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6. Traditional Hong Kong Holding Company Structures
a. Parent-Subsidiary

With a parent-subsidiary structure, the parent Chinese corporation forms a
Hong Kong corporation that is 100% owned by the parent. Generally, the parent
Chinese corporation is a manufacturer. The Hong Kong company is a marketing
and distribution subsidiary.

The Chinese manufacturer parent sells goods to the Hong Kong distribution
subsidiary at a fair market distribution price. Enterprise Income Tax Law Article
41 (“EITL”). The Hong Kong distribution subsidiary sells the goods
internationally, and retains the profit in Hong Kong.

The Hong Kong subsidiary generally invests the profits in other international
operations or investments.
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Many Chinese persons form Hong Kong Holding Companies to conduct
international operations. These Hong Kong Companies typically make
money by charging a commission on the international sales or by selling the
goods at a marked up price over the factory price. The result is that this
profit moves to the Hong Kong holding company. Most of the time, the
holding company does nothing but accumulate money.

In 2007, China adopted controlled foreign corporation law. [2007] No.
63, EIT Law. Under this law, any profits that are not accumulated for the
reasonable expansion of the business are subject to tax in China. At present,
most Chinese that create Hong Kong holding companies simply don’t follow
the law. Unfortunately, this is not a proper way one should structure their
business.
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b. Success Story

Rather, than ignore Chinese income tax laws, a Chinese person should
look at the creation of an offshore trust. The offshore trust would own an
offshore corporation. In the above example, we used a Singapore trust with
a Singapore corporation. The Chinese person would have a large degree of
control over the trust. When there is a distribution from the trust, it is
probably taxed at a 20% rate.

Mr. Wang owns twenty hotels through the world. He was born in China,
but became a citizen of the United Kingdom. The United Kingdom does not
have world-wide taxation. Rather, the United Kingdom only taxes citizens
that are resident in the United Kingdom. To be a resident in many countries
requires that you are there more than 183 days a year. Mr. Wang resides in
France for about 1/3 of the year; in the United Kingdom about 1/3 of the
year, and travels to visit his hotels the other 1/3 of the year.

Mr. Wang’s foreign trust owns a series of holding companies. These
companies then own the 20 hotels throughout the world. Once the profits
from the hotels have been distributed to the holding companies owned by the
trust, they are not subject to tax in any nation.

Most Chinese clients are Chinese nationals. So their purpose in creating
the above structure is different. Rather, these Chinese wish to design a
structure where the offshore corporation will not be considered a controlled
foreign corporation and delay taxation until the funds are remitted to China.
The above structure may effectively accomplish this.
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c. One of the Factors in Determining the Jurisdiction of the Holding
Company

For an active operating holding company, one of the key factors in
determining the holding companies place of formation and operation are
income tax treaties. There is the issue of income tax treaties between China
and the holding company jurisdiction, as well as income tax treaties between
the holding companies jurisdiction and other nations. The above table shows
the dividend withholding rate when a dividend is paid from a Chinese
corporation to an active operating holding corporation in the above
jurisdictions.

In addition to the use of income tax treaties, other major factors
determining which jurisdiction are:

1. Whether the transaction is inbound (i.e. the offshore trust owns the
holding company that owns the Chinese corporation) or outbound (i.e.
the Chinese person owns the Chinese corporation that owns the holding
company);

2. Whether the holding company is an active operating company or a
passive company (i.e. it only holds stock in other companies);

The tax rate of the holding company; and
4. Confidentiality.
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