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Hong Kong Tax Newsflash:
IRD issues new guidance on Transfer
Pricing and Documentation rules

The Inland Revenue Department (IRD) released Departmental
Interpretation and Practice Notes nos. 58, 59 and 60 (DIPNs)
on 19 July. This guidance sets out the IRD’s views on Hong
Kong's new transfer pricing rules and requirements as
contained in the Inland Revenue (Amendment) (No. 6)
Ordinance 2018 (IRO).

Transactions between associated persons or non-Hong Kong
resident persons’ permanent establishments in Hong Kong, to
which the transfer pricing-related provisions in the IRO do not
apply, should be dealt with in accordance with DIPNs 45 and
46.

Some key takeaways from the newly released DIPNs include:

e Transfer pricing principle will not change Hong Kong's
long-standing territorial source system;

e Transfer pricing adjustment operates as a 'one-way
street’' in Hong Kong and acts only to increase assessable
profits or decrease allowable losses;

e Specified domestic transactions are exempt even where
timing differences exist and for certain interest-free loans;

e Master File and Local File documentation meeting OECD
Action 13 requirements (including compliant group
documentation) are acceptable to the IRD and effectively
provide penalty protection as long as those policies are
actually implemented;

e Secondary filing of the Country-by-Country (CbC) Report
in HK is not required if the Ultimate Parent Entity (UPE) is
resident in a jurisdiction where automatic exchange is not
allowed under an international agreement with Hong Kong
(e.g. the US);

¢ Significant focus has been placed on the disallowance of
interest deductions for branches that are 100% debt
funded, with worked examples for both financial services
and non-financial services companies. Applying the
Authorised OECD Approach (AOA) to determine the level
of free capital is expected to be a significant challenge for
many branches; and

¢ Financial service companies may consider how to price
intra-company debt. This means taxpayers which have
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not allocated higher rate funding to their branches
previously may be able to mitigate some, or all of the
disallowance that may arise from reclassifying debt
funding to equity.

The new DIPNs demonstrate Hong Kong's commitment to the
OECD's BEPS Inclusive Framework and help address some
uncertainties on its practical implementation. Nevertheless it
still remains to be seen how the IRD will apply and enforce
the new rules through its examination and risk assessment
process, and that may ultimately be of greater interest to
taxpayers.

Further details and our comments on what the new DIPNs
mean for Hong Kong taxpayers will be published shortly in a
Deloitte Tax Analysis.

Tax Newsflash is published for the clients and professionals of Deloitte Touche
Tohmatsu. The contents are of a general nature only. Readers are advised to
consult their tax advisors before acting on any information contained in this
newsletter.
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