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The Gourt of Appeal discussed the source and apportionment of
trademark sub-licensingincome inarecent case

Summary

The Court of Appeal (CA) handed down its judgment on Patrick Cox Asia Limited v Commissioner of
Inland Revenue' on 17 October 2024.

The CA upheld the Board of Review (Board)'s decision that the upfront payment received by the
taxpayer under a trademark sub-licensing arrangement is revenue in nature and Hong Kong sourced.
However, the CA ruled that the Board erred in law in determining that the royalty income derived by
the taxpayer under the same sub-licensing arrangement was sourced in the Hong Kong SAR (Hong
Kong). The CA therefore remitted the case back to the Board for a rehearing on this issue.

In this tax alert, we summarise the CA’s judgment and share our observations on the case.

Background

The taxpayeris a Hong Kong-incorporated company engaged in licensing and sub-licensing of trademarks. It licensed the
trademarks from its UK parent company and sub-licensed them to the Japanese companies introduced by another UK
company (UK Co X). Underthe Deed of Cooperation between the taxpayerand UK Co X, UK Co X made an upfront payment
to the taxpayer for (1) obtaining the exclusive right to participate in and manage the business of sellingcertain products
under the trademarksin Japan and (2) sharing the profits (i.e. 6 0% of the royalties received from the Japanese sub-
licensees)derived from such business.

The diagram below provides an overview of the taxpayer's business model and the income streams involved.
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registered in Japan *UK X Co prov!dgd a corporate
guarantee of minimum annual royalty
income of US$750,000 to the taxpayer
under the Deed of Cooperation

' The CAjudgment can be accessed via this link:
legalref.judiciary. hk/Irsicommon/search/search_result_detail_frame.jsp?DIS=163517&QS =% 24 % 28patrick% 2Bcox% 29&TP=JU
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The Court of First Instance (CFl) upheld the Board’s decision that both the Upfront Payment and the 40 % royalties (Royalties
Income) received by the taxpayer were revenuein nature and sourced in Hong Kong? The taxpayer thenlodged a further
appeal to the CA.

The issues indispute

The key questionin the case is whether the Upfront Payment and Royalties Income derived by the taxpayer are taxable. In
answering this question, the key issuesin dispute are: (1) whether the Upfront Payment was sourced from Hong Kong, (2)
whether the Royalties Income was sourced from Hong Kong and (3) whether the Upfront Payment was capital orrevenue in
nature.

The CA’s judgment and analyses
Belowisasummary ofthe CA's judgmentand analyses on the above issues.
Issue 1: Whatis the source of the Upfront Payment?

» The CA agreed with the Board that the profit-producing activities in respect of the Upfront Payment were (1) the acquisition
of the Master Licence and (2) the entering intoof the Deed of Cooperation.

* As the Upfront Paymentwasreceivedunder the Deed of Cooperation from UK Co X and before the sub-licensingbusiness
commenced, the activities performedby UK Co X on behalf of the taxpayerin Japan in managing the sub-licensing
businessare notthe relevant activities that produced the Upfront Payment.

* Asboththe Master Licence and Deed of Cooperation were negotiated and/or concluded in Hong Kong, the CAruled that
the Upfront Payment was sourced in Hong Kong and dismissedthe taxpayer’s appeal on thisissue.

Issue 2: Whatis the source of the Royalties Income?

* Boththe CFlandthe Board concludedthat the taxpayer derived the Royalties Income from (1) acquiring the Master
Licence from the UK parent company and (2) entering into the Deed of Cooperation and Sub-licence Agreements. Neither
of them tookinto account the activities performed by UK Co X on behalf of the taxpayerin Japan under the Sub-licence
Agreementsin determining the source of the Royalties Income.

* The CA, however, noted thatthe entire(i.e. 100%) royalties were payable by the sub-licensees to the taxpayer under the
Sub-licence Agreements (rather than the Deed of Cooperation). The entering into of the Deed of Cooperation was therefore
an antecedent/preparatory transaction incidental to the profitsproducing activities and irrelevant to determining the source
of the Royalties Income.

* The profit-producing activities in respect of the Royalties Income should be:

acquiring the sub-licensing rights from the UK parent company under the Master License;

marketing of the trademarks for sub-licensing;

identifying potential sub-licensees, negotiatingand procuringthe executionof the Sub-licence Agreements; and
performingthe post-grant obligations under Sub-licence Agreements (e.g. provision of know-how, maintenance of the
trademarks and day-to-day running of the licensing business, etc.).

HMwnN -

¢ UK CoX performed the activitiesin (2) to (4) above forand on behalf of the taxpayerin Japan as part of its duties to the
taxpayer underthe Deed of Cooperation.

* The ING Baring case®established thatin consideringthe source of profits, itis not necessary to show that the profit-
producing transaction was carried out by the taxpayer's agentin the full legal sense. Itis sufficient that it was carried out on
the taxpayer’'s behalfand for hisaccount by a person acting on hisinstructions. In addition, the Sub-licence Agreements
expressively statedthat UK Co X was appointed by the taxpayerasitsagentin performingthe functions of the licensor
underthe Sub-licence Agreements.

¢ UK X Co was therefore an agent of the taxpayer and its activities in Japan were attributed to the taxpayer as its activities for
producing the Royalties Income.

2 For previous coverage of the case and the CFl's judgment, please refer to our Hong Kong (SAR) Tax Alert - Issue 24, December 2023.
3 For more details of the case, pleaserefer to this link:
legalref.judiciary.hk/Irs/common/search/search_result_detail_frame.jsp?DIS=58711&QS = %24 % 28ing % 2Cbaring % 29&TP=JU
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¢ Although therights conferred by the trademarks were territorial and such rights were exercisable only in Japan, it does not
necessarily follow that the Royalties Income was sourced from Japan. It depends on whether the taxpayer had any
financial interestin the subsequent exercise of the rights by the sub-licensees®. In this case, even though the Royalties
Income were computed as a percentage of the sub-licensees’ salesin Japan (i.e. the taxpayer had a continuing financial
interestin the exercise of the rights in Japan), the fact that there was a guaranteed minimumamount of royalties under
two out of the three Sub-licence Agreements and that the extent to which the Royalties Income was constitutedby these
fixed paymentsis unclear from the evidence had largely reducedthe relevancy of the locationwhere the trademarks were
exploitedin determining the source of the Royalties Income.

* Basedontheabove, the CAruled thatthe Board erred in determining that the Royalties Income was sourced from Hong
Kong.However, it does not necessarily follow that the Royalties Income mustin its entirety be regarded as sourced
outside Hong Kong. As itis notin dispute thatthe Master Licence was acquiredby the taxpayerin Hong Kong, assuming
apportionmentis open to the Board, it would notbe an untenable conclusion if the Board were to hold that a small part of
the Royalties Income should be sourced in HongKong. As the source of profits is a question of facts to be determinedby
the Board, the CAremitted the case back to the Board forarehearing on the sourcing issue.

Issue 3:Whetherthe Upfront Payment was capital in nature?

» Although the Upfront Payment was not ayearlyincome, an arrangement of the kind between the taxpayerand UK Co X for
a mere 3.5 yearsisregarded as an ordinary incident of the taxpayer's trading operation.

* Thetaxpayerdid notgive up any capital assets. Itis not accurate to view the Upfront paymentas (1) the price of sale of a
pre-existing right to receive 60 % of the royalties or (2) considerationfor transferring the taxpayer’s rights under the Master
Licence orthe Deed of Cooperation.

» Therewasalsono transfer of risk. UKX Co’s guarantee of minimumannualroyalty income for the taxpayer represented an
allocation of marketrisks and the Upfront Payment protected the taxpayer from the counterparty risk of UKX Co
defaulting.

+ Thetaxpayer'sargumentthatthere was adiminution in the value of the Master Licencebecauseit was impaired by the
Deed of Cooperation is only a mere assertion without evidential basis. In fact, the Deed of Cooperationgave the taxpayer
the benefits of guaranteed royalty income as well as the expertise and services of UKX Co.

Based on the above, the CAdismissed the taxpayer's appeal and held that the Upfront Payment was revenue in nature.

KPMG Observations

Subjectto any furtherappeal and the final outcome of the case, the CAjudgmentraised anumber of noteworthy issues
relating to the taxation of royalties from sub-licensingof intangible assets as discussedbelow.

The source rules for royalty income

The existing case law®in Hong Kong and the Inland Revenue Department (IRD)'s assessing practice as stated in Departmental
Interpretation and Practice Notes (DIPN) No. 228 regard the source of royalty income from licensing and sub-licensing of
intangible assets as the place(s) where the licensingand sub-licensingagreements are effected.

However, the CAin this case considered that the post-grant activities performed in connectionwith the executionand
maintenance of the Sub-licence Agreements (e.g. promotion and maintenance of the trademarks, provision of know-how and
the day-to-day operation of the sub-licensing business) after the agreements were concluded are also the relevant profit-
producing activities.

This could be due the specific fact pattern of this case where (1) the amount of royalties derived by the taxpayer would depend
on the sub-licensees’ sales amounts (instead of being a fixed amount) and (2) the taxpayer (through UKX Co) provided various
supportto the sub-licensees on the design, manufacturing, promotion and sale of the products after the sub-licences were
granted. Potentially, the Royalties Incomederived by the taxpayer couldbe viewedas consistingof income from granting of
the trademarks and income from provision of services to facilitate sales of the productsin Japan.

The CA judgment also states that the Board erred by, among other things, failingto take into consideration that the royaltie s
were payable noton the grant of the sub-licences but only on the exercise of the licensed rights in Japan as a percentage of
the sub-licensees’ sales (subject to the pointabout guaranteed minimumroyalties). This implies that the location of use of the
intangible asset will carry more weight in determiningthe source of the royalty income in other cases when the licensor has a
continuing financial interest in the subsequent exercise of the rights in exploitingthe assetin thatlocation.

4 In CIR v HK-TVB International Ltd, the Privy Council held that the territoriality of the film rights granted by the taxpayer is irrelevant to the source of its profits but it
was based on the condition of “in the absence of any financial interest in the subsequent exercise of the rights by the sub-icensee”.

5 The CIR v HK-TVB International Ltd and Lam Soon Trademark Ltd v CIR cases

6 The DIPN No. 22 can be accessed via this link: https/Avww.ird.gov. hk/eng/pdf/dipn22 pdf
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Apportionment between onshore and offshore royalty income

As pointed outin our previous tax alert on this case, although DIPN No. 22 is silenton whether there could be an
apportionment between onshore and offshore sourced royalty income and there have notbeen any precedent cases
specifically dealing with thisissue so far, we consider thatin cases where the activities for producing the royalty incomeare
performedbothin and outside Hong Kong, apportionment of the royalty income should be considered. Itis encouragingto see
thatin itsjudgment, the CA does consider that apportionment of royalty income is tenable under the law despite further
consideration is requiredon whether the appointmentissue is open to the Boardin this particular case. The final outcome of
this case may seta precedentin Hong Kong on apportionment of royalty income and provide greater clarity to taxpayers on
taxation of royalties from sub-licensing of intangible assets.

Impact of the FSIE regime on foreign-sourced income related to intellectual property (IP)

As mentioned in our previous tax alert on this case, royalty income and capital receipts from sale of IP that are foreign-sourced
may nevertheless be taxable under the Foreign-Sourced Income Exemption (FSIE) regime in Hong Kong if they are receivedin
Hong Kong and the specifiedconditions are not met. Business groups in Hong Kong deriving income from IP should carefully
assess the respective profits tax implications of onshoreand offshore IPincome and consider how best to structure the IP
licensing arrangement.
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