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OVERVIEW OF THE INLAND REVENUE DEPARTMENT’S POSITION
The Hong Kong Inland Revenue Department (IRD) has recently clarified its position on expenses incurred by organizations offering stock awards to employees.

The Frequently Asked Questions (FAQ) commentary issued by the IRD distinguishes between awards settled by using newly issued shares (‘Equity-Settled’ awards) and awards settled by using shares acquired in the market (‘Cash-Settled’ awards). Generally, the IRD takes the position that expenses related to awards settled using newly issued shares and charged to the Profit and Loss (P&L) will not be deductible for Profits Tax purposes. For expenses related to awards with vesting conditions and settled using shares acquired from the market, the expense will only be deductible when the vesting condition is met.

Although the clarification provided is welcomed, it is unclear if this addresses the costs associated with foreign plans (i.e. operated outside of Hong Kong) where there is a related recharge of costs of stock awards to employees in Hong Kong from the overseas company to the Hong Kong entity.

Our position at Deloitte Hong Kong remains that if a recharge occurs where the non-Hong Kong parent company is issuing the stock-based awards, the recharge is only a recharge of the costs of delivering the remuneration package to employees and therefore, outside the scope of the FAQ commentary. An advanced ruling may be sought for definitive guidance.

IRD FREQUENTLY ASKED QUESTIONS
The key questions as outlined in the IRD's FAQ document are as follows:

Equity-settled Share-based Payment Transactions
1. Where an entity fulfills its stock option or share awards granted to its employees by issuing new shares and it recognizes the fair value of the option or new shares so granted as an expense, is that expense deductible for Profits Tax purposes?

The expense is not deductible. The IRD takes the position that where newly issued shares are used, although the "expenses" are recognized in accordance with Hong Kong Financial Reporting Standards (HKFRS) 2, it does not accept that any actual outflow of cash was incurred for tax purposes.

1. HKFRS2 requires an issuing entity to revise the estimate of number of equity instruments that eventually vest at each reporting date and to make any adjustments on a cumulative basis until the vesting conditions are satisfied. Are such adjustments deductible or taxable for tax purpose?

The "expenses" so recognized are not deductible and the subsequent reversal arising from the same share-based payment transaction is not taxable.

1. An entity is not required under HKFRS2 to reverse the amount of expenses previously recognized for services received from employees if the vested equity instruments are later forfeited or, in case of share options, the options are not exercised. HKFRS2, however, allows a transfer within equity (i.e. a transfer from one component of equity to another) in an amount equivalent to the fair value of forfeited or lapsed equity instruments. Is such a transfer within equity taxable for tax purpose?

The transfer within equity made upon the forfeiture of equity instruments or the expiration of stock options is not taxable because the "expenses" arising from the same share-based payment transaction have been disallowed in the first place.

1. If the entity issuing the equity instruments cancels or settles a grant of equity instrument before the end of the vesting period, HKFRS2 requires the issuing entity to recognize immediately the amount that would otherwise have been recognized for services received over the remainder of the vesting period. Is that amount deductible for tax purpose?

Generally, these amounts will not be deductible. However, if the entity makes cash payments to employees upon cancellation or settlement, the cash payments are deductible if the costs are incurred in generating chargeable profit in Hong Kong and are not capital in nature. Section 17(1)(b) Inland Revenue Ordinance prohibits "any disbursements or expenses not being money expended for the purpose of producing such profits". Therefore, if the stock-based expenses are used to produce income that is not taxable (for example offshore profits) then such expenses are not deductible.

1. Are other expenses associated with the share option or share award granted to employees deductible for tax purpose?

Other expenses associated with the grant or issue of equity instruments to employees should be deductible if the costs are incurred in generating chargeable profit in Hong Kong and are not be capital in nature.

Cash-settled Share-based Payment Transactions
1. If an entity recognizes a liability of HK$100 (approximately US$13) each in Year 1, Year 2 and Year 3 in relation to a cash-settled sharebased payment transaction, and the employee vests in the shares in Year 3, how should those liabilities be treated in each year of assessment?

The liability of HK$100 each recognized for accounting purposes in Year 1 and Year 2 is not allowable as a deduction because the counterparty has not yet become unconditionally entitled to the payment.

In Year 3, when the employee vests in the shares, a total amount of HK$300 will be deductible provided that the costs are incurred in generating chargeable profit in Hong Kong and are not be capital in nature.

ACTION
Hong Kong companies offering equity-based remuneration to employees will need to look at the impact of these rules on the ability to claim a corporate tax deduction.

For overseas plans where costs are simply recharged from the head office, companies should review the recharge arrangements to ensure a corporate tax deduction is still available.
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