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Il Obligations of an Employer
6.  Section 52 imposes the following obligations on an emplayer:

a. to furnish employer’s returns on the details of his or her employees and remuneration paid to
each — Section 52(2);

b. to notify the Commissioner of the commencement of employment of employees not later than

3 months after the date of commencement of such employment — Section 52(4);

c. to notify the Commissioner of the cessation of employment of employees not later than 1
month before such cessation — Section 52(5);

d. to noetify the Commissioner of the departure of employees leaving Hong Kong for a period of
more than 1 month; the notice is to be given not later than 1 month before the expected date
of departure — Section 52(6);

e. to withhold payment of money to the employee who is to leave Hong Kong for more than 1

month and notice under Section 52(6) has been served to the Commissioner — Section 52(7).

7. Summary of major obligations and related penalties for Section 52 (See also XV
Concept Map 44.)

With respect to the level of penalty below, it is cross-referenced to Criminal Procedure Ordinance

Cap. 221 Schedule 8 Level of Fines for Offences.

Level 3: $10,000

Section Obligation Penalty for Non-compliance
Furnish information requested v a-notice A fine at level 3 and court order for
S.52(1) given by the Commissioner vsithin the compliance within the time specified in the
time specified in the notice. order — 5.80(1)(a).
File emplover’s refus within the time A fine at level 3 and court order for
5.52(2) i 'P y T \¥ compliance within the time specified in the
specified in the teiurn.
order — 5.80(1)(a).
Notify Comuussi i iting of th
CO;Z?_TCF;L;H:S;z;erlflﬁ;zfg;aﬁ rfot A fine at level 3 and court order for
. S.52(4) K~ P compliance within the time specified in the
later than 3 months after the date of
order — 5.80(1)(c).
| commencement of such employment.
| , o . e
Nottfy Corx:umssmner in writing of the A fine at level 3 and court order for
_ cessation of employment of staff not later , i ) e o
‘ 5.52(8) e compliance within the time specified in the
; than 1 month before such individual ceases '
| ) order — 5.80(1)(c).
‘ to be employed in HK.
Notify Commissioner in Wntmg of the A fine at level 3 and court order for
L departure of staff from HK for more than 1 , . : T
5.52(a) compliance within the time specified in the
month not later than 1 month before the
order — 5.80(1)(c).
expected date of departure.
to staff
ot tc_) mczke. any payment of @oney o e A fine at level 3 and court order for
- who is leaving HK for a period of 1 month _ . _ N
S.52(7) compliance within the time specified in the
from the date the employer serves the order — 5.80(1)(c)
notice to Commissioner under S.52(6). ' '
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Different forms of employer’s returns

Form Number Relevant Section Situation Required

BIRS6A Section 52(2) Covering sheet for employer’s return

IR56B Section 52(2) Annual employer’s return

TR56E Section 52(4) Commencement of employment

|
L
|
|

IR56F Section 52(5) Cessation of employment

IR56G Section 52(6) Employee departure from Hong Kong

fomm

. Employer’s return for commission recipients and
IR56M Section 52(2)

subcontractors etc. who are not employees

IV Obligations of a Reporting Entity under CbCR Requirement
9. Sections 58E, 58H and 58L impose the following obligations on a reporting entity:

a. a Hong Kong ultimate parent entity of a reportable entity must file a CbCR in respect of an
accounting period (begins on or after 1 January 2018) by thefiling deadline specified in the
notice served by the assessor — Section 58E(1).

b. each Hong Kong entity of a reportable group must file 4 written notice with the Commissioner
informing the Commissioner the name, address.and business registration number of each
of the group’s Hong Kong entities; identifying among them the Hong Kong ultimate parent
entity or the surrogate parent entity that is resicent for tax purposes in Hong Kong — Section
58H(1)(a). '

i ¢. to inform the Commissioner within 1¥month after the change of the address should a
reporting entity has changed it — Section 38L(1).

d. a reporting entity must keep gufficient records to enable the accuracy and completeness of the
CbCR filed — Section 58L(2,(a).

e. a reporting entity must 1atain the records for a period of 6 years beginning on the date which
l the ChCR is filed — Saction 58L(2)(b).

10. Summary of obligations and penalties for Sections 58E, 58H and 58L (See also XV
Concept Map 45.)

With respect to the level of penalty below, it is cross-referenced to Criminal Procedure Ordinance
Cap. 221 Schedule & Level of Fines for Offences.

e Level 5: $50,000
e Level 6: $100,000

Section Obligation Penalty for Non-compliance

A fine at level 5 and court may order
for compliance within the time spec-
ified in the order — Section 80G(3);
5.58E(1) File 2 CbCR before filing deadline specified. a further fine of $500 for every day
or part of a day during which the
offence continues after conviction —
Section 80G(4).
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Objections, Holdover Claims and
Revision of Errors

(CLearning OPletivey,

After having studied this chapter, you would:
understand the objection procedure against a tax assessment;
understand the appeal procedure to the Board of Review and Courts;

a.

b.

c.  understand the holdover procedure for payment of provisional tax;

d.  understand the procedure for revision of assessment under Section 70A; and
e.

understand the difference between objection, correction of error and refund of tax overpaid.

I Introduction
1. Taxpayer’s rights

If a taxpayer finds that he is entitled to pay tax less than/Getnanded in a notice of assessment,
the IRO provides four channels that he may rely on to ludge a claim to the CIR within the period
stipulated in the IRO.

The channels are:
a. lodging an objection within one month ati=t the date of the notice of assessment — Section 64;
b. application for a correction of errorjiivthe assessment — Section 704;

¢. application for a refund of tax paid«n excess of the amount with which he or she was properly
chargeable — Section 79; and

d. application for holdover ¢f provisional tax — Sections 63E, 63] and 630.

I Objection

2. Objection procedure

The requirements for lodging a valid objection against an assessment (final assessment) under
Section 64(1) are as follows:

a. a written notice addressed to the Commissioner of Inland Revenue;

b. the notice must be received by the Commissioner within one month after the date of the

notice of assessment;
c. the notice must state precisely the grounds of objection; and

d. if the assessment was issued in the absence of a return under Section 59(3), the notice of
objection must be supported by a duly completed tax return; if the taxpayer is a corporation,
the tax return must be accompanied by the corporation’s balance sheet, profit and loss account
and auditors’ report (except in the case of small business or small corporation having a gross
income not more than $2,000,000).
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Late objection

If a notice of objection is received by the Commissioner after the stipulated objection period,
the Commissioner may extend the objection period if the reason for the lateness is owing to the
taxpayer’s absence from Hong Kong, sickness or other reasonable causes. These two reasons of
Jateness are usually applicable to an individual or a sole proprietor. The Commissioner does not
accept these two as a reasonable excuse for a partnership or a corporation,

Application of holdover of tax in dispute

When a taxpayer lodges an objection to an assessment, he may apply for holdover of tax in dispute
(i.e. not to pay the tax on a temporary basis). The Commissioner may accept his application,
and holdover the tax upon the outcome of the objection. This is a discretionary power of the
Commissioner. He may reject the taxpayer’s holdover application, and demand the tax to be paid
when it is due for payment.

Consequences of tax heldover and not heldover

When a taxpayer applies for holdover of tax in dispute, the Commissioner may accept or reject his
or her holdover application in one of the following four ways:

a. No holdover of tax in dispute
i.  The taxpayer has to pay the tax on or before the di'e date.

ii. If the taxpayer finally wins the case, the taxnaid is refunded to the taxpayer without
interest.

iii. If the taxpayer finally loses the case, nc turther action is needed as the tax has been paid
already:.

b. Unconditional holdover of the tax'in dispute

i. The taxpayer is not requirza to pay the tax until the decision of the case has been
finalised.

ii. If the taxpayer finally wins the case, no further action is needed as no tax was paid.

iii. If the taxpayer firaily loses the case, he or she has to pay the tax withheld. In addition to
the tax payable, he or she has to pay interest at a rate fixed by the Chief Justice by notice
in the Gazette under Section 50 of the District Court Ordinance on the tax withheld from
the date of holdover to the date of settlement of the tax.

c. Conditional holdover of the tax in dispute with the purchase of tax reserve
certificate

i.  The taxpayer is not required to pay the tax, but he or she has to purchase tax reserve
certificates with the same amount of tax heldover.

ii. If the taxpayer finally wins the case, the tax reserve certificate purchased is refunded to
the taxpayer with interest.

iii. If the taxpayer finally loses the case, the tax reserve certificate purchased is used to set off
the tax payable without interest. Unused portion of the tax reserve certificate is refunded
to the taxpayer with interest.

d. Conditional holdover of the tax in dispute with the provision of a banker’s
undertaking

i.  The taxpayer is not required to pay the tax, but has to obtain an undertaking from a bank
that the bank will undertake to pay the tax on behalf of the taxpayer on an irrevocable
basis.

@-3:/ )/Objectr’ons, Holdover Claims and Revision of Errors
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After having studied this chapter, you would:

a
b
c.
d.
-
f
g
h

Scope of Charge and Sources
of Income

Bt b T

understand how property tax is levied;

understand the meaning of “owner” under property tax;

understand how income derived from an immovable property is taxed on an individual;
understand how income derived from an immovable property is taxed on a corporation;
understand what types of income are taxed under property tax;

understand how premium and rent are taxed under property tax;

understand when property letting by an individual may amount to carrying on a business;
understand how sub-letting income is taxable; and X

understand the obligations of a property owner under Inland Revenue Ordinance.

Introduction

Charge of property tax

Property tax (HpZERY) is charged for each yeer ef assessment on every person being the owner of
any land ( :31) or buildings (#EEEY)) orlland and buildings ( +-#i#EZEY7) ) wherever situated
in Hong Kong. It is computed at the s-andard rate on the net assessable value (JEFFHFE) of
such land or buildings or land and huiidings for each year of assessment — Section 5(1) of the IRO.
Territorial principle

Tn other words, only incoine cerived from an immovable property situated in Hong Kong is taxable
under property tax. It does not matter whether the owner is a Hong Kong resident or a foreigner.
If a Hong Kong resideiit earns income from an immovable property situated outside Hong Kong,
the income is exempt from Hong Kong property tax even though the income is received in Hong
Kong.

Definition of “owner”

“Owner” (7 A) in respect of land or buildings or land and buildings, is defined in Section 2(1)
to include the following persons:

a. a person holding directly from the Government ( ESFEEUNT# FRAEMIA)

b. a beneficial owner (B#&#HEA) ,

c. atenant for life (FXEHTHE) ,

d. amortgagor (3N ) ,

e. a mortgagee in possession (HHAEA) ,

f. aperson with adverse title to land (HEAHHNLHZEME) receiving rent from buildings or other
structures erected on that land,

o, a person who is making payments to a co-operative society (&fFiif ) registered under the
Co-operative Societies Ordinance (Cap. 33) for the purpose of the purchase thereof,
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h, a person who holds land or buildings or land and buildings subject to a ground rent (HHFH)
or other annual charge (52,

(in so far as common parts are concerned) a corporation registered under Section 8 of the
Building Management Ordinance (Cap. 344) or a person who, on the person’s own behalf or
on behalf of another person, receives any consideration, in money or money’s worth, in respect
of the right of use of any common parts solely or with another,

j. an executor of the estate of an owner GEERBEBBITA) .

4 Definition of “land or buildings”
#1and or buildings or land and buildings” is defined in Section 7A to include piers, wharves and
other structure.

5. Property income earned by a corporation

Income derived from an immovable property owned by a corporation may be charged with
property tax or profits tax. Since the rental income of a corporation is included and reflected in
its profit and loss account, as a matter of administrative convenience, a corporation’s immovable

property income is assessable under profits tax.
6. Property income earned from sub-letting

Property tax is only charged on a person who is an owner of an immovable property. As a result,
income received from the sub-letting of an immovablewicperty is assessable under profits tax (not

property tax).

I Types of Income Chargeable myler Property Tax
7. Computation of property tax

Property tax is charged at the standard rate on the net assessable value of an immovable property
situated in Hong Kong.

8.  Assessable value ( JEEF*{(E)

a. Definition of “assessable value”

Section 5B(2) provides that the assessable value of an immovable property is the consideration,
in money or money’s worth, payable in a year of assessment, to the order of, or for the benefit
of, the owner in respect of the right of use of that immovable property.

b. Definition of “consideration”

The word “consideration” (f8{E) is defined in Section 5B(6) to include any consideration
payable in respect of the provision of any services or benefits connected with or related to the

right of use.

¢. Elements of assessable value

DIPN 14 (revised in March 2011) provides, in paragraph 12, examples of sums received or
receivable to be included in the assessable value as follows:

i. rent,

ii. payments for the right of use of premises under licence,

iii. lump sum premium,

iv. service charges, management fees, etc. paid to the owner who provides the service, and

v. owner’s expenditure, e.g. repairs, borne by the tenant.
8l
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After having studied this chapter, you would:
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Scope of Charge and Sources
of Income

understand how to determine the source of Hong Kong employment;
understand how the charge of Hong Kong salaries tax on employment is affected by the payment of!
overseas income tax;

understand how non-Hong Kong source employment income is taxed;
understand the 60-day rule of visit;

understand how the income of ship and aircraft crew is assessable;
understand how income from office is taxed; and

understand how income from pension is taxed.

Introduction: Scope of Charge of Salaries Tax

The charge of salaries tax is governed by Section 8 of the Inland Revenue Ordinance (IRO):

Section 8(1) reads as follows:
“Salaries tax shall, subject to the provisionsa of-this Ordinance, be charged for each year of
assessment on every person in respect of hizincome arising in or derived from Hong Kong from
the following sources —

a. any office or employment of profit: and
b. any pension.”

There are three sources of inicome chargeable to salaries tax as follows:

a. employment,

b. office, and

¢. pension.

It is important to make a distinction between the following pairs of items:
a. employment and independent contractor;

b. employment and office; and

c. pension and lump sum retirement payment.
Employment and independent contractor

Income from an employment is chargeable to salaries tax while income from an independent
contractor is chargeable to profits tax. An employment is called “a contract of service” and may b€
referred to as “being employed”. An independent contractor runs a business on his own account
and is called“a contract for service”. It is also referred to as”self-employed”. Many people prefer a
contract for service to a contract of service as the income from a contract for service is chargeable
to profits tax and the taxpayer is entitled to more generous deductions under Section 16(1) than

those under Section 12(1) in salaries tax.
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Their differences may be summarised with the following diagram.

Contract of service Contract for service
' '
Being employed Self-employed
! '
Employment Running one’s own business
! !
Salaries tax Profits tax
! !
Limited deductions Generous deductions

In order to determine whether there is a contract of service or a contract for service, the CIR

generally applies the following tests:

a. Control test

To determine whether the relevant person (i.e. the so-called employer) controls the
performance of the relevant individual (i.e. the so-called ¢niployee or taxpayer); [evidence
includes whether the person to whom the services are renidered can instruct the taxpayer as to
what to do, how to do it, and when to do it; whethst ke taxpayer may work for other persons
without the approval of the service recipient, ete.]

b. Integration test

To determine whether the relevant individual holds a position within the organisation of
the relevant person; [evidence includes whether the taxpayer is “part and parcel” of the
organisation, whether he or she represents to third parties that he or she is a staff member of
the organisation, etc.]

c. Economic reality test

To determine whethei the relevant individual is at risk with his or her own capital at the
performance of duty for the relevant person; [evidence includes whether the taxpayer provides
his or her own equipment or assistants; whether he or she contributes capital; his or her

degree of responsibility and any opportunity of profiting, etc.]
d. Mutuality of obligation test

To determine whether the relevant individual is obliged to provide his or her work or skill to
the payer; is the service recipient (i.e. the relevant person) obliged to provide work and pay a
wage or remuneration to the relevant individual; [evidence includes whether either party can
terminate the relationship without incurring any liabilities, intention of the parties, terms of
the agreement, etc.]

5. CIRv Pang Fai (2017)
a. lssue

Whether honorarium received by workshop facilitator and examination marker from a

professional body should be assessed under salaries tax or profits tax.
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Source of Profit

understand when profits are regarded as arising in or derived from Hong Kong;

understand how trading profits are taxable in Hong Kong;

understand how manufacturing profits are taxable in Hong Kong;

understand how income from services rendered is taxable in Hong Kong;

understand how interest income is taxable in Hong Kong;

understand how royalty income is taxable in Hong Kong;

understand how income received from qualifying debt instruments is taxed in Hong Kong;

understand how profits received from qualifying reinsurance and captive insurance businesses are taxed
in Hong Kong; and

understand how profits received by qualifying corporate treasury centre arestaxed in Hong Kong.

Profits Arising in or Derived from Horn{;Kong
General principle

According to the judgment of the CIR v Hang Sang Bank (1990), the Lordship said that in the
determination of the source of profits, the follcw.iig items are relevant:

It is the gross profit of a transaction, not fhe net profit of a company, to be considered.

b. The determination of source of prbtit is a question of fact, and all the factors have to be
considered before a conclusion can be arrived at.

c. In view of the different natire of businesses carried on by various enterprises, it is not possible
to lay down precise rules, of law by which the answer to the question of source of profit is to
be determined.

d. The Law Lords provided a Broad Guiding Principle for the determination of the source
of profit, and it is that “one looks to see what the taxpayer has done to earn the profit in
question, and where he has done it”. ‘

New approaches after DIPN 21 (Revised 2009)

The Commissioner revised DIPN 21 in December 2009 to replace the old DIPN 21 issued in
1998. In view of the decisions of new cases in the past ten years, the CIR introduced two new
approaches on the determination of source of profit. They are:

a. antecedent activities and incidental activities, and

b. agency principle.

Antecedent and Incidental Activities

When deciding the source of profit, judges will look at the immediate cause that give rise the
profit. What is done before the activities causing the profit, they are known as antecedent
activities. Activities done after the activities giving rise the profit are known as incidental activities.

Antecedent and incidental activities do not give rise the profits, and they are not relevant in the
determination of source of profit. The Commissioner used 3 paragraphs (paragraphs numbers 14
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I Determination of the Source of Trading Profit

principles applicable to determination of trading profit

Contract effected test and the totality of facts approach
According to DIPN 21, it is the view of the CIR that the contract effected test is the most
important principle in the determination of the source of trading profits, but sometimes the

principle of “totality of facts” may be relevant.

Contract effected test

According to the contract effected test, the source of trading profits is outside Hong Kong only
when both the purchase contract and the sales contract are effected outside Hong Kong. If
either one of them is effected in Hong Kong, the whole trading profit is taxable in Hong Kong.

There is no apportionment of trading profit for taxation. It is either fully taxable or fully
exempt.

“Tiffected” is interpreted as not merely executing or signing a contract. “Effected” includes the
process of negotiation to the conclusion of the contract. If any part of the effected process is
done in Hong Kong, the trading profit is sourced in Hong Kong

Purchase Contract Effected Sales Contract Effected 3 0 Taxability / Exemption
In Hong Kong In Hong Kong 100% taxable
In Hong Kong Outside Hong l;‘:ong 100% taxable
Outside Hong Kong In H.wrv_g‘ -Kong 100% taxable
Outside Hong Kong Cut;;zig Hong Kong 100% exempt

Totality of facts approach

i. Overseas selling efforts.much more significant than local purchase efforts
In CIR v Magna Industrial Co. Lid., the selling efforts through overseas stationed sales
managers done outside Hong Kong were much more significant than those of purchase
efforts done in Hong Kong. The judges ruled that the source of trading profit derived from
the sales of such goods was arising outside Hong Kong. The judges ignored the contract
effected test, but applied the totality of facts approach in arriving at the decision. The
judges commented that this was a rare and extreme case, and the decision was arrived at
on its own facts.

ii. Place of arrangement of finance for the trading transactions
In Consco Trading Co. Ltd. v CIR, the Board of Review was of the view that place of the
arrangement of finance for trading transactions was also relevant in the determination of
the source of profit. If the finance is arranged in Hong Kong, the trading profit may be

sourced in Hong Kong.

@_’ I5) )}/Source of Profit
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led

The taxpayer appealed against the High Court’s decision to the Court of Appeal which gave
its decision in December 1996 allowing the appeal. The judges said that the question to be
nsidered was “Was the Board correct in holding that the relevant profits did not arise in or
derive from Hong Kong?” The judges concluded that the answer was “yes”. The judges said
that that case fell within the extreme limits of the spectrum, and the Board’s conclusion is,
in their view, sustainable in law. Thus, the taxpayer won the case. The CIR did not lodge an

co

appeal to the Privy Council.

e. Consco Trading Co. Ltd. v CIR (2004)

This case was heard on 19 November 2003, and judgment was delivered on 12 May 2004. The
taxpayer lost the case.

The taxpayer was a trading company, and the Board of Review adopted “the totality of facts”
approach to decide this case. The place where the contract of sale and purchase was made is
an important factor to be considered, but not the only or the determinative factor.

In this case, five activities were identified:

i. the pre-contract negotiations,

ii. the making of contracts of purchase,
iii. the making of contracts of sale,

iv. the post-contract performance such as arrangemert ior finance, preparation of shipping
documents, delivery of goods and effecting and.re<eipts of payments, and

v. the making of processing agreements wifa.d Beijing company and effect payments
thereunder.

The Board was aware that some of the cafifracts for sale and purchase orders for raw material

were signed in Hong Kong but someqwere not, and it must have considered all these before

it reached the conclusion that the vofits arose or were derived from Hong Kong. The Board

also considered that other facters, such as finance arrangement, payment of raw material and

processing fees, arrangement 1or receipt of payment from purchase of the finished product and

pre-contract negotiations. viere also relevant. The finding that the profits were derived from

Hong Kong is a finding of fact, which the Court may not interfere.

Principles applicable to determination of re-invoicing profit

In the old DIPN 21, the CIR accepted that re-invoicing might be exempt from profits tax if the

arrangement satisfied some requisite conditions. However, ‘in the revised DIPN 21 issued in
December 2009, the CIR did not accept the exemption of profits tax for re-invoicing activities.
Instead of applying the contract effected test to re-invoicing activities, the CIR applies operations
test to such activities and terms it as a re-invoicing centre.

The CIR provides an example in the DIPN 21 to explain why the profit derived from
re-invoicing activities is chargeable to profits tax as follows.

"Example 1

Company A, incorporated in Hong Kong, is a re-invoicing centre of a group of companies with a holding
company incorporated in the United States, as more particularly described below. It manages in Hong
Kong all foreign currency exposures from intra-company trade, guarantees the exchange rates for future
orders and manages intra-affiliate cash flows, including lead and lags of payments. Manufacturing
affiliates in Mainland China sell goods to Company A, which in turns resells to the distribution affiliates
in North America and Europe. Company A resells at cost plus a mark-up for its services. The mark-up
covers the cost of the re-invoicing centre and a reasonable return on the services provided.
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After havmg studied this chapter, you would:
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Introduction

There is no magic in profits tax planning. The objective of profits tax planning is to make use of
the characteristics of the Hong Kong tax system, and arrange tax affairs in such a way that a less
amount of profit is taxed under the Inland Revenue Ordinance.

The common tax planning methods include:

a.

g.
h.

This chapter cannot be read in isolation on its own. It should be read with Chapter 14 on the
scope of charge of profits tax, and understand the relationship between permanent establishment
and carrying on a business in Hong Kong, Chapter 15 on source of profits, Chapter 23 on basis
periods, Chapter 34 on non-residents and overseas activities, and Chapter 35 on anti-avoidance.

Readers should be aware of the newly enacted provisions concerning arm’s length principle and
transfer pricing rules.

understand how an overseas company may avoid profits tax liability by not carrying on business in Ho
Kong;

understand how income derived from trading transactions may avoid being taxed in Hong Kong;
understand how income derived from manufacturing activities may avoid being taxed in Hong Kong;
understand how income derived from services performed may avoid being taxed in Hong Kong;
understand how interest income may avoid being taxed in Hong Kong;

understand how transfer pricing activities may avoid being taxed in Hong Kong;

understand how to make use of loss company within a group to reduce profits tax liability:
understand how to select the first accounting date to reduce profits tax liability;

understand how to prepare year-end tax planning;

understand the cautions needed to be aware of for developing\a profits tax plan; and

understand how to answer profits tax planning questions inan examination.

not to set up a permanent establishment constituted by a fixed place of business in Hong
Kong,

use of capital'gain techniques to make the profit from a sale of an asset exempt from profits
tax,

arrangement of source of profits outside Hong Kong,

infringement commission,

transfer pricing with overseas companies,

use of loss companies within a group,

selection of accounting date at the commencement of business, and

year-end tax planning.
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Not Setting up a Permanent Trading Establishment in Hong Kong

gasic principle

gection 14 provides that an income is chargeable to Hong Kong profits tax only when all the three
conditions provided in that section are satisfied. One of the required conditions is that a person
carries on a trade, a profession or a business in Hong Kong. If an overseas company does not carry
on a business in Hong Kong, it is not chargeable to profits tax.

New rules define permanent establishment

The Inland Revenue (Amendment) (No. 6) Ordinance 2018 was enacted on 13 July 2018 that takes
Jegislative effect on 1 April 2018 or 1 April 2019, with the relevant provisions specified in Part BAA
of the amendment ordinance. The provisions concerning arm'’s length principles and permanent
establishment definitions would take retrospective effect to the year of assessment 2018/19, while
the new provisions concerning permanent establishment profit attribution take effect from the

year of assessment 2019/20.

The new rules replace the then existing Inland Revenue Rule 5(1). Section 50AAK(T) provides that
a non-Hong Kong resident person who has a permanent establishement in Hong Kong is regarded
as carrying on a trade, profession or business in Hong Kong forthe purposes of profits tax. Please

refer to Chapter 14 Scope of Charge for technical details.
Planning techniques
Before the enactment of Section 50AAC and Scheduie 17G

If an overseas company merely sets up a buymng office or a representative office, it does not have
any exposure to profits tax in Hong Kotlg, However, the overseas company has to ensure that
the receipts that it receives do not faftwithin one of the deeming provisions of trading receipts

chargeable under Section 15(1).
After the new sections contained in Schedule 17G have come into effect from 2018/19

Apart from keeping spatial cautions to Section 15(1), there are new regulations to observe.
Schedule 17G divides permanent establishment (“PE”) into PE of a DTA territory resident person
and PE of a non-DTA territory resident person. PE issues in Hong Kong for a DTA territory
resident would follow the relevant provisions under the DTA concerned; while those for a non-
DTA territory resident are governed by Part 3 of Schedule 17G. Readers are advised to refer to
Chapter 14 Scope of Charge concerning the differences between them.

Briefly, under the new provisions, a PE is constituted by a place of business and it includes but
is not limited to the 6 establishments stipulated under Section 4(2) of Schedule 17G. Section 5 of
Schedule 17G provides the exclusion, and a PE js deemed not to exist only when certain activities

performed are preparatory or auxiliary in relation to the business as a whole.

Under the new PE regime, the attention is shifted from looking at the activities engaged by the
place of business per se to whether or not the “preparatory or auxiliary” exclusion could be applied.

The potential pitfalls under the new regulations include:

a. warehousing activities are likely to constitute a PE of retail multinational companies (“MNC")

and particularly those that are involved in online sales;
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b. likewise, if retail MNCs interpose and use central buying entities in local Hong Kong mg
the activities performed by the local entities also constitute a PE as the purchasing fyp
performed is essential and significant to the MNCs as retailers; and

c. even though there may be activities being considered as “preparatory or auxiliary”y,
themselves, Section 6 of Schedule 17G provides the “anti-fragmentation” principle that deep
the existence of a PE.

Capital Gain Exempt from Profits Tax

Basic principle

Section 14 provides that the profit derived from the sale of a capital asset is not chargeable to Ho
Kong profits tax. Whether an asset is a capital asset is a question of facts and the six badges

trade are often employed for the determination of a capital asset or a trading stock. Sometimes, it ig
possible to make use of this exemption by classifying assets as capital assets instead of trading stock.

Planning techniques S
A company may prove that a property is a capital asset by classifyin g the property as a fixed asset,
and not leaving the property as vacant or unused. Sometimes. it is possible to argue that the sale

of the property is involuntary, and it is not intended to mzke-a quick sale for a profit at the time of
purchase of the property.

Arrangement of Source of Profifs outside Hong Kong
Basic principle
Section 14 provides that only profit derived from or arising in Hong Kong is chargeable to Hong

Kong profits tax. If a person can arrarige his business operations outside Hong Kong, it is possible
that the profit is sourced outside'Hong Kong, and it is exempt from Hong Kong profits tax.

Planning techniques
Whether a profit is soureed in Hong Kong or outside Hong Kong is a question of facts, each

case is determined on'its own merits. Different rules are applicable to different types of business.
Examples are:

a. Trading transactions — contract effected test and totality of facts approach as in Magna
Industrial Co. Lid. v CIR

b. Manufacturing — operations test
c. Services rendered — operations test
d. Interest income — provision of credit test and operations test as in CIR v Orion Caribbean Lid.

e. Royalty income — development test or registration test
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Trading Transactions

Basic principle

According to DIPN 21, the Commissioner of Inland Revenue (CIR) is of the view that trading
profits are exempt from profits tax if both the contract for purchase and contract for sale are

offected outside Hong Kong. There is no apportionment of trading profit even when either the
purchase contract ot the sale contract is effected in Hong Kong.

planning techniques for contract effected test

In order to satisfy the exemption criterion, a person has to send travelling executives to overseas
couniries where the suppliers and the clients situate, and negotiate and finalise the details of the
contracts outside Hong Kong. If the travelling executives have the general authority to finalise the
contracts outside Hong Kong, and are not required to refer back to Hong Kong for instruction by
fax or telephone or email, the contracts would be treated as effected outside Hong Kong. Thus, the
trading profits would be regarded as sourced outside Hong Kong, and not subject to Hong Kong

profits tax. C e
Planning techniques for totality of facts approach

Although the contract effected test shows that the source of itading profit is in Hong Kong, a
person may rely on the totality of facts approach as in Magna gase to argue that the trading profit
is sourced outside Hong Kong. The most important elenient is that a person has to demonstrate
{hat the overseas selling efforts are substantially mors than those of local purchasing efforts in

Hong Kong.

Manufacturing Profit

Basic principle

According to DIPN 21, the CIR allows apportionment of profit made from the sale of goods
manufactured by a person ouisiae Hong Kong. Generally, the apportionment is 50:50. That means

that half of the profit is.exenpt from Hong Kong profits tax. The important element is that a Hong
Kong company is heavily involved in the manufacturing process in Mainland China.

Planning techniques

In order to satisfy the exemption criterion, a Hong Kong company is to sign a processing or
assembling agreement with a Mainland entity. Under that agreement, the Hong Kong company
provides raw materials, machinery and supervisory staff to the Mainland entity which provides
factory and unskilled labour. In this way, half of the profits made from the sale of such finished
goods are exempt from Hong Kong profits tax no matter whether the goods are sold to Hong
Kong customers or overseas customers. The same exemption effect is achieved if a Hong Kong
company is able to set up its own factory in the Mainland for manufacturing goods there.

Caution

If the relationship between the Hong Kong company and the Mainland entity is that of a sub-
contractor, the 50% exemption rule will not apply. The transactions of the Hong Kong company
become trading activities. The source rule is the contract effected test. The profits derived from the
sale of such goods are either fully taxable or fully exempt. (See also the Datatronic case and the
CG Lighting case in Chapter 15 Source of Profit.)
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After having studied this chapter, you would:
a.
b.
c.

d.

Plant and Machinery

understand the format of a depreciation allowance schedule;

understand how to compute depreciation allowance for assets acquired under hire-purchase terms;

understand how to compute depreciation allowance for private assets introduced to business use;
understand in what circumstances that the expenditure incurred for the acquisition of fixed assets can b
fully deducted; “
understand how to treat assets disposed in the computation of depreciation allowance;
understand how to compute depreciation allowance for assets acquired under the sale and leaseback
scheme; and

understand how to compute depreciation allowance for assets acquired under leveraged leasing terms,

Introduction
Depreciation allowances under Inland Revenue Qrdinance (IRO)

Each enterprise has different accounting policy férthe provision of depreciation on capital assets,
and this leads to different amount of accountirig depreciation on the same set of capital assets, The
IRO disallows the deduction of accounting depreciation, and replaced it with another set of rule.
for the calculation of the depreciation allowances provided in the TRO.

Distinction between plant and twachinery with building and structure

Plant and machinery is something which is movable while building and structure are not movable.
Building is further divided iritc industrial building and non-industrial building. Industrial building,
allowance (IBA) is granied for the use of an industrial building while commercial building
allowance (CBA) is grarted for the use of a building or structure not belonging to the category of
industrial building.

Basis of calculation of depreciation allowance for plant and machinery with building

Depreciation allowance on plant and machinery is based on the amount of consideration (including
incidental cost and installation cost etc.) incurred by the taxpayer (i.e. the buyer). It makes no
difference whether the plant and machinery is a new one (first-hand user) or an old one (second-
hand user).

For the first-hand user, industrial building allowance (IBA) and commercial building allowance
(CBA) are based on the cost of construction {not based on the purchase price incurred by the
buyer) incurred for the building or structure by the first-hand user of the building or structure. For
the second-hand user, the annual allowance is based on a fraction of the residue of expenditure
(ROE) of the building or structure.



