HONG KONG

TRANSFER PRICING LANDSCAPE
November 2017: Hong Kong’s transfer
pricing rules were prescribed in the
Inland Revenue Ordinance (IRO) and few
Departmental Interpretation and Practice
Notes (DIPN) were issued by the Inland
Revenue Department (IRD) namely:
• DIPN 45 – Relief from double taxation due
to transfer pricing or profit reallocation
adjustments (issued in April 2009);
• DIPN 46 – Interpretation of transfer
pricing rules and methodologies (issued in
December 2009);
• DIPN 48 – Details of the APA programme
(issued in March 2012); and
• DIPN 49 – Part B: Taxation of royalties
derived from licensing of intellectual
property rights (issued in July 2012).
July 2018: IRD on July 4, 2018 passed
the final Hong Kong’s Legislative Council
of (Amendment) (No. 6) Bill 2017 (the
Amendment Bill) which eventually
implements regulatory regime for transfer
pricing and documentary requirements.
The Amendment bill was gazetted and
formally became law on July 13, 2018.

Introduction
Inland Revenue Department (IRD) on 4 July 2018 passed
the final Hong Kong’s Inland Revenue (Amendment) (No.
6) Bill 2017, (the Amendment Bill). This Amendment Bill
(became a law on 13 July 2018) introduces documentary
requirements from a transfer pricing perspective and
has introduced various BEPS Action Plans. Most of the
provisions of the bill will have retrospective effect from
Assessment Year (AY) 2018-19.
The Amendment Bill amends the Inland Revenue
Ordinance (IRO) to:
• Codify the transfer pricing rules through fundamental
rules in order to compute income or loss from provisions
between associated persons;
• Provide for an Advance Pricing Arrangement (APA) regime;

Transfer pricing documentation
Mandatory transfer pricing documentation requirement
The mandatory documentation requirement is consistent
with the three-tier documentation requirements under
Action 13 of the OECD BEPS Action Plan2 i.e., 1) Master File,
2) Local File and 3) Country-by-Country (CbC) Report.
The mandatory documentation requirement to prepare
Master File and Local File, applies to each accounting
period beginning on or after 1 April 2018.
Exemption from preparing Master file and Local file
based on business size of the entity:
• A Hong Kong entity of a group is exempted from preparing
Master file and Local file, if it satisfies any two of the three
conditions below in a particular tax year3:

• Provide documentation requirements relating to
transaction(s);

–– Total annual revenue does not exceed HKD 400 million

• To enable effect to be given to mutual agreements made
with other jurisdictions to avoid double taxation;

–– Average number of employees do not exceed 100.

–– Total value of assets does not exceed HKD 300 million

• To enhance provision for double taxation relief; and

Timelines for documentation

• To adjust fees in respect of an application for advance
ruling.

The Master File must be prepared within nine months after
the end of corresponding accounting period of the Group
and Local File must be prepared within nine months4 after
the end of corresponding accounting period of the entity.

Though Hong Kong is not a member of the Organization
for Economic Co-operation and Development (OECD), its
transfer pricing guidelines are largely based on the OECD
guidelines and the IRD generally relies on transfer pricing
methodologies recommended by the OECD guidelines.

Associated enterprise
The term ‘associated enterprises’ has been broadly defined
to include an enterprise of a contracting state participating
directly or indirectly in the management, control or capital
of an enterprise of another contracting state as well as the
same persons participating the management, control or
capital in both enterprises.

Arm’s length principle
The IRO allows the Inland Revenue Department (IRD) to
adjust taxpayer’s related party transactions if they are
non-arm’s length in nature, i.e., which has created a tax
advantage.
The domestic transactions are excluded if following
conditions are met1:
• Transactions are domestic in nature;
• Transactions that do not lead to tax difference; and
• Transactions are not used for tax avoidance.

Documentation to be in English/Chinese language
The taxpayer is provided with an option to prepare the
transfer pricing documentation (master file and local file) in
either English or Chinese language and maintain it for seven
years.
Taxpayers that fail to prepare the Master File and Local
File will be liable to a fine and may be ordered by court to
complete the documentation within a specified time limit.
Exemption with reference to the category of
transactions to be covered in the Local File
A Hong Kong entity of a group is exempted from preparing
Local File covering the said category of related party
transaction if it is below the threshold limit (mentioned
below) in a particular tax year:
• Transfer of properties (movable/immovable, but excluding
financial assets) exceeding HKD 220 million
• Transactions in respect of financial assets HKD 110 million
• Transfer of intangible assets exceeding HKD 110 million
• Other transactions exceeding HKD 44 million.
Note: Domestic transactions to be excluded for
determining threshold criteria.
In any of the cases, where the category of the transactions
between related party entities is below the above prescribed
limits, an enterprise will not be required to cover the said
transaction in its local file5.

1. Section 4 (a) of Schedule 17I of Inland Revenue (Amendment)(No.6) Ordinance, 2018.
2. Section 58 (C)(2) of Inland Revenue (Amendment)(No.6) Bill, 2017
3. Section 4 of Schedule 17I of Inland Revenue (Amendment)(No.6) Ordinance, 2018.

4. Section 58(C)(2)(a) of Inland Revenue (Amendment)(No.6) Ordinance, 2018.
5. Section 4 of Schedule 17I of Inland Revenue (Amendment) (No. 6) Bill, 2017.

Alternatively, if in all cases the transactions between related
party entities is below the above prescribed limits, an
enterprise will not be required to prepare Master file and
the Local file.

• HKD 20 million per annum for transactions pertaining to
intangible properties (licence, royalty, etc.).

Reporting and compliance

The service charge in respect of fees for an APA applications
filed under Section 50AAP will be within HKD 500,0009.

Content of related party transaction disclosures with
annual corporate income tax returns

Dispute Resolution Mechanism

The IRD requires taxpayers to disclose the following details
in their annual tax return:

For effective resolution of disputes, the bill provides for
dispute resolution mechanism whereby the taxpayer can:

• Transactions with non-resident persons;

i. Approach Mutual Agreement Procedure;

• Payments made to non-residents for use of intellectual
properties6;

ii. Arbitration under the tax treaty; and/or

• Payments made to non-residents for services rendered in
Hong Kong; and
• Transactions with closely connected non-resident persons.

Intangibles
Section 15F is newly added to the Bill with an intention to
impose taxon Hong Kong taxpayers if they are involved
in value creation activities such as Development,
Enhancement, Maintenance, Protection of Exploitation
(DEMPE) functions in Hong Kong that contributed to an
intellectual property held by any overseas related party.

APAs will apply for three to five years. Rollback provisions
are available.

iii. Approach the Commissioner who will give final effect to
the application submitted to him.

Country by Country Report (CbC Report)
applicability10
With effect from 1 January 2018, a multinational group with
annual consolidated group revenue equal to or exceeding
EUR 750 million (HKD 6.8 billion in the preceding accounting
period will be required to file a CbC report in relation to an
accounting period in Hong Kong if its Ultimate Parent Entity
(UPE) is a Hong Kong resident.

To provide adequate time for filling, the effective date for
the said rule is beginning on or after 1 April 2019 where the
taxpayers are required to comply with the IP strategies7.

A reportable group’s UPE is required to file a CbC return
(that includes CbC Report) with the Commissioner for each
accounting period beginning on or after 1 January 2018 if the
UPE is resident for tax purposes in Hong Kong.

Profit Attribution to Permanent
Establishments

A Hong Kong entity of a reportable group whose UPE is not
resident for tax purposes in Hong Kong is required to file a
CbC return with the Commissioner if any of the following
conditions is met:

Specific provisions relating to Permanent Establishments
(PE) have been introduced. The rules of transfer pricing shall
apply to any non-resident who has a PE carrying out trade,
profession or business in Hong Kong8. The guidance on
attributing income/ loss to a PE is based on OECD approach
i.e., by adopting separate entity approach.

• The UPE is not required to file a CbC report in its
jurisdiction of tax residence;
• Jurisdiction of UPE has a current international agreement
with Hong Kong but no agreement in place for automatic
exchange of tax information;

Advance Pricing Agreements

• There has been a systemic failure to exchange.

DIPN 48 released in March 2012 provides guidelines on the
application of Advance Pricing Arrangements (APAs) for
taxpayers.

Penalties and other consequences of noncompliance

The APA programme is open to all residents and nonresidents with a permanent establishment in the country,
subject to profits tax and having related party transactions
in Hong Kong.
The thresholds for an APA application are:
• HKD 80 million each year for transactions with respect to
the sale and purchase of goods;
• HKD 40 million per annum for services transactions
(management, technical, etc.); or
6. Section 15F (2) of Inland Revenue (Amendment)(No.6) Bill, 2017.
7. Section 4 (2) of Inland Revenue (Amendment)(No.6) Ordinance, 2018.
8. Section 50 AAK of Inland Revenue (Amendment)(No.6) Bill, 2017.

The amendment bill introduces a new and stringent transfer
pricing penalty regime – with in some cases criminal as well
as civil penalties.
Administration penalties amounting to 100% of tax
undercharged will be imposed on taxpayers for failure
to comply with requirements under transfer pricing
rules, transfer pricing documentation and CbC report
requirements, for providing misleading, false or inaccurate
information, and for omitting to provide information.

9. Schedule 17H to the Ordinance, 2018.
10. Section 58E of Inland Revenue (Amendment)(No.6) Bill, 2017.

SUMMARY OF TRANSFER PRICING REQUIREMENTS
Effective from
Compliance
requirements

Penalties

13/7/2018
• Master File and Local File would be applicable for each accounting period
beginning on or after 1 April 2018
• Exemption from preparing Master file and Local File based on threshold
(business size of the entity)
New penalty regime containing criminal as well as civil penalties
Administrative penalties could amount to 100% of tax under charged

CbCR applicability

Applicable if annual consolidated group revenue equal to or exceeding EUR
750 million (HKD 6.8 billion in the preceding accounting period

APA

With the introduction of Schedule 17H to the Ordinance, 2018, the service
charge in respect of fees for an APA application should not exceed HKD
500,000. Amendment Bill also increases the fees in respect of an application
for advance ruling from HKD 30,000 to HKD 45,000, together with certain
other related fees

Dispute resolution
mechanism

Mutual Agreement Procedure/Arbitration/Approach Commissioner

Our Services
Our dedicated transfer pricing
professionals are ready to work with
you in building, managing, reviewing,
documenting and defending your
transfer pricing policies and processes.
Our hands-on approach enables us to
deliver robust, high-quality services
whereby we are able to partner with

you in your growth. Besides extensive
experience in providing solutions for
small and medium enterprises (SMEs),
we have successfully supported transfer
pricing cases of larger MNEs as well.
Streamlined operating structures,
coupled with the effective use of
technology, gives us a cost-efficient
while delivering quality solutions.

Our Experience
Formulated a transfer pricing
policy balancing Indian and UK
TP regulations for an Indian
multinational software company
resulting in an effective tax rate

Advised one of the largest shipping
companies in the world on changing
their transfer pricing policy to
remunerate its subsidiary from
percentage-based commission
to cost-plus model, leading to
substantial tax savings

Advised a listed Indian company
(the largest paint manufacturer in
India) with 20+ subsidiaries overseas
in formulating an intra-group
management fee policy from the
transfer pricing perspective

Advised a speciality packaging
company having various subsidiaries
across the globe on alternative
approaches to formulate arm’s
length guarantee charges/fees

Assisting an Indian listed
pharmaceutical MNE in restructuring
its supply chain thereby making the
structure tax-efficient – both from
a corporate tax and indirect tax
perspective

Assisted a leading global cosmetic
company in getting substantial
relief against the transfer pricing
adjustment proposed by Indian tax
authorities on marketing intangible
issue along with defending transfer
pricing policy for other intra-group
transactions

Assisted a US parent company
engaged in social entrepreneurship
to get substantially reduced markup on investment advisory services,
provided by the Indian arm through
representations and negotiations
with Advance Pricing Authorities

About SKP
SKP is a global professional services
group with its principal areas of
operations in business advisory, end-toend finance and accounting solutions
including attest function and taxation,
business process management, and IT
risk advisory. SKP’s focus is to provide
solutions which result in tangible
business benefits and performance
improvements.

Our multi-disciplinary teams serve
clients from various geographies and
industries ensuring global standards.
With over 80% of our client-base being
international, we truly understand the
needs of global companies and their
expectations and our customized global
solutions are designed to factor in local
nuances. Our commitment is rooted in
a passion for solutions, empowering our
people and clients to achieve more.

Contact Us
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USA - Chicago

Canada - Toronto

Urmi Axis, 7th Floor
Famous Studio Lane, Dr. E. Moses Road
Mahalaxmi, Mumbai 400 011
India
T: +91 22 6730 9000
E: IndiaSales@skpgroup.com
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USA
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E: NorthAmericaSales@skpgroup.com

Emirates Financial Towers
503-C South Tower, DIFC
PO Box 507260, Dubai
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269 The East Mall
Toronto, ON M9B 3Z1
Canada
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