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Tax Research on Guangdong-Hong Kong-

Macau Greater Bay Area

Opportunities and challenges of
technological innovation and R&D
activities in the Greater Bay Area of
Guangdong, Hong Kong and Macau from

a tax perspective (Part 2)

| MAKING AN
IMPACT THAT
| MATTERS

|

sireee (15

The Guangdong-Hong Kong-Macau
Greater Bay Area (GBA) aims to facilitate
trade between the Guangdong Province
of Mainland China, the Hong Kong Special
Administrative Region (HKSAR) and the
Macau Special Administrative Region
(MCSAR), and with this aim the relevant
governments have made numerous
institutional innovations to customs
administration in the China (Guangdong)
Pilot Free Trade Zone ("Guangdong FTZ").
This article summarizes relevant guidance
that has been issued, innovations that
have been made and additional reform
measures that have been introduced,
along with some related challenges and
opportunities for businesses.

Please find below
previous issues of GBA
series

Issue 1 - Challenges
and opportunities in
investing and doing
businesses in Greater
Bay Area from tax and
business perspective

Issue 2 - New
Immigration Scheme
for Technology Talent
Admission in the Hong
Kong Special
Administrative Region
Brings New
Opportunities and
Synergies

Issue 3 - Overview of
customs opportunities
and challenges arising
from innovations in
China (Guangdong)
Pilot Free Trade Zone
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Issue 4 - Today’s
focus: Qianhai,
Shenzhen —the core
engine and
institutional
innovation highland of
Shenzhen-Hong Kong
cooperation

Issue 5 - Preferential
regimes of tourism
industries in Zhuhai
Henggin [Chinese
only]

Issue 6 - Exploration of
in the Greater Bay
Area from Hong Kong
perspective [Chinese
only]

Issue 7 - Opportunities
and challenges of
technological
innovation and R&D
activities in the
Greater Bay Area from
a tax perspective (Part
1) [Chinese only]

Issue 8 - Property
investment in the
Greater Bay Area -
Stage 1: Purchase
[Chinese only]

Part 1 of this newsflash briefly introduced the current situation and
future development of technological innovation and R&D activities in the
Greater Bay Area (GBA), and summarizes the various GBA incentives
provided in Mainland China and Hong Kong.

Part 2 describe the tax implications in China and Hong Kong involving
cross-border intellectual property rights (IPRs) arrangements between
Mainland and Hong Kong entities.

R&D business models and IPR arrangements

In addition to having a business strategy and understanding supply chain
requirements, companies in the GBA should consider the tax impacts of
conducting R&D activities, including the choice of R&D center and IPR
holding company locations, the method of acquiring and holding IPRs,
service fees for R&D activities, royalties for IPRs, etc., to improve the
overall tax efficiency of the arrangement.
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The following scenarios summarize various common cross-border R&D
business models and their related tax consequences, and are intended
to provide a general reference for conducting R&D and entering into IPR
arrangements in the GBA. For purposes of these scenarios, “owning” an
IPR means being the owner of and having registered the IPR in
accordance with relevant local regulations.

Scenario A: Hong Kong entity owns IPRs and grants certain rights to
Mainland entity

Facts e The Hong Kong entity owns the IPRs and conducts R&D
activities in Hong Kong.

e The Hong Kong entity grants the right to use the IPRs in
Mainland China to the Mainland entity in return for

royalties.
Tax consequences in:
Hong e The royalties paid by the Mainland entity for the right
Kong to use the IPRs developed in Hong Kong generally are

considered income from Hong Kong sources and are
taxable in Hong Kong.

e (Qualifying R&D expenditure of the Hong Kong entity
(e.g. research fees paid to partner universities) are
deductible and may qualify for an enhanced
deduction. Financing expenses (such as bank interest)
and daily operating expenses also are deductible.

e Under the current Mainland China-Hong Kong double
tax arrangement, royalties paid by a resident of
Mainland China to a resident of Hong Kong are
subject to a 7% withholding tax in China. The tax
withheld is creditable by the Hong Kong entity against
the tax it pays on the royalty income in Hong Kong.
For the arrangement to apply, the Hong Kong entity
must obtain a Certificate of Resident Status from the
Hong Kong tax authorities.

Mainland e The Mainland entity will not be able to enjoy the
China Enterprise Income Tax benefits offered to qualified
HNTE, software enterprise or integrated circuit

enterprise because it does not own the IPRs.

e The cross-border patent fee paid by the Mainland
entity may be subject to withholding tax, VAT and
surcharges in Mainland China.

Scenario B: Hong Kong entity to conduct R&D activities and Mainland
entity subsequently owns IPRs

e The Mainland entity owns and maintains the right to
use the IPRs.
The Hong Kong entity conducts R&D activities in Hong

Kong and receives either payments for the transfer of
technology or for R&D outsourcing services from the

Mainland entity.
Tax consequences in:
Hong e The R&D outsourcing fees received by the Hong Kong
Kong entity generally are considered income from Hong
Kong sources and taxable in Hong Kong.




e Where the Hong Kong entity conducted the R&D
activities and is considered to transfer ownership of
technology (i.e. IPRs) to the Mainland entity
subsequently, the payments it receives are taxable in
Hong Kong up to the amount of its deductions
allowed for relevant R&D expenditure. In addition, if
the Hong Kong tax authorities consider the IPRs to be
trading assets (instead of capital assets) of the Hong
Kong entity, the remaining proceeds are taxable in
Hong Kong.

e The Hong Kong entity can deduct R&D expenditure,
financing expenses (such as bank interest) and
operating expenses.

e The Hong Kong tax authorities may examine the
intangible asset arrangement and assess whether the
transaction is in line with the arm's length principle.

e According to Hong Kong’'s transfer pricing regime
enacted in July 2018, if the Hong Kong entity conducts
activities such as development, enhancement,
maintenance, protection, and exploitation (DEMPE) in
respect of the IPRs owned by an associated Mainland
entity, the Hong Kong tax authorities are empowered
to attribute part or all of the royalty income earned
by the Mainland entity to the Hong Kong entity.

Mainland e The Mainland entity that owns the IPRs and meets

China other specific requirements (including but not limited
to revenue from high and new technological
products/services, R&D expenses, R&D personnel
etc.) is eligible to enjoy the Enterprise Income Tax
benefits offered to qualified HNTE, software
enterprise or integrated circuit enterprise status.

e Technology transfer fees paid by the Mainland entity
may be eligible for the R&D expense super deduction.
Withholding tax, VAT and surcharges apply to
payments for the transfer of technology out of
Mainland China. If the transfer contract is recognized
by the provincial science and technology department,
the payment may be exempt from VAT.

e The R&D outsourcing payments incurred by the
Mainland entity may be eligible for the super
deduction. In addition, the withholding tax, VAT and
surcharges should be taken into consideration under
the R&D outsourcing arrangement.

Scenario C: Mainland entity owns IPRs and grants certain rights to Hong
Kong entity

Tax consequences in:

Hong e The royalties paid by the Hong Kong entity are

Kong deductible in Hong Kong provided the IPRs are used in
the generation of assessable profits in Hong Kong.



Mainland
China

The royalties are subject to withholding tax in Hong
Kong. If certain conditions are fulfilled, the effective
tax rate is 4.95% (otherwise the rate is 16.5%).

The Mainland entity that owns the IPRs and meets
other requirements is eligible to enjoy the Enterprise
Income Tax benefits offered to qualified HNTE,
software enterprise or integrated circuit enterprise
status and, if granted, claim the related EIT tax
incentives.

R&D expenses incurred by the Mainland entity may
qualify for the super deduction.

The royalties earned by the Mainland entity are
subject to EIT, VAT and surcharges (charged by local
tax authorities, which are calculated on top of VAT).

Scenario D: Hong Kong entity owns IPRs and engages Mainland entity to
conduct R&D activities

Tax consequences in:

Hong °
Kong

Mainland e
China

If the Mainland entity is not an approved research
institution, the R&D outsourcing expenses incurred
by the Hong Kong entity are not deductible.

If the Mainland entity and the Hong Kong entity are
associated, the technology transfer payment made
by the Hong Kong entity is not deductible (if the
payment is made to an unrelated party, the payment
is deductible provided certain requirements are
met).

If the Mainland entity does not own IPRs that
provide core support to its main products (or
services), it will not be able to enjoy the Enterprise
Income Tax benefits offered to qualified HNTE,
software company or integrated circuit enterprise.
However, if the R&D services undertaken by the
Mainland entity meet the criteria for a TASE business
and other requirements, the entity may be eligible
for EIT incentives.

Under the transfer of technology arrangement, the
R&D expenses incurred by the Mainland entity are
eligible for the super deduction. In certain cases, the
income received for the technology transfer could be
eligible for EIT and VAT reductions.

IPR arrangements involving cross-border R&D activities can be more
complicated that the above simplified examples due to differences in
the laws in different jurisdictions. Potential business risks and benefits,
relevant laws and tax consequences should be considered. For
example, will the tax consequences be different if an IPR is developed
by a Hong Kong entity in Hong Kong but is registered in both Hong Kong
and Mainland China (rather than only in Hong Kong)?



When undertaking R&D activities and IPR arrangements, multinational
corporations should consider factors, such as market demand, costs,
legal protection, taxation policy, etc., as well as whether the operating
entities have the capacity to perform and the ability to enhance,
maintain, protect and promote the R&D. In addition, the enterprise's
overall value chain and R&D arrangements should be taken into
account when considering R&D pricing policies, to reduce any potential
transfer pricing risks.

Risk management of GBA incentives

It is worth noting that post-recognition scrutiny and audits will be
enhanced as long as companies in the GBA are qualified for tax
incentives. For example, differences may arise in the interpretation of
the relevant rules between GBA companies and the tax authorities.
Based on our experience, below are some common guestions and
issues companies should consider when applying the technological
innovation and R&D incentives:

e Whatis the connection between the R&D activities, the IPRs and the
company’s products?

e Which projects are eligible R&D projects?

e \What are the specific details of the R&D projects?

e Which costs outside the R&D department also may be eligible for
the R&D super deduction?

e How should the company account for and attribute R&D expenses?

e How should the company coordinate and resolve any conflicts
arising from the need to collect additional supporting information
from both R&D and non-R&D departments?

e What follow-up actions can be taken for a post-event tax audit?

e How can the company communicate effectively with the tax
authorities?

Under Hong Kong’s "assess first, audit later" practice, the tax
authorities may request details of the R&D expenditure and other
relevant information and supporting documents, such as the following:

e The purpose of the R&D project;

e The nature of the R&D activities;

e The connection between the results of the R&D project and the
company’s business;

e The relevant R&D personnel;

e |f the R&D is outsourced to an approved research institution, the
outsourcing agreement and related payments;

e The IPRs generated from the R&D activities; and

e The taxation of the related DEMPE activities in Hong Kong.

Companies in the GBA that intend to apply for incentives should
consider these questions and their responses in advance. Companies
also should consider conducting regular reviews to ensure that the
relevant information is available for inspection and is accurate,
complete and up-to-date, to mitigate the risk of being assessed tax and
surcharges due to noncompliance.

Comments



Tax incentives and other government support are available for
enterprises in the GBA that carry out technological innovation and R&D
activities. However, due to certain constraints such as manpower, time,
financial resources and experience, enterprises may not be able to
claim relevant incentives in a timely, accurate or effective manner.
Extra efforts are necessary to interpret policies, estimate costs, prepare
data and communicate with relevant departments. In addition, well-
structured R&D blueprints and planning are major challenges for
enterprises trying to claim GBA incentives.
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