TAX UPDATES
- JULY 2021

1. The Government Agrees to Support the
“Global Minimum Tax Rate” under BEPS 2.0

The Inclusive Framework on BEPS (commonly known as "BEPS 2.0") proposed by the OECD in the
fourth quarter of Year 2020 has been formally set out as a specific plan after the discussions in the
G7 Meeting in June this year.

Please refer to our Monthly Newsletter Update — April 2021 published earlier for detailed
introduction to the Framework: https://henrykwongtax.com/newsletter/international-tax/global-tax-
environment-beps-2-0-development-on-digital-economy/

Consensus on two major aspects of BEPS 2.0 project have been reached by member countries of G7:

1. They are committed to reaching an agreement on the allocation of part of the taxing rights to the
market jurisdictions (generally interpreted as the location of customers / markets of the
multinational enterprises), targeting on the largest and most profitable multinational enterprises
with global revenue of over EUR 20 billion (around HKD181 billion) and profit margin exceeding
10%; and

2. They are committed to a global minimum tax of at least 15% on a country by country basis,
targeting those multinational enterprises with global revenue of over EUR 750 million (around
HKD 6.8 billion). It is proposed that the parent company / headquarter of the group would have
to pay for the difference in actual tax rate in a particular jurisdiction and the global minimum tax
rate of 15%.

BEPS 2.0 project aims to achieve an even allocation of taxing rights and ensures that large
multinational enterprises pay at least a minimum level of tax. Around 130 tax jurisdictions (including
Hong Kong) have already expressed their support towards the project plan.

The Hong Kong Government has established a Consultancy Group in June 2020 to review the possible
impact of BEPS 2.0 to the overall business environment in Hong Kong. The Budget announced in
February this year also indicated that Hong Kong shall follow the international consensus in the
implementation of BEPS 2.0.



https://henrykwongtax.com/newsletter/international-tax/global-tax-environment-beps-2-0-development-on-digital-economy/

Points to note

It appears that BEPS2.0 targets large multinational groups only. However, since general consensus
of the G7 participating countries and other tax jurisdictions have already been established, it is
expected that some tax authorities may extend the requirements under BEPS2.0 to other smaller
multinational groups.

For companies Hong Kong and PRC enterprises, the implementation of BEPS 2.0 will cause an
impact to the following taxpayers: -

e  Taxpayers who apply for offshore tax exemption in Hong Kong (while no tax has been paid
in another jurisdiction);

e  Taxpayers who pay considerable sums to companies located in jurisdictions where
corporate tax rate is lower than 15% (i.e., the BVI, Cayman Islands, etc.); and

° Multinational group with its management located outside Macau, but retained significant
amount of profits in Macau (please note that the current corporate tax rate in Macau is
12%, which is lower than the proposed minimum tax rate of 15%).

Given that the Hong Kong Government has expressed its supportive view to BEPS 2.0, taxpayers
should expect the Hong Kong Inland Revenue Department to start examining strictly on the tax
position of the companies in Hong Kong and other jurisdictions in order to show its support to
global direction of improving tax transparency. Taxpayers should consider whether they should
change their tax planning strategies, such as establishing economic substance in Hong Kong so as
to become a Hong Kong Tax Resident, in order to meet the upcoming changes in global tax
practices.




2. Inland Revenue Ordinance Section 15F - Double Taxation Risk on
MNC with Research & Development (R&D) functions in Hong Kong

Pre-Revenue Cross-Border Tax Planning (R&D Cost Recharge Arrangement) needed

Hong Kong has been promoting itself as the Asian R&D hub in recent years. Lots of subsidies
have been provided by the HKSAR government, HKSTP (Science Park), Cyberport and other
organisations to encourage MNCs to set up their R&D center in Hong Kong. Meanwhile, as Hong
Kong is just a small city with small population size, very often these MNCs would carry out R&D
activities in other tax jurisdictions as well (e.g., the PRC, the US, Taiwan).

Effective from the year of assessment 2020/21, Section 15F of the Inland Revenue Ordinance
(IRO) has been proven to be a catalyst for taxpayers with R&D functions in multiple locations
(including Hong Kong) to implement tax planning. In particular, it applies to the following
situations:-

° A Hong Kong company has been set up to carry on R&D functions in Hong Kong. Most of
them are located in Science Park, Cyberport and other incubation centres;

° The legal title of the Intellectual Property (IP) generated from the R&D activities does not
belong to the Hong Kong company despite the fact that the Hong Kong company
contributes all or part of the value creation processes (i.e., DEMPE?);

° Particular attention would be paid by the Inland Revenue Department (IRD) if the IP legal
owner is located in low-tax jurisdictions (e.g., the BVI, Cayman Islands); and

° The IP is expected to generate income in the future either via licensing (royalty) income or
sales of IP.

Section 15F of the IRO allows the IRD to impose Hong Kong Profits Tax on the income generated
from the IP even though the legal owner of the IP is a non-Hong Kong tax resident as long as
part or all of the R&D activities are performed in Hong Kong. In most cases, the overseas legal
owner is a related company of the Hong Kong company.

The underlying principle is that taxpayers should pay tax in their value creation jurisdiction /
operating jurisdiction (i.e., Hong Kong in this case) over the place of incorporation of the legal
owner.

Double Taxation risk arises as the legal owners of the IP may also have to pay tax in their own
jurisdictions. If that jurisdiction is not a Double Taxation Agreement (DTA) partner of Hong Kong
(e.g., the US and Taiwan), tax credit may not be available to resolve the double taxation risk.
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Arrangement

Section 15F of the IRO aims to tackle situations when a Hong Kong company performs R&D
functions for the group but with low or no remuneration. Unfortunately, without inter-
company arrangements, it is impossible for the Hong Kong R&D company to earn an income
from its R&D activities in an early stage and thus would fall within the target of the IRD.

As such, setting up R&D proper inter-company arrangements such that the Hong Kong company
is fairly compensated for its functions and risks is the solution to the double taxation risk.

Based on the above logic, Start-Up companies have to commence considering cross-border tax
planning even during pre-revenue period. All these arrangements have to be first reflected in
the accounting records and financial statements of the Hong Kong company. As such, taxpayers
cannot wait until the challenges from the IRD to remedy the situation.

Two important considerations should be in place in setting up R&D inter-company
arrangements:-

e Common arrangements include Cost Recharge Arrangements and Cost Contribution
Arrangement (CCA). Taxpayers should select the best suitable methods based on its own
situations. Under a typical CCA, the IRD expects that the Hong Kong company would share a
portion of the benefits (profits) arising from the relevant IPs; and

e Transfer pricing policy and documentation should be in place to demonstrate that arm’s
length (fair) amount of income have been allocated to the Hong Kong company to reflect the
value created by its R&D activities.

Last but not least, always keep the enhanced R&D tax incentives in mind. With double or even
treble amount (200% / 300%) of tax deduction on qualified R&D expenses, it could help you
save significant amount of Hong Kong tax or even turn the Hong Kong company into tax loss
position even when the Hong Kong company is compensated by overseas group companies
with reasonable amount of income for its R&D activities.

All in all, proper early pre-revenue tax planning will not only reduce your double taxation risk,
but may not necessarily increase your immediate tax burden at the same time. You can always
find your tax consultants for a tailor-made advice.




3. Tax Relief Measure: Conditional Surcharge Waiver
(i.e., Interest-free) for tax payments by instalment

Do not hesitate to make last-minute instalment application

From December 2019 onwards, due to economic recession, the Hong Kong Government has
proposed various relief measures for taxpayers in financial difficulties. Tax payment by
instalments are definitely one of the appealing measures to both SME and MNC which have
cashflow problems during COVID-19.

The IRD allows taxpayers (including individuals, sole proprietorships, partnerships and
corporations) in financial difficulties to apply for surcharge (interest) waiver for instalment
settlement of Profits Tax, Salaries Tax and Personal Assessment (Property Tax are specifically
excluded) for assessments for the Years of Assessment 2018/19, 2019/20 and 2020/21 issued
on or before May 2022.

Under normal circumstances, for successful cases, the IRD will grant instalment plans for a
duration of 6 months or less (longer duration of no more than 12 months under special
circumstances) to individuals and a duration of 12 months for corporations. Taxpayers have to
strictly follow the payment schedule of approved instalment plan in order to successfully obtain
“zero-interest” status throughout the period.

While the IRD did not specifically mention its criteria in granting surcharge waiver application,
the IRD did not seem to take a stringent approach based on our experience. As such, it is
worthwhile for taxpayers which are cash strapped to consider making an application.

Taxpayers have to make the application in writing together with detailed instalment proposal
and supporting documents. Typical supporting documents include latest 3-month bank
statements, while other documents which could demonstrate your financial difficulties would
be useful to the application (e.g., Cash flow forecast, future debt repayment details) as well.




Points to note

Based on our experience, many taxpayers face a dilemma in instalment applications. They
probably would only be certain of their cash position around a week before the tax payment
deadline, but for late applications the IRD is unlikely to make a decision before the deadline.
Thus they considered that they have to settle the full amount anyway in order to avoid any
penalty or surcharge.

However, your concern has been resolved by the following latest prevailing practice of the IRD:-

1. The IRD pledges to respond (i.e., Approve, Revise or Reject) the instalment proposals within
21 working days from the date of applications. It is suggested the taxpayers (or its tax
representatives) to make informal phone calls to negotiate the proposals and provide
supplementary documents to fight for the best deals;

2. While pending the result from the IRD, taxpayers only had to settle the tax payment in
accordance with its instalment proposal first; and

3. In the case of rejection, taxpayers are only required to settle the full amount of tax
liabilities within 14 days from the issue dates of the rejection letters. In other words,
taxpayers are not in a hurry to settle the tax before the result announcements and have
some time to look for alternative financing options.

Last but not least, tax instalment plans generally come with Provisional Profits Tax holdover
applications. The chance of success of holdover application is generally very high as long as it is
submitted i) before the application due date and ii) with proper supporting documents (e.g.,
certificated copies of financial statements). As such, taxpayers may also take into consideration
the effect of holdover applications in your instalment proposals.
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For further information regarding the above, please feel free to contact us.
MBS - BRI MR -

Henry Kwong Tax Partner (852) 3962 0114  henry.kwong@chengtax.com.hk
Elena Ng Tax Manager (852) 3962 0116 elena.ng@chengtax.com.hk
Keith Chung Tax Manager (852) 3962 0136  keith.chung@chengtax.com.hk

Matthew Cheung Tax Manager (852) 3962 0126  matthew.cheung@chengtax.com.hk

Cheng & Cheng Limited
B eI S F P AR AT

Levels 35 & 36,

Tower 1, Enterprise Square Five,
38 Wang Chiu Road,

Kowloon Bay, Kowloon, Hong Kong

BEBNENEERIRE3SRIEFEESSHLE3S K362

Website/#d3t:  https://www.chengcpa.com.hk
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