TECH

Every month TechWatch
provides a comprehensive
briefing covering all the latest
standards and regulatory
announcements from the
Institute and other relevant
organisations in Hong

Kong. The full publication is

available as a PDF file on the

Institute’s website.
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» CPD

The Institute has issued the new Statement 1.500 “Continuing
Professional Development” (August 2005), introducing new CPD
requirements for all members, as stated in Handbook update 18. The
new CPD requirements will become effective from 1 December 2005. All
members, whether practising or non-practising, must observe the same
CPD requirements.

» Financial reporting updates

As reported in September’s A Plus, the Institute has issued a new financial
reporting framework and standard for small and medium-sized entities
(SMEs), as stated in Handbook update 17.

The Institute comments on IFRIC Draft Interpretations D16: Scope Of
IFRS 2 and D17: IFRS 2 — Group And Treasury Share Transactions.

The Institute invites comments on the IASB proposed policy on techni-
cal corrections. The Institute’s proposed changes to the definition of a
subsidiary in the Companies Ordinance were finally accepted with the
passage of the Companies (Amendment) Ordinance 2005, which was
gazetted on 8 July 2005.

» Audit and assurance

The Institute invites comments on a proposed practice note, PN 900,
which applies to the audit of financial statements prepared in accordance
with the financial reporting standard for SMEs (see above).

The Institute will soon issue an Exposure Draft for a proposed practice
note on “Guidance to auditors with regard to preliminary announcements
of results for the full year.”

» Government

The Institute has been working closely with the Financial Services and
the Treasury Bureau of the government, the Stock Exchange of Hong
Kong, the Securities & Futures Commission and the Companies
Registry on the proposed Financial Reporting Council (FRC) Bill.
Through the two proposed executive arms, the Audit Investigation
Board and the Financial Reporting Review Committees, the FRC’s
main tasks will be to carry out investigations into suspected irregulari-
ties concerning auditors of corporations and collective investment
schemes listed in Hong Kong (listed entities), and to enquire into
suspected non-compliance with relevant legal and accounting require-
ments of the financial reports of listed entities.



» Corporate Finance

The SFC issued a Consultation Paper on 29 August 2005 to
invite comments on possible reforms designed to modernise
the regime governing the public offering of shares and
debentures set out in Parts I and XII of the Companies
Ordinance. The possible reform initiatives are presented as
21 proposals, the overriding purpose being to encourage
capital raising and issuance of securities and investments in
Hong Kong by adjusting and refining the legal framework
to facilitate offers while ensuring satisfactory standards

of investor protection. The consultation will end on 30
November 2005.

The SFC released the Consultation Conclusions Paper on a
Review of the Codes on Takeovers and Mergers and Share
Repurchases on 22 August 2005. The main revisions to the
codes will take effect on 1 October 2005.

> Taxation

The first discussion forum of the Taxation Interest Group
was held on 16 August on the topic of “Issues on the
Mainland-Hong Kong Double Taxation Arrangement.” The
Institute has since made an initial submission and a supple-
mentary submission to the government for its consideration
in its discussions with the Mainland authorities.

At the invitation of the Bills Committee, the Institute’s

Taxation Committee is now considering the Revenue (Profits

Tax Exemption for Offshore Funds) Bill 2005. The objective
of this bill is to amend the Inland Revenue Ordinance to
implement the proposal announced in the 2003/04 Budget,
to exempt offshore funds from profits tax.

Quick links

» Institute homepage
www.hkicpa.org.hk

» Full details of Hong Kong standards and updates
www.hkicpa.org.hk/ebook/main.php

» IFRIC
www.iasb.org

» Companies Ordinance
www.legislation.gov.hk

PRC guidance

The indices of the “PRC Legal
Pronouncements” (%# {5 2) and “PRC
Tax Bulletin” (Bl {5 2) are posted on
the Institute’s website for the reference
of members. They provide an overview
on China’s latest laws, regulations and
notices on taxation, accounting and
finance promulgated by the related
PRC authorities. The full contents

of the publications are available for
inspection at the Institute’s library.
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SAFE and sound?

HESUIGCUOIISION
OISHOTENNVESUTIENTS'
PYAVIAINidndieninese:

RAviauals

Two recent circulars issued by Chinas State
Administration of Foreign Exchange (SAFE) could

have severe consequences for Mainland individuals

investing in offshore companies or acquiring Chinese

companies indirectly through offshore companies.

ntil recently, it was common for

a mainland Chinese individual

business owner to adopt an
inversion acquisition structure, in order
to list in Hong Kong or another overseas
stock exchange. Under this structure,
the owner would invest in an offshore
company, incorporated for example, in the
Cayman Islands. This entity would then
acquire the Chinese assets or companies
from the original owner and when the
acquisition was completed the offshore
company would be listed on an overseas
stock exchange. This is commonly known

as the “Red Chip” model.
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Another common practice was to
use an offshore company in a merger and
acquisition transaction between a foreign
investor and a mainland Chinese owner.
The foreign investor would invest in a
Chinese company through an offshore
company and the original individual
owner of the Chinese company would
acquire and hold an equity interest in the
offshore company. In effect this would
allow the Mainland owner to retain part
of his interest in the Chinese company
through an interest in an offshore company.
Both structures enabled the mainland
Chinese individual to convert his assets or

companies into offshore assets.

To ensuresuch structured transactions
are properly supervised and approved
by the various government authorities,
SAFE promulgated Huifa JE% No.11
relating to the Improvement of Foreign
Exchange Administration for Merger and
Acquisition with Foreign Capital; and
Huifa JEF No.29 relating to Registration
of Overseas Investments contributed
by PRC Individuals and Registration of
Merger and Acquisition with Foreign
Investment (known as Circulars 11 and
29), to monitor offshore investments by
mainland Chinese individuals.

Overseas  investments made by
Mainland individuals are now subject to
approval procedures similar to those that
apply to domestic companies. Outbound
investments must be approved by the
relevant government authorities according
to the 1989 “Measures on Foreign
Exchange Administration Related to
Opverseas Investments” (hereafter known as
the 1989 Measures). Similar investments

made by Chinese individuals must now
be examined by and registered with SAFE
and are covered by the 1989 Measures.

As a follow-up to the 1989 Measures,
Circulars 11 and 29 require that anyone
investing overseas for the purpose of
establishing or controlling an offshore
company must be examined by and
registered with SAFE.

In addition, the approach outlined in
Circulars 11 and 29 restricts the foreign
exchange registration of certain Foreign
Invested Enterprises (FIEs). Circular
11 requires that all individuals who
intend to acquire any overseas equity or
other property interests in exchange for
domestic equity or assets must obtain
certain additional SAFE approvals and
registration when such FIEs are formed.

Circular 11 requires that the related
FIE should be examined by SAFE at a local
level when performing foreign exchange
registration application, whenever either
the foreign investing company in the acqui-
sition is formed or controlled by Mainland

Chinese individuals, or the foreign investing
company has the same management as the
Chinese target company.

Circular 29 specifies that registration
with SAFE for Foreign Exchange
Registration of Overseas Investments is
required for individuals who hold interest
in an FIE indirectly through an overseas
company after obtaining the FIE approval
certificate. Certain measuresare prohibited,
including the distribution of dividends or
funds for liquidation, share-transfers and
decreasing the investment by FIE to any
foreign enterprise whose shares are held by
individuals who have not completed all the
required registrations with SAFE. Further,
except for the enterprise listed overseas,
PRC individuals are required to remit the
foreign currency income, received directly
or indirectly from overseas companies
within 30 days.

Although Circulars 11 and 29 do not
have a retroactive effect, SAFE is required
to identify any existing FIE that falls into
the above category and to strictly monitor

its foreign exchange-related activities.
Circulars 11 and 29 are a step
towards preventing the unmonitored
outflow of domestic capital and extending
the control on outbound investments to
PRC individuals. It remains to be seen
how they will be implemented as they
are drafted broadly and loosely. This
may cause some big discrepancies from
city to city, as local authorities enforce
them. In the meantime, the circulars have
severely restricted flotations of domestic
companies overseas by utilising an offshore
entity, thus restricting the use of the “Red
Chip” model to indirectly list a domestic
company in an overseas stock exchange.

Anthony Tam is deputy
managing partner, tax services,
and Yolanda Li is senior tax
consultant at Deloitte Touche
Tohmatsu, Hong Kong.
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| only die once,

SO why dOUb

As we learned from Taxation 101, taxation
is involuntary, confiscatory and frequently
arbitrary. In 1998 the governments of
mainland China and Hong Kong gave us
mortals a band-aid double tax arrangement
to alleviate some of the pain of double cuts.
Now they may be willing to prescribe more
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TAX FEATURE

pain-relievers.

e taX me?

t the Institute’s recent Taxation
Alnterest Group discussion forum,

the Inland Revenue Department
reminded tax practitioners of a few reali-
ties. They noted that when we draw up
our wish list of considerations on double
taxation we should not overlook the roles
and concerns of the oversight authorities
(the Financial Services and the Treasury
Bureau of Hong Kong and its Mainland
counterpart) in the negotiations between
the IRD and the PRC State Administra-
tion of Taxation. In particular, the profes-
sion should recognise that the Mainland
government will not want to open the
floodgates for other treaty countries.

This sounds like a sobering contribu-
tion to a vital debate. But rather than
sinking into pessimism, it’s worth taking a
strategic view of what’s on the table — and

IF WE DON’T ASK, WE'LL
NEVER GET IT...

Hong Kong’s IRD is in the process
of negotiating a new arrangement with
their Mainland counterparts. We can
also learn much from China’s existing
DTAs with other jurisdictions, about what
might work best for Hong Kong.

Capital gains: Under the capital gains
article in China’s DTA with Barbados,
gains derived by a Barbados company
from disposal of equity interest in a PRC
company are exempt from PRC witholding
tax. Hong Kong needs an article to match
Barbados’ or we will lose out.

SOUICETC

what else we can put there. As detailed
below, many other jurisdictions have
negotiated advantageous tax concessions
in specific areas, such as capital gains, divi-
dends and royalties.

Exchange of information: A bitter

pill to swallow

The IRD indicated that the Hong Kong
and Mainland governments are aiming
for a comprehensive double taxation
agreement that includes an exchange of
information article based on the 1995
version of the Organisation for Economic
Cooperationand Development’s (OECD)
model tax convention. That is what Hong
Kong has with Belgium and Thailand.

Article 25 of the Hong Kong-Belgium
DTA includes the following details:

* Hong Kong and Belgium can exchange
information on their residents as well
as non-residents.

* Generally, only the information
concerning taxes covered by the DTA
can be exchanged.

* The information should only be used
for the purpose of tax assessment,
collection, enforcement, prosecution
or determination of tax appeals.

e The authorities are not obliged to

Interest: If we cannot have it our way,
we should at least have it Macau’s way.
Withholding tax rate on interest under
China’s DTAs with Macau and Singapore
stands at seven percent, or ten percent in
certain cases.

Withholding tax on dividends:
Dividends distributed by a PRC foreign
investment enterprise to its foreign
investors are currently exempt from
withholding tax under Mainland tax law,
but there is no guarantee that this would
not change in future. The dividend
withholding tax rate is ten percent
under the Mainland-Macau DTA. For

exchange information in certain
circumstances, such as where the
contracting party would have to carry
out administrative measures at variance
with its laws, or where the information
would compromise trade secrets.

While the OECD 1995 version
imposes more restrictions on the
exchange of information than the OECD
2000 and 2004 versions, it would prob-
ably still not go down very well with the
Hong Kong business community. What-
ever the results of the negotiation may be,
the IRD should take steps to educate the
general public on what exchange of infor-
mation clauses mean. In particular, illus-
trative examples could help to explain
what information does and doesn’t need
to be exchanged.

Let’s not forget the Mainland investors
Under Hong Kong law, no withholding
tax applies to dividends paid by a Hong
Kong company to its foreign investors.
On the other hand, Mainland investors

Singapore, the rate is generally 12
percent, but is reduced to seven percent
if the Singapore recipient is a company
or a partnership, which holds directly at
least 25 percent of the equity interest in
the Chinese company. So can we hope
to match this? And if the wind really
blows our way, might we have it at five
percent like Mauritius?

Royalties: Currently, Mainland tax law
imposes ten percent withholding tax
on royalties for intellectual property
transfers and equipment leasing. The
rate was reduced to six percent under the
China-Netherlands DTA. If Hong Kong

are subject to PRC taxes for the dividends
they receive from Hong Kong. However
under the current arrangement, the
Mainland investors would not be entitled
to a foreign tax credit for the underlying
Hong Kong profits tax to which the divi-
dends relate.

As a simple illustration, where a Hong
Kong company derives a distributable
pre-tax profit of HK$100, under the
current arrangement its sole Mainland
shareholder would only pocket a net-
of-tax dividend of HK$55.28, i.e.
(100 - 17.5) x (1 - 33%).

Hong Kong would benefit from
something similar to paragraph 2(b) of
Article 24 of the China-Singapore DTA
or paragraph 1(b) of Article 23 of the
China-United Kingdom DTA. Such
a provision would allow the Mainland
investor to obtain a foreign tax credit for
the underlying Hong Kong profits tax,
ensuring Hong Kong remains an attrac-
tive investment location.

could also ‘go Dutch’ —or even better,
gain complete exemption — it would
encourage Mainland companies to use
the territory as a centre for equipment
leasing, research and development.

Corresponding transfer pricing
adjustments: The currentarrangement
does not provide a mechanism to
avoid double taxation that may arise
from transfer pricing adjustments
made by either the Hong Kong or
Mainland tax authorities. We must
have a mechanism for corresponding
transfer pricing adjustments as part of
a comprehensive DTA.
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China transfer pricing:

SAT issues rules
on capital intensity
adjustments

The State Administration of Taxation
(SAT) recently released the “Notice
of the State Administration of
Taxation on the Issue of Capital
Intensity Adjustments in Transfer
Pricing Related Tax Administration”,
Guo Shui Han [2005] No. 745
(Circular 745), which was effective
from 28 July 2005.

Circular 745 states that, “When
comparing the profit levels of

the company under investigation
and the comparable companies,

if differences exist between the
company under investigation

and the comparable companies

in utilisation of operating capital
(such as accounts receivable,
accounts payable, and inventory),
adjustments should be made for
the impact of the utilised operating
capital on the profit levels to obtain
more reliable operating profits, and
to enhance the comparability of
the profit levels of the comparable
companies.” Circular 745 further
instructs local tax authorities that
no capital intensity adjustments
should be made in transfer pricing
investigations, negotiation of
advance pricing arrangement, and
other transfer pricing work unless
certain conditions are met and the
local tax authorities apply to and
obtain approval from the SAT.

The conditions listed in Circular
745 include that the comparable
companies are well selected and
the comparability is relatively high.
The Circular shows that the

tax officials are growing more
sophisticated very quickly along
with the development of transfer
pricing practices in China. In
addition, it also demonstrates the
SAT’s increasing attention to details
in transfer pricing practices.

Source: PricewaterhouseCoopers



