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LEGISLATIVE COUNCIL BRIEF

Inland Revenue Ordinance (Chapter 112)

INLAND REVENUE (AMENDMENT) (NO. 3) BILL 2018

INTRODUCTION

At the meeting of the Executive Council on 17 April 2018, the
Council ADVISED and the Chief Executive (“CE”) ORDERED that the
Inland Revenue (Amendment) (No. 3) Bill 2018 (“the Bill”), at Annex A,
should be introduced into the Legislative Council (“LegCo”) to implement
an enhanced tax deduction regime for qualifying research and
development (“R&D”).

JUSTIFICATIONS
Background

Rate of deduction in Hong Kong and other tax jurisdictions

2. At present, section 16B(1) of the Inland Revenue Ordinance
(Cap 112)(“IRO”) allows 100% deduction for payments to approved
research institutes’ (i.e. out-sourced R&D) and expenditure on R&D (i.e.
in-house R&D).

3. On the other hand, many other jurisdictions, such as Mainland
China, Singapore, the United Kingdom (“UK”) and the United States
(“US”), are providing tax incentives on R&D activities ranging from 117%
to 400% deduction to promote domestic R&D. The current rate of R&D

! The term “an approved research institute (337 7 3 #4£)” as defined in section 16B(4)(a) of the IRO
means any university, college, institute, association or organisation which is approved in writing (for the
purposes of section 16B) by the Commissioner of Inland Revenue (“CIR”) as an institute, association or
organisation for undertaking research and development which is or may prove to be of value to Hong
Kong.



tax deduction in Hong Kong is by comparison less than competitive.
Annex B summarises the rates of tax deduction offered by leading R&D
countries.

The need for change

4, The business community considers the current tax incentive in
Hong Kong inadequate to incentivise enterprises to invest more on R&D for
the sustained growth of our economy. There have been calls from the
business community, in particular the technology sector and industry
federations, for the Government to provide a higher rate of tax deduction on
R&D expenditure.

5. In her first Policy Address of October 2017, the CE has set a
goal to double the Gross Expenditure on Research and Development
(“GERD”) as a percentage of the Gross Domestic Product (“GDP”) to 1.5%,
equivalent to about $45 billion, by 2022. We also aim to gradually reverse
the ratio of public sector expenditure versus private sector expenditure on
R&D from government-led to private-led, which is more sustainable.

Proposed Implementation Framework

Considerations

6. The relevant tax practices in major jurisdictions including
Australia, Canada, France, Ireland, Mainland China, Singapore, the UK and
the US have been studied. It was observed that their R&D tax incentives
mainly target at activities that seek to achieve scientific or technological
advancement and involve the resolution of some scientific or technological
uncertainties. In alignment with this common model, we propose the
following framework for the regime of enhanced tax deduction for
qualifying R&D activities.

Two-tiered rates of enhanced tax deduction

7. Under the proposed scheme, R&D expenditures eligible for
deduction under section 16B of the IRO are now classified into either
“Type A expenditures” which qualify for 100% deduction or “Type B
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expenditures” which qualify for the enhanced tax deduction.

8. The proposed enhanced tax deduction for Type B expenditures
will be a two-tiered deduction regime. The deduction will be 300% for the
first $2 million of the aggregate amount of payments made to “designated
local research institutions” for “qualifying R&D activities” (i.e. out-sourced
qualifying R&D) (see paragraphs 14 to 17 below), and “qualifying
expenditures” incurred by the enterprises (i.e. in-house qualifying R&D),
and 200% for the remaining amount. There is no cap on the amount of
enhanced tax deduction.

Scope of qualifying R&D activities eligible for the enhanced tax deduction

Q. The proposed definition of a “qualifying R&D activity” is
primarily built on the definition of “research and development”? in the
current section 16B(4)(a) of the IRO (save for paragraph (b) of that
definition) and is defined as -

o an activity in the fields of natural or applied science to extend
knowledge;
o an original and planned investigation carried on with the

prospect of gaining new scientific or technical knowledge and
understanding; or

o the application of research findings or other knowledge to a
plan or design for producing or introducing new or
substantially improved materials, devices, products, processes,
systems or services before they are commercially produced or
used.

A qualifying R&D activity should be wholly undertaken and carried on in

2 The term “research and development (¥ 7 - B )" is defined (for the purpose of section 16B) under
section 16B(4)(a) to mean: (a) any activities in the fields of natural or applied science for the extension of
knowledge; (b) any systematic, investigative or experimental activities carried on for the purposes of any
feasibility study or in relation to any market, business or management research; (c) any original and
planned investigations undertaken with the prospect of gaining new scientific or technical knowledge and
understanding; or (d) the application of any research findings or other knowledge to a plan or design for
the production or introduction of new or substantially improved materials, devices, products, processes,
systems or services prior to the commencement of their commercial production or use.
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Hong Kong.

10. The following activities are not generally regarded as
innovative activities involving advancement in science or technology and
they will not be regarded as “qualifying R&D activities” the expenditures
on which are eligible for enhanced tax deduction —

(@) any efficiency survey, feasibility study, management study,
market research or sales promotion;

(b) the application of any publicly available research findings or
other knowledge to a plan or design, with an anticipated
outcome and without any scientific or technological
uncertainty;

(c) an activity that does not seek to directly contribute to achieving
an advance in science or technology by resolving scientific or
technological uncertainty; or

(d) any work to develop the non-scientific or non-technological
aspect of a new or substantially improved material, device,
product, process, system or service.

11. The objectives of the proposed enhanced tax deduction are to
encourage enterprises to invest more in R&D in Hong Kong, promote local
R&D activities and groom local R&D talents. Regardless of whether the
expenditures are spent for out-sourced or in-house qualifying R&D, we
propose that only R&D expenditures on “qualifying R&D activities” would
be eligible for enhanced tax deduction as Type B expenditures. For R&D
expenditures on “R&D activities” conducted outside Hong Kong, they may
still be eligible for the existing 100% tax deduction as Type A expenditures
for “R&D activities™®,

12, The exclusions are made with due regard to those adopted by
other tax jurisdictions that offer enhanced tax deductions, such as Australia,
Canada, France, Ireland, Mainland China, Singapore, the UK and the US.

* As opposed to “qualifying R&D activity” as defined in paragraph 9 above. A “R&D activity” is
defined in section 2 of Schedule 45 to be added by clause 13 of the Bill.
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Expenditures incurred on these activities may still be eligible for 100% tax
deduction as Type A expenditures.

13. We consider that the new definitions for “R&D activity” and
“qualifying R&D activity” are appropriate and can apply to R&D activities
in different industries. In addition, paragraphs (c) and (d) of the existing
definition of “research and development” are in line with the definitions of
“research” and “development” in the Hong Kong accounting standards.

Out-sourced R&D activities

14, Currently, a payment to “an approved research institute”
qualifies for 100% deduction if the payment is made for R&D activities
related to the person’s trade, profession or business, or if the object of the
institute is the undertaking of R&D activities related to the class of trade,
profession or business to which the person’s trade, profession or business
belongs.

15. As part of the new scheme, a payment to a “designated local
research institution” (which is any university or college located in Hong
Kong, or any other institute, association, organisation or corporation located
in Hong Kong that undertakes qualifying R&D activities in Hong Kong,
designated by the Commissioner for Innovation and Technology (“CIT”))
qualifies for the enhanced tax deduction as a Type B expenditure if the
payment is made for a qualifying R&D activity related to the person’s trade,
profession, or business, or if an object of the institution is the undertaking
of a qualifying R&D activity related to the class of trade, profession or
business to which the person’s trade, profession or business belongs and the
payment is used for pursuing that object.

16. On the other hand, a payment to an “R&D institution”*
qualifies for 100% deduction as a Type A expenditure if the payment is
made for an R&D activity related to the person’s trade, profession, or
business, or if an object of the institution is the undertaking of an R&D

* Section 6(4) of the new Schedule 45 to be added by clause 13 of the Bill defines R&D institution as (a)
a designated local research institution; or (b) a university or college that is not a designated local research
institution. In other words, it covers all designated local research institutions as well as
universities/colleges that have not been designated by CIT.



activity related to the class of trade, profession or business to which the
person’s trade, profession, or business belongs and the payment is used for
pursuing that object and is not a Type B expenditure.

17, R&D service providers which provide R&D services in Hong
Kong and are competent to provide such services may apply to ITC for
designation. The detailed conditions and application procedures for
designation would be drawn up separately.

In-house R&D activities

18. At present, expenditure incurred on R&D is widely defined in
section 16B(5)(a) of the IRO to include all expenditure incurred for the
prosecution of or the provision of facilities for the prosecution of R&D, but
exclude any expenditure incurred in the acquisition of rights in, or arising
out of, R&D. Capital expenditure incurred on the purchase of plant or
machinery for R&D is also fully deductible in the basis period during which
it was incurred.

19. According to European Union’s and US’s empirical studies,
the major components of R&D expenditure are labour (60% to 70%),
consumables (15%) and contract research expenses (15%). These three
components adopted in most jurisdictions provide a useful pointer as to
what should be the target expenditure of the proposed two-tiered tax
deduction regime.

20. Accordingly, we propose to define “qualifying expenditure
related to trade, profession or business” which would be a Type B
expenditure as —

(@) an expenditure in relation to an employee who is engaged
directly and actively in a qualifying R&D activity related to the
trade, profession or business; or

(b) an expenditure on a consumable item that is used directly in a
qualifying R&D activity related to the trade, profession or
business.

21. No additional deduction will be given for an expenditure
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incurred on the purchase of plant or machinery used in carrying out
qualifying R&D activities. The current 100% upfront deduction for an
expenditure incurred on plant or machinery provided under section
16B(1)(b)(and which will be provided for as a Type A expenditure under
section 8 of Schedule 45 to be added by clause 13 of the Bill) is generous
by international standards, in that many jurisdictions only allow such capital
costs to be written off over a number of years by accelerated depreciation
allowances.

22, R&D expenditures not falling within the above proposed
definition of “qualifying expenditure related to trade, profession or business”
(e.g. director’s remuneration, fees paid to non-designated local research
institutions, fees paid for leasing or maintenance of plant or machinery,
consultancy fees paid for expert advice, licence fees paid for the use of
intellectual property rights, etc.) may still be eligible for 100% deduction as
Type A expenditures.

Safeguards and Miscellaneous Amendments

Considerations

23. To safeguard the public coffer and to align with relevant
international tax rules, we also propose other amendments with regard to
the following matters, including —

(@) treatment of proceeds of sale of rights generated from R&D
activities including qualifying R&D activities on which R&D
expenditures (including qualifying R&D expenditures) have
been allowed under section 16B;

(b) treatment of grants and subsidies;

(c) preventing artificially inflated claims®;

% Section 14(c) of the new Schedule 45 serves to prevent artificially inflated claims.  Under that section,
if an expenditure is incurred under an arrangement the main purpose, or one of the main purposes, of
which is to enable a person to obtain a deduction to which the person would not otherwise be entitled
under section 16B; or a deduction of a greater amount than the amount to which the person would
otherwise be entitled under section 16B, no deduction is to be allowed under section 16B in respect of
such expenditure.



(d) vesting of rights generated from “R&D activity” or “qualifying
R&D activity”; and

(e) royalties from licensing intellectual property rights or
know-how generated from “R&D activity” (including
“qualifying R&D activity”).

24. IRD does not have the necessary domain knowledge to
determine whether the activity in relation to which deduction is claimed is
“R&D activity” or “qualifying R&D activity” and whether an expenditure,
in particular, on consumables, is incurred by the taxpayer in carrying out
the “R&D activity” or “qualifying R&D activity” concerned. With the
introduction of a higher rate of tax deduction through the proposed
enhanced tax deduction regime, there is a greater need to guard against
potential revenue loss due to wrongful claims and higher risks of abuses.
It is therefore proposed to empower CIR to consult CIT in ascertaining
whether an activity constitutes an “R&D activity” or a “qualifying R&D
activity”, and whether an R&D expenditure was incurred (or is, if incurred,
to be incurred) in relation to an “R&D activity” or a “qualifying R&D
activity”.  CIR may disclose to CIT any details which he considers
necessary for the purposes of such consultation.

THE BILL
25. The main provisions are —

(@) Part 2 sets out the amendments to section 16B and related
amendments to other sections in the IRO. Section 16B is
restructured to provide for a Schedule 45 which sets out the
operational details of the basic and enhanced tax deduction
regimes. Schedule 45 covers the scope of the current section
16B as well as the enhanced tax deduction regime. This
includes the definitions, scopes and rates of the basic tax
deduction and the enhanced tax deduction, and provisions
regarding proceeds from the sale of plant or machinery and
rights generated from R&D activities. It also sets out the
safeguards and  miscellaneous  provisions including
empowering CIR to seek advice from CIT for R&D and

qualifying R&D claims and advance rulings applications; and
8



empowering CIT to designate any university or college located
in Hong Kong, or any other institute, association, organisation
or corporation located in Hong Kong that undertakes
qualifying R&D activities in Hong Kong, as “designated local
research institution” for tax deduction purposes; and

(b) Part 3 updates the changes in the roles of CIT and CIR in the
Specification of Public Offices Notice (Cap. 1 sub. leg. C) as a
result of empowering CIT to designate certain entities as
“designated local research institutions”.

LEGISLATIVE TIMETABLE

26. The legislative timetable will be as follows:
Publication in the Gazette 20 April 2018
First Reading and commencement 2 May 2018

of Second Reading debate

Resumption of Second Reading To be notified
debate, committee stage and Third
Reading

IMPLICATIONS OF THE PROPOSAL

217, The proposal has financial, civil service, economic and
sustainability implications as set out at Annex C. The proposal is in
conformity with the Basic Law, including the provisions concerning human
rights. The proposal will not affect the binding effect of the existing
provisions of the IRO and its subsidiary legislation. It has no family,
environmental, productivity and gender implications.

PUBLIC CONSULTATION

28. We have consulted the Committee on Innovation, Technology
and Re-industrialisation in August 2017 and major trade and industrial

associations and professional bodies in accountancy or tax in the fourth
9



quarter of 2017 and they generally welcome the proposed amendments.
We briefed the LegCo Panel on Commerce and Industry on 16 January
2018 and Members generally supported the proposed framework.

PUBLICITY

29. We will issue a press release on the Bill on 20 April 2018. A
spokesperson will be available to answer media and public enquiries.

ENQUIRIES

30. Enquiries on this Brief can be addressed to Mr Wong
Wang-wah, Assistant Commissioner for Innovation and Technology
(Infrastructure and Quality Services) at 2810 2753.

Innovation and Technology Bureau
Financial Services and the Treasury Bureau
Innovation and Technology Commission

18 April 2018
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Inland Revenue (Amendment) (No. 3) Bill 2018 Inland Revenue (Amendment) (No. 3) Bilt 2018
Part 1 Part 2
Clause 1 1 Clause 3 2

A BILL Part 2
T Amendments to Inland Revenue Ordinance
0O
3. Section 2 amended (interpretation)
Amend the Inland Revenue Ordinance to provide for enhanced tax Section 2(1)-
deductions for certain expenditures incurred in relation to research Add in alphabetical order

and development activities; to introduce further safeguards to
prevent the abuse of tax deductions in respect of research and “Commissioner for I&T (g7 2 F &) means the

development activities; to deem certain sums to be trading receipts Commissioner for Innovation and Technology;”.
chargeable to tax; and to provide for related matters and minor

textual amendments. 4, Section 4 amended (official secrecy)
(1) Section 4(4)a)—
Enacted by the Legislative Council. R
epeal
Part 1 “Commissioner, or”
Substitute
Preliminary “Commissioner;”.
1 Short title (2)  Section 4(4)(c)—
This Ordinance may be cited as the Inland Revenue (Amendment) Repeal
(No. 3) Ordinance 2018. “any public officer authorized by him, for the purpose of
reporting under section 68(5) an appeal to the Board of
2. Enactments amended Review, or”
(1) The Inland Revenue Ordinance (Cap. 112) is amended as set Substitute
out in Part 2. “a public officer authorized by the Secretary for Justice, for
(2) The Specification of Public Offices Notice (Cap. 1 sub. leg. the purpose Qf reporting under section 68(5) an appeal to the
C) is amended as set out in Part 3. Board of Review;”.
(3) Section 4(4)(d)—
Repeal

“document.”




inland Revenue (Amendment) (No. 3) Bill 2018

Part2
Clause 5 3
Substitute
“document; or”.
(4) After section 4(4)(d)}—
Add
“(e) to the Commissioner for I&T, or a public officer
authorized by the Commissioner for 1&T, for the
purpose of seeking advice under section 18 of Schedule
457,
5. Section 15 amended (certain amounts deemed trading receipts)
(1)  After section 15(1)(ba)—
Add

“(bb) sums, not otherwise chargeable to tax under this Part,
received by or accrued to a person—

(i) for the use, or the right to the use, outside Hong
Kong of any intellectual property or know-how
generated from any R&D activity in respect of
which a deduction is allowable under section 16B
in ascertaining profits of the persen under this Part;
or

(i) for imparting or undertaking to impart knowledge
directly or indirectly connected with the use
outside Hong Kong of any such property or know-
how;”.

(2) After section 15(6)—
Add

“7) The amendments made to this section by the Inland
Revenue (Amendmenty (No. 3) Ordinance 2018
( of 2018) do not have the effect of rendering
chargeable to tax sums received by or accrued to a

Inland Revenue (Amendment) (No. 3) Bill 2018
Part 2
Clause 6 4

person before the day on which that Ordinance comes
into operation which were not otherwise chargeable to
tax.

(8) In this section-—
intellectual property (FIEREERE) includes—
{a) copyright material;
(b) adesign;
(¢) a layout-design (topography) of an integrated
circuit;
(d) a patent;
(e) a plant variety right;
{f) asecret process or formula; and
(g) any other property or right of a similar nature;

know-how (T E45155%) means any industrial information or
techniques likely 10 assist in the manufacture or
processing of goods or materials;

R&D activity (55758 has the meaning given by section 2
of Schedule 45.”,

6. Section 16 amended (ascertainment of chargeable profits)
(1) Section 16(1)g)—
Repeal
“notwithstanding”
Substitute
“despite™.
(2) Section 16(1)ga)—
Repeal
“16B,”.




Part 2
Clause 7

inland Revenue (Amendment} (No. 3) Bill 2018

3)

)

After section 16(1)(ga)y—
Add

“{gb) despite section 17, any deduction allowed under section

16B;™.
Section 16(2)(e)(i}B)—
Repeal
“research and development”
Substitute

“R&D activities within the meaning of section 2 of Schedule
457,

Section 16B substituted

Section 16B—

“16B.

Repeal the section
Substitute

Expenditures on R&D activities
(1) This section applies despite section 17.

(2) In ascertaining the profits from a trade, profession or
business in respect of which a person is chargeable to tax
under this Part for a year of assessment, a deduction in
relation to R&D activities is to be allowed under this
section for payments made, and other expenditures
incurred, by the person during the basis period for the
year of assessment.

(3) The total amount of deduction to be allowed under this
section is to be determined in accordance with Schedule
45,

Intand Revenue (Amendment) (No. 3) Bifl 2018

Part 2
Clause 8 6
(4) However, no deduction is to be allowed under this
section for an amount that is allowable as a deduction
apart from this section.
(5) The proceeds of sale of any plant or machinery for, and
rights generated from, R&D activities are to be treated as
a trading receipt in accordance with Schedule 45.
(6) In this section——
R&D activity (WHE%7E55]) has the meaning given by section 2
of Schedule 45.”.
8. Section 37 amended (initial and annual allowances, machinery
or plant)
(1) Section 37(1)}—
Repeal
“16B(1)(b) or”
Substitute
“6(1)(c) of Schedule 45 or section™.
(2) Section 37(3)—
Repeal

“his trade, profession or business where such machinery or
plant represents expenditure of a capital nature which
pursuant to section 16B(1)(b} or 16G has been allowed as a
deduction”

Substitute

“the person’s trade, profession or business where the
machinery or plant represents expenditure or expenditures of a
capital nature which have been allowed under section 16B or
16G as a deduction or deductions™.




Inland Revenue (Amendment) (No. 3) Bill 2018

Part 2
Clause 9 7
9. Section 37A amended (initial and annual allowances in respect
of machinery and plant acquired under hire purchase
agrecment)
(1) Section 37A(1)—
Repeal
“16B(1)(‘b):9
Substitute
“6(1)(c) of Schedule 45”.
(2) Section 37A(4)
Repeal
“his trade, profession or business where such machinery or
plant represents research and development expenditure of a
capital nature which pursvant to section 16B(1)(b) has been
allowed as a deduction”
Substitute
“the person’s trade, profession or business where the
machinery or plant represents expenditure or expenditures of a
capital nature which have been allowed under section 16B as
a deduction or deductions”.
10. Section 39B amended (initial and annual allowances on

machinery or plant under the pooling system)

(1

(2

Section 39B{1)—

Repeal

“16B(1)(b) or”

Substitute

“6(1)c) of Schedule 45 or section”.
Section 39B(10)—

Repeal

Part 2
Clause 11

Inland Revenue (Amendment) (No. 3) Bill 2018

“his trade, profession or business where such machinery or
plant represents expenditure of a capital nature which
pursuant to section 16B(1)(b) or 16G has been allowed as a
deduction™

Substitute

“the person’s trade, profession or business where the
machinery or plant represents expenditure or expenditures of a
capital nature which have been allowed under section 16B or
16G as a deduction or deductions™.

11. Section 40 amended (interpretation)

Section 40(1), definition of industrial building or structure,
paragraph (f}—

Repeal
“research and development”
Substitute

“R&D activities within the meaning of section 2 of Schedule
457,

12, Section 68 amended (hearing and disposal of appeals to the
Board of Review)

Section 68(5), Chinese text—

Repeal
u}gu
Substitute
c‘ﬁu.

13. Schedule 45 added
The Ordinance—

Add




Part 2
Clause 13

inland Revenue (Amendment) (No. 3) Bill 2018

“Schedule 45

[ss. 4, 15, 16, 16B, 37,
37A, 39B & 40]

Deduction of R&D Expenditures
Part1

Preliminary

Interpretation
(1) In this Schedule—

2018 Amendment Ordinance ( {2018 SEEET{E&F]) ) means
the Inland Revenue (Amendment) (No. 3) Ordinance
2018¢( of 2018);

amended Ordinance ( { Z{ZET & #] ) ) means this
Ordinance as amended by the 2018 Amendment
Ordinance;

commencement date (&5 H HH) means the day on which the
2018 Amendment Ordinance comes into operation;

designated local research institution (35 7E K HHTTHERE)
means a designated local research institution designated
under section 19 of this Schedule;

interim Type A expenditure (P HIEEEE S )—see section 9
of this Schedule;

interim Type B expenditure (THZ J831 37 )—see section 11
of this Schedule;

Part 2
Clause 13

Inland Revenue {(Amendment) (No. 3} Bill 2018
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pre-amended Ordinance ( ( R & % ¥ ) ) means this
Ordinance as in force immediately before the
commencement date;

qualifying expenditure related to ftrade, profession or

business (FIF(TH - BEIFEBMNEEBIE ) —see
section 12 of this Schedule;

qualifying R&D activity (& EMIEEEE])—see section 4 of
this Schedule;

qualifying R&D activity related to trade, profession or

business (BAFITE - BENEBNSERAEE
&i)—see section 5 of this Schedule;

R&D activity (HJ15&7E8)—see section 2 of this Schedule;

R&D activity related to trade, profession or business (B§ 1T

. Bl R AT 5] )—see section 3 of this
Schedule;

R&D expenditure (57 % 5 & )—see section 6 of this
Schedule;

specified period ($58FHAME) means the period beginning on 1
April 2018 and ending immediately before the
commencement date;

Type A expenditure (7 JE[BH ST )—see section 8 of this
Schedule;

Type B expenditure (7. %HF 7 )—see section 10 of this
Schedule.

(2) For the purposes of this Schedule, a reference to rights
includes a share or interest in rights.

Meaning of R&D activity
An R&D activity 1s—




Part 2
Clause 13

Inland Revenue (Amendment) (No. 3) Bill 2018
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3.

(2
(®

(©)

(d)

an activity in the fields of natural or applied
science to extend knowledge;

a systematic, investigative or experimental activity
carried on for the purposes of any feasibility study
or in relation to any market, business or
management research;

an original and planned investigation carried on
with the prospect of gaining new scientific or
technical knowledge and understanding; or

the application of research findings or other
knowledge to a plan or design for producing or
introducing new or substantially improved
materials, devices, products, processes, systems or
services before they are commercially produced or
used.

Meaning of R&D activity related to trade, profession or

business

(1) An R&D activity related to a trade, profession or
business includes—

(@

(b)

an R&D activity that may lead to or facilitate an
extension, or an improvement in the technical
efficiency, of the trade, profession or business; and

an R&D activity of a medical nature that is of
particular relevance to the welfare of employees
employed in the trade, profession or business.

(2} An R&D activity related to a class of trade, profession or
business includes---

@

an R&D activity that may lead to or facilitate an
extension, or an improvement in the technical

Part 2
Clause 13

Inland Revenue (Amendment) (No. 3) Bill 2018
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(b)

efficiency, of the class of trade, profession or
business; and

an R&D activity of a medical nature that is of
particular relevance to the welfare of employees
employed in the class of trade, profession or
business.

4. Meaning of qualifying R&D activity
(1) A qualifying R&D activity is an R&D activity that—

@

(@

(®)

falls within the description in section 2{a), (¢) or
{d) of this Schedule; and

is wholly undertaken and carried on in Hong Kong,

A qualifying R&D activity does not include—

(2)

(b)

©

(d)

any efficiency survey, feasibility study,
management study, market research or sales
promotion;

the application of any publicly available research
findings or other knowledge to a plan or design,
with an anticipated outcome and without any
scientific or technological uncertainty;

an activity that does not seek to directly contribute
to achieving an advance in science or technology
by resolving scientific or technological uncertainty;
or

any work to develop the non-scientific or non-
technological aspect of a new or substantially
improved material, device, product, process,
system or service.
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5. Meaning of qualifving R&D activity related to itrade,
profession or business

)

)

A qualifying R&D activity related to a trade, profession
or business includes—

(a) a qualifying R&D activity that may lead to or
facilitate an extension, or an improvement in the
technical efficiency, of the trade, profession or
business; and

(b) a qualifying R&D activity of a medical nature that
is of paricular relevance to the welfare of
emplovees employed in the trade, profession or
business.

A qualifying R&D activity related to a class of trade,

profession or business includes—

{(a) a qualifying R&D activity that may lead to or
facilitate an extension, or an improvement in the
technical efficiency, of the class of trade,
profession or business; and

(b) a qualifying R&D activity of a medical nature that
is of particular relevance to the welfare of
employees employed in the class of trade,
profession or business.

6. Meaning of R&D expenditure

(1)

An R&D expenditure, in relation to a trade, profession
or business in respect of which a person is chargeable to
tax under Part 4, is—

(a) a payment to an R&D institution for an R&D
activity related to the trade, profession or business;

(b) a payment to an R&D institution which has, as an
object, the undertaking of an R&D activity related
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to the class of trade, profession or business to
which the trade, profession or business belongs,
where the payment is used for pursuing that object;
or

(¢} any other expenditure on an R&D activity related
to the trade, profession or business, including
capital expenditure except to the extent that it is
expenditure on land or buildings or on alterations,
additions or extensions to buildings.

(2) A payment referred to in subsection (1)(a) or (b) does
not include a payment to the R&D institution for
acquiring rights generated from an R&D activity.

(3) An expenditure referred to in subsection (1){(c)}—

(a) includes an expenditure for carrying out, and
providing facilities for carrying out, an R&D
activity; and

(b) does not include an expenditure for acquiring rights
generated from an R&D activity.

(4) In this section—
R&D institution (FHE##%) means—
(a) adesignated local research institution; or

(b) a university or college that is not a designated local
research institution.

‘When R&D expenditure is incurred
(1) AnR&D expenditure is incurred by a person—

(a) for a payment referred to in section 6(1)(a) or (b) of
this Schedule—at the time the payment is made by
the person; or
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9.

@)

(b) for an expenditure referred to in section 6(1)(c) of
this Schedule—at the time the expenditure is
incurred by the person.

However, for a person who is about to carry on a trade,
profession or business, the following R&D expenditures
are treated as if they had been incurred on the first day
on which the person carries on the trade, profession or
business—

(a) a payment referred to in section 6(1)(a) or (b) of
this Schedule made by the person;

(b) an expenditure referred to in section 6(1)(c) of this
Schedule incurred by the person.

Meaning of Type A expenditure

A Type A expenditure, in relation to a trade, profession or
business in respect of which a person is chargeable to tax
under Part 4, is—

(a) for a payment made, or other expenditure incurred,
on or after the commencement date—an R&D
expenditure other than a Type B expenditure within
the meaning of section 10(a) of this Schedule; or

(b) for a payment made, or other expenditure incurred,
during the specified period—an interim Type A
expenditure.

Meaning of interim Type A expenditure

{1} An interim Type A expenditure is a payment made

during the specified period that—

(a) would have been deductible under section
16B(1)(a) of the pre-amended QOrdinance; and
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@

3

(b) would not be a Type B expenditure within the
meaning of section 10(@) of this Schedule
deductible under section 16B of the amended
Ordinance if, on the date of payment, that
Ordinance were in force.

Also, an interim Type A expenditure is a payment that—

{a) 1is made during the specified period to a university,
college, institute, association, organization or
corporation (entity) that is, on the commencement
date, a designated local research institution;

{(b) would not have been deductible under section
16B(1)(a) of the pre-amended Ordinance; and

(¢) would be a Type A expenditure within the meaning
of section 8(a) of this Schedule deductible under
section 16B of the amended Ordinance if, on the
date of payment, that Ordinance were in force and
the entity were a designated local research
institution.

Also, an interim Type A expenditure is any other

expenditure (specified expenditure) incurred during the

specified period that—

(a) would have been deductible under section
16B(1)b) of the pre-amended Ordinance; and

(b) would not be a Type B expenditure within the
meaning of section 10(a) of this Schedule
deductible under section 16B of the amended
Ordinance if, on the date on which the specified
expenditure is incurred, that Ordinance were in
force.
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10. Meaning of Type B expenditure

A Type B expenditure, in relation to a trade, profession or
business in respect of which a person is chargeable to tax
under Part 4, is—

(a) for a payment made, or other expenditure incurred,
on or after the commencement date—an R&D
expenditure falling within any of the following
descriptions-——

(i) a payment to a designated local research
institution for a qualifying R&D activity
related to the trade, profession or business;

(i) a payment to a designated local research
institution which has, as an object, the
undertaking of a qualifying R&D activity
related to the class of trade, profession or
business to which the trade, profession or
business belongs, where the payment is used
for pursuing that object;

(iii) a qualifying expenditure related to the trade,
profession or business; or

(b) for a payment made, or other expenditure incurred,
during the specified period—an interim Type B
expenditure.

11. Meaning of interim Type B expenditure
(1) Aninterim Type B expenditure is a payment that—

(a) is made during the specified period to a university,
college, institute, association, organization or
corporation (entity) that is, on the commencement
date, a designated local research institution; and

Inland Revenue {Amendment) (No. 3) Bill 2018
Part 2
Clause 13 18

{b) would be a Type B expenditure within the meaning
of section 10{a) of this Schedule deductible under
section 16B of the amended Ordinance if, on the
date of payment, that Ordinance were in force and
the entity were a designated local research
institution.

{(2) Also, an interim Type B expenditure is any other
expenditure (specified expenditure) incurred during the
specified period that—

(a) would have been deductible under section
16B(1)(b) of the pre-amended Ordinance; and

{b) would be a Type B expenditure within the meaning
of section 10(a) of this Schedule deductible under
section 16B of the amended Ordinance if, on the
date on which the specified expenditure is incurred,
that Ordinance were in force.

12. Meaning of qualifying expenditure related to ftrade,
profession or business

(1) A qualifying expenditure related to a trade, profession or
business is—

(a) an expenditure in relation to an employee who is
engaged directly and actively in a qualifying R&D
activity related o the trade, profession or business;
or

(b) an expenditure on a consumable item that is used
directly in a qualifying R&D activity related to the
trade, profession or business.

(2) In ascertaining the expenditure in relation to an
employee who is only partly engaged directly and
actively in a qualifying R&D activity related to the trade,
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(3)

)

&)

profession or business, the appropriate proportion of the
expenditure is to be taken into account.

In ascertaining the expenditure on a consumable item
that is only partly used directly in a qualifying R&D
activity related to the trade, profession or business, the
appropriate proportion of the expenditure is to be taken
into account.

For the purposes of this section—

{a) a person is not engaged directly and actively in a
qualifying R&D activity related to a trade,
profession or business only because the person
provides, in support of the activity, services such
as._....~

(i) any accounting service;
(ii) any administrative service; or
(iii) any secretarial service; and

(b) a consumable ilem is not used directly in a
qualifying R&D activity related to a ftrade,
profession or business only because the item is
used in providing, in support of the activity,
services such as—

(i) any accounting service;
(ii) any administrative service; or
(iii) any secretarial service.

In this section—

consumable item (GEEESH) means any material or item,

including any fuel, power and water that, when used, is
consumed or transformed in such a way that it is no
Ionger usable in its original form;

director (E£5) means a person who is—
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(a) a director as defined by section 2(1) of the
Companies Ordinance (Cap. 622) (Cap. 622
directory;

(b) a shadow director as defined by section 2(1) of the
Companies Ordinance (Cap. 622) (shadow
director); or

{c) a person who has similar functions, powers and
duties to a Cap. 622 director or a shadow director
under the law of a place outside Hong Kong that is
similar to the Companies Ordinance (Cap. 622);

expenditure in relation to an employee (FAFMERNIEI)—

() means any salary, wages or any of the following
items, paid or granted (whether in cash or any other
form), to or in respect of an employee in relation to
the employment—

(i) an ordinary annual contribution to a fund duly
established under a recognized occupational
retirement scheme;

(ii) an ordinary annual premium in respect of a
contract of insurance under a recognized
occupational retirement scheme;

(iii)y any contributions made to a mandatory
provident fund scheme at regular intervals
that are either of similar or substantially
similar amounts or of amounts calculated by
reference to a scale or a fixed percentage of
the employee’s salary or other remuneration;

(iv) any other benefit that constitutes a cash outlay
paid by the employer; and

(b) does not include any remuneration of a director, or
any item that falls within the description in
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paragraph (a)(i), (ii), (iii) or (iv) paid or granted
(whether in cash or any other form) to or in respect
of a director.

Part2

Deduction for R&D Expenditures

13. Total amount of deduction under section 16B

(1) This section applies subject to sections 14 and 15 of this
Schedule.

(2) In ascertaining the profits from a trade, profession or
business in respect of which a person is chargeable to tax
under Part 4 for a year of assessment, the amount
allowed to be deducted under section 16B for R&D
expenditures incurred by the person during the basis
period for the year of assessment is the sum of—

(a) for Type A expenditures—subject to subsection
(3), 100% of the expenditures; and

(b) for Type B expenditures—

(i) if the total amount of the expenditures
exceeds $2,000,000—8$6,000,000 plus 200%
of the part of the expenditures that exceeds
$2,000,000; or

(ii) if the total amount of the expenditures does
not exceed $2,000,000—300% of the
expenditures.

3 If—
{2) a Type A expenditure is incurred for an R&D

activity carried on outside Hong Kong in relation to
a trade, profession or business; and
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(b) the trade, profession or business is carried on partly
in, and partly out of, Hong Kong,

the amount allowed to be deducted for the expenditure is

the appropriate proportion of the expenditure that the

Commissioner considers is teasonable in the

circumstances.

14. Expenditures that may not be deducted

No deduction is to be allowed under section 16B for an R&D
expenditure incurred on or after the commencement date by a
person 1f—

(a) for an R&D expenditure incurred by the person that
falls within the description in section 6(1)(a) or (c)
of this Schedule—

(i) any rights generated from the activity are not,
or will not be, fully vested in the person; or

(ii) the activity is undertaken for another person;

(b) the expenditure is, or is to be, met directly or
indirectly by—

(i) the Government;
(i) the government of any place outside Hong
Kong;
(i) any public or local authority in Hong Kong or
elsewhere; or
(iv) another person; or

(¢) the expenditure is incurred under an arrangement
the main purpose, or one of the main purposes, of
which is to enable the person to obfain—

(i) a deduction to which the person would not
otherwise be entitled under section 16B; or
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15.

16.

(i) a deduction of a greater amount than the
amount to which the person would otherwise
be entitled under section 168B.

No maltiple deduction

An R&D expenditure may only be deducted for one trade,
profession or business.

Part 3

Proceeds of Sale

Proceeds of sale of certain plant or machinery treated as
trading receipts

(1} This section applies in relation to plant or machinery

2

representing expenditure or expenditures of a capital
nature allowed under section 16B as a deduction or
deductions in ascertaining the profits from a trade,
profession or business in respect of which a person is
chargeable to tax under Part 4 it—

(a) the plant or machinery ceases to be used by the
person for any R&D activity related to the trade,
profession or business; and

(b) the plant or machinery is subsequently sold by the
person, or destroyed, on or after 1 April 2018.

The proceeds of sale of the plant or machinery must be
treated as a trading receipt arising in or derived from
Hong Kong of the trade, profession or business
accruing—

{a) atthe time of the sale; or

(b) if the sale occurs on or after the date on which the
trade, profession or business is permanently
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3)

S

(%)

discontinued—immediately before the
discontinuance.

However, subsection (2) applies to the proceeds of sale
of the plant or machinery only to the extent that the
proceeds—

(a) are not chargeable to tax under any other provision
of Part 4; and

(b) do not exceed the total amount of deductions
allowed under section 16B for expenditure or
expenditures of a capital nature represented by the
plant or machinery.

If the plant or machinery is destroyed—

(a) the plant or machinery is, for the purposes of
subsection (2), to be treated as if it had been sold
immediately before its destruction; and

(b) any insurance moneys or other compensation of
any description received by the person carrying on
the trade, profession or business in respect of the
destruction, and any money received by the person
in respect of the remains of the plant or machinery,
are to be treated as if they were the proceeds of that
sale.

For the purposes of this section, a sale occurs at the time
of its completion or the time when possession of the
plant or machinery is given, whichever happens earlier.

17. Proceeds of sale of rights treated as trading receipts

(B

This section applies in relation to rights sold on or after
1 April 2018 where the rights were generated from one
or more R&D activities for which expenditure or
expenditures have been allowed under section 16B as a
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€)

€

&)

deduction or deductions in ascertaining the profits from
a trade, profession or business in respect of which a
person is chargeable to tax under Part 4.

This section applies despite the exclusion relating to the
sale of capital assets in section 4.

The proceeds of sale of the rights must, to the extent that
the proceeds are not chargeable to tax under any other
provision of Part 4, be treated as a trading receipt arising
in or derived from Hong Kong of the trade, profession or
business of a specified amount accruing—

{a) unless paragraph (b) applies—at the time of
completion of the sale; or

(b) if the sale is completed on or after the date on
which the trade, profession or business is
permanently discontinued—immediately before the
discontinuance.

For the purposes of subsection (3), the specified amount
is—

(a) if the expenditures deducted for the R&D activity
or activities that generated the rights (underlying
activities) consist of both Type A expenditure and
Type B expenditure—the specified amount
calculated under subsection (7);

(b) otherwise—the lesser of—

(i) the total amount of deductions allowed under
section 16B for the expenditures; and

(ii) subject to subsection (5), the proceeds of sale.

If any relevant Type A expenditure for the underlying
activities was not allowed to be deducted in full because
of the operation of section 13(3) of this Schedule or
section 16B(2) (as in force before the commencement
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6)

(M

date), the proceeds of sale referred to in subsection
{(4)(b)(ii) are to be adjusted downward.

The adjusted proceeds of sale are to bear the same ratio
to the actual proceeds of sale as the ratio that the fotal
amount of deduction or deductions allowed for all Type
A expenditures for the underlying activities bears to
those Type A expenditures.

The specified amount referred to in subsection (4)(a) is
to be calculated in accordance with the following
steps—
Step 1

Divide the proceeds of sale into sale proceeds A

and sale proceeds B according to the ratio
between-—

(a) Type A expenditures that were incurred on
the underlying activities; and

(b) Type B expenditures that were incurred on
the underlying activities.

Step 2

Calculate an amount A which equals the lesser
of—

(a) the total amount of deductions for Type A
expenditures; and

(b) sale proceeds A.

For the purpose of calculating amount A, sale
proceeds A are to be adjusted downward if any
relevant Type A expenditure for the underlying
activities was not allowed to be deducted in full
because of the operation of section 13(3) of this
Schedule or section 16B(2) (as in force before the
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(8)

®)

commencement date).

The adjusted amount is to bear the same ratio to
sale proceeds A as the ratio that the total amount
of deduction or deductions allowed for all Type A
expenditures for the underlying activities bears to
those Type A expenditures.

Step 3
Calculate an amount B which equals the lesser
of—
(a) the total amount of deductions for Type B
expenditures; and
(b) sale proceeds B.
Step 4

Add amount A and amount B together to get the
specified amount.

To avoid doubt and without limiting the meaning of
expenditure in this Schedule, for the purposes of
subsections (1) and (4), an expenditure includes a
payment.

In this section—

proceeds of sale (B E#35) means the proceeds of sale that

are not attributabie to the sale of plant or machinery;

Type A expenditure (EBIEB%) includes—

(a) any payment described in section 16B(1){a) (as in
force before the commencement date) that is made
before 1 April 2018; and

(b) any expenditure described in section 16B{1)(b) (as
in force before the commencement date) that is
incurred before 1 April 2018.
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18.

Part 4

Miscellaneous Matters

Commissioner may seek advice from Commissioner for
I&T on certain matters

(1

2

This section applies if a claim, or an application under
section 8B8A(l), is made by a person to the
Commissioner in relation to a deduction under section
16B.

On receiving the claim or application, the Commissioner
may seek advice from the Commissioner for I&T, or a
public officer authorized by the Commissioner for I1&T,
in order to ascertain—

(a) for a claim made in relation to a deduction under
section 16B—

(i) whether an activity constitutes an R&D
activity or a qualifying R&D activity; and
(ii)) whether an R&D expenditure was incurred by
the claimant in relation to an R&D activity or
a qualifying R&IDD activity; and
{(b) for an application made in relation to a deduction
under section 16B—

(i) whether an activity constitutes an R&D
activity or a qualifying R&D activity;

(i) whether an R&D expenditure that was
incurred by the applicant was incurred in
relation to an R&D activity or a qualifying
R&D activity; and

(iii) whether an R&D expenditure to be incurred
by the applicant is, if incurred, an R&D
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expenditure incurred in relation to an R&D
activity or a qualifving R&D activity.
19. Designation of local institutions as designated local

research institution

(1)

@)

3

(4)

&)

)

The Commissioner for I&T may designate any of the
following institutions as a designated local research
institution—

(a) any university or college located in Hong Kong;

(b) any other local institution that undertakes
qualifying R&D activities in Hong Kong,

If the Commissioner for 1&T decides to designate a

university, college or local institution under subsection

(1), the Commissioner for I&T must, as soon as

reasonably practicable, give a copy of the instrument of

designation to the university, college or institution.

A designation made under subsection (1) —

(2) takes effect on the date specified in the instrument
of designation; and

(b} may be revoked by the Commissioner for I&T at
any time.

If the designation of a university, college or local
institution is revoked under subsection (3)(b), the
Commissioner for [&T must, as soon as reasonably
practicable, give a copy of the instrument of revocation
to the university, college or institution.

The revocation takes effect on the date specified in the
instrument of revocation.

In this section——
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local institution (RS means an institute, association,
organization or corporation that is located in Hong
Kong.
Part 5
Transitional Provision for Inland Revenue
(Amendment) (No. 3) Ordinance 2018
20. Transitional provision relating to section 16B

(1) This section applies for the purposes of ascertaining the
profits from a trade, profession or business in respect of
which a person is chargeable to tax under Part 4 for a
year of assessment if the basis period of the person for
that year of assessment includes all or any of the
specified period.

(2) Section 16B (other than section 16B(3) and (3A)), as in

force before the commencement date, continues to apply
in relation to—

{a) apayment made before 1 April 2018; and
{b) an expenditure incurred before 1 April 2018.

(3} Section 16B, as in force before the commencement date,
continues to apply in relation to a sale of plant or
machinery, and to a sale of rights generated from one or
more R&D activities, that occurred before 1 April
2018.”.
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Part3

Amendments to Specification of Public Offices Notice

14. Schedule amended (specification of public offices)

(1) The Schedule, after the entry relating to the Collector of
Stamp Revenue specified for the purposes of the Betting Duty
Regulations (Cap. 108 sub. leg. A}—

Add

“Commissioner for Inland Revenue Ordinance
Innovation and (Cap. 112), section 19 of
Technology Schedule 45.”.

(2) The Schedule, entry relating to the Commissioner of Inland
Revenue—

Repeal
“sections 16B and”
Substitute

“section”.

Inland Revenue {Amendment} (No. 3) Bill 2018
Explanatory Memorandum
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Explanatory Memorandum

The main object of this Bill is to amend the Inland Revenue
Ordinance (Cap. 112) (prircipal Ordinance)—

{a) to provide for enhanced tax deductions for certain
expenditures incurred in relation to research and
development activities (R&.D activities);

(b) to introduce further safeguards to prevent the abuse of
tax deductions in respect of R&D activities; and

{¢) to provide that certain sums received by or accrued to a
person are deemed as trading receipts chargeable to tax.

2. Clause 1 sets out the short title.

3. Clause 3 amends section 2 of the principal Ordinance by adding a
definition of Commissioner for 1& T to that section,

Amendments to section 15 of principal Ordinance

4. Clause 5 amends section 15(1) of the principal Ordinance to add the
new paragraph (bb) to deem the following sums as trading receipts
chargeable to tax—

(a) sums received by or accrued to a person for the use, or
the right to the use, outside Hong Kong of any
intellectual property or know-how generated from any
R&D activity (in respect of which deduction is allowable
under the new section 16B of the principal Ordinance
(rew section 16B) in ascertaining profits of the person
under Part 4 of the principal Ordinance);

(b) sums received by or accrued to a person for imparting or
undertaking to impart knowledge directly or indirectly
connected with the use outside Hong Kong of such
property or know-how,
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New section 16B of, and new Schedule 45 to, principal Ordinance

5. Clause 7 replaces section 16B of the principal Ordinance with the
new section 16B. The new section 16B generally provides for—

{a) the deduction of expenditures on R&D activities; and

{b) the treatment of the proceeds of sale of plant or
machinery for, and rights generated from, R&D
activities as trading receipts.

The new section 16B introduces the new Schedule 45 which
provides for the operational details of the deduction of expenditures
and the treatment of the proceeds of sale. The new Schedule 45 is
added by clause 13.

6. The main provisions of the new Schedule 45 are as below.

7. Part 1 of the Schedule {which contains 12 sections) provides for the
definitions of the key terms and expressions used throughout the
Schedule. Those terms and expressions include—

(a) designated local research institution,

(b) qualifying expenditure related to trade, profession or
business,

(c) qualifying R&D activity,
(d) R&D activity;
(e) R&D expenditure;
(f) Type A expenditure; and
(g) Type B expenditure.
8. Part 2 of the Schedule contains 3 sections (sections 13, 14 and 15).

9. Section 13 provides for the calculation of the total amount allowed
to be deducted under the new section 16B for R&D expenditures
during the basis period for a year of assessment. Generally
speaking, a Type A expenditure gualifies for the basic 100% tax
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10.

11,

2.
13.

14.

15.

16.

17.

18.

deduction, whereas a Type B expenditure qualifies for the enhanced
two-tiered tax deduction.

Section 14 provides for safeguards to prevent the abuse of tax
deductions in respect of R&D activities. It is more comprehensive
than the safeguards in the current section 16B(6) of the principal
Ordinance.

Section 15 provides that an R&D expenditure may only be
deducted for one trade, profession or business, which is the same as
in the current section 16B(7) of the principal Ordinance.

Part 3 of the Schedule consists of 2 sections (sections 16 and 17).

Section 16 provides for the treatment of the proceeds of sale of
plant or machinery as trading receipts. It is substantially the same as
the current section 16B(3) of the principal Ordinance.

Section 17 provides for the treatment of the proceeds of sale of
rights as trading receipts. It is a rewrite of the current section
16B(3A) of the principal Ordinance to revise the formula for
calculating the amount of the proceeds to be treated as trading
receipts after the introduction of the enhanced tax deduction.

Part 4 of the Schedule, which contains 2 sections (sections 18 and
19), deals with miscellaneous matters.

Section 18 empowers the Commissioner of Inland Revenue to seek
advice from the Commissioner for Innovation and Technology
(Commissioner for 1&T) on certain matiers related to claims and
applications made in relation to the new section 16B.

Section 19 provides for the powers of the Commissioner for [&T in
relation to the designation of designated local research institutions.

Part 5 of the Schedule provides for a transitional provision required
as a result of clause 7.
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Consequential, related and textual amendments made to principal

Ordinance

19, Clauses 4, 6, 8, 9, 10, 11 and 12 make consequential, related and
minor textual amendments to the following provisions of the
principal Ordinance—

(@)
(b)
(c)

(d)

(e)

€3]
(2

section 4 (official secrecy);
section 16 (ascertainment of chargeable profits);

section 37 (initial and annual allowances, machinery or
plant);

section 37A (initial and annual allowances in respect of
machinery and plant acquired under hire purchase
agreement);

section 39B (initial and annual allowances on machinery
or plant under the pooling system);

section 40 (interpretation);

section 68 (hearing and disposal of appeals to the Board
of Review).

Consequential amendments to other enactment

20. Clause 14 consequentially amends the Schedule to the Specification
of Public Offices Notice (Cap. 1 sub. leg. C) so that—

(2)

(b)

the Commissioner for I&T may delegate the
Commissioner for I&T’s powers and duties under
section 19 of Schedule 45 to the principal Ordinance in
accordance with section 43 of the Interpretation and
General Clauses Ordinance (Cap. 1); and

the removal of the reference to the Commissioner of
Inland Revenue in the new section 16B is reflected.




Annex B

Summary of deduction rates offered by leading countries in R&D

India Mainland Singapore Japan South UK Uus
China Korea
Effective total
deduction %
150% 175% 150-400%14 | 160-185% | 203-327%>2 230% 117-140%
(SMEs)
Effective total
deduction %
(others) 150% 150% 150-400%3:4 | 130-160% 108-112% 158% 117-140%
others

Countries in red offer tax credits on top of 100% basic deduction; the corresponding effective deduction rates have

incorporated the equivalent rates of deductions for the tax credits.

1 400% deduction capped at SGD600,000

2 Ignore the incremental-based tax credits

3 400% deduction capped at SGD400,000

* Starting from Year of Assessment 2019, Singapore will provide 250% tax deduction for local R&D, and 100% for R&D conducted outside

Singapore.



Annex C

Implications of the Proposal

The implications of the proposal are set out below —

Financial and Civil Service Implication

1. On the assumption that 75% of the R&D expenditures claimed in the
year of assessment 2015/16 are qualifying expenditures on qualifying R&D
activities and there would be a 100% increase in the amount of qualifying
expenditure arising from the enhanced tax deduction, the estimated
additional revenue foregone due to the enhanced deduction is about $400
million per year. The sum will further increase if the amount of qualifying
R&D expenditure continues to increase. The proposal may also give rise to
additional manpower requirements in ITC and IRD to assist in examining
R&D claims and processing applications for designation status. ITC and IRD
will endeavour to absorb any additional requirements within existing
resources. Additional manpower resources, if required, will be sought with
justifications in accordance with established mechanism.

Economic Implication

2. The proposed enhanced tax deduction will reduce the effective cost of
carrying out R&D by enterprises and will incentivise enterprises to increase
their R&D investment in Hong Kong. This would in turn benefit the
long-term development capacity and competitiveness of Hong Kong.

Sustainability Implication

3. The proposed enhanced tax deduction would provide further
incentive for enterprises to invest in R&D, which should be conducive to the
sustainable development of our economy.
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