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	LEARNING OBJECTIVES

1.
Compare and contrast the tax treatment for residents and non-residents.
2.
Explain the methods used by the IRD in assessing a non-resident person to tax in HK.

3.
Explain what is meant by an agent of a non-resident person.

4.
Calculate the amount of tax which is to be withheld by a HK resident from payments made to non-residents.

5.
Explain and apply DIPN 17 (Revised) and DIPN 30 (Revised).

6.
Explain the exemption for offshore funds.

7.
Explain and apply DIPN 43 (Revised).
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List of Important IRO Sections and Cases
	Section
	Description

	s. 20
	Business with closely connected resident persons

	s. 20A
	Assessments on HK agents and non-resident persons and goods on consignment

	s. AB, AC, AD and AE
	Exemption for offshore funds

	s. 20B
	Withholding obligations on resident persons paying or crediting certain payments to non-resident persons

	s. 70AB
	Revision of assessment due to exemption for offshore funds


	Reference
	Issues Considered

	DIPN 17
	The taxation of persons chargeable to profits tax on behalf of non-residents

	DIPN 30
	Profits tax: s. 20AA – Persons not treated as agents

	DIPN 43
	Profits tax exemption for offshore funds


1.
Non-Residents
1.1
Meaning of non-resident
1.1.1
The IRO does not contain any definition of a “non-resident person”. Section 41(4) defines the meaning of “permanent resident” and “temporary resident” for personal assessment purposes.

1.1.2
For the purposes of s. 20A and s. 20B, the IRD has accepted that the term “non-resident” refers to a person who has no permanent business presence in HK (DIPN 17, para. 8).
1.2
Assessing a non-resident person’s liability

1.2.1
There are three alternative methods of assessing a non-resident person’s liability to tax in HK:

	Section
	Method of Assessment

	s. 20A
	Direct assessment on the non-resident person

	s. 20A
	Assessment raised in the name of the non-resident person’s agent in HK

	s. 20B
	Assessment raised in the name of any person in HK who has directly or indirectly paid or credited a non-resident person who is entitled to receive payment of royalties or license fees from HK, or who is an entertainer or sportsman and has performed in HK.


1.2.2
Pursuant to IRR 5, the profits of the HK branch of a person whose head office is situated elsewhere than in HK, will be ascertained as follows:
(a)
If the records of the branch are readily available to arrive at the profit figure of the branch, the assessable profits of the branch may be computed with such records.

(b)
If the records of the branch are not readily available to arrive at the profit figure of the branch, the assessable profits of the branch may be computed with the following formula:

	HK branch’s profits =
	Worldwide profit ×
	HK branch turnover

	
	
	Worldwide turnover


(c)
If the assessor is of the opinion that it would be impracticable or inequitable to adopt the aforesaid two methods, he/she may compute the amount of the profits arising in or derived from HK on a fair percentage of the turnover of the branch in HK.
1.2.3
Similarly, pursuant to IRR 3, the profits of the HK branch of a bank whose head office is situated elsewhere than in HK, will be ascertained as follows:

(a)
where accounts are kept which disclose the true profits arising in or derived from HK, those accounts will be adopted and adjusted in accordance with the provisions of the IRO;
(b)
where accounts do not disclose the true profits arising in or derived from HK or accounts are not kept:

	Assessable profit =
	Adjusted Worldwide profit ×
	HK assets

	
	
	Worldwide assets


(c)
where the assessor is of the opinion that it would be impracticable or inequitable to adopt (a) or (b) above, he may estimate the assessable profits of the branch.
1.2.4
If the person disagrees with the assessment raised by the assessor under IRR 3 or 5, he might lodge an objection under s. 64(1).
2.
Withholding Obligations on HK Agents
2.1
Recovery of tax through agent

2.1.1
A non-resident company need not establish a presence in HK in order to trade in HK. It may trade in HK through an agent. If the profits from such trading have a HK source (e.g. in the case of buying and selling of goods where the contracts are effected in HK), the profits are taxable.
2.1.2
A non-resident is chargeable in the name of its agent whether such agent has the receipt of the profits or not. The tax so charged shall be recoverable out of the assets of the non-resident person or from the agent (s. 20A(1)).

2.1.3
The agent is required to retain, out of the non-resident’s assets in his possession or control, money to pay the tax and he is indemnified by law for such acts (s. 20A(2)).

2.1.4
It also applies to goods on consignment.

2.2
Meaning of agent
2.2.1
An agent of a non-resident person includes:

(a)
the agent, attorney, factor, receiver or manager in HK of such a non-resident; and

(b)
any person in HK through whom the non-resident is in receipt of any profits or income arising in or derived from HK (s. 2(1)).

2.3
Selling goods in HK through agent

2.3.1
A non-resident selling goods in HK through an agent (e.g. sale by consignment) is subject to profits tax by virtue of s. 14 (contracts effected in HK, Hang Seng Bank case).
2.3.2
The agent is required to:

(a)
furnish a quarterly return, showing gross proceeds; and

(b)
at the same time, pay the CIR a sum of up to 1% of such proceeds (s. 20A(3)). (In practice, only 0.5% of the gross proceeds is demanded.)
	Example 1

	A Taiwanese company consigns computer games to a HK company for selling in HK. During the current year, sales of the computer games for the first two quarters were as follows:

Quarter 1
$8,000
Quarter 2
$10,000
The HK company is required to submit quarterly returns (BIR 52B) in respect of the above sales to the CIR and remit tax of $40 and $50 respectively to the IRO for the first and second quarters.


2.3.3
The IRO does not stipulate that this 0.5% is the final tax liability. The non-resident principal can produce financial statements to show that his liabilities are less than that demanded (e.g. that he suffers a loss instead of a profit).
3.
Withholding Obligations on Resident Persons Paying or Crediting Certain Payments to Non-resident Persons


(Jun 15)
	3.1
	s. 20B requirements

	
	s. 20B is applicable to a non-resident who is chargeable to profits tax in respect of:

(a)
sums deemed to be trading receipts under s. 15(1)(a), (b) or (ba); or

(b)
sums received in respect of performance in HK by a non-resident entertainer or sportsman (who is a person other than a corporation) of an activity as an entertainer or sportsman in connection with a commercial occasion or event including:
(i)
appearance (出現) in any promotional activity; or

(ii)
participation in any sound recording, film, video, radio, TV, etc.

(s. 20B(2)).

Where s. 20B applies, a non-resident person is chargeable to tax in the name of the HK person who paid or credited sums to him or any other non-resident person. The HK person is required to deduct a sum at the time he or she pays or credits the non-resident person which will be sufficient to meet the non-resident person’s tax liability.

The amounts to be withheld are as follows:

Situation
Tax to be withheld on behalf on a non-resident person

Sums taxable under s. 15(1)(a), (b) or (ba)
Standard rate or corporate profits tax rate on 30% or 100% of the sums (s. 21A).

Sums payable for the performance of a non-resident sportsman or entertainer in connection with a commercial occasion or event
Standard rate or corporate profits tax rate on 2/3 of the sums (s. 21)*.

* In the case of entertainers and sportsmen, the IRD’s practice is to allow the payer to assume that allowable expenses amount to one third of the payments (DIPN 17 (Revised), para 14). The non-resident may claim a larger deduction but he or she must be able to prove that any extra expenses are properly deductible.


3.2
Entertainer or sportsman means a person, other than a corporation, who gives performances in his or her character as entertainer or sportsperson in any kind of entertainment or sport, including any physical activity which the public is permitted to see or hear. It does not matter whether the activity is live or recorded, or whether the public is required to pay for admission.
3.3
Commercial occasion or event (商業場合或事項) is defined to include any description of occasion or event:
(a)
for which an entertainer or sportsman (or other person) might, by virtue of his performance of the activity, receive or become entitled to receive anything by way of cash or any other form of property; or

(b)
which is designed to promote commercial sales or activity by advertising, the endorsement (保證) of goods or services, sponsorship, or other promotional means of any kind.
	Example 2

	A Ltd, a Hong Kong company, has been appointed the organiser of a pop music concert to be staged in Hong Kong in December 2015. A Ltd has appointed another Hong Kong company, B Ltd, as the coordinator of the performances by various overseas artists in the concert. B Ltd has entered into a contract with U Ltd, a company incorporated in the UK, under which U Ltd will procure the performance of a UK based pop star in the concert at a fee of $4,500,000 payable by B Ltd. The fee is to be paid by A Ltd to B Ltd which would then pay the fee to U Ltd. The fee payable by U Ltd to the UK pop star is $3,000,000.
The Hong Kong tax implications are as follows:

The arrangement involves a sum payable in respect of the performance in Hong Kong by a non-resident entertainer in connection with a commercial occasion or event. Section 20B applies. The relevant sum in this case is the fee of $4,500,000 payable by B Ltd to U Ltd, not the sum of $3,000,000 receivable by the non-resident entertainer.
U Ltd, the non-resident person, is chargeable to tax in respect of the fees in the name of the resident person who pays or credits the fee to it, which is B Ltd in this case (s.20B(2)). B Ltd is obliged, at the time it pays or credits the fee to U Ltd, to deduct from the fee a sum sufficient to pay the tax on the fee and B Ltd is indemnified against any person in respect of its deduction of such a sum (s.20B(3)).
In deciding the amount of the sum to be withheld for the payment of tax, the IRD accepts that one-third of the fee payable to U Ltd can be allowed as a deduction for expenses. In other words, two-thirds of the fee would be treated as assessable profits. This arrangement has legal support under s.21 which enables the assessable profits of a non-resident to be computed on a percentage of turnover. However, U Ltd is entitled to make claims for deductions for more than one-third of the fee by producing sufficient evidence.
It should be noted that the amount to be withheld by B Ltd is the tax payable. This means B Ltd has to apply the appropriate tax rate to the deemed assessable profits, in this case 16.5%, as the non-resident, U Ltd, is a corporation. The amount to be withheld is therefore $495,000 ($4,500,000 × 2/3 × 16.5%).


HKICPA (May 2004) (Amended)


4.
Business with Closely Connected Resident Persons


(Dec 16)
4.1
As mentioned in previous chapter, s. 20 is an anti-avoidance section designed to deal with transfer pricing for the purpose of reducing HK tax payable by a HK business.
	4.2
	When s. 20 applies?

	
	s. 20(2) applies where:

(a)
a non-resident person carries on business with a resident person with whom he is closely connected; and

(b)
the course of such business is so arranged that it produces to the resident person either:

(i)
no profits which arise in or derived from HK; or
(ii)
less than the ordinary profits which might be expected to arise in or derive from HK.


4.3
If s. 20 is applicable, the business carried on by the non-resident person in pursuance of the connection with the resident person will be:
(a)
deemed to be carried on in HK; and

(b)
the profits derived by the non-resident therefrom will be assessed in the name of the resident person as if he were the non-resident’s agent (s. 20(2)).
4.4
A person is closely connected with another person if the CIR in his discretion considers that:
(a)
such persons are substantially identical; or

(b)
the ultimate controlling interest of each is owned directly or indirectly by the same person(s) (s. 20(1)(a)).
4.5
In determining the ultimate controlling interest, nominee holdings must be ignored and the beneficial ownership (實益擁有人) ascertained (s. 20(1)(b)).
	CIR v Rico Internationale Ltd. (1965) 1 HKTC 229

	In this case, the CIR relied on s. 61 and s. 16(1) to disallow commission and service charges paid to two closely connected associated companies, one of which was incorporated in HK and the other in the US. Rigby SPJ thought that it was in fact clearly open to the CIR to have acted under s. 20.

In practice, the IRD rarely applies s. 20. The IRD will use other provisions of the IRO instead against the residents in HK to counteract the tax benefits obtained by means of transfer pricing. For example, the IRD applied s. 61 and s. 61A in Asia Master and s. 61A in Ngai Lik instead of s. 20. The IRD may also use s. 16 to restrict excessive expenses to associated non-residents.


	Example 3

	Mr. A is the Managing Director of X Ltd, a manufacturing company established in Country B. He was told by a Hong Kong sales agent, Y Ltd, that one of the consumer products of X Ltd, Product C, could be sold in Hong Kong. He is now considering the following alternatives:
Alternative 1

X Ltd will appoint Y Ltd as its agent in Hong Kong for the distribution of Product C in Hong Kong. Y Ltd will not have a general power to negotiate and conclude contracts on behalf of X Ltd. However, it will occasionally keep a small amount of stock of Product C in Hong Kong for fast delivery to customers. It is responsible for collecting the sale proceeds for remittance to X Ltd by the end of each month. The estimated sales amount of Product C is $5 million each year. Y Ltd will be entitled to a sales commission of 5% on the sales made in Hong Kong.
Alternative 2

A wholly owned subsidiary, Z Ltd, will be established in Hong Kong. X Ltd will sell Product C to Z Ltd in Hong Kong at $20 each (a fair market price). Z Ltd will then sell the products to Hong Kong customers at $30 each. It is expected that Z Ltd will make a trading profit of $2 million each year.
The Hong Kong tax implications of the two alternatives are as follows:

Alternative 1

As Y Ltd does not have general authority nor keep stock, X Ltd has no PE in Hong Kong. Hence, X Ltd is not carrying on any business in Hong Kong and its profits from sale of Product C in Hong Kong are not chargeable to profits tax. However, Y Ltd, being the agent of X Ltd in Hong Kong, is required, under s.20A(3), to furnish quarterly returns to the Commissioner showing the gross proceeds from the sale. Y Ltd is also required to pay 1% (in practice, 0.5%) of the sale proceeds to the Commissioner, which is sometimes called a consignment tax. Therefore, Y Ltd is responsible to retain an amount, which is sufficient to meet the tax liability of X Ltd, before remitting the sale proceeds to X Ltd, and is indemnified against any person in respect of the retention of X Ltd’s assets under s.20A(2).
The 5% commission received by Y Ltd is subject to profits tax as the sales services are performed in Hong Kong.
Alternative 2

X Ltd is not carrying on any business in Hong Kong and its profits from sale of Product C in Hong Kong is not chargeable to profits tax. Although Z Ltd is controlled by X Ltd, it is unlikely that the IRD will invoke s.20 to assess the trading profits of X Ltd in Hong Kong as the price of Product C charged by X Ltd is at fair market price. It is also thought that the IRD may only invoke s.20 when the resident person is selling to a non-resident rather than buying from a non-resident.
Z Ltd is carrying on a trading business in Hong Kong and its profits from sale of Product C in Hong Kong ($2 million) are chargeable to profits tax at 16.5%.

(HKICPA Learning Pack p.375)


5.
Exemption for Offshore Funds (離岸基金)
5.1
Purpose of the amendments

5.1.1
Before the enactment of new law of s. 20AB to AE in March 2006, if a non-resident purchased and sold HK listed stock through a HK broker, he would be treated as carrying on a business in HK. The profit that was derived from the sale of the HK stock was chargeable to HK profits tax.

5.1.2
In order to reinforce the status of the HKSAR as an international financial centre by increasing its attractiveness to offshore fund managers, the Revenue (Profits Tax Exemption for Offshore Funds) Ordinance 2006 was passed on 10 March 2006. The 2006 Ordinance introduced two sets of provisions into the IRO – the exemption provisions and the deeming provisions. The IRD issued DIPN 43 to clarify its practice in this regard.
5.2
Application
5.2.1
Who are applicable?

The new law applies to non-resident individuals and non-resident companies. It does not apply to HK residents. Therefore, it is important for the law to define who are residents and who are non-residents.
5.2.2
Details of new sections inserted in the IRD:
(a)
s. 20AB – Definition of terms

(b)
s. 20AC – Exemption from profits tax

(c)
s. 20AD – Treatment of loss derived from offshore funds

(d)
s. 20AE – Deeming provision for charge of tax on resident shareholders

(e)
s. 70AB – Application of revision of assessment back to 1996/97

(f)
Schedule 15 – calculation of deemed assessable profits under s 20AE

(g)
Schedule 16 – List of specified transactions
5.3
Meaning of non-resident person
5.3.1
Under s. 20AB(3), a non-resident person is a person who is not a resident person. Under s. 20AB(2), a resident person means:
(a)
An individual who

(i)
ordinarily resides in Hong Kong (has a permanent home in Hong Kong where he or his family lives) or

(ii)
stays in Hong Kong for more than 180 days in the relevant year of assessment or more than 300 days in two consecutive years of assessment, one of which is the relevant year of assessment (in counting the number of days, part of a day is treated as one day);

(b)
A company, partnership or trustee of a trust estate whose central management and control is exercised in Hong Kong in the relevant year of assessment.
5.3.2
The central management and control refers to the highest level of control of the business of a company. In general, if the central management and control of a company is exercised by the directors in board meetings, the relevant locality is where those meetings are held. However, the place of board meetings is also not necessarily conclusive.
5.4
Exemption of non-residents’ income from offshore funds



(Dec 12)
(a)
Types of transaction involved
5.4.1
There are three types of transactions involved in the exemption provisions. They are:

(a)
specified transactions;

(b)
incidental transactions; and

(c)
other business.

(b)
Exemption of profits derived from specified transactions

5.4.2
Specified transactions (Schedule 16) are:
(a)
a transaction in securities.

(b)
a transaction in futures contracts.

(c)
a transaction in foreign exchange contracts.

(d)
a transaction consisting in the making of a deposit other than by way of a money-lending business.

(e)
a transaction in foreign currencies.

(f)
a transaction in exchange-traded commodities.
5.4.3
Shares, debentures and the related rights, options, etc. of a private company are specifically excluded from the definition of securities.

5.4.4
If a non-resident carries out specified transactions through specified persons as provided in Schedule 16, no profits tax is payable on the income derived from the offshore funds in respect of the specified transactions by the non-residents under s. 20AC.
(c)
Incidental transactions

5.4.5
The term ‘incidental transaction’ is not defined in the IRO. The word ‘incidental’ will be accorded its common meaning, which should cover the various modes of operation of different offshore funds.
5.4.6
Whether particular transactions carried out by an offshore fund are incidental transactions is a question of fact, which can only be determined by reference to the particular mode of operation of the offshore fund concerned.

5.4.7
Typical incidental transactions include custody of securities, and receipts of interest or dividend on securities acquired through the specified transactions (DIPN 43 (Revised), para 37).
	5.4.8
	5% de minimis (最低限度) rule

	
	(a)
If a non-resident carries out transactions incidental to the carrying out of the specified transactions not exceeding 5% of the total trading receipts from the transactions of the non-resident, no profits tax is payable on the income derived from the offshore funds in respect of the incidental transactions by the non-residents under s. 20AC.

(b)
If the incidental transactions exceed 5% of the total trading receipts from the transactions of the non-resident, the specified transactions remain to be exempt from profits tax while the whole incidental transactions are chargeable to profits tax if they are sourced in HK.


5.4.9
Trading receipts for the purpose of applying the 5% threshold refer to gross receipts that should have been chargeable to tax but for the exemption not taxable. Receipts that all along are non-taxable without relying on the Exemption Provisions (e.g. tax-exempt dividends and interest income) are excluded from applying the 5% threshold.
	Example 4

	A-Fund Ltd is a non-resident company. It had the following business receipts in the year of

assessment 2014/15:

(1)
Dividends from Hong Kong listed companies $300,000

(2)
Receipts from other incidental transactions $260,000

(3)
Receipts from specified transactions $5,000,000
The 5% threshold will be applied by reference to ‘receipts from specified transactions’ and ‘receipts from other incidental transactions’. Dividends, which all along are tax-exempt, will not be taken into account. As the ‘receipts from other incidental transactions’ only represent 4.94% ($260,000 / ($5,000,000 + $260,000)) of the total receipts, the ‘receipts from other incidental transactions’ together with the ‘receipts from specified transactions’ will be exempt from profits tax.
If the amount of ‘receipts from other incidental transactions’ is $270,000, the 5% threshold will be exceeded ($270,000 / ($5,000,000 + $270,000) = 5.12%); and the ‘receipts from other incidental transactions’ will be chargeable to profits tax. However, the ‘receipts from specified transactions’ will remain tax-exempt.

(HKICPA Learning Pack, p. 378)


(d)
Loss sustained by tax-exempt offshore funds
5.4.10
Profits from the specified transactions are exempt from tax. As a matter of symmetry, losses sustained by a tax-exempt offshore fund from the specified transactions in a year of assessment are not available for set off against any of its assessable profits for any subsequent years of assessment (s. 20AD and DIPN 43 (Revised), para. 41).

(e)
Loss of exemption right due to other business

5.4.11
If a non-resident carries out other business which fall outside the scope of Schedule 16, he will not be entitled to the exemption of tax on the income derived from offshore fund under s. 20AC.

5.4.12
However, the IRO and DIPN 43 does not provide the meaning of other business, and there is no clear distinction between what activities will be considered “incidental” and what activities will be considered “other business”.
5.5
The deeming provisions (anti-avoidance provisions)



(Dec 12)
(a)
Anti-avoidance provisions

5.5.1
To prevent resident persons taking advantage of the exemption by investing through non-resident entities, anti-avoidance provisions are introduced as s. 20AE and are effective from the year of assessment 2006/07 onwards.
	5.5.2
	s. 20AE

	
	Under ss. 20AE(1), (2) and (3), a resident person who:

(a)
alone or jointly with his associates, holds direct and/or indirect beneficial interest of 30% or more in a tax-exempt offshore fund; or

(b)
holds any percentage in a tax-exempt offshore fund if the offshore fund is his associate;
will be deemed to have derived assessable profits in respect of the trading profits earned by the offshore fund from specified transactions and incidental transactions carried out by the offshore fund in Hong Kong; regardless of whether the resident person has received any profit distribution from the offshore fund (s. 20AE(4)).


5.5.3
The deeming provisions will not apply to a resident person:
(a)
where the offshore fund is a fund authorized by the Securities and Futures Commission; or

(b)
if the CIR is satisfied that beneficial interests in the offshore fund are bona fide widely held (s. 20AE(8)).

5.5.4
The term ‘bona fide widely held’ is not defined in the IRO. The ‘bona fide widely held’ requirement is satisfied if, at no time during the year of assessment in question:

(a)
Fewer than 50 persons hold (or have the right to become the holders of) all of the units or shares in the offshore fund; and

(b)
Fewer than 21 persons hold (or have the right to become the holders of) units or shares that entitle the holders, directly or indirectly, to 75% or more of the income or property of the offshore fund (DIPN 43, para 64).
(b)
Determining the direct beneficial interest

5.5.5
In Schedule 15, the extent of a resident person's direct beneficial interest in a non-resident person is determined as follows:

(a)
The percentage of the issued share capital held by the resident person (where the non-resident person is a corporation);

(b)
The percentage of the profits of the partnership to which the resident person is entitled (where the non-resident person is a partnership); or

(c)
The percentage in value of the trust estate in which the resident person is interested (where the non-resident person is a trustee of a trust estate).
5.5.6
A fund manager of an offshore fund may hold non-profit participating shares for the sole purpose of managing the offshore fund. To apply the deeming provisions fairly to a fund manager or other persons holding such non-profit participating shares, DIPN 43 (Revised) (para 49) states that the issued shares of a corporation that do not entitle their holders to receive dividends, whether in cash or in kind, and a distribution of the corporation’s assets upon its dissolution (other than a return of capital), are excluded in computing the percentage of the issued share capital of the corporation held by a person (s.20AB(9)).
	Example 5

	B-Fund Ltd has 10,000 issued shares, out of which 500 shares are ‘management shares’ which entitle their holders to special management rights but not dividends or distributions of assets upon dissolution. L Ltd, a resident fund management company, was appointed as B-Fund Ltd’s fund manager and the 500 ‘management shares’ were allotted to it. L Ltd also acquired further 1,500 issued shares of B-Fund Ltd.
The extent of L Ltd’s direct beneficial interest in B-Fund Ltd is computed as:
= 1,500 / (10,000 – 500) × 100% = 15.79%
The 500 “management shares” are excluded in ascertaining L Ltd’s beneficial interest in the fund.


(HKICPA Learning Pack, p.379)


(c)
Determining the indirect beneficial interest
5.5.7
In Schedule 15, the extent of a resident person's indirect beneficial interest in a non-resident person is determined as follows:

(a)
Where there is one interposed person (中間人), by multiplying the percentage of the resident person’s beneficial interest in the interposed person by the percentage of the interposed person’s beneficial interest in the non-resident person; or

(b)
Where there are a series of two or more interposed persons, by multiplying the percentage of the resident person’s beneficial interest in the first interposed person by the percentage of the first interposed person’s beneficial interest in the next interposed person and so on; and finally by the percentage of the last interposed person’s beneficial interest in the non-resident person.
5.5.8
In determining the extent of beneficial interest, both direct and indirect beneficial interests as well as beneficial interests held by associates (whether resident or non-resident) are taken into account.
	Example 6

	M Ltd, a resident company, directly holds 20% of the issued shares of C-Fund Ltd, a tax-exempt offshore fund. Through other companies, M Ltd also indirectly holds 15% of C-Fund Ltd.
The deeming provisions will apply to M Ltd. Its direct and indirect beneficial interests in C-Fund Ltd (20% + 15% = 35%) exceed the ‘30% or more’ threshold. Hence, 35% of the exempt profits of C-Fund Ltd will be deemed to be the assessable profits of M Ltd.

(HKICPA Learning Pack, p.380)


	Example 7

	N Ltd and O Ltd are resident companies with the same holding company. They hold 20% and 25% respectively of the issued shares of D-Fund Ltd, a tax-exempt offshore fund.
N Ltd and O Ltd are associates as they are under the control of the same company. As their beneficial interests in D-Fund Ltd in total exceed the 30% threshold (20% + 25% = 45%), the deeming provisions will apply to both of them. Hence, 20% and 25% of the exempt profits of D-Fund Ltd will be deemed to be the assessable profits of N Ltd and O Ltd respectively.
If O Ltd is a non-resident company, it will not have any tax liability since the deeming provisions do not apply to a non-resident person. However, the deeming provisions will still apply to N Ltd as its beneficial interest together with that of O Ltd in D-Fund Ltd exceed the 30% threshold. 20% of the exempt profits of D-Fund Ltd will be deemed to be the assessable profits of N Ltd.

(HKICPA Learning Pack, p. 380)


5.5.9
However, s.20AE(9) provides that a resident person is not liable to tax in respect of the deemed assessable profits if any of the interposed resident person, through whom he holds an indirect beneficial interest in an offshore fund, is liable to tax under the deeming provisions in respect of the assessable profits of the same offshore fund.
	Example 8

	T Ltd holds 90% of the issued shares of U Ltd which in turn holds 70% of the issued shares of V Ltd. V Ltd holds 50% of the issued shares of I-Fund Ltd, a tax-exempt offshore fund. T Ltd, U Ltd and V Ltd are all resident companies.
Under the deeming provisions, deemed assessable profits representing 50% of the exempt profits of I-Fund Ltd would be imposed on V Ltd.
Under s.20AE(9), no deemed assessable profits would be imposed on T Ltd and U Ltd notwithstanding that they both hold indirect beneficial interests of more than 30% (T Ltd = 90% × 70% × 50% = 31.5%; U Ltd = 70% × 50% = 35%) in I-Fund Ltd. Deemed assessable profits in respect of the same exempt profits of I-Fund Ltd have already been imposed on V Ltd.


5.6
Ascertaining the deemed assessable profits

(a)
Basis of calculation of deemed assessable profits

5.6.1
Only days to which the deeming provisions apply need to be included in computing the deemed assessable profits for a year of assessment.

5.6.2
Ascertainment of deemed assessable profits is made by reference to the year of assessment from 1 April to 31 March irrespective of the accounting date of the tax-exempt offshore fund and irrespective of the accounting date of the resident person.

5.6.3
Non-taxable items are not to be taken into account in ascertaining deemed assessable profits.

5.6.4
Expenses incurred by the resident person in generating deemed assessable profits are not deductible.

(b)
Ascertainment of assessable profits of resident persons

5.6.5
According to Schedule 15, it requires three steps in arriving at the assessable profits:
(a)
Calculation of the daily assessable profits of the resident shareholders according to his % of shareholding in the non-resident company:

	Taxable daily profit
	=
	% of ownership × total exempt profits

	
	
	Total no. of days in the accounting period


(b)
Multiplying the daily assessable profits with the no. of days of shareholding in the non-resident in the basis period of the non-resident company:

	Assessable profit
	=
	Taxable daily profits × No. of days when exemption is not recognized under s. 20AE


(c)
If the resident shareholder holds different % of shareholding in the company within the same basis period, the above two steps are repeated for each % of shareholdings. The assessable profits for different shareholding periods are added together to arrive at the total assessable profits for that period.

	Example 9

	Chan, a HK resident holds 40% of a non-resident company for 100 days for the year of assessment 2015/16. That company has exempt profits of $365,000 for the year ended 31 March 2016 under s. 20AC.

Required:

Calculate Chan’s assessable profits under s. 20AE.

Solution:

Step 1: Taxable profit = 
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 = $400
Step 2: $400 × 100 days = $40,000


	Example 10

	Wong, a HK resident holds 35% of a non-resident company for 100 days and 45% for 50 days for the year of assessment 2015/16. That company has exempt profits of $365,000 for the year ended 31 March 2016 under s. 20AC.

Required:

Calculate Wong’s assessable profits under s. 20AE.

Solution:
Assessable profits for period 1 = 
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= $35,000

Assessable profits for period 2 = 
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= $22,500

Total assessable profits = $35,000 + $22,500 = $57,500


5.7
Reporting requirements
5.7.1
The IRO does not have any provisions on the statutory requirements for offshore fund profits tax exemption application or registration. However, as with other persons chargeable to tax, a resident person with deemed assessable profits derived under s.20AE bears the legal obligation of complying with other provisions of the IRO on reporting chargeability, lodgment of returns, providing information, payment of tax, etc. (DIPN 43 (Revised), para 67).

5.7.2
The resident person has to report the deemed assessable profits as a separate item in its profits tax return with breakdown of how the amount is arrived at.

5.7.3
The IRD mentions in DIPN 43 (Revised) that penalties under Part 14 may be imposed for failures to comply with the relevant statutory provisions.
5.8
Refund under s. 70AB
5.8.1
It allows a person to apply for a refund of tax under the operations of s. 20AB to s. 20AE at the later of:

(a)
within 12 months after the implementation of the offshore fund exemption provisions, or

(b)
within 6 years after the end of the year of assessment involved.

Examination Style Questions
Question 1

Aaron Inc. [“AI”] is a company incorporated in the United States with diversified business. It recently set up two subsidiaries – Aaron Australia Pty Limited [“AA”] in Sydney and Aaron Limited [“Aaron”], a private company, in Hong Kong. AI owns beneficially 60 percent of both AA and Aaron directly. Aaron also owns beneficially 10 percent of the shareholding of AA. Due to the recent boom in the securities industry in Hong Kong, AA’s income comes mainly from its trading of securities listed on the Hong Kong Stock Exchange. AA’s other incomes (being profits from transactions incidental to the trading of Hong Kong listed securities) account for less than 2 percent of its total trading receipts of Hong Kong listed securities. Board meetings of AI and AA are held in New York. Aaron’s board meetings are held in Hong Kong. Mr. Weber, the director of Aaron, is proposing Aaron should directly deal in securities in Hong Kong instead of AA. Assume Aaron, AA and AI are all licensed under the Securities and Futures Ordinance to deal in the trading of listed securities on the Hong Kong Stock Exchange.
Required:
Outline the tax implications for Aaron, AA and AI in respect of AA’s profits (including other incomes) from the trading of listed securities carried out in Hong Kong and also for Mr. Weber’s proposal for Aaron.
(23 marks)

(HKICPA QP Module D Taxation September 2007 Q7)

Question 2
An investor in the US would like to participate in the securities market in Hong Kong by establishing a fund in the form of a limited company (Newco) with the objective of enjoying the profits tax exemption for an offshore fund as stipulated in the IRO. Newco will be incorporated in Bermuda and will have two individuals as directors.
Required:

(a)
Elaborate on how Newco should be structured and participate in Hong Kong securities market so that it can enjoy the profits tax exemption for an offshore fund.
(11 marks)

(b)
Discuss the circumstances in which the profits derived from the above said offshore fund structure and participation in accordance with the profits tax exemption provisions in the IRO for the offshore fund would still be subject to profits tax.
(3 marks)

(c)
Briefly state the tax reporting obligations, if any, for the offshore fund under the IRO.
(2 marks)


(HKICPA QP Module D Taxation December 2012 Q7)
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