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Court holds thatupfront pavmentand royalties froma
sub-licensing arrangement are taxable

Summary

The Court of First Instance recently held in a case that the upfront one-off lump sum and annual

royalties derived by a company inthe Hong Kong SAR (Hong Kong) under a licensing and sub-licensing
arrangement of trademarks are taxable as they are revenue in nature and with a Hong Kong source.

In this tax alert, we summarise the court's analysis and discuss our observations on the case.

Background

The Courtof FirstInstance (CFl) handeddown its judgmentin Patrick Cox Asia Limitedv Commissioner of Inland Revenue' on
19 October 2023.

The diagram below gives an overview ofthe taxpayer’s business model and income streams involved.
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In brief, the taxpayer is a Hong Kong incorporated companyengagedin licensingand sub-licensing of trademarks. Itlicensed
the trademarks from its parentand sub-licensedthem to the Japanese companies introduced byanother UK company (UK Co
X). Underthe Deed of Cooperation betweenthe taxpayerand UK Co X, UK Co X made an upfrontpaymentto the taxpayer for
(1) obtaining the rightto participate in the business of selling certain products under the trademarks in Japan and(2) sharing
the profits (i.e.60% of the royalties after the minimum amountretained bythe taxpayer) derived from such business.

1 The CFljudgmentcan be accessed via thislinkto the Judiciary website.


https://legalref.judiciary.hk/lrs/common/ju/ju_frame.jsp?DIS=155692&currpage=T

Hong Kong (SAR) Tax Alert

The issuesin dispute

The key question in the case is whether the upfront payment and the 40% royalties derived by the taxpayer are taxable. In
answering this question, the keyissuesin dispute are:

(1)whetherthe taxpayer carried on its business in Hong Kong;
(2) whetherthe upfrontpaymentand the 40% royalties were sourced from Hong Kong; and
(3) whether the upfrontpaymentwas capitalorrevenue in nature.

The CFI's judgment and analysis
Below is asummaryofthe CFI's judgmentand analyses on the above three issues:
Issue 1: Whether the taxpayer carried on its businessin Hong Kong

+ ltis notopen forthe taxpayer to argue before the CFlthat the Board of Review erred in failing to find that (1) the taxpayer
conducted multiple separate businesses and (2) the specific business of sub-licensing the trademarks to Japanese
companies was notconducted in Hong Kong sinceitdid not putforward such argumentbefore the board or obtain leave to
appeal on this ground.

+ Basedontheboard’s findings, the taxpayer only carried on one single business (i.e. business oflicensing the trademarks,
whetherin Japan orotherlocations) andthere was no dis pute that some parts ofits business operations (i.e. licensing
operations regarding trademarks registered outside Japan) were conducted in Hong Kong.

« It followed thatthe taxpayer musthave carried on the business oflicensing of trademarks in Hong Kong.

« As anobiterdictum, the CFljudge also expressed the view that Newfair Holdings Limited v CIR?did notlay down any
principle thathaving a registered address in HongKong as a formality of corporate law is byitselfinsufficientto constitute
the conductof atrade or businessin Hong Kong. In herview, the decision in the Newfair case was based on the specific
facts of the case. As such, itis up to the board in this case to take into accountthe taxpayer’s directors’ report (which
showed its principal place of business as the registered address in HongKong) as a piece of evidence to supportits finding
that the taxpayer carried on a business in Hong Kong.

Issue 2: Whatis the source ofthe upfrontpaymentand 40% royalties?

» The profit-producing activities were (1) the acquisition ofthe master licence and (2) the enteringofthe deed of cooperation
and sub-licensing contracts in HongKong.

* Regarding the upfront payment, whatthe taxpayer did to earn the sum was to enter into the Deed of Cooperation. As
this was done in HongKong, the upfrontpaymentwas sourced in Hong Kong.

+ Regarding the 40%royalties, it is importantto note that:

» underthe Deed of Cooperation, both the taxpayerand UK Co X had to perform their respective obligations to earn their
share of royalties;

+ theobligation to be performed bythe taxpayer to earn the 40% royalties was to grant sub-licences to the Japanese
companies introduced by UK Co X, whereas the obligations to be performed byUK Co X to earn its share of 60% of
royalties was to identifyand introduce sub-licensees to the taxpayer and arrange for negotiations, efc;

+ thetaxpayer’s accounts recorded40% ofthe royalties as its income, ratherthan 100% less UK Co X's share ofthe
royalties as expenses;

+ thefactthat UK Co X was designated as the taxpayer’'s agentin the deed of cooperationisirrelevantas UK Co X's
business activities in Japan did not produce the taxpayer’s profits;

+ thefactthatthe trademarks were registered in Japanand onlyexploitable in Japan is also irrelevant as itis not the
taxpayer’s profit-producing activities; and

+ theboard found thatthe taxpayer concluded the sub-licence contracts in Hong Kongand the taxpayer did notseek or
obtain leave to challengethis finding.

Based onthe above, the CFI held thatthe 40% royalties was sourced in HongKong.

2 Inthe Newfaircase, the CFl held that the taxpayerdid not carry on any trade orbusiness in Hong Kong althoughit had a registered office in
Hong Kong. Formore detailsof the case, please referto our Hong Kong (SAR) Tax Alert— Issue 5, April 2022.



https://kpmg.com/cn/en/home/insights/2022/04/tax-alert-05-hk-the-court-held-the-profits-of-an-interposed-hk-trading-company-are-not-taxable-in-hk.html
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Issue 3: Whether the upfrontpaymentwas capital in nature

* Whetheranitem is a capital expenditure in the hands ofthe payeris irrelevant to determining whether the item is a capital
or revenue receiptin the hands ofthe payee.

* Thetaxpayer did not transfer (1) any of its economic and contractual rights regarding the trademarks or (2) 60% ofthe
economic benefititwould otherwise have derived under the master licence to UK Co X in return for the upfrontpayment.

» Thetaxpayer did not give up any assetortransferanyrisk for earningthe upfrontpayment.

* The upfrontpaymentwas earned byexploiting the taxpayer’s rightunder the master licence andarose in the ordinary
course ofthe taxpayer’'s business (rather than before the commencement of its business).

Based on the above, the CFl held thatthe upfrontpaymentwas revenue in nature.

Accordingly, the CFI dismissed the taxpayer’s appeal and upheld the board’s decisionthatboth the upfrontpaymentand the
40% royalties are chargeable to Hong Kong profits tax.

KPMG Observations

The source rules forroyaltyincome

Subjectto any further appeal bythe taxpayer to a higher court, this judgmentadds to the existing case authoritiesin Hong
Kong on the source ofroyaltyincome, namelythe C/IR v HK-TVB International Ltd and Lam Soon Trademark Ltd v CIR cases.
Consistentwith thesetwo precedents and the Inland Revenue Department’s positionin Departmental Interpretation and
Practice Notes No. 22 on taxation ofroyalties, the CFl in this case held thatthe source of royaltyincome fromlicensing and
sub-licensingofan intellectual property (IP) is the place(s) where the licensing and sub-licensingagreements are effected
ratherthan the place ofuse ofthe IP. This is differentfrom the international norm under taxtreaties where the place of
residence ofthe royalty payer (which generallyis alsothe place ofuse ofthe IP) is regarded as the source state ofthe
royalties.

Apportionmentbetween onshore and offshoreroyaltyincome

In the presentcase, itappears thatthe taxpayeronly pursuedan offshore claim on the 40% royalties (butnotthe minimum
royalty retained under the same sub-licensing arrangement). Itis notclearfrom whatwas disclosedin the courtjudgement
whetherthe minimum royaltywas treated as onshoreand taxable and ifyes, the taxpayer’s basis of adopting differential tax
treatments for the two amounts whichwere both derived under the same sub-licensingarrangement.

DIPN 22 is silenton whether there could be an apportionment of royalty income between onshore and offshore sourced. Also,
there have not been anyprecedentcases specificallydealing with thisissue sofar. In cases where the activities for producing
the royalty income are perfomedboth in and outside Hong Kong, apportionment of the royalty income should be considered.

Capital vs revenue nature ofincomereceipts

While there are relativelymore precedent cases in Hong Kong dealing with the issue of whether an expense itemis capital or
revenue in nature, this case discussed the principles for determining the nature ofan income item. In particular, the court
pointed outthatan item thatis a revenue expenditure in the hands ofthe payer does notnecessarilymean the sameitemis a
revenue receiptfrom the payee’s perspective. In fact, the upfrontpaymentin this caseis more akin to a capital expenditurein
the hands of UK Co X as it was a one-off paymentgiving riseto arightthat generated a long-term benefit.

Impactofthe FSIE regime on foreign-sourced IP-relatedincome

Whateverthe final outcomeofthis case, under the existingforeign-sourced income exemption (FSIE) in Hong Kong, a similar
non-taxable claim on offshoreroyaltyincome received in Hong Kong bya Hong Kong entitywithin a multinational group will be
available forroyalties derived from a patent, oran IP similar to patentonly, and subjectto the fulfilmentofthe newlyintroduced
nexus requirement. In addition, under the expanded FSIE regime (i.e. expanded to cover foreign-sourced gains from disposal
of all types of assets), effective from 1 January2024, an upfrontpaymentreceived underalicensing or sub-icensing
arrangement, even ifbeing foreign-sourced and capital in nature, maynevertheless be taxable ifitrepresents an income from
sale ofa covered asset(whichis widelydefinedto include anymovable propertyand immovable property, and effectively
means all assets in the laws of Hong Kong).


https://www.ird.gov.hk/eng/pdf/dipn22.pdf
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