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IN THIS ISSUE…

Welcome to the latest issue of our Tax Newsletter. In this issue we have 
covered a number of developments and cases in the PRC and Hong Kong from 
September to December 2016 which could have legal and tax implications to 
your business. 

In the PRC, the State Administration of Taxation (“SAT”) is committed to 
improving the tax landscape in China. The SAT has implemented new rules 
to expedite the export tax refund process on exported good for Integrated 
Foreign Trade Service Enterprises (“IFTSEs”) and introduced a new process 
of application for Advance Pricing Arrangements(“APA”). Moreover, SAT 
has recently clarified matters on deduction of consumption tax payable in 
relation to high-end cosmetics. The SAT and the Ministry of Finance (“MOF”) 
have jointly laid down qualifying criteria for preferential individual income 
tax (“IIT”) treatment of certain stock incentive awards granted by domestic 
companies, and capital contributions to resident enterprises through technology 
investment. 

Importantly, the regime for the administration of foreign invested enterprises 
(“FIEs”) in China has been relaxed through the introduction of a recordal 
system for the establishment and administration of corporate changes of FIEs on 
a nationwide basis. The new public access to the database of enterprise names 
is an important step forward in facilitating the registration of company names 
and improving registration efficiency. It is expected that these changes will boost 
economic development in the PRC and facilitate foreign investment. 

Despite PRC’s positive economic outlook, managing custom risks in China is a 
growing concern for taxpayers in view of the new customs audit rules issued by 
China’s General Administration of Customs. Taxpayers should be mindful of the 
need for customs compliance and take appropriate actions. 

In Hong Kong, the Inland Revenue Department (“IRD”) is on track in preparing 
the implementation of the Automatic Exchange Of Information (“AEOI”) 
regime. Hong Kong has also recently signed bilateral competent authority 
agreements (“CAAs”) with Japan and the United Kingdom. It is expected 
that in 2018 Hong Kong will begin to exchange financial account information 
in tax matters with Japan and the United Kingdom. It is welcoming to see 
IRD publishing more detailed AEoI Guidance materials including Guidance for 
Financial Institutions (“FIs”), Frequently Asked Questions, Self-Certification, 
Financial Account Information Return XML Schema and User Guide and 
Pamphlets. 

Hong Kong is also devoted to extending its Comprehensive Double Taxation 
Agreement (“CDTA”) network. In this regard, CDTA with South Korea came 
into force on 27 September 2016 and applies to any year of assessment on or 
after 1 April 2017. CDTA with Romania came into force on 21 November 2016 
and applies to any year of assessment on or after 1 January 2017. 

In the meantime, IRD published its annual report for 2015-2016, showing a total 
revenue collection of $291.3 billion in 2015-2016. In addition, IRD clarified tax 
rulings regarding the qualification of corporate treasury centres. Two recent tax 
evasion cases were published with convicting taxpayers sent to jail for falsely 
claiming deductions of home loan interests, expenses of self-education and 
approved charitable donation. Furthermore, IRD has issued useful guideline on 
court-free company amalgamation to clarify the tax treatment in the case of any 
potential set off between amalgamating and amalgamated company. 

To gauge public views on implementation of measures to counter base erosion 
and profit shifting (“BEPS”), a consultation exercise was conducted by the 
Government from 26 October 2016 to 31 December 2016 to gather views 
regarding various measures including Country-by-Country Reporting. We shall 
await the result of the consultation exercise in the New Year.

The Hong Kong Government has demonstrated its latest effort to suppress the 
overheated residential property market via the introduction of a 15% flat rate of 
ad valorem stamp duty. Meanwhile, the Government has rejected the attempt 
to impose a land and sea departure tax on Mainland visitors in the hopes of 
cracking down parallel trading behavior.

We welcome your feedback on this issue of the Tax Newsletter.
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MORE GOOD NEWS TO INTEGRATED FOREIGN TRADE 
SERVICE ENTERPRISES

Under the current China export refund (exemption) administration regulations, enterprises eligible 
for export tax refund (exemption) are subject to different policies based on their customs ratings. 
For example, Class 1 export entities are entitled to expedited handling services of Customs and a 
shorter lead time for Customs to process the tax refund. Export entities include, among others, IFTSEs 
which shall meet the following conditions in order to be eligible for the export tax refund (exemption):

 ■ The IFTSE purchases export goods manufactured by a domestic manufacturing enterprise;

 ■ The domestic manufacturing enterprise has signed an export contract with an overseas buyer and the 
contract should stipulate that the goods shall be exported by an IFTSE with the payment being made 
by the overseas buyer to the manufacturing enterprise through the IFTSE; and

 ■ IFTSE shall conduct the export trade business in its own name and apply to the tax authority for tax 
refund by declaring itself as the IFTSE in the application system.

In addition, given the large number of small and medium-sized manufacturing enterprises in China, there 
is an increasing need of export services to be performed by IFTSEs. To facilitate IFTSEs’ application 
for the tax refund, SAT issued the Announcement on Further Optimizing the Administration of Tax Rebates 
(Exemptions) on Exported Goods for Integrated Foreign Trade Service Enterprises, which took effect on 
October 1, 2016 (“Announcement 61”). Announcement 61 provides more detailed rules and sets 
out different treatments to IFTSEs under different customs classes as export enterprises. With the 
introduction of Announcement 61, IFTSEs now have a practical guideline to approach matters with 
regard to the tax refund efficiently, including but not limited to their rights and obligations in accordance 
with the actual situation of the IFTSEs. 
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REVISION ON CHINA RULES FOR ADVANCE PRICING 
ARRANGEMENTS

On October 11, 2016, SAT released new Announcement on Enhancement of Administration of Advance 
Pricing Arrangements (“Bulletin [2016] No. 64, or Bulletin 64”), replacing the current APA 
rules under Chapter 6 of tax circular, Guoshuifa [2009] No. 2. Bulletin 64 has taken into effect on 
December 1, 2016. 

1. NEW APA PROCESS

The new APA process is composed of six key stages, which include: (i) initial meeting, (ii) submission 
of intention, (iii) analysis and evaluation, (iv) formal application, (v) negotiation and conclusion, and 
(vi) monitoring on execution. 

Aside from the traditional analysis for inter-company transactions, SAT will emphasize the in-depth 
analysis on value chain (such as contribution by local enterprises to the relevant value creation) and 
location-specific advantages (such as location savings and market premium) in the whole process of the 
APA application. However, due to the lack of guidance from SAT, it still remains unclear and challenging 
as to how to undertake the value chain and location-specific advantages analysis.

2. QUICK CHANNEL FOR APA APPLICATION

Considering the large volume of APA applications, SAT will give priority to accept and deal with those 
APA applicants with any of the following merits:

 ■ The inter-company reporting and contemporaneous documents are complete and reasonable;

 ■ The applicant has an “A” rating under the tax credit rating system;

 ■ The special tax adjustment has been made to the applicant, and the tax case has been closed;

 ■ The applicant is to renew the APA and there are no significant changes of the relevant facts and 
operations;

 ■ The application materials (especially the analysis of value chain and location-specific advantages) 
are complete and clear, and the proposed pricing principle and methodology for calculation are 
reasonable;

 ■ The applicant is cooperative in respect of the APA application;

 ■ In the case of bilateral APA applications, the tax authority of the other jurisdiction has concerns and 
is willing to negotiate and sign an APA.

3. COVERED PERIOD AND CORRESPONDING TAX ADJUSTMENT

Based on Bulletin 64, an effective APA can generally cover an inter-company transaction for the coming 
three to five years, and would also provide a retroactive effect for up to 10 years. Accordingly, after the 
calculation on a fiscal tax year basis, additional tax is likely to be paid or refunded for the applicable or 
retroactive year covered due to the transfer pricing arrangement under APA. 

4. ANNUAL REPORTING REQUIREMENT FOR APA 

At the stage of monitoring the execution, the taxpayer is required to submit written and digital annual 
reports of APA to the responsible tax authority within six months following the end of the tax year. 
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5. REQUIREMENT FOR INTER-QUARTILE RANGE 

If an inter-quartile approach is adopted to determine the price or profitability level and the actual 
operating result of that year falls outside of the inter-quartile range, the Chinese tax authority may 
adjust the actual operating result to the median of the inter-quartile range during the APA execution 
period.

Furthermore, upon the expiry date of APA, the Chinese tax authority will not accept an APA renewal 
application if the weighted average operating result is below and fails to be adjusted up to the median of 
the inter-quartile range. 

Bulletin 64 represents another milestone for China SAT to implement the BEPS actions in the 
transfer pricing arena. APA applicants would anticipate stricter documentation and post-compliance 
requirements. 

UPDATES ON CHINA’S CONSUMPTION TAX ON HIGH-
END COSMETICS

On October 19, 2016, SAT issued the “Announcement of the State Administration of Taxation on the Matters 
concerning Collection of Consumption Tax on High-end Cosmetics” (“Circular 66”), to echo an earlier 
circular concerning the adjustment of consumption tax policies for cosmetics products (“Circular 
103”). Circular 66 has come into immediate effect on October 19, 2016.

According to Circular 103, the scope of the taxable “cosmetics” under the consumption tax has been 
narrowed down to “high-end cosmetics products”, and the applicable consumption tax rate for  
“high-end cosmetic products” has been reduced to 15% from 30%.

As of October 1, 2016, consumption taxpayers of high-end cosmetics can deduct the amount of 
consumption tax paid on those high-end cosmetics which were purchased, imported or acquired 
through import processing for further manufacturing of the high-end cosmetic products. Where the 
relevant tax invoices were issued prior to October 1, 2016, the deduction shall be claimed prior to 
November 30, 2016.
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FOLLOW-UP ELABORATIONS ON NEW INDIVIDUAL 
INCOME TAX RULES FOR BOOSTING EQUITY 
INCENTIVES IN CHINA

On September 20, 2016, SAT and MOF jointly promulgate the Circular on Improving Income Tax Policies 
relating to Equity Incentives and Technology Shares (“Circular 101”). Shortly after that, the SAT issued 
an ancillary circular namely Announcement of the State Administration of Taxation on Issues Concerning the 
Collection and Administration of Tax on Income from Stock Incentives and Technology Appraised as Capital 
Stock (“Circular 62”) on 28 September 2016 to elaborate certain requirements on the implementation 
of Circular 101. Both circulars took effect on 1 September 2016. 

Salient points of the aforesaid Circulars are as follows:- 

1.  For eligible stock options, equity options, restricted stocks and equity rewards of domestic  
non-listed companies, if certain conditions are met,

 ■ payment of IIT will be deferred from the time when the shares are acquired to the time when the 
relevant shares are disposed of; and 

 ■ the difference between the selling price and original cost (e.g., exercise price for the stock/equity 
options) after deduction of reasonable taxes and surcharges will be taxed as “transfer of property” 
at a fixed rate of 20%. 

2.  For eligible stock options, restricted stocks and equity rewards of domestic listed companies, 
an extended tax payment period will apply subject to completion of a recordal filing with the 
competent tax authorities, whereby the individuals can pay IIT within a maximum of 12 months by 
instalments (instead of six months under the old rules) as of the date of exercise of stock options, 
lifting of restrictions on restricted stocks or acquisition of equity awards. 

As an ancillary notice to Circular 101, Circular 62 elaborates requirements for enjoying the aforesaid 
deferred IIT payments, such as those on:

 ■ average number of on-the-job employees in the last six months (for determining a 30% cap for the 
accumulative number of participants);

 ■ alteration of treatment in the case of non-eligibility due to changes in circumstance;

 ■ separation of IIT calculation in respect of unqualified stock incentives; 

 ■ determination of a fair market value of stocks for IIT calculation; and

 ■ timing and documentation of the filings to the tax authorities for the purpose of enjoying the 
deferred IIT payment. 

Under Circular 101 for the purpose of enterprise income tax, tax deferral is only applicable to 
investments made with proprietary technological achievement by resident enterprises which are subject 
to taxation based on audited accounting books, subject to filings with and adjustment by the competent 
tax authorities. 
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NEW LAW ENABLING A QUICKER PROCESS TO 
INCORPORATE FOREIGN INVESTED ENTERPRISES 
IN CHINA

On September 3, 2016, China published a new law, which amended the four laws governing FIEs 
including joint ventures (“JVs”) and wholly foreign owned enterprises (“WFOEs”) with effect from 
October 1, 2016. The new law will significantly simplify the establishment of FIEs in China and their 
post-establishment corporate changes by eliminating the approval step with regard to the FIEs engaging 
in businesses outside of the so-called negative list for foreign investment. Therefore, the Ministry of 
Commerce (“MOFCOM”) released the implementation measures introducing the recordal filing regime 
nationwide in details to implement the aforesaid reform on October 8, 2016.

Specifically, among others, the most important update is that an investor is allowed to carry out the 
recordal filing with MOFCOM after the newly set up entity completes business registration with the 
local registration authority. Highlights are as follows:

 ■ Recordal for establishment of an FIE shall be done after the completion of name reservation but 
before the issuance of the business license or within 30 days after the issuance of the business license, 
while recordal for change of any corporate particular of the FIE shall be done within 30 days after the 
occurrence of such corporate change.

 ■ Recordal will be filed via the online recordal system rather than ground submission.

 ■ Recordal timeframe normally will be three working days upon filing of the recordal.

 ■ Recordal regime is also applicable to foreign-invested investment holding companies, foreign-invested 
venture capital companies and foreign-invested private equity companies. 

 ■ Recordal regime is applicable to Hong Kong, Macao and Taiwan investors but not to investment from 
Hong Kong and Macao qualified service providers under CEPA.

 ■ MOFCOM will supervise the incorporation through various methods from time to time.

In a nutshell, this new law is indicative of China’s desire to further liberalize and attract foreign 
investment into the country. We will keep a close eye on its development and relevant local practices. 

 CHINA BUSINESS REGISTRATION AUTHORITIES 
OPENS UP DATABASE OF ENTERPRISE NAMES
Currently, an enterprise name may be used only after it is successfully reserved with the local enterprise 
registration authorities. In order to further enhance the efficiency of the enterprise name registration, 
the State Administration for Industry and Commerce issued Guiding Opinions on Opening up the Database 
of Enterprise Names for Orderly Advancing the Reform of Registration and Administration of Enterprise Names 
(Gong Shang Qi Zhu Zi [2016] No. 203) (“Circular 203”) on October 18, 2016.

According to Circular 203, county and district level enterprise registration authorities are required to 
open their database of enterprise names to the public before December 1, 2016, while provincial and 
municipal level enterprise registration authorities may opt to open their database of enterprise names to 
the public from December 1, 2016.

The following enterprise names may be searched after the database of enterprise names is made 
available to the public:

(1) Names of existing enterprises;

(2) Former names of enterprises which have changed their names less than one year ago;
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(3)  Names of enterprises whose establishment registrations have been cancelled and whose business 
licenses have been revoked but have not completed business deregistration;

(4)  Names of enterprises which have been deregistered due to cancellation of registration or 
revocation of business licenses for less than three years, or names of enterprises which have been 
deregistered due to other reasons for less than one year ; 

(5) Enterprise names that have been applied for but not approved yet;

(6)  Enterprise names that have been approved but not registered and are still within the validity 
period; and 

(7) Other enterprise names that need to be opened to the public.

Circular 203 also indicates that the ultimate objective of the reform is to cancel the name reservation 
system and to enable applicant enterprises to choose their own names. 

REVISED GUIDANCE ON CUSTOMS AUDITS

In our previous newsletter, it is mentioned that the State Council released Order 670 on the revised 
regulations on Customs inspection. On September 26, 2016, the General Administration of Customs 
released a more comprehensive circular titled Implementing Measures for the Regulations of the People’s 
Republic of China on Customs Inspections (“Circular 230”) to provide clarifications on the new Customs 
audit procedures under Order 670.

Among others, the following points covered by Circular 230 might trigger attention of taxpayers inside 
and outside of China:

 ■ Targets that may be subject to Customs audits have been expanded to include consignors and 
consignees of goods who are not the importers or exporters of record. Under Order 670, these 
parties were not listed as targets for Customs audit, and traditionally, those parties that do not 
attend to customs for import/export declarations generally would not be subject to Customs 
administration. 

 ■ Pursuant to Article 24 of Circular 230, it is expressly stated that professional assessments by third 
parties such as accounting and tax firms can be used for reference by the customs authorities in 
audit cases. 

 ■ Following the voluntary reporting formalities introduced by Circular 670, Circular 230 further 
provides that following circumstances shall not be deemed as voluntary reporting if:

 – the customs authority is aware of the illegal clues prior to the entity’s self-reporting;

 – the customs authority has notified the entity under inspection to undergo inspection prior to the 
entity’s self-reporting; or

 – the content of the entity’s self- reporting is significantly inaccurate or conceals other illegal 
actions.

 ■ For the service of customs inspection documents, if the audit target refuses to accept the official 
documents served by Customs, Customs may complete the service by leaving the refused customs 
inspection documents at the place of the recipient’s place of business. Specifically, the documents 
may be deemed to be received in the presence of a witness and at least two customs officials with 
proper explanation, or by recording the evidence via photo(s) or video(s).

This Circular 230 has become effective on November 1, 2016 and the old regulations under Circular 79 
would be repealed accordingly.
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HONG KONG



www.dlapiper.com | 11

 CONSULTATION ON MEASURES TO COUNTER BASE 
EROSION AND PROFIT SHIFTING LAUNCHED

BACKGROUND

Since June 2016, Hong Kong has joined the inclusive framework for implementation of the package of 
measures against BEPS, together with the Organization for Economic Co-operation and Development 
(“OECD”), the G20, and many other countries and jurisdictions.

The package put forward by the OECD covers 15 action plans to tackle BEPS, which seek to 
improve the coherence of international tax rules, realign taxation with economic substance and value 
creation, and promote a transparent tax environment. The OECD’s top priority is to monitor the 
implementation of four minimum standards, including:-

1.  countering harmful tax practices (Action 5);

2.  preventing treaty abuse (Action 6);

3.  imposing country-by-country reporting requirement (Action 13); and

4. improving the cross-border dispute resolution regime (Action 14).

In a significant development, the Hong Kong Government on 26 October 2016 launched a consultation 
exercise to gather views on implementation of measures by the OECD to counter BEPS of enterprises. 
A 58-page consultation paper for comments was released. Hong Kong agrees with the priority setting 
and relevant measures will be in place to match with these minimum standards including:-

TRANSFER PRICING RULES

The international transfer pricing standard, OECD Model Tax Convention and Transfer Pricing 
Guideline, will be incorporated in Hong Kong’s legislative framework. The transfer pricing regulatory 
practices will require enterprises operating in Hong Kong to transact with their associated enterprises 
at arm’s length.

Currently, the Inland Revenue Ordinance (“IRO”) and the Departmental Interpretation and Practice 
Notes are constantly relied on to deal with transfer pricing issues. Very often these sources are not 
comprehensive enough, hence problems such as lack of clarity and certainty arise. The major objective 
for codifying the transfer pricing rules is to enhance clarity and certainty. 

TRANSFER PRICING DOCUMENTATION AND COUNTRY-BY-COUNTRY (“CBC”) 
REPORTING REQUIREMENT 

The Consultation Paper adopts the OECD’s recommended three-tiered documentation structure, 
comprising a master file, local file and CbC report.

Taxpayers who satisfy any two of the following three conditions are exempt from preparing master file 
and local file to reduce undue compliance burden:

1. Total annual revenue not more than HK$100 million;

2. Total assets not more than HK$100 million;

3. No more than 100 employees.

Penalty provisions are also suggested in the Consultation Paper if taxpayers fail to comply with the 
requirements relating to the master file and the local file or to submit the CbC reports without 
reasonable excuse.

The Hong Kong Government plans to require multinationals enterprises to file their first CbC report 
in 2019, in order to match with the scheduled review of the OECD in 2020.
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MULTILATERAL INSTRUMENT (“MLI”)

The purpose of MLI is to modify all existing CDTAs and implement tax treaty-related BEPS measures in 
a synchronised and efficient manner, preventing the grant of treaty benefits in circumstances of ‘treaty 
abuse’ or ‘treaty shopping’.

In relation to the assessment of treaty abuse, the Hong Kong Government is more inclined to adopt the 
principal purpose test i.e. to assess whether one of the principal purposes of an arrangement was to 
obtain treaty benefits in a manner that is inconsistent with the object and purpose of the relevant treaty 
provisions. However, this will still be subject to negotiations between treaty partners due to fairness and 
equity reasons.

IMPACT

Meeting international standards will inevitably involve changes in the tax system of Hong Kong. 
The simple territorial-based tax regime has attracted international investors over the years. IRD 
emphasized that Hong Kong should not compromise its simple and low tax regime in the process of 
aligning with the BEPS package. Therefore, it is important to draw up pragmatic strategies to strike 
a balance with the OECD requirements.

The two-month consultation ended on 31 December 2016. As the implementation timetable for BEPS 
is very tight and ambitious, the Hong Kong Government’s current target is to introduce the relevant 
amendment bill(s) into the Legislative Council in mid-2017 in order to meet the OECD timeframe.

 JAPAN AND UK, OUR FIRST AEOI PARTNERS
As readers may recall, Hong Kong has enacted its legislation for automatic exchange of financial account 
information in tax matters on 30 June 2016. Under the newly enacted regime, from 1 January 2017 
onwards, financial institutions in Hong Kong will be required to identify reportable accounts and 
transmit information to IRD in time for the first AEOI to occur in 2018. 

Since Hong Kong has committed not to entering into multilateral AEOI, all exchanges will be on a 
one-to-one basis. As such, before 2018, Hong Kong will be committed to negotiating and entering into 
bilateral competent authority agreements with partner jurisdictions before any information can be 
exchanged under the AEOI. IRD expects existing tax agreements partners will be the first jurisdictions 
with whom it will establish the required framework to proceed with AEOI. 

As expected, IRD has thus recently signed bilateral CAAs with Japan and the United Kingdom. 
Japan and the United Kingdom have now been put into a list of “reportable jurisdictions” under the IRO. 
The Notice also puts a list of “participating jurisdictions” under the IRO, which includes all jurisdictions 
committed to adopting AEOI by 2018 (i.e. 100 jurisdictions excluding Hong Kong).
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HONG KONG-SOUTH KOREA & HONG KONG-
ROMANIA CDTA IN FORCE

(A) HONG KONG-SOUTH KOREA CDTA

The Hong Kong-South Korea CDTA came into force on 27 September 2016 after Hong Kong and 
South Korea had completed their ratification procedure. 

The CDTA is effective from 1 January 2017 and applies to Hong Kong taxpayers in respect of any year 
of assessment beginning on or after 1 April 2017. Its provisions are summarized as below: 

1.  A permanent establishment (“PE”) is a building site or construction, assembly, or installation 
project or supervisory activities in connection if such site, project or activities last more than 
twelve months. There is no “service PE’ definition and exemption. Services performed by a resident 
of one Contracting Party may become taxable in the other Contracting Party.

2.  There is an exemption or reduction of tax (10% or 15%) on dividends, interest and royalties when a 
passive income is received by a Hong Kong resident as the beneficial owner. There is no withholding 
tax on dividends and interest received from Hong Kong by a South Korean resident (unless royalties 
on certain intellectual properties received from Hong Kong by a South Korean resident, in such 
case, the rate is 4.95%). A taxing right to South Korea on capital gain arising in South Korea is also 
provided while gains derived from the alienation of ships or aircraft operated in international traffic 
or movable property in connection with the operation of such ships or aircraft will be taxable in 
the jurisdiction of the resident. 

3.  A resident may present its case within three years from the first notification of the action resulting 
in a double taxation. 

(B) HONG KONG-ROMANIA CDTA

Apart from the Hong Kong-South Korea CDTA, Hong Kong has also made progress with Romania. 
On 9 December 2016, CDTA between Hong Kong and Romania came into force on 21 November 2016 
after the completion of ratification procedures on both sides. The CDTA applies to income derived on 
or after 1 January 2017. 

We set out below the key points of the CDTA: 

 ■ A PE is defined as a building site or construction, or installation project only if it lasts more than 
twelve months. Thus, it does not include a “service permanent establishment” definition which 
may lead to consider that even if consultancy services may be performed in Romania for more than 
183 days, the Hong Kong resident will not be liable to tax in Romania as long as its presence does 
not constitute a fixed place or an agency PE in Romania. The other advantage this treaty offers 
is that the Hong Kong resident will not be subject to withholding tax levied on commissions and 
services rendered in Romania since the treaty overrides the domestic tax law. 

 ■ Capital gains are exempt from tax under the treaty when they are derived by a Hong Kong resident 
investor on the disposal of shares in a Romania entity, unless the shares being disposed of are in 
respect of a company which derives more than 50% of its asset value directly from immovable 
property situated in Romania.
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 ■ A resident of either jurisdiction may present his/her case within three years from the first notification 
of the action resulting in a double taxation. 

 ■ A Hong Kong resident as beneficial owner receiving income from Romania would be taxed as follows : 

Tax rate/Passive 
income

Dividends Interest Royalties

Statutory 
withholding rate

16%1 and 5 16%1 and 3 16%1

Reduced rate under 
the treaty

0/3/5%2 0%4 3%

1   Pursuant to provisions of EU Directives, payments of dividends, interest and royalties are exempt from withholding tax 
when the payment is made by a Romanian Company to another company resident in an EU Member State. 

2  0% rate applies when the dividend is paid to the Hong Kong Government, the Hong Kong Monetary Authority, the Exchange 
Fund or a financial institution wholly or mainly owned by the Hong Kong Government and mutually agreed upon by the 
competent authorities of the contracting parties.

   3% rates applies when the dividend is paid to a company other than a partnership which holds directly at least 15% of the 
capital of the company paying the dividends. 

  5% applies to the other cases.

3  No withholding tax would be levied on interest to public debt instruments issued by the State (Government and municipal 
bonds included) denominated in local and foreign currency or instruments issued by the National Bank of Romania with 
the purposes of reaching monetary policy objectives, and on interest paid to EU pension funds (as defined according to the 
legislation of the EU Member States or the European Free Trade Association (EFTA) States). 

4  0% rate applies when Hong Kong levies no withholding tax on interest. In case where Hong Kong levies withholding tax on 
interest in future, the rate will be capped at 3%. 

5  Under domestic tax law of Romania, no withholding tax would be levied on dividends paid to EU pension funds as defined in 
the EU Member States or the EFTA States. 
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TAXPAYERS CONVICTED FOR FALSELY CLAIMING 
CONCESSIONARY DEDUCTIONS AND EXPENSES

On 26 September 2016, a couple was sentenced to immediate imprisonment of ten weeks and three 
weeks respectively for tax evasion. 

IRD randomly conducts checks on deductions claims. This is because home loan interest (“HLI”) 
is only deductible provided that the loan is secured by a mortgage or charge and that the lending 
institution providing the loan in question is an approved one. Further, expenses of self-education 
(“SEE”) paid for prescribed courses or examination fees paid to specified education providers or 
associations are also tax deductible. The taxpayers in the present case failed to produce sufficient 
evidences for deduction of HLI and SEE in their tax returns for the year of assessment 2005-2006 
to 2010-11. 

For the first taxpayer, the IRD found that the first defendant hasn’t paid any mortgage for one property 
in the years of assessment 2005-06 and 2006-07 and only about fifteen per cent of the HLI claimed 
was paid for the years of assessment 2007-2008 to 2010-11 for the second property. Consequently, 
the total amount of the false deduction for the six years was $875,181 and the total tax evaded was 
$116,941. For the second taxpayer, the total amount of false deduction for the six years was $351,115 
and the total tax evaded was $41,384.

In another case, a taxpayer claimed for SEE and charitable donations deductions amounted to $717,000 
but he could only provide donation receipts of $7,022 and argued the other receipts were lost. 
IRD subsequently found that he had made total donations of $7,602 for the relevant years, meaning the 
total amount of the false deduction claims was $709,398. As a result, the taxpayer was convicted on 
30 November 2016 of providing false statements in tax returns related to claims for SEE and approved 
charitable donations for the years of assessment 2004-05 to 2010-11. 

CONSIDERING PUTTING YOUR CORPORATE 
TREASURY ACTIVITIES IN HONG KONG?

As readers may recall from our November/December 2015 issue, the Inland Revenue (Amendment) 
(No. 4) Bill 2015 contained the amendments seeking to enhance the interest deduction rules for 
intra-group financing business and introduce concessionary profits tax rate for corporate treasury 
centres. The bill was passed by the Legislative Council on 26 May 2016. The IRD has recently issued a 
Departmental Interpretation and Practice Notes (No. 52) (“DIPN”) to explain the application of the 
relevant new provisions in the IRO.

Below is a brief summary of the current tax treatment of intra-group financing business in Hong Kong:-

DEEMING PROVISION FOR PROFITS FROM INTRA-GROUP FINANCING BUSINESS

If a corporation carries on intra-group financing business in Hong Kong (i.e. business of the borrowing 
of money from and lending of money to its associated corporations), interest income arises through 
or from such intra-group financing business is deemed to be taxable, even if the loan was initially made 
available outside Hong Kong.

According to the DIPN, generally a corporation will be seen as carrying on an intra-group financing 
business if:

(a) the corporation has not less than four borrowing or lending transactions each month; 

(b) each borrowing or lending transaction exceeds $250,000; and 

(c)  borrowing or lending transactions are with not less than four associated corporations in the 
relevant basis period. 
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Corporations extending any credit to its associated entities should pay special attention to this new 
provision. Once the corporation is deemed to be carrying on an intra-group financing business and its 
relevant operation is in Hong Kong, all its interest income will be taxable in Hong Kong. In such case, it 
is no longer open to the corporation to argue that the credit was provided offshore and therefore the 
interest income is sourced offshore. 

DEDUCTION OF INTEREST

On the other side of the coin, corporations carrying on in Hong Kong an intra-group financing business 
may claim deduction in respect of interest payable by it on money borrowed from a non-Hong Kong 
associated corporation. There are two preconditions to the deduction: 

(a)  the lending corporation is, in respect of the interest, subject to a similar tax in a territory outside 
Hong Kong at a rate that is not lower than the reference rate (i.e. 16.5% or 8.25% if the borrowing 
Hong Kong corporation is a Corporate Treasury Centre (see below)); and 

(b)  the lending corporation is not obliged to pass that interest to any other person under contract or 
law, unless the obligation arises as a result of an arm’s length transaction.

The IRD would consider the effective tax rate levied on the interest income and compare that to the 
reference rate. The DIPN has set out multiple examples to elaborate on the calculation of effective tax 
rate.

The new deduction rule also comes with two specific anti-avoidance provisions: 

(a)  if there is an arrangement under which interest will be paid to a related person who pays profits 
tax in Hong Kong or a similar tax outside Hong Kong at a rate lower than the reference rate, the 
deduction will be restricted; and 

(b)  if the main purpose, or one of the main purposes, of the borrowing of money by a corporation 
from its non-Hong Kong associated corporation is to utilise a loss to avoid, postpone or reduce any 
liability, no deduction is to be allowed in respect of the interest payable on that money borrowed by 
the corporation.

CONCESSION FOR CORPORATE TREASURY CENTRE (“CTC”)

Qualifying profits of a qualifying CTC will now be charged to tax at one-half of the normal rate i.e. at a 
discounted rate of 8.25%. To enjoy such concession, a corporation needs to satisfy all criteria below as 
well as making an irrevocable election in writing.

In general, to qualify as a CTC under the IRO, a corporation shall either:

(a)  be a dedicated CTC – the corporation shall carry out in Hong Kong one or more corporate treasury 
activities and has not carried out in Hong Kong any profits-generating activity other than a corporate 
treasury activity; or 

(b)  satisfy the safe harbour rules – the corporation shall maintain its corporate treasury profits (“CTP”) 
percentage and corporate treasury assets (“CTA”) percentage at 75% or above. 

The central management and control of the corporation has to be exercised in Hong Kong. Further, 
the activities that produce its qualifying profits in that year shall be carried out in Hong Kong by the 
corporation, or arranged by the corporation to be carried out in Hong Kong.

Assessable profits of a qualifying CTC from any qualifying lending transaction or qualifying corporate 
treasury transaction with its non-Hong Kong associated corporation, or from qualifying corporate 
treasury services provided to its non-Hong Kong associated corporation, will be subject to the 
discounted rate. Nevertheless, if the paying corporation is claiming deduction on the relevant sum in 
Hong Kong, such portion of the profits will be subject to the normal profits tax rate.
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NEW MATERIALS ON AEOI

As mentioned in our previous newsletter (June-August 2016), an amendment to IRO was gazetted on 
30 June 2016 and the first exchange on information will take place in 2018. 

On 9 September 2016, the IRD published new materials on AEOI in Hong Kong. The new materials 
provide the following: 

1.  A Guidance for Financial Institutions delivers a practical approach of the requirements to be 
fulfilled under Hong Kong AEOI legislation. However, it does not cover all of the AEOI legislation 
and therefore, should be read alongside with the related legislation. It should be noted that the 
Guidance allows Financial Institutions to collect account holders’ place of birth information even if 
under Hong Kong AEOI legislation, this information is not an obligation to be obtained. 

2.  Self-certification sample forms are provided for reference and adoption by Hong Kong Financial 
Institutions. The forms include a self-certification form for individuals, a self-certification form 
for entities and a self-certification form for controlling persons of Passive Non-Financial Entities 
(“Passive NFEs”). The samples are slightly different from the OECD’s form.

3.  Financial Account Information Return XML Schema and User Guide clarifies the specified format 
of the information to be reported by Financial Institutions. The data schema is OECD’s CRS XML 
Schema and the report of financial shall be completed in respect of the User Guide.

4.  AEOI Pamphlets highlight the main features of the AEOI legislation.

5.  Frequently Asked Questions provides 31 items about the five following topics: Hong Kong’s 
Commitment to AEOI, persons affected by AEOI, AEOI Requirements on Financial Institutions, 
and AEOI effective implementations. 

HKIRD ANNUAL REPORT 2015-2016

 Based on the 2015-2016 Annual Report, the IRD showed a total revenue collection of $291.3 billion 
in 2015-2016, the second highest record over the years. However, this score represents a decrease of 
10.6 billion lower than last year. In this regard, six main points of the report are summarized as below: 

1.  Profits tax and salaries tax: The amount of earnings and profits tax assessed increased by 
$5.5 billion (2.7%) compared to the previous year. $139 billion of profits tax has been assessed in 
2015-2016 which is an increase of 5.1% compared to the previous year. As for salaries tax, the number 
of tax assessments made during 2015-2016 increased by 1.7%, yet, the total amount of salaries tax 
assessed decreased by 2.3% compared to the previous year.

2.  Property Tax: The standard rate of 15% remained unchanged. The number of assessments and 
property tax assessed increased (+4.5% for tax assessments and +3.1% for tax assessed).

3.  Stamp Duty: Stamp duty made up to 21.5% in the total revenue collection while profits tax and 
salaries tax contributed to 68% of the total revenue collection. On the other hand, stamp duty 
collection from immovable property has decreased significantly (-42% according to IRD’s recording 
compared to 2014-2015) due to the decrease of immovable property transactions.

4.  Tax Treaty Network: As at 31 March 2016, Hong Kong has signed CDTAs with 34 jurisdictions, and 
more recently tax information exchange agreements, with Denmark, the Faroes, Greenland, Iceland, 
Norway, Sweden, and the United States. Regarding Hong Kong’s commitments to the international 
standard on exchange of information, it has entered into CDTA with appropriate partners since 2014. 

5.  Tax Reserve Certificate (“TRC”): Taxpayers may purchase a TRC when they intend to raise an 
objection to a tax assessment or when they wish to save for the payment of their future tax liabilities. 
The IRD’s records showed a slight decrease of 0.5% of certificates sold in 2015-2016. 

6.  Refund of Tax: 617,637 tax refund cases were submitted to the IRD, an increase of 15.1% compared 
to the previous year, as a result of overpayment of tax by taxpayers and revision of tax assessments. 
The total amount of refunds was $14.77 billion, representing an increase of $2.99 billion or 25.4% 
compared to the previous year. 
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PROFITS TAX – COURT – FREE COMPANY 
AMALGAMATION 

AMALGAMATION AND IRD TAKE TWO?

In line with our previous newsletter (July-August 2016), IRD has clarified the rules on court-free 
amalgamation of companies by providing more guidelines. Taxpayers should consider these guidelines 
even though they are not legally binding, as IRD’s assessors will generally refer to them. 

Tax treatment will differ on the basis where the amalgamation is executed with the sale of assets of 
the amalgamating company or without the sale of assets of the amalgamating company. Where the 
amalgamation is with a sale of assets, provisions related to sale of assets will apply to the amalgamation 
whereas when the amalgamation is without a sale of assets of the amalgamating company, for profits 
tax purposes, the amalgamating company is treated on the day immediately before the amalgamation as 
having ceased to carry on its trade or business or profession and realized its trading stock in the open 
market. As for the amalgamated company, it is treated on the date of amalgamation as having continued 
to carry on the trade (or business, or profession) of the amalgamating company by way of succession. 

Further, tax treatments for court-free amalgamation allow the amalgamated company to deduct its tax 
losses to set off against profits derived from the trade or business succeeded from the amalgamating 
company if specific conditions (summarized as below) are successfully fulfilled: 

Set off against amalgamated company’s profits from

Tax loss brought 
forward from

Business succeeded from 
amalgamating company

Amalgamated company’s own 
business

Amalgamating 
company

Same trade test No deductions allowed

Amalgamated 
company

1.  Financial resources test;

2.  Trade continuation test; and

3.  Post entry test.

Deductions allowed according to 
usual profits tax rules

THE SAME TRADE TEST 

The same trade test requires one to compare the trade or business actually carried on by the 
amalgamating company in the year of assessment in which it was making the tax losses in question and 
the trade or business carried on by the amalgamated company, from which the profits derived are to be 
set off by such tax losses. IRD has issued three examples regarding the meaning of the word “same”. 

The trade of same products and similar mode of operations even with different customer bases can 
successfully pass the same trade test. On the contrary, the business of acquiring and developing property 
for sale would not be considered as identical as the business of acquiring and developing property for 
leasing even if the property site is the same. The third example is more controversial. The same trade 
test would not be passed when an amalgamated company converted the premises where the Japanese 
restaurant was located into an Italian restaurant, whereas the test would successfully be passed if 
the amalgamated company continued to own and operate the Japanese restaurant but converted half 
premises into a restaurant serving Italian food. 

FINANCIAL RESOURCES TEST

Amalgamated company shall have adequate financial resources (including cash, liquid assets, and capital) 
to purchase the trade or business of the amalgamating company other than through amalgamation. IRD 
may consider the ability of the amalgamated company to raise funds from third parties having regard to 
its own credit rating. 
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TRADE CONTINUATION TEST

Until amalgamation, the amalgamated company is required to carry on its trade or business. 

POST ENTRY TEST

Only tax losses incurred after the amalgamating company and the amalgamated company had become 
wholly owned subsidiaries of the same group are allowed. 

HONG KONG HAS NO PLACE TO IMPOSE TAX OR 
OTHER FEES ON SAME-DAY ROUND-TRIP VISITORS 
TRAVELLING BY LAND FROM MAINLAND CHINA

Hong Kong Legislative Council normally meets every Wednesday to conduct its business and answer 
members’ questions regarding the well-being and welfare of Hong Kong community. Questions may be 
asked at any Council meeting except the first meeting of a term or a meeting at which the President 
is elected or the Chief Executive addresses the Council on the policies of the Government. Replies to 
questions may be given by designated public officers orally or in written form. 

As such, a question was raised to Lai Tung-kwok, Hong Kong’s Secretary for Security: whether the 
Government will consider levying a land and sea departure tax regarding the increase of parallel 
traders who buy stock tax-free in Hong Kong and resell on the Mainland at a profit. 

In a written reply on 23 November 2016, it was stated that there would be no tax or other fees on 
same-day round-trip visitors travelling by land from Mainland-China. Secretary for Security argued that 
since the “one trip per week” measure, the number of same-day visitors from the Mainland has been 
descending. However, Hong Kong government will consider various enforcement measures if needed 
to crack down on parallel trading activities. 

FLAT RATE OF 15% AD VALOREM STAMP DUTY

In November 2016, the Government introduced another drastic measure to curb the residential 
property bubble from worsening. The Government decided to amend the Stamp Duty Ordinance to 
introduce a flat rate of 15 per cent for ad valorem stamp duty (“AVD”) chargeable on transactions for 
residential property in replacement of the existing AVD rates of Scale 1 (the doubled AVD rates of up 
to 8.5 per cent) and Scale 2 (the lower AVD rate of up to 4.25%).

Thankfully, the new AVD rate will not affect existing exemptions provided under the existing AVD 
regime. The refund mechanism under the existing regime is to be retained. More significantly, 
a Hong Kong permanent resident who is acting on his/her behalf and does not own any other 
residential property in Hong Kong at the time of acquisition will continue to be entitled to a lower 
rate under Scale 2. 
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DIPN 6 – UPDATE OF THE RIGHT OF APPEAL AGAINST 
TAX ASSESSMENTS

DIPN No. 6 was recently updated in response to the legislative changes to the rights of appeal against 
tax assessments. Starting from April 1, 2016, a taxpayer who wishes to dispute against an assessment can 
apply directly to the Court of First Instance for leave to appeal against the IRD’s decision on a matter of 
law. If the court grants leave to appeal, it will hear and determine the substantive issues of the appeal. 
If the court refuses to grant leave to appeal, the taxpayer may then make an application for leave to the 
Court of Appeal. Since the changes apply to cases delivered on and after April 1, 2016, previous cases 
would still be processed under the previous practice of appeal by case stated. 

NEWLY PUBLISHED ADVANCED RULING CASE NO. 60

The Commissioner declined to make a ruling on: whether the distribution of investment portfolios from 
a British Virgin Islands company to two Hong Kong corporate applicants (“Applicants”) in the form of 
dividend will be excluded from assessable profits under section 26(a) of IRO and whether the interest 
income, dividend and disposal gains to be derived by these Applicants from the investment portfolios will 
be chargeable for profits tax under section 14 of IRO.

The reason behind is that the Applicants have not provided sufficient information and satisfactory 
explanation for the Commissioner, as the proposed arrangement is unduly complicated and difficult to 
comprehend. 

The Applicants also claim that the parties involved are unrelated. However, the facts do not support 
such claim because there is no information showing that the Applicants have sufficient funds to finance 
the acquisition of the British Virgin Islands company. The Commissioner is not convinced that the 
arrangement was set up for the commercial reasons given in the application. The implementation hinges 
on the obtaining of a favourable tax ruling, as the beneficial owners, employee bases, management of 
investment portfolios and underlying securities are all outside Hong Kong.

Moreover, all parties in this arrangement were incorporated or operated in offshore jurisdictions which 
impose minimal amount of tax and may not require the preparation of audited financial statements. 
This ruling confirms IRD’s stance of not helping with tax planning reflected in paragraph 13 of DIPN 
No. 31 on Advance Rulings.
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COUNTRY-BY-COUNTRY REPORTING

As mentioned in our previous newsletter (September-October 2016), Hong Kong had agreed to make 
as its top priority CbC Reporting Requirement (one of the minimum standards formulated by the 
OECD to counter BEPS). As such, a multinational enterprise group (“MNE Group”) is required to file 
a CbC report when it fulfills the following conditions: 

 ■ the consolidated group revenue for the preceding accounting period is at least EUR750 million (or 
HK$6.8 billion); and 

 ■ the group has constituent entities or operations in two or more jurisdictions.

IRD has clarified the CbC reporting by publishing new guidelines summarized as below: 

 ■ Reporting entities: ultimate parent entity in its jurisdiction of tax residence is required to file the 
CbC report. In case where its jurisdiction neither requires CbC reports nor has a QCAA in place in 
another tax jurisdiction, the group may authorize a constituent entity as its sole surrogate to fulfill 
the CbC report requirement.

 ■ Filing deadline: within 12 months after the end of the relevant accounting period.

 ■ Implementation in Hong Kong: government has released a consultation paper on the 
implementation of measures by the OECD to counter BEPS on 26 October 2016. The consultation 
ended on 31 December 2016. MNE will be required to file CbC reports for accounting periods 
commencing on or after 1 January 2018.

 ■ Transitional arrangement: since other tax jurisdictions have already introduced CbC reports 
requirements, Hong Kong will allow parent entities to fulfill their CbC reporting in those jurisdictions 
for the accounting periods from 1 January 2016 and 31 December 2017 by filing CbC reports to the 
IRD for exchange with other tax jurisdictions. Parent entities may do so if the following conditions 
are fulfilled :

 – the required legal framework will have been put in place in Hong Kong by 31 December 2017;

 – QCAAs will have come into effect between Hong Kong and the tax jurisdictions concerned by 
31 December 2017;

 – the Department has been notified that the CbC reports will be filed by the deadline which is to 
be provided under the legal framework; and

 – the competent authorities of the tax jurisdictions in which the constituent entities are resident, if 
required, have been notified that the CbC reports will be filed to the Department by the deadline 
prescribed under the domestic legislation of the jurisdictions.
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