Tech

TechWatch.

A comprehensive
briefing covering
all the latest
standards and
regulatory
announcements.
The full
publication is
available as a

PDF file on the

Institute’s website.
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» Financial reporting

The Institute comments on IASB Proposed Policy On Technical Corrections:

The policy sets out the types of issue that a technical correction addresses the initial
identification of technical corrections and the technical corrections due process. The
Institute made a submission to the IASB which supported the development of a policy
to deal with technical corrections.

» Banking

The Hong Kong Monetary Authority issues consultation papers on new capital
adequacy standards in Hong Kong: On 6 October 2005 the HKMA issued

four consultation papers on new capital adequacy standards in Hong Kong. The
consultations, which closed at the end of October 2005, covered the following subjects:

* Validating risk rating systems under the Internal Ratings-based Approach
* Weighting framework for credit risk (the Basic Approach)

* Supervisory policy manual on operational risk management

* Latest work programme for implementing Basel II in Hong Kong

This was the fourth round of consultations from the HKMA on the implementation of
the Basel II capital adequacy standards in Hong Kong. The new standards are expected
to take effect from 1 January 2007.

» Insolvency and corporate restructuring

Draft subsidiary legislation under the Bankruptcy (Amendment) Ordinance
2005: Under this Ordinance, which was passed by the Legislative Council in July
2005, the Official Receiver’s Office may appoint private sector insolvency practitioners
to act as trustees in bankruptcy. The Institute has been invited to comment on the
draft subsidiary legislation, and the Institute’s Insolvency Practitioners Committee is
considering the proposals.

» Taxation

The Institute comments on Revenue (Profits Tax Exemption For Offshore Funds)
Bill 2005: This Bill has been reviewed by the Institute’s Taxation Committee. The
Institute expressed its support, in principle, for legislation to exempt offshore funds from
profits tax and highlighted concerns over certain technical matters in the Bill. More
broadly, it pointed out that while the Bill should provide greater certainty for funds that
operated primarily outside of Hong Kong, it might be of less assistance to some smaller,
locally-operated funds, because under the Bill, the residence of a fund was determined
by the location of its central management and control and not, for example, by the
residence of the investors in the fund.
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» Fair comment

The International Accounting Standards Board (IASB) has issued a
discussion paper on management commentary for consultation. This is the
first step in the possible development by the IASB of a standard or guidance
covering management commentary. This concept is known as “management
discussion and analysis” in North America and as “operating and financial
review” in the United Kingdom.

The discussion paper proposes that management commentary should
supplement and complement financial statement information, providing
an analysis of the entity through the eyes of management. The IASB’s
discussion paper seeks views on whether such information should be
provided within financial statements or as an adjunct. The location of such
commentary will determine whether or not it should be audited — and
consequently how much flexibility management will have in writing it.

The Institute’s Financial Reporting Standards Committee has invited
comments on the IASB’s discussion paper. Details are available on the
Institute’s website and the deadline for comments is 12 April 2006.

» Measurement matters

The Institute has released an exposure draft on measurement bases for
financial accounting. This follows an IASB discussion paper, prepared

by the Canadian Accounting Standards Board, on the same subject. The
paper considers the merits of different measurement approaches, including
historical cost, current cost, fair value, net realisable value and value in use.
It also considers deprival value, which combines several measurement bases
in a single model.

» IFRIC update

The International Financial Reporting Interpretations Committee
(IFRIC) has issued IFRIC 7 Applying the Restatement Approach under
IAS 29 Financial Reporting in Hyperinflationary Economies. This clarifies
the requirements under IAS 29 relating to how comparative amounts

in financial statements and deferred tax items should be restated in an
economy with hyperinflation.

Book .
SSreviews

= Chany and Hang Kong

1.

Insolvency in China
and Hong Kong

(published 8 December)

» By Alan Tang

Tang, a partner at Grant Thornton,
provides a historical backdrop to the
development of insolvency law and

practice and analysis of new ideas in
the field.

int ernational
accounting
standards

Applying International
Accounting Standards

» By Keith Alfredson, Ken Leo,
Ruth Picker, Paul Pacter and
Jennie Radford

This is the most up-to-date volume
to cover the complexities of
International Financial Reporting
Standards, from their conceptual
framework to practical application.

[ Quick links

) Institute homepage:
www.hkicpa.org.hk
IASB homepage:
www.iasb.org
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A look at the
features, and
common pitfalls,
of contract
processing and
import processing
arrangements

in China.
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Better practice
over the border

By David Cho and Carl Poon

uangdong is the “world
factory” in the eyes of many
foreign investors. However,
processing industries must
operate under onerous PRC regula-
tions governing tax, customs and foreign
exchange. There are many pitfalls, so
companies must keep a constant eye on
the compliance status of their processing
trade operations.

As local administration structures vary
from one area to the next, different practi-
cal problems will arise. Some important
considerations include the level of unit
consumption and wastage in relation to

the disposal of scrap materials; proce-
dures pertaining to customs and foreign
exchange; regulations for verification or
cancellation of production contracts;
value-added tax (VAT) refunds; and
regulations governing imports of bonded
equipment. The choice of location for
processing trade activities can itself lead to
certain advantages or disadvantages.
Where regulatory restrictions on
contract processing prevent products from
being sold domestically, there will be no
VAT refund on local purchases. It’s hardly
surprising that many foreign investors are
considering changing their investment



mode, from a contract processing arrange-

ment to an import processing arrangement.

Contract processing
arrangements

Under a contract processing arrange-
ment, the domestic enterprise or foreign
investment enterprise (FIE) only acts as
the processor for the foreign consignor.
The foreign consignor provides raw
materials to the processor at no charge.
The processor will use the raw materi-
als and return the finished goods to the
foreign consignor for a fee. Under this
system, the foreign consignor holds the
title on raw materials and finished goods
throughout the production process.

In general, the domestic enterprise
should first enter into a processing agree-
ment with both the foreign consignor and
an import/export (I/E) agent. The agree-
ment should then be submitted to the
local Ministry of Commerce (MOC) for

its approval. Once the approval is ob-
tained, the domestic enterprise shall apply
for a Processing Special Operation Permit
with the local State Administration for
Industry and Commerce for the purposes
of carrying out contract processing.

Apart from this processing agreement,
the domestic enterprise shall also register
a production contract which estimates
the raw materials to be used and finished
goods to be manufactured for a period
of time, generally a six-month period,
with the local MOC. It must also obtain
approval for the importation of bonded
raw materials, free from customs duty and
import VAT.

All raw materials should be imported
through the I/E agent. Domestic sales are
not permitted under the contract process-
ing arrangement.

Import processing
arrangements
Under an import processing arrangement, a
FIE purchases raw materials from suppliers
and holds legal title on them throughout
the production process. The FIE will then
sell the finished goods to its customers.
This arrangement allows the FIE to
import bonded raw materials for export
sales purposes. As with the contract process-
ing arrangement, the FIE should register its
production contract with the local MOC.
Raw materials imported under the produc-
tion contract would be bonded provided
that all the finished goods are exported.
Under the import processing arrange-
ment, the FIE is permitted to conduct
domestic sales. Customs duty and import
VAT should be paid upon receipt of
imported raw materials which are used for
the manufacture of goods for domestic sale.

Common pitfalls
In light of this situation and based on
our practical experience, foreign inves-
tors should be aware of the following
considerations:

Selection of locality and form of
processing trade: Customs formali-

ties, foreign exchange verification and
cancellation, taxation administration, and
the applicable preferential treatments on
processing trade are quite different be-
tween the contract processing and import
processing trades and can vary from one
location to another. It is highly recom-
mended that a full comparison of locales
be made before reaching a decision.

Disposal of scraps: Under PRC
customs and tax regulations, any scrap
material sold domestically without
obtaining any prior approval from the
local government authorities can lead to
penalties, in the form of back-payment of
duties and tax. Hence, attention must be
made with regard to their disposal.

Assessment of unit consumption
rate and wastage rate: It's common to
find that the unit consumption and wast-
age rates assessed by the relevant customs
offices differ from the actual operational
levels. This may give rise to problems
when verifying or cancelling production
contracts. In these cases, penalties could
be imposed by customs offices. A process
of negotiation will often be the most ap-
propriate solution.

Change in investment mode: A
switch in the investment mode from
contract processing to import processing
requires a detailed evaluation of the PRC
customs and tax implications in connec-
tion with the transfer of bonded equip-
ment, bonded materials and inventory.

In summary, foreign investors who
contemplate carrying out or have carried
out processing trade activities in the
PRC should evaluate the prevailing PRC
tax, customs and business regulatory
matters, which are constantly changing.
Foreign investors should therefore seek
counsel from their business advisors,
where appropriate.

David Cho is partner, and Carl Poon
is PRC Tax and Business Advisory
Services director, Moores Rowland
Mazars Tax Services Ltd.
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John Broome argues that
money laundering and
terrorist ﬁnancing are
separate issues requiring
separate solutions.

riminals have always needed to hide the
‘ source of their illicit funds. Until the

late 1980s, money laundering was only a
concern for law enforcers. Then, the international
financial community began to realise the huge
sums involved had the potential to undermine
financial markets, encourage corruption in the
financial sector, lead to irrational investment
decisions, distort money flows and undermine
governments. Quite suddently, money laundering
became an urgent issue in financial circles.

Global response
'The G7 group of nations responded by creating the
Financial Action Task Force (FATF) in 1989. The
FATF comprised developed economies, largely those
in the Organisation for Economic Cooperation
and Development. Its charter set out international
practices to reduce and prevent money laundering.
‘These would form the basis of national legislation,
financial industry regulation and international
cooperation. The FATF published its original Forzy
Recommendations on Money Laundering in 1990.
'The FATF was intended to be a short-term task
force, bringing together international experts from
the legal, financial and law enforcement sectors.
But over time, its role grew. It began to examine the



extent to which members met standards,
sponsored regional bodies to spread its
message, and in 1996 it revised its Forzy
Recommendations. New members were
added, despite the lack of coherent mem-
bership criteria. Finally the FATF began

to assess non-members’ compliance with
the FATF recommendations in a process
called the Non Cooperative Countries and
Territories NCCT) initiative.

While the NCCT initiative was
based on transparent criteria drawn from
the Forty Recommendations, they were
not applied objectively or equally. The
process unquestionably produced results,
but its political nature seriously under-
mined FATF’s claim to be an expert,
independent standard-setting body. The
FATF had become legislator, judge, jury
and executioner.

FATF hijacked

The terrorist attacks of 11 September 2001
changed everything. The attacks on the
United States were the catalyst, fundamen-
tally changing the way the international
community dealt with money laundering
and terrorist financing, The “war on terror-
ism” was characterised not only by military
action but also tougher regulation. New
offences were created, even though many
laws already existed to cover the criminal
activities of terrorists. Governments and
legislators had to be seen to be responding,

In the immediate aftermath of the at-
tacks, someone somewhere decided that the
way to prevent terrorism was to locate and
confiscate terrorist funding. It was a rerun
of the 1980s approach to narcotics, but this
time chasing the money trail of terrorists
rather than drug barons. It was quickly
reflected in legislation in the United States
and Britain — and in the Security Council
of the United Nations.

The FATF got caught up in this
frenzied response. A special meeting was
convened in Washington in October 2001
and the U.S. put forward eight special

The resources devoted to dealing with
money laundering have increased
marginally, but only to the extent that links
are tound with terrorist financing issues.

recommendations dealing with the financ-
ing of terrorism. These recommenda-

tions were adopted with litte warning to
participating delegations — and with litte
debate. The FATF did not have anti terror-
ism or national security expertise and this is
evident in some of the recommendations.

New ground for the FATF

The best example of the fuzzy thinking
surrounding the adoption of the special
recommendations is in Special Recom-
mendation II. It requires that “each country
should criminalise the financing of terror-

ism, terrorist acts and terrorist organisations.

Countries should ensure that such offences
are designated as money laundering predi-
cate offences.”

Most terrorist activity is funded by
legitimate money not criminal proceeds.
The idea that a terrorist act like a bombing
could be a predicate offence to the earlier
provision of funds to pay for the bomb
making equipment is self-evident nonsense.
'The funding of a terrorist act involves the
provision of funds to be used for a subse-
quent offence. It’s not money laundering
and it does not involve money laundering
unless the funds are derived from an earlier
criminal act and are being laundered to be
used for terrorist purposes.

The FATF was used in the absence of
any other relevant international framework
to discuss terrorist financing and to put
into action existing laws relating to criminal
proceeds. While the methods used to move
funds might be similar, they involve very

small sums, which are almost certainly uni-
denifiable by a financial institution without
specific intelligence information provided by
government agencies.

The result is that the FATE like many
other bodies, has been overtaken by the
terrorism agenda. Terrorism is a very serious
issue. But unlike money laundering it does
not threaten the viability or operation of the
global financial system. Even the September
2001 attacks, which some thought were a
direct assault on the U.S. economy or even
the global economy, did not undermine the
financial system. In fact they demonstrated
how resilient it is.

Organised crime and criminal money
laundering still provide a much greater threat
to our citizens than terrorism. It causes more
social dislocation, and far greater financial
and personal loss; the resources devoted to
terrorism are quite disproportionate to its
impact. That’s not to suggest the response to
terrorism is unimportant. On the contrary,
its a complex issue which will not be dealt
with by focusing on its financing.

'The resources devoted to dealing with
money laundering have increased marginally,
but only to the extent that links are found
with terrorist financing issues. Financial insti-
tutions are not identifying transactions that
are possibly linked to terrorism. They do not
know what to look for. We need to rethink
our approach to combating terrorism and
realise that money laundering is still a prob-
lem of much greater proportion to many na-
tions as it directly reflects the extent of crime
and corruption within their societies.

John Broome is professional fellow at the Centre for Transnational Crime Prevention,
Faculty of Law, University of Woolongong in Australia. He is author of Anti-Money
Laundering International Law and Practice, published by Sweet and Maxwell Asia.
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Responsibilities of taxpayers
By Zhang Jiashou

In addition to clarifying the legal
right of taxpayers (as outlined in
issue 4, September 2005), China’s
revised Law on the Administration
of Taxation Collection further
defines the obligations of
taxpayers in ten major areas.
Zhang Jiashou is vice director
of the Administration of Local
Taxation of Shenzhen Municipality.




