


In our May 2022 Issue of Newsletter, we will
discuss certain tax issues addressed in the
2021 Annual Meeting between the Hong Kong
Institute of Certified Public Accountants
(“HKICPA") and the Inland Revenue
Department (“IRD").
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Application of the Source Principles to a Datacentre
or Server Permanent Establishment (“PE")

A Hong Kong Server alone does not
constitute a Hong Kong PE, but more to be
seen to pursue offshore claim for e-
commerce and cryptocurrencies mining
business

While Hong Kong is still adopting traditional
operation tests in determining source of
profits of e-commerce profits, digital
services tax has been popular across the
globe and BEPS 2.0 also suggests other
methods to determine allocation of taxing
rights for e-commerce business. HKICPA
would therefore like to clarify the
importance of the location of datacentre or
server in determining the source of profits.

HKICPA suggested that Examples 5 and
19(a) of DIPN 39 seem to provide different
answers to the importance of the location of
server. Their details are as follows:-

Example 5 of DIPN 39

A non-Hong Kong corporation leased a
primary datacentre from an unrelated
service provider in Hong Kong to support its
core business in which the profits
attributable to that datacenter would be
assessed to tax in Hong Kong.

Example 19(a) of DIPN 39

A Hong Kong corporation that performs all
its core business activities in Hong Kong is
fully chargeable to tax in Hong Kong, even
though the PE server is located outside Hong
Kong.

The Inland Revenue Department (“IRD") has
further confirmed that merely maintaining a
server in Hong Kong alone would not give
rise to Hong Kong Profits Tax. Based on our

interpretations,  physical location  of
personnel carrying out the business
operations remained to be the most

important factor. Nevertheless, it is likely that
the IRD will consider that a profit will be
subject to Hong Kong Profits Tax as long as
any of the profit-generating activities are
performed in Hong Kong.

Lastly, the IRD has also highlighted that the
existence of the server in Hong Kong will
become more important in determining the
source of the profits under the following
circumstances:-

> Datacentre/ Server/ Mining Machines
constitutes the core operations of the
taxpayer; and

» The server was at the disposal of the
taxpayer (i.e., under the effective control
of the taxpayer).




| Points to note

Based on our observations, it is common for
corporations  to utilise server/ datacentre/
cryptocurrencies mining machines in Hong Kong
despite the fact that the operation teams are based
outside Hong Kong. More importantly, some
corporations will outsource the operations to a third-
party consultant instead of carrying out the
operations on its own.

In any case, we are of the opinion that the
importance of the existence of server/ datacentre/
mining machines in Hong Kong in determining the
source of profits cannot be denied. It is important for
the taxpayers to provide sufficient documentary
evidence to support that these kinds of equipment
do not form the core part of their business
operations and thus do not form the profit-
generating activities of the taxpayers.




Taxation of Financial Instruments -

I

Interaction

between Source and Fair Value Taxation

Regarding the non-taxability of investment
income, tools like unified fund exemption,
offshore claim and capital gain claim
should come first, while Nice-Cheer case
should be the last resort

In the annual meeting, HKICPA enquired the
practical difficulty to apply offshore claim if
the taxpayer applies fair value basis (ie.,
unrealised gain are taxable) instead of
realisation basis (i.e, unrealised gain are
non-taxable as per Nice-Cheer CGS(S.

Very often the source of investment income
could be finalised after both sales and
purchase transactions are completed as the
place of effectiveness of sales transactions
is also an important factor in determining
the source of investment income. However, if
the relevant unrealised gains have been
treated as taxable already, it would be
difficult for the taxpayers to re-open the
assessment of prior years even when the
taxpayers can prove that the source of
investment income is offshore sourced.

In this regard, the IRD has replied that, under
the prevailing practice, if one of the sales or
purchase contracts is effected in Hong Kong,
the source of investment income would
become Hong Kong sourced already. As
such, if the purchase contracts are already
effected in Hong Kong, the profits would be
Hong Kong sourced regardless of how the
sales contracts are effected. However, the
IRD also realised that the determination of
the source of investment income could be
complex as well.

In our opinion, the same dilemma also
applies to capital gain claim. The validity of
capital gain claim highly depends on the
length of ownership and circumstances
leading to disposal, which could only be
determined when the sales are made. As
such, the taxpayers should think thoroughly
how the unrealised gains should be treated
under Hong Kong Profits Tax on their
investmentincome.




| Points to note

Imagine your accounting year-end is 31 March. You
have been investing in Tencent Holdings Limited
(0700.HK) over the past few years and accumulated
a substantial amount of unrealised gain until 31
March 2021. Unfortunately, the stock price dropped
significantly since then.

Assuming that you adopt fair value model, the
unrealised gain accumulated up to 31 March 202]
has been treated as taxable and subject to Hong
Kong Profits Tax. Following the same basis, the
subsequent unrealised loss would be deductible and
the loss can be used to set off against future
assessable profits.

From cash flow perspective, the taxpayer suffers a
lot because it has to pay substantial amount of tax
on unrealised gains first, while the losses can only be
used to offset against future profits and cannot
relieve immediate cash burden.

However, if the principle of Nice Cheer case is
adopted, the unrealised gain would become non-
taxable. In such case, the taxpayer does not have to
pay any tax before the sales of the investment. If the
taxpayer eventually does not derive any realised
gains (due to significant drop in price in the later
stage of holding period), the taxpayer does not have
to pay any tax throughout the whole holding period.

The principle of Nice Cheer Case is particularly
useful for investment entities. However, this should
only be the last resort. Taxpayers should first
consider flexible use of various tools to pursue non-
taxable claim, including capital gain claim, offshore
claim, unified fund exemption.




I

Provisional Tax Payable on Royailties

Hong Kong Royalty payers may enjoy lower
withholding tax rates under Double
Taxation Agreement Benefits

HKICPA raised the questions on Provisional
tax payable due to the following two recent
Hong Kong Tax developments:-

> Annual Profits Tax Reduction | Rebates
have become common in recent years to
reduce the burden of taxpayers; and

» Hong Kong has been expanding its
Double Taxation Agreement (“DTA”)
Network.

As a result of the above, there are two
common methods in calculating the Hong
Kong Profits Tax Liabilities arising from the
payment of royalties to non-residents:-

1. Toax liabilities computed under Hong Kong
Domestic Tax Law (e.g, 4.95% = 16.5% x
30%) less Tax Reduction; and

2. Toax liabilities computed under DTA (ie.,
Tax Treaty rates without Tax Reduction).

As Tax Reduction is available in Method 1 but
not in Method 2, there will be occasions that
Final Tax Liabilities are lower for Method 1
while Provisional Tax Liabilities are lower for
Method 2.

HKICPA would like to confirm if the Inland
Revenue Department (“IRD”) allows taxpayers
to use different methods in calculating Final
and Provisional Tax Liabilities, and the IRD
confirmed this approach is acceptable.

| Points to note

Based on our experience, many taxpayers
overlook the tax benefits they can obtain in
royalty withholding tax in Hong Kong. Below
are the two tax saving ideas they may
consider:-

Tax Saving .
Methods Actions to be taken
Taxpayers should
. review the
Two-tiered .
1 shareholding
Tax rates
structure of the
royalty recipients
Taxpayers should
DTA Benefits examine whether the
2 (e.g,3%tax  DTA can provide a
rates) lower royalty

withholding tax rate
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Contact Us.

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

WAL ER - 2R 3PS -

HENRY KWONG ELENA NG

Tax Partner Senior Tax Manager
A\ A\

\ (852) 3962 0114 \ (852) 3962 0116

DX henry.kwong@chengtax.com.hk D elena.ng@chengtax.com.hk

JERRY WONG KEITH CHUNG
Business Consulting Director Tax Manager
N
N
\\ (852) 3962 0109 N\ (852) 3962 0136
@ Whatsapp +852 5600 1980 @ keith.chung@chengtax.com.hk

A jerry.wong@chengtax.com.hk

Cheng & Cheng Limited
HEBEFFENEHEMARAT
https://www.chengcpa.com.hk

Cheng & Cheng Taxation Services Limited
BEHMBEFEER LT

https://henrykwongtax.com

Levels 35 & 36,

Tower 1, Enterprise Square Five,

38 Wang Chiu Road,

Kowloon Bay, Kowloon, Hong Kong
BENENLEEZERRBBEIZNR
TH*ESS58H1E35 K361
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CHENG & CHENG LIMITED
Certified Public Accounmnts A8 ST EFEBEATA A3



