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Dear Valuable Client,

SENEP !

1. IRD’s Updated View - Supplementary Form S2 (“Form S2”) - Hong Kong Profits Tax Return

Section 1 of Form S2 requires taxpayers to disclose their transactions with overseas related
parties. This is not a new question in Hong Kong Profits Tax Return. Many corporations will
interpret the requirements as income earned or expenses paid to non-Hong Kong group
entities.

In the 2020 Annual Meeting between the Inland Revenue Department (“IRD”) and the Hong
Kong Institute of Certified Public Accountants (“HKICPA”), the IRD has broaden the definition
of “transactions”.

In simple terms, besides the income / expenses directly received from / paid to group
companies, the IRD would request disclosure of related party location in the following
scenarios:-

1. making payment(s) on behalf of an overseas group company.
2. maintaining current accounts with an overseas group company, even when the balance
remained the same.

Points to Note

We consider the updated view of the IRD will bring up the tax risk of taxpayers with the
below :-

1. Payments made on behalf of overseas group companies without proper recharge
2. Interest-free loan arrangements among Hong Kong and overseas group companies

Transfer pricing has been the focus of the IRD recently. A number of enquiry letters or even
tax investigation have been basis of calculation of service and financing arrangements
between Hong Kong and overseas group companies, particularly when the overseas group
companies are located in low / no tax jurisdiction.

On the other hand, interest-free loans are less likely to be an arm’s length arrangement.
Significant amount of current accounts with overseas group companies will also trigger the
need to prepare Transfer Pricing Master File and Local File in Hong Kong.

Corporations with significant related party transactions are suggested to consult with your
tax advisor on your transfer pricing tax risk.

1 Annual meeting between the IRD and the HKICPA — 2020
https://www.hkicpa.org.hk/-/media/Document/APD/TF/Tax-bulletin/031_Oct-2020.pdf
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2. External Debt Quotain China

As part of the foreign exchange control policy, the amount of foreign debts borrowed by a wholly
foreign-owned enterprise (“WFOE”) in Mainland China is limited by foreign debt quota (“the
Quota”).

Traditional method of the Quota is the differences between the paid capital and registered
capital (“Method 1”). Starting from the year 2017, the net asset method can also be selected
(“Method 2”). The current multiplieris 2.

Usually, the amount of the Quota calculated by using Method 2 would be larger than the amount
calculated by using Method 1. As such, a FIE may evaluate whether Method 2 can be used to
increase the Quota.

Points to Note

Despite the relaxation, it is still more flexible for Chinese Enterprises to set up a Hong Kong
company to borrow external loans in foreign currencies (e.g., the USD) as there are no foreign
exchange controls in Hong Kong. Benefits of obtaining Hong Kong financing are as below:-

> The borrowing rate in Hong Kong is generally lower than that in the PRC; and

> USD is still the currencies commonly received by the Chinese Manufacturers and exporters from
its overseas customers. Borrowings in USD would reduce the foreign exchange rate risk of
Chinese Enterprises.

Having said that, your Hong Kong company must establish business track records in order to
borrow from Hong Kong banks. It is easy for exporters and manufacturers to set up business
records in Hong Kong when their customers or suppliers are from overseas.

To conclude, besides tax saving purposes, financing costs are also another reason for setting up
your business in Hong Kong. Whether to set up office or employ staff in Hong Kong or not is
another story.

2 2T EERERT IATIEY 2R fEE
https://www.safe.gov.cn/hebei/file/file/20180424/c17bffbd6582428f8dfa9835e0ce1562.pdf
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3. Court Case Study: Prohibited use of Share Capital of WFOE

Let me read a court case in Mainland China...

LERB]E A ()7 L2 7 (“the Company”) has acquired a rented property (“the
Property”) located in Shanghai. The purchase funds came from its share capital.

Before the acquisition, the Property had already been rented out. After the acquisition, the
Company signed a tenancy agreement with the existing tenant and generated rental
income.

The court determined that the relevant foreign exchange settlements were illegal as the
Property was not acquired for self-use and therefore the Company was liable on conviction
to a fine of RMB980,000.

Points to Note

WFOEs in Mainland China are now free to convert their share capitals denominated in
foreign currencies into Renminbi to support their operations in Mainland China. Companies
are free to exchange the currencies first, but the PRC Authorities would then impose fines
if they find out that the Renminbi is subsequently used for prohibited purposes.

Examples of prohibited uses are as follows:-
= acquisition/development of any real estate not for self-use
= direct / indirect securities investment
= Loans to unrelated parties

In view of the above, a WFOE should ensure that it has complied with the requirements
when using its funds in order to avoid penalty.

b2 B wl SAHITE F KL TR g A MR
https://www.chinacourt.org/article/detail/2015/03/id/1573567.shtml
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Contact Us B %, 3\ ife

For further information regarding the above, please feel free to contact us.

4o} P A 0 BRSSPI

Henry Kwong Tax Partner (852) 3962 0114
Elena Ng Tax Manager (852) 3962 0116
Keith Chung Tax Manager (852) 3962 0136
Matthew Cheung Tax Manager (852) 3962 0126
Cheng & Cheng Limited

BUHR & 2R EFE AR AT P

Level 35 & 36,

Tower 1, Enterprise Square Five,

38 Wang Chiu Road,

Kowloon Bay, Kowloon, Hong Kong
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Website/#33:  https://www.chengcpa.com.hk
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henry.kwong@chengtax.com.hk
elena.ng@chengtax.com.hk
keith.chung@chengtax.com.hk

matthew.cheung@chengtax.com.hk




