issued following the enactment of the Inland
Revenue (Amendment) (No. 6) Ordinance 2018 (No. 6 Ordinance) that
implements Base Erosion and Profit Shifting (BEPS) and Transfer Pricing
(TP) measures in Hong Kong.

DIPN No. 58 specifies the IRD’s views and practices on the three-tiered TP
documentation in Hong Kong such as examples on the applicability of
exemption thresholds, administrative procedures and required content.

DIPN No. 59 sets out the IRD’s views on the application and interpretation
of TP Rule 1 in Hong Kong, i.e. the rule empowering the IRD to impose TP
adjustments on either income or expense arising from non-arm’s length
transactions between associated persons that give rise to a potential
Hong Kong tax advantage. Certain domestic transactions that do not give
rise to any actual Hong Kong tax difference are specifically exempted
provided that certain prescribed conditions are met.

DIPN No. 60 sets out the IRD’s views on the application of TP Rule 2 in
Hong Kong, i.e. the rule that codifies the adoption of the Organisation for
Economic Co-operation and Development’s (OECD) authorised approach
for attributing profits to a Hong Kong permanent establishment of a
non-resident person.



(9) DIPN No. 28 (Revised)
https://www.ird.gov.hk/eng/pdf/dipn28.pdf

DIPN No. 28 was revised by the IRD, following the enactment of the No. 6
Ordinance, to explain the positions taken by the IRD on the implementa-
tion of the revised section 16(1)(c) and the rationale for the positions taken.
The amendment to section 16(1)(c) restricted the application of the
unilateral relief in the form of deduction under the section to foreign taxes
paid in territories that do not have comprehensive double taxation
agreements with Hong Kong. The revised DIPN also includes a change in
the IRD's long established practice of allowing a section 16(1) deduction
for foreign taxes on gross receipts / income.

https://www.ird.gov.hk/chi/pdf/Fifth_Protocol_Mainland_HongKong.pdf
(Chinese version only)

China and Hong Kong signed the Fifth Protocol to the China/HK DTA in
Beijing on 19 July 2019. The Fifth Protocol adds a “Teachers and research-
ers” article to the DTA to grant tax exemption to teachers or researchers
who are tax residents of one side for eligible remuneration received for their
services performed in the other side for a period of three years, subject to
certain conditions. The Fifth Protocol also incorporates various treaty-re-
lated recommendations in the BEPS final reports released by the OECD,
including amendments to the Preamble as well as the articles on Resident,
Permanent establishment and Capital gains, and adds a new “Entitlement
to benefits” article under which the “principal purposes test” is adopted
and applied to all articles in the DTA for prevention of treaty abuse.

In order to facilitate applications for HK CoR where the claim for tax
benefits in the Mainland falls within the provisions of Article 3 (i.e. the same
jurisdiction rule or same treaty benefit rule) or Article 4 (i.e. the safe harbour
rule) of China State Taxation Administration's Public Notice [2018] No. 9,
the IRD is in the process of revising the relevant application form. The IRD
posted on its website the interim arrangement for a bundle application
before the revised form is available.

https://www.ird.gov.hk/eng/tax/dta_cor_sta9.htm

Further to the enactment of economic substance legislation by various no
or only nominal tax jurisdictions, certain of these jurisdictions have issued
guidance to assist affected entities in understanding the legislation. In
particular, the Cayman Islands issued Economic Substance For
Geographically Mobile Activities Guidance Version 2.0 on 30 April 2019,
and the BVI released the draft Economic Substance Code on 24 April
2019 which is subject to revision and finalisation.

In essence, the legislation enacted by the Cayman Islands and the BVI
requires a relevant entity / legal entity that conducts a relevant activity and
derives relevant income to be directed and managed in the Islands in
relation to that relevant activity, perform the core income generating
activities locally, have an adequate number of qualified employees and
adequate premises, and incur an adequate amount of expenditure. Pure
equity holding companies are subject to a reduced economic substance
test.

There are certain exclusions from the definition of relevant entity / legal
entity. For example, an entity that is tax resident in a jurisdiction outside
the Cayman Islands / BVI (and which is not on the European Union (EU)
“placklist” of non-cooperative jurisdictions for tax purposes in the case of
BVI) is not required to meet the economic substance requirements.

Bermuda also enacted legislation with similar requirements, but the
original version did not include any carve-out for entities that are tax
resident in another jurisdiction. The Economic Substance Amendment Act
2019 (the Amended Act) was enacted and became effective in Bermuda
on 28 June 2019. The Amended Act provides an exemption from the
economic substance requirements for entities that are registered in
Bermuda and resident for tax purposes in another jurisdiction provided
that the jurisdiction is not on the EU “blacklist” of non-cooperative jurisdic-
tions for tax purposes.

Please note that while existing entities are generally required to comply
with the relevant economic substance legislation enacted by the no or only
nominal tax jurisdictions by 30 June or 1 July 2019 (as the case may be),
amendments may still be made by the relevant jurisdictions to their legisla-
tion and/or guidance following the review by the EU and OECD.
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HIMAEE New Members

CHAN CHI CHUNG B KWOK CHEE WAI FREE NG SIU YAN REBRR
CHAN YIN LUN e B LAl WAN FUNG FRin= POON HON YIN BRE

HO TING HONG fIEER LAU CHUNG WAI B4z YIU CHIN LUNG kb2 T
HO WING CHUNG  fa5AEE LAW CHEUK KIN STEPHEN F#E=1ER e :

FMAKMBEE New Affiliates
CHAN CHI KEUNG PREs& LAM SHUK CHING #iflig TONG WAIMUN VIVIAN EE#X

CHAN KI HONG PR IR R LAU HOI WAI S8R TSANG MAN YIU &K
CHANKIT Y1 BRAS LAU WAILEUNG SAM  BI{g% TSUI KAM SHEUNG #REplE
CHAN MAN YI FRB R LAW NGA YING BHER WANG LI MING 3
CHEUNG SHUK WAN GLORIA  3RiflER LAW WAI NGA AR WONG WAIKUEN =E18
CHIU TAK SHUN HiEE LEE KIN CHUNG JACKY ZF3rn WONG WAI YI =EA
KAM SHUE FUNG  HiBlg# LEE PUI SHAN 2= (w3 YEUNG LAl YEE BEE

KONG WING SHEUNG  jT&k¥E LEE WING HONG  ZFk[E YU TING FUNG NELSON REZ
KWOK PO KING LI LEUNG WAISUM B8l
LAM CHUN CHU HEE POON SIU KEUNG  j&EE3




