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1. Hong Kong Transfer Pricing Update

The Hong Kong Inland Revenue Department (“IRD”) has formulated its procedures to review transfer
pricing documentation. First round of compliance reviews is expected to commence in Year 2021.

Standard form of “Transfer Pricing Documentation — Master File and Local File” (“Form IR1475”) will
be used to gather high-level information of taxpayers’ transfer pricing policies before requesting the
submission of Master File and Local File. Form IR1475 is essentially a summary of Master File and
Local File. Computerized Form IR1475 will serve as a tool for the IRD to quickly identify high risk

Ill

taxpayers with “abnormal” transfer pricing policies as compared to industry peers.

The issue of Form IR1475 signifies the IRD’s determination to review taxpayers’ transfer pricing
policy. The IRD may start to issue enquiry letter to obtain Master File and Local File within one year
from the stipulated due date of preparing the documentation. The expected dates for the IRD to
issue the enquiry letter are: -

Year-end date Stipulated due date for Expected date for IRD to
preparation (upon request) request for documentation

31 March 2019 31 December 2019 Starting from 1 January 2021

31 December 2019 30 September 2020 Starting from 30 September 2021

Points to Note

1. This policy is going to impact taxpayers who do not adhere to the preparation due date and
prepare Transfer Pricing Documentation ONLY upon request. As the IRD only requests for a summary
of the Documentation which should have already been prepared, it is likely that the IRD will only
allow one month to complete the Form IR1475 even when multiple years of Transfer Pricing
Documentation data are required at the same time.

2. Failure to comply with the Court order to prepare and retain a Master and a Local File without
reasonable excuse may be subject to a penalty up to HKS100,000 and raise the attention of the IRD
on the taxpayer’s related party transaction.

3.Last but not least, the maximum penalty arising from Transfer Pricing Adjustment would be ONE
TIME of tax uncercharged. No penalty will be imposed if reasonable effort has been exerted.
Pursuant to DIPN 59, failure to maintain proper Transfer Pricing documentation is the first quoted
example for failure to exert reasonable effort.



Reference

The threshold of preparation of Transfer Pricing Documentation are stated as follow; Hong Kong
companies meeting both criteria (A) and (B) would be required by Law to prepare Master File and Local

File: -

(i)
(ii)
(iii)
(iv)

Criteria (A): Based on size of business Threshold
(any two out of three of the below) per financial year
0] Total annual revenue > HKS400 million
(i) Total assets > HKS300 million
(iii) Employees > 100
Criteria (B): Based on related party transactions Threshold (HKS)
(any one out of four of the below) per financial year
Transfers of properties (excludes financial assets / intangibles) > $220 million
Transactions in financial assets > $110 million
Transfers of intangibles > $110 million
Any other transactions (e.g., service income / royalty income) > $44 million

2. Abolishment of Macau Offshore Company Regime

In order to cooperate with the OECD’s framework to combat cross-border tax evasion and promote
tax transparency, the existing Macau offshore company (“MOCs”) regime has already been
abolished on 1 January 2021. The offshore business license shall have been expired and all tax
benefits for MOCs were revoked on the same date.

It is expected that MOCs will register as ordinary local companies, and will be subject to Macau
Income Tax. If MOCs intend to convert their business into one of the existing types of ordinary
companies in Macau, they have 180 days from 1 January 2021 (i.e. the due date is 30 June 2021) to
make such changes. The MOCs are temporally not required to pay any tax before the due date.

Points to Note

It is common for large multinational corporations (“MNC”) to establish MOCs as the trading
companies within the group. Upon the abolishment of MOC regime, they are required to report tax
in Macau starting from the year 2021.

It is difficult for MNC to recruit sufficient qualified staff to support the trading operations; yet often
the Macau company is actually managed by personnels in other tax jurisdictions (e.g., Hong Kong,
the PRC). With the abolishment of offshore regime, MNC should consider whether it is still
worthwhile to maintain such trading companies in Macau, considering the potential double
taxation arising from permanent establish risk especially with non-DTA partners of Macau.



3. Expected credit loss provided for bad debts

In June 2020, the IRD issued a revised Departmental Interpretation Practice Notes No. 42 to clarify
the tax deduction on an expected credit loss (“ECL”) provided for financial instruments under HKFRS
9.

Under 3-stage approach, the application of tax deduction on ECL is not subject to the deduction rule
for bad debts under Section 16(1)(d) of the Inland Revenue Ordinance (“the IRO"). The ECL should be
treated as deductible only if the financial instrument is credit-impaired (i.e. stage 3). For financial
instrument not credit-impaired (i.e. stage 1 and 2), the ECL will unlikely to be deductible. The tax
treatment of ECL of financial instruments is summarized as follows:-

Stage of ECL Tax treatment on ECL Subsequent reversal of Relevant Inland
ECL Revenue Ordinance
Stage1land 2 Non-deducible Non-taxable Section 18K(2)
Deductible Taxable Section 18K(3)

Points to Note

For cases using simplified approach, the deduction criteria is similar to that of Section 16(1)(d) of the
IRO which requires taxpayer to prove to the IRD’s satisfaction that the debt has become bad and
reasonable recovery actions have been taken to recover the debt. Please consult your auditor and
tax advisor for details and implication on your company.
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