


Taxability of Royalty Income generated by
R&D activities under Cost Contribution

Arrangement

The R&D development in Hong Kong has
been rapid with the substantial support from
the government in recent years. Many fintech
and biotechnology corporations have been
set up in Science Park and Cyberport. Having
said that, as Hong Kong is just a small city, it
is common that Hong Kong entity will only
carry out part of the R&D project while other
entities in the multi-national group (e.g., The
PRC, Taiwan, the US) will also take part in the
same R&D projects.

First of all, it is common for all the R&D
entities in the Group to enter into the Cost
Contribution Arrangement (CCA) such that
the proportionate R&D contributions borne
by each entity should be determined based
on its proportionate shares of benefits. In this
regard, the IRD has emphasised in the 2020
Annual Meeting with HKICPA that expected
benefits at the beginning of the CCA should
be adopted rather than the actual results in
the determining the contributions (costs)
made by each group entity.

Secondly, no matter the Multi-National
Corporations set up a Hong Kong subsidiary
or a Hong Kong branch, under a CCA
arrangements, part of the royalty income
derived from the Intellectual Property (IP)
would be subject to Hong Kong Profits Tax as
long as the Hong Kong Subsidiary / Branch
has participated in the value-creation

process under either one of the following
sections of the IRO:

Section 50AAK: A Non-Hong Kong resident
person who had a Hong Kong permanent
establishment was regarded as carrying on
trade, profession or business in Hong Kong
for the purpose of Hong Kong Profits Tax

Section 15(1)(bc): Any income received by a
person for the right to use the IP generated
by R&D activity where the tax deduction has
been claimed on the costs of R&D activity
under Section 16B of the IRO.

Section 15F: Please refer to here for details.
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https://henrykwongtax.com/newsletter/inland-revenue-ordinance-section-15f-double-taxation-risk-on-mnc-with-research-development-rd-functions-in-hong-kong/

| Points tonote

We are aware that Multi-National
Corporations in general lack awareness of
special tax rule on R&D rule in Hong Kong, no
matter on taxability of income generated
from R&D activity or tax deduction on R&D
expenses.

On one hand, they should build up the
awdreness to prepare a proper Cost
Contribution Arrangement (CCA) at the
beginning of the R&D project. More
importantly, they should study whether their
existing CCA fulfills the requirements set
under DIPN 55.

More importantly, we are aware that a lot of
Asian Group (e.g., the PRC, Taiwan) has
assigned a Hong Kong group company to
bear the R&D costs and become the IP
owner to take up the income from the IP
generated from the R&D activity, most
probably due to the low Profits Tax rate in
Hong Kong.

However, under most circumstances, none
of the relevant R&D activities take place in
Hong Kong. In other words, the Hong Kong
group company only bears the financial
burden of the R&D activity but sub-
contracted the R&D work to non-Hong Kong
group entities. In this regard, it is highly

I

unlikely that the R&D expenses paid by the
Hong Kong company to overseas dgroup
entities would be eligible to tax deduction
under Section 16B of the IRO.

The Hong Kong company may end up
paying substantial amount of tax in Hong
Kong as a substantial portion of R&D costs
may be disallowed by the IRD. While the
Hong Kong entity may pursue offshore claim
on income generated by the IP on the basis
that all the relevant R&D work are performed
outside Hong Kong, it may not be the best
option under the latest BEPS Development.




Taxability of Greater Bay Area Tax subsidy and
Tax Credit Claim in Hong Kong

In the 2020 Annual Meeting between the IRD
and HKCIPA, the following two issues about
the Greater Bay Area (“GBA”) have been
discussed which is going to bring
significant impact to Hong Kong people
travelling frequently to GBA to work:-

WHETHER THE GBA TAX SUBSIDY WILL BE
SUBJECT TO HONG KONG SALARIES TAX

Based on the latest arrangements, an
individual has to be employed by a PRC
entity in order to benefit from the GBA Tax
Subsidy. In other words, the individual will
be under Non-Hong Kong employment. In
case the individual has to travel between
the PRC and Hong Kong to work, under
normal circumstances, the GBA Tax Subsidy
should be attributable to the employment
services of the individual in the PRC, and
thus should not be chargeable to Hong
Kong Salaries Tax under Section 8(1A)(a) of
the Inland Revenue Ordinance.

WHAT SHOULD BE THE APPROPRIATE IN
HONG KONG

It is a normal practice that the GBA Tax
Subsidy would only be granted several
months after the PRC Individual Income Tax
Payment is made. In other words, it is likely
that the Hong Kong Individual will pay
higher amount of Individual Income Tax
first, while receiving the subsidy / refund
later. In case Tax credit claim is made on
the original higher amount of PRC Individual
Income Tax paid, the taxpayer has the
obligation to notify the IRD within 3 months
after receipt of the GBA Tax subsidy and
pay back the Hong Kong Salaries Tax
arising from over-claimed tax credit (if

any).

| Points to note

As COVID-19 has already impacted us for
more than 1 year, we can observe that an
increasing number of Hong Kong
Individuals have decided to work in the PRC
continuously for a couple of months without
travelling back to Hong Kong due to travel
restrictions. As they cannot travel back to
Hong Kong every day, they should
commence to pay attention to their PRC
Individual Income Tax exposure.

In order to encourage their staff to work in
the PRC, it is a common practice that the
employers of these individuals would bear
the additional tax liabilities of these
individuals so that the after-tax benefits of
the employees would not change. This is
commonly referred to as the Tax
Equalisation Exercise.

Their first consideration would be whether
the GBA Tax Subsidy is available to their
staff, which will effectively reduce the
amount of PRC Individual Income Tax
liabilities to similar level as their current
Hong Kong Salaries Tax. Each of the nine
PRC cities in the GBA has its own rules and
procedures. Individuals should  study
carefully whether they qualify as High-end
Talent or Talent in Short Supply in the city
they are working at.

The GBA Tax Subsidy is going to provide
significant relief to Hong Kong talents

working in the GBA. Stay tuned for our next
update on the detailed requirements and
the application procedures.




| Points to note (Cont’d.)

Their second consideration is Calculation of
Correct PRC Individual Income Tax liabilities,
which could depend on a number of the
below factors:-

1. Whether the Individual is domiciled in the
PRC or not;

2. The number of days of residence of the staff
in the PRC ( < 90 days, 90 - 183 days, > 183
days);

3. Whether the Individual is a top
management personnel or a normal staff, etc.

Different formulas apply under different
situation. As such, it is important to consult
with your tax advisors in the adopt the correct
formula in calculating your PRC Individual
Income Tax Liabilities and thus the extra costs
to the Employers under Toax Equalisation
Exercise.

Last but not least, the employers should also
be aware of their Permanent Establishment
(PE) Risk in the PRC due to the substantial
activities performed by their staff in the PRC.
The Corporate Income Tax Liabilities arising
from PRC PE would far exceed the additional
costs on Staff compensation under Tax
Equalisation Scheme. Corporations should
thoroughly examine Article 5 of Double
Taxation Agreement between the PRC and
Hong Kong on the definition of PE to structure
their operation model.



Housing Benefits provided by third party to

an employee

Section 9(1)(b) of the IRO defined income
from employment to include the Rental
Value of place of residence provided rent-
free by the employer or its related company.

The question here is that, when a foreign
employee is given a place of residence by
the client during his / her business trip in
Hong Kong, would the employee be subject
to additional Hong Kong Salaries Tax
liabilities due to the accommodation
provided by the client assuming that the
client is unrelated to the employer.

In the 2020 Annual Meeting between the IRD
and HKICPA, the IRD has pointed out that a
number of factors have to be considered in

order to determine which company is the
actual provider of the accommodation. It is
difficult to draw a conclusion without having
the case details.

In our opinion, one of the key factors would
be whether the accommodation costs would
be recharged by the third-party client to the
employer of the foreign employee. In such
case, the IRD may consider that the actual
provider of the recommendation is the
employer and thus the chance of charging
Rental Value would be much higher.




| Points to note

Housing benefits have always been an effective
tax planning for the employers to save the Hong
Kong Salaries Tax liabilities of their employees.
Certainly directors of the corporation can also
enjoy this benefit by residing in the director’s
quarters provided by the corporation.

Tax saving opportunity arises as the amount of
taxable income (commonly referred to as Rental
Value) of the employee could be significantly
less than the amount of deductible expenses
incurred by the Company. Rental Value is
generally calculated as 4/8/10% of the
employment income which could be significantly
less than the actual rental expenses paid on the
place of residence.

Having said that, the IRD has been applying strict
approach in examining whether the employers
have applied proper internal control in housing
benefit policy. Fixed amount of housing
allowance without checking the actual rental
expenses borne by the employee would not
benefit from the Rental Value Policy.

Employers are suggested to prepare a proper
written housing benefit policy, proper rental
payment claim form for circulation to their staff.
The HR Department should also collate the
tenancy agreements and rental receipts from
their employees regularly.

Last but not least, many directors and
shareholders who lived in the place of residence
provided by their own company are unaware of
their personal Hong Kong Salaries Tax liabilities.
As the IRD is actively carrying out field audit and
investigation on private companies and
individuals in year 2021, taxpayers should not
take the chance of tax evasion and should adopt
remedial action immediately if necessary.
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Contact Us.

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

MBEEWUERS  EROBEESE R MBS -

HENRY KWONG
Tax Partner

\

\\ (852) 3962 0114

{] henry kwong@chengtax.com.hk

ELENA NG Keith Chung

Tax Manager Tax Manager

\\ (852) 3962 0116 \ (852) 3962 0136

@ elena.ng@chengtax.com.hk A keith.chung@chengtax.com.hk

Cheng & Cheng Taxation Services Limited
2O W B ARAQIT

Levels 35 & 36,

Tower 1, Enterprise Square Five,

38 Wang Chiu Road,

Kowloon Bay, Kowloon, Hong Kong
BENENEELZREISRTEXESSHLE
35361

https://henrykwongtax.com/
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