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114-0500 Overview

A taxpayer may be subject to tax both in Hong Kong and overseas.
The Ordinance provides that arrangements may be made with other
territories to afford relief from double taxation when the other territory
imposes a tax similar in character to a Hong Kong tax (sec 49(1)).

Hong Kong entered into its first comprehensive double tax agreement
withBelgiumon10December2003.Inline with the Financial Secretary’s
statement in his 2004/05 Budget Speech that the Government would
continue its discussions with countries outside the region and start
negotiations with some of Hong Kong’s major regional partners,
Hong Kong subsequently entered into a comprehensive agreement
with Thailand on the avoidance of double taxation on 7 September
2005. This was the first comprehensive agreement on the avoidance
of double taxation that Hong Kong had signed with ai: Asia—Pacific
country, and the second since the agreement signed with Belgium
(see 8-5000).

To prevent double taxation of income betweer Hong Kong and
Mainland China, the two parties concitided a comprehensive
arrangement on 21 August 2006 (see §8-¢506 for details).

Hong Kong then concluded its fourth comprehensive agreement on
the avoidance of double taxation xith Luxembourg on 2 November
2007 and the fifth with Vietnam o 16 December 2008. During 2010,
Hong Kong signed 13 further.comprehensive double tax agreements,
with Brunei, The Netherlands, Indonesia, Kuwait, Hungary, Austria,
United Kingdom, Ireland. Liechtenstein, France, Japan, New Zealand
and Switzerland (the ‘comprehensive double tax agreement with
Switzerland was abrogated and re-signed in 2011). During 2011, four
more comprehersive agreements were signed with Portugal, Spain,
Czech Republic and Malta. Four more comprehensive double tax
agreements were signed with Jersey, Malaysia, Mexico and Canada
in 2012. In 2013, three comprehensive double tax agreements were
also signed with Italy, Qatar and Guernsey. Additionally, between
2014 and July 2016, six comprehensive double tax agreements were
signed with Korea, South Africa, the United Arab Emirates, Romania,
Russia, Latvia as well as a protocol with Vietnam.

As another measure, specifically to protect international aircraft
and shipping operators from double tax charges, Hong Kong has
concluded:

¢ shipping income agreements with various countries which
include provisions to prevent the double taxation of
international shipping income (see §8-2000); and

1“4:-0500 © 2017 Wolters Kluwer Hong Kong Limited
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* air services agreements with various countries which include
provisions to prevent the double taxation of income arising
from international air traffic operations (see 914-3500).

Under British rule, taxation relief was available when a taxpayer who
was liable for Hong Kong tax was also liable for income tax in another
Commonwealth country. With the handover of sovereignty to China,
Commonwealth tax relief is no longer available. The removal of the
relief took effect from the 1998/99 year of assessment (see 914-8000).

COMPREHENSIVE DOUBLE TAXATION
AGREEMENTS

114-1000 Comprehensive double taxation
agreements

The comprehensive agreement for the avoidarice of double taxation
signed between the Hong Kong Specia. Administrative Region
Government and Belgium on 10 Degemiber 2003 represented an
important milestone for Hong Kong. This agreement was the first
comprehensive agreement for the avoidance of double taxation
concluded by the government iviiii another economy. In line with
the government’s objective to cartinue its discussions with countries
outside the region and to'start negotiations with some of Hong
Kong’s major regional partners, Hong Kong has signed a series
of comprehensive dcuble taxation agreements (“CDTAs”) with
other countries, as'of 24 August 2017, Hong Kong has signed 38
comprehensive agrecments with its business and trading partners.

Please refer @ the table below for further details.

Hong Kong Master Tax Guide ﬂ14-1 000



International Tax Considerations

1058

Surded Auedwod ayj jo

uonnjygsul reyrden a3 jo 9,6z Ise9]
[eueul € 10 Je SpIoY ‘SpuspIAIp
uonngsur jo yuawded a3 jo

JUSUIUIDA0S © auIn Ay e YPIrym S0/F00T
03 sjuswiked auedwod e st 1oumo JUaUWISSasse

%S e 3saIajul 103 %0 [Pilouaq oyl J1 %0 e Jo xesx | €00Z/C1/01 ST wnid[og

S9sed I9Y30 ~
[[e UL %G o
yJenare
asn 0} Jy3u

I0 ‘Jo asn uonedynou

oY} 10J %¢ o %S %S » Surpuad | £102/1/91 nog snreag

s3s€D) YO [IV UL %01 ¢
SpuspIalg
T
SULJO [Bde] oy L 0ues 000301
10 %01 15691 1V JoseRk | T10T/9/ST (1000301)
A2211 SPIOH YOIYM €1/2187)

Auedwo)y y sp 0UMQO JUDWISSISSE

%E o %0 o [eyauag oYL I %0 e jo 1Bk | 0102/S/ST Wil eLysny

e Suoy]
/yuauIssasse Suoy 4£q
jo 1edk Jjep pauSis
So1jeA01 U0 Xe] |  }SId)UI UO XBJ, SPUIPIAIP UO Xe], aampayq | L&1oyeulis | VIAD A13uno)

© 2017 Wolters Kluwer Hong Kong Limited

€14-1000



1059

International Tax Considerations

poaide safLioyIne Auedwod Surded ay
[€D0] I9Yj0 pue jo rejided areys ayj jo
JUSWIUIDAON) JO %01 1sea] 3e ApoaIrpur
SonLIoyIne 1oyjo 10 Appoaarp sploy yorym GI/¥10C
JUSWIUIDAO) Auwedwod e st roumo JuawISsasse
%01 o 10} %0 [eousq o3 J1 95 e jo ek | TI0T/TT/1T 03oc epeue)
sose> 17
I9I0 [[e UL %01 e
suonnpsur
[eDdUeUY IO Syueq
03 syuowked
1S9I9)UT 10J %G e
suonmgsur
JuowuIaA08 Z1/1102
03 syuowked JUSWISSISSE
%G o 1S9I9JUL 10} 9% e %0 e | jo 1eax |  010T/€/0T 119 ounig
S9SED IO [[B UL %G] e
SPUSPIAIP o}
Suifed Auedwod ayy jo
rearded ay jo 9,01 1€
1e Apoaarp sploy yprym
sased Auedwoo e st 1oumo
I9UIO [[e UL %01 e [ePJoUsq o} J1 %G e
Syjuow [ Jse9 je
jo porad paydnirejurun
ue 10J SPUIPIAIP 3}

€14-1000

Hong Kong Master Tax Guide



International Tax Considerations

1060

I1/010C
Sased JUaWISSIsse (fooojoig
I9U0 e Ul %/ jo 1eax | 010T/S/LT pIc)
SpUopIAIp 9y}
| 40 1d1epar a1o0yaq porrad
JIIOW-Z ] SATINDISUOD
% i0J SPUSPIAIp Y}
Surded Auedwod ay jo
suogmigsur | [eyded &g 50 9,7 3se9]
pasru8odar 1o Je A2aIIp shioy Yorym 80/400T
10 JUSUIUISAON) Auedwos € s7 19umo JUaWISSasSe
%L o|  AVSH 0F %0 [eYauRq 343 51 %G jo 183X | 9007/8/1C pig euryD
sased ¢/
IS0 [[e Ul 90T S3SED IS0 [[e Ul %GT
19Ked
oy} ym y33ud]
s,uure je 3urpeap
st pue Ayred

Sunoenuod Pyo
A} JO JUIPISAI E SI
IQUMO [BIDYIURq
A} J1 10 ‘epeur)
pue Suoy 3uor]
JO sepLIoyINe
juaradwod

A} ueaMIdq

© 2017 Wolters Kluwer Hong Kong Limited

€14-1000



1061

International Tax Considerations

Sosed
190 [[e UI %G

S95BD IAYI0 [[€ Ul %] e

SpUSpPIAIp a3}
Surfed Auedwood ayy jo
uonNITISUr rearded a3 jo 9,01 Ise9]
JUSWIUIOA0S e ye AJJO91Ip SPIOY YIym €1/210C
Aq paarada1 st Aueduod e st 1oumo JuawWISSasse
%S e | 3IS9IUL O] JT %0 [elolJouaq oy J1 %G e Joreax | 010T/S/C1 06 AreSuny
GI/$10¢
JUDWISSISSE
%V %0 %0 e JoxedX | €10T/¥/CT W8e Aosuzann
sased
1930 [[e Ul %01
SJUWIYSI[LISd
[edueUy
pastudoda1 130 €1/2102
pue JUsWuIA03 JIIDUISSISSE
%0L e 10} %0 %01 e 10 189X | 0T0T/0T/1T st ouelf
v1/S70¢C
JUSWISSTSTe orqnday
%0T e %0 %S Jo resy’| » T102/9/9 IS1C REEE)
Surayreyd
drys pue
Sursesy
Jenire
10J %G o SasEd IAYJO [[B UL %0T e | ST0T/CI/6C| STOT/F0/T0 (1000301 )

€14-1000

Hong Kong Master Tax Guide



International Tax Considerations

1062

sased
IUJO [[e UL %01 S95ED IO 10§ 94T
syjuowr XIs jo porrad
© 10J SPUSpPIAIP A}
SjUaWIYSI[qe)sd Suiked Auedwod ayy
[enueuy Jo €areurs Sunoa ay jo
pastugooar 1930 04,01 35T 18 (Apoarrpur €1/210C
pue JUsWUIZA03 10 AT3Camp) Surpioy JUaUISSasse
%S o 103 %0 SaTURd UL, 10 %G joresx | 010Z/11/6 Wt uedef
sased “C
1930 10J %G"ClL
Sa1poq L1/910¢
JUSWILLIDAOS JUSWISSISSE
%ST o 10§ %0 %01 joIedx | €I0T/1/¥1 WLz Apey
¢1/210¢
JUUISSISSR
%E o %01 %0 Jozeak| 010T/9/Cc wer pue[ad]
sased “
IO [[e ur %01 S9SED T30 [[B UT 90T
SjuLWIYSI[qe)Sd Aueduwod 3urfed
[enueUy ayy jo reyrded areys oy
pastu80da1 1BYI0 | JO %G ISed] Je Surp[oy P1/€10C
pue JuewuIaA03 Auedwod e st 19UMO JUoWISSasse
%S e 10} %0 [egauaq a3 JT %S Joresx | 010z/€/eC W8 eIsauopu]

© 2017 Wolters Kluwer Hong Kong Limited

€14-1000



1063

International Tax Considerations

S9sED T30 sased
[[e UL %€ |  I9UIO [[B UL %01 S9Sed IaYj0 [[e Ul %0 e
soruedwoo uonedyiou
10J %0 e | Sorueduwod 10y 9,0 saruedwod 105 94() e Surpus | 910Z/F0/€T 8glely eIAje|
ose T
IS0 [[e Ul 9,6 53580 I9U30 [[8 UL %G e
SjuLWIYSI[qe)Sd JUSWIUIIAOD)
[enueury Ay} Aq ipra1Ip paumo
pastud0091 1930 -A[[oym A1mus 1930 S1/¥102
pue JuowuIdA03 IO SUOZ{11}/3SUl S} JUDWISSISSL
%S o 10} %0 TUSWUISAOT, 19190 e Joreax | 010z/S/€1 ot remnyy
sased g
DYIO e ur %01 S9SED IO [[8 UI 9%GT
SpuapIAlp
ayy Surded Auedwod
ay jo Teyrded ayy Jo %S6g
SJURUIYSI[qL)Sd 3sea] Je A30aIIp sproy
[eueury prym ‘(dryszewmred
PasTuS00a1 1930 © ueyy 194j0) _1/.157
pue JuswuIaA03 Auedwod e st 19UMO JUQWISSISSE
%0T o 10} %0 [efauaq Uy} J1 %01 e Jo 1esax | ¥10¢/L0/80 1ST1¢ ©aI0%]
S1/¥10¢
JudWISSasse
%Y %0 %0 o joxeax | Z10z/T/cT pIcT Kosiof

€14-1000

Hong Kong Master Tax Guide



International Tax Considerations

1064

S9SED IS0 Ul 90 e

S3sEd IO [[e Ul %0

SuoTINYISUr Auedwod Surfed
Surkyrenb oo (| ays jo eded ayy jo
10 sapuIoyIne 701 3se9] e Apdarrpur
JUDUWILLIDAOR) 9} I0°ATI397IP SPIOY YoIym PI/E10T
Aq poATedaI ST Auediuod e ST Ioumo JUSWISSIsse
%8 e | ISOIUIIYIJT %0 e [ee73q 943 JT %G Joresx | TIOT/¥/SC Wye ersAefe|y
€1/210¢
JuSwISSasse
§95LD 13RO [[E U101 Jo 13X | O10T/1T/11 ([0d03017)
SPUSPIAIP D14}
Surfed Auedwod ayy uz
oI '] yNF 35
je 30 3500 uonismboe
ue M uonedonred
© 10 SPUdPIAIpP 3}
Suifed Auedwod ayj jo
reyded ayy jo 9,01 3SE9]
ve Apaurp sploy yprym 60/800C
Auedwon e st 1oumo JuowIssasse
%< o %0 [epyauaq 3 J1 %0 joxeax | £00T/11/T Uy | Smoquexng
€1/210C
JuSWISSasse
%E %0 o %0 joxeax | 010¢/8/T WP | Ue3susiydar]

© 2017 Wolters Kluwer Hong Kong Limited

€14-1000



1065

International Tax Considerations

%01 e

e 103 ‘safioyjne
juajadwod ayp
Aq uodn paaide
Arenynu pue
JUSWIUIDAOL) )
Aq pajutodde
SjuawIysI[qe)sa
[erueUy
pastud0da1 130
pUe JUSWUISA0D)

I0J %0 e

%0 o

S1/¥10C
JUSWISSISSe

JO Te3X

T102/9/81

ise

ODDXIIN

%€

uond1psun|
oea Jo sme] 3}
0} Surpiodde
a[qexe) ureurar
[[IM junowre
3usf s,uLre
Ue JO SS30Xa Ul
syuowded 3sa10)uf
"dPRIe SIy] JO
asodand ayy 103
}JS9I9)UL Sk pajear)
aq jou [[eys
sadrepd Ajyeuad
juowded aje] o

%0 e

%0 e

¥1/€10C
Juawssasse

JO Te3X

L102/11/8

puce

BRI

€14-1000

Hong Kong Master Tax Guide



International Tax Considerations

1066

%G e

SJUdWIYSI[qe)Sd
[eDURUY
pastud0oa1 1y30
pue JuswuIaA03
03 syjuowked
1S9I2)UL 10§ 9,()

P
aIe SUOHIPUOD I9Y}0
ure}rad pue Aueduwod
Guiled-pusprarp

93 MI saxeys unoa
<4 }0 9I0W 10 9,06
Apoaxpra 10 Apoarrp
Suipjoy Auedwod
Guoy 3uory e st oumo
[eDgauaq a2 T %0

4

€1/210C
JUaWISSIsse

JO ITedx

010Z/TT/T

YiLL

pueeaz MaN

Sased

1930 [[e Ul %01
Jueq

e Aq paATedaI SI
1S9l 9y} J1 %6'Y
safjLIoyne
juaradwod

3y} usamlaq
poaide aq Aew
Se suonNIIISur
Aue £q pajuerd
S1eak da1p)

uey} SS9 JOU JO
potiad e 105 ueof

© 2017 Wolters Kluwer Hong Kong Limited

€14-1000



1067

International Tax Considerations

%01 e

%01

%01

uonedy[ou
Surpuag

£102/T/LT

YLe

ueisnie g

% ®

%0 e

S9sEd IA0 [[€ UT 90T
Ayroyine [eoof e

10 UOISIAIpgnNS [eanrod
Kuedwod 1931enbpesy
“puny uorsuad Auedwod
2IUZINSUL Uk e ST
ISUMO, [RIDLIUR] S}
3116 “OPISPIAID o3
Surfed Aurdwod ayy
jo [eydes’sin za 9,01
jsea] Je Aparrpsproy
YOIYM a8ueydxa 32025
pastudoda1 e uo papen
Aprengax Auedwod

e jo Arerpisqns e 10
Auedwon e st 1oumo

[eyauAq AU J1 %0

€1/210¢
JusuIssasse
§o r2ax

0102/€/TT

Yiz

SpUeLIIdaN

Sosed

IR0 [[e Ul 901 o

S9SED IA30 [[E Ul
%G1 Auedwod Surled
-PUSPIAIp 3Y} JO sa1eys
Sunoa ay Jo 9,01 ISeI
1e Appoaarp Surpjoy
Auedwod e st 1oumo

[EIYRUS] U JT %G

€14-1000

Hong Kong Master Tax Guide



International Tax Considerations

1068

%C o

}S9IdJUI UO

xe} Surpjoyyim
ou sa1A9[ Suoy|
8uoH 31 %0

%SG 10 %€ o

£102/10/10
I9)Je 10 Uo

paALIap
awoouy

GT0T/11/81

wiee

eIURWOY

%S

"ME[ XE} D[}SaWOP
03 Surpioooe
a[qexe) ureurar
[Teys junoure
3uay s,wre ayy
3o 3xed ssadxa Ay,
‘syuowAed jsazoyur
y33uay s,ure

03 sardde o0

%0 o

S1/¥10C
JuswISSasse

JO Te3X

€10c/9/ctT

6c

reye)

%S

SaSEd IAY30 [[e O}
saridde ayerx o401
saprs

304 jo sepLoyne
juazadwod a3 Aq
poaide A[eninw
pue JUsWUIaA03
oy Aq pajurodde
JUaWIYSI[qe)Sd
[eDDUeUY UTe}ID
pue JUsWUIaA03
3y} 03 syuawAed
1sa19)Ul 0}
saridde 9,0

S95ED IAJ0 [ UL 9,07 e

Spusplalp

oy Surded Auedwod
ay} jo Teyrded ayy Jo %01
jsea] Je Apoalrp spioy
yorym “(dryszougred

e ue] Jayjo)

Auedwoo e st 1oumo

[eYAUAq AU} JT %S o

PI/€102
JuawSsasse

Jo Tedx

r1oz/e/ce

6l

reSnjiog

© 2017 Wolters Kluwer Hong Kong Limited

€14-1000



1069

International Tax Considerations

paaide A[eninw

pue JuswuIaA03

oy Aq pajurodde SpuapIAIp
JUSWIYSI[qLISd oy Suided Auedwod

[eDUBUY UTR}ID
pue JuswuIaA03

ays jo Teyded ay3 jo
o401 3Se9] 38 A[30911p

oy} 03 syuawAed sproy yym Auedwod /1/910C
}SI9)UI 0} ¢ §1IDUMO [eDYIUS(] JUDWISSIsSe
%S safdde 9,0 o grsafdde 96 e Jo 183X | FI0Z/0T/9T|  PUCE| BOHY Wnog
juawdmba ¢
dYHUIDS 10
[eIDIdUIod
‘Tersnpurt
‘asn 03 3t
9y} I0 ‘Jo
asn ayy 10§ _
axe saneior
U L %S uoreaygnoN
%8 %0 %S Fuipuag | £102/80/¥C WgE | elqery Ipneg
BL/ZLGC
JUSWISSISLY |
%E ® %0 %0T 10 %G e Jo 1esax| 910¢/10/81 Wye eISSTY
}SI9JUI UO
xe} Surproyym
Sa1A9] 3U0d|
SuoH J1 %¢

€14-1000

Hong Kong Master Tax Guide



International Tax Considerations

1070

%S e

Sunejr[oey rodxa
10 AjLIoyine [ed0]
“UOISIATPQNS
reontod e 10
JUSWILLIDAOS

oy} Aq pamsur

10 pasgjuerend
‘papraoid ‘opewr
J0 ‘0 PaMO ST jelf
}IPAID IO WIED
-}qop ‘ueo] e JO
yadsar ur Joarayy
Auroyme 1e00]

10 UOISIAIPQNS
reonrod e “ueq
[exyuad oy
TUSWILIDAOS

ay} 03 syuawAed
}JS9I9JUI 0}

saridde o0

S9SED IS0 [ Ur 9,0}
SpUapIAIp

oy} Surfed Auedwodo
ay jo Teyrded ayy Jo 9%6g
3sea] Je Ap3da11p spjoy
rym (diysrougred e
uey) 1ayjo) Aueduwrod

© ST ISUMO [eDYausq
ays yr sargdde 94,0

YI/EL6C
JUSWISSISLY |
jo 1eaK

T102/%/1

Yi0c

uredg

S9sEd IO [[E 0}
sarjdde ayex o401
sapis

430q jo senrioyne
juazadwod ayy Aq

S9SED T30 [[e Ul 9% 0T

© 2017 Wolters Kluwer Hong Kong Limited

€14-1000



1071

International Tax Considerations

S9sEDd T30 [[€ UT 90T
Ajuoyny Areouop
S0y 3uor] ay3 10 puny
ucisizad e ‘spuaprarp
oy duifed Auedwod
ay} j0qeirded ayy Jo
94,01 ISEaL 1 A[30911p

Surpjoy Auedirad e st $1/€102
SPUSPIAIP dY} JOI5UMO Juawssasse
%€ o %0 o [egauaq a3 5199 joreax | TT0T/0T/¥ WSL| PUBLIZIMS
uondIpsun|

oea Jo smej a}
0} Surpiodde
a[qexe) ureurax
[[IM junowe
3usf s,uLre
Ue JO SS30Xa Ul
syuowidAed 3so101u] o
SISED IAI0 UL %G e
‘puny uorsuad
© pue uonNsur
reueuy e ‘Aouade

€14-1000

Hong Kong Master Tax Guide



International Tax Considerations

1072

S9sED IO
[T UT %91
sanefox
ssadou1d 10
e[nuLIoy
Jo109s “‘uerd
‘Topowx

10 u3Isap
STewaper)
quajed Aue
asn 03 y3ur
10 asn ay

10§ %01

sanefox
ySuidod
SI0M
OYIIUAIOS
pue dysnIe
‘Areroy

10§ %S

sased
I9UIO0 [[E UL %G e
SaDIAIS
10 dSIpURYDIIW
quawdinba jo
JIPaId UO d[es
ay} woiy urstre
ssaupajqapur
03 30adsax ypm
pred 10 ‘Auedwod
adueINSUI 10
uonmIsur
[eDuUeUY € 0}
pred st 3sazajur
Y L %01 e

%0T

£0/900C
JuawSsasse

Jo Tedx

G00¢/6/L

puc

puerey ],

© 2017 Wolters Kluwer Hong Kong Limited

€14-1000



1073

International Tax Considerations

LT/910C
S9sEed 130 sased JUDWISSISSE
ITe ut %01 20 [[e I %01 ‘o . jJo reax | FI0T/T/ET (1020301)
ssadoxd ‘
10 B[NULIOJ
jo1as ‘uerd SuoTIN3IISUL
‘Topowx pue senjuioyine
10 u3Isap JUSUWIUIDAON)
quajed Jo osn | pasrudooar ureyrad
9y} 10§ opeur pue JUSWIUIIAOD) 11/010C
are sjuswAed ays st juardar JULaWISSIsse
SIYM Y/ e AL %0 e %UL.» Jo Iesax | 800Z/C1/91 ne wrewmarp
$9SED T30 [[e 10§ %0 o |
SISTIT, JUSW}SIAU] Z1/1102
dye)sy [ey M wWoiy JUpUrsSasse wop3ury
%EC ® %0 o POAIGDDIJT % GT o Jo 729X | 0102/9/1¢ Wt paaun
Sased 7/
IOUIO [[E UL %G e S9SED IO [[B UL %G o
SjudWIYSI[qe)Sd JUSWIUISAO0D)
[eueuy oy} Aq Apoaarp paumo
pastudodar 130 -ATroym £mus 1930 £1/910T
puE JUSWUISA0Z I0 SUOTINJTISUL S} JuSWISSasse sajerrwuy
%S o 10J %0 |  ‘JUSUIUIBAOD) 10 %() Jo Teax | $T0T/CI/TT pigg| qery pajun

€14-1000

Hong Kong Master Tax Guide



1074 International Tax Considerations

114-1050 Tax credits

A comprehensive double taxation agreement generally eliminates
double taxation by the allowance of a tax credit. Section 50 of the
Inland Revenue Ordinance provides for the allowance of a tax credit if
a double tax agreement is entered into.

This section provides that tax payable overseas is to be allowed as
a credit against tax payable on the same income in Hong Kong (s
50(1)).

Under the tax credit system provided under s 50, the amount of Hong
Kong tax payable on income is reduced by the amount of credit only
if the person entitled to the income was a resident in Hong Kong in
the relevant year (s 50(2)).

Based on the current Agreement with Mainland ‘China, if a Hong
Kong tax resident is deriving income which is stbject to tax in Hong
Kong, any tax paid in Mainland China on the same income can be
allowed as a tax credit against his Hong Kong tax payable to eliminate
double taxation.

The amount of the tax credit cannot exceed the amount of tax payable
in respect of that income calculatec: i accordance with the IRO. For
example, a Hong Kong company derived income from Mainland and
paid Mainland tax. If such ificome is not arising in Hong Kong, it
is not subject to Hong Korg tax. Hence, there is no double taxation
issue, and the Mainland tax paid will not be allowed as a tax credit
against the company’s 1long Kong tax payable on other income.

The total tax credit for foreign tax available to a taxpayer in an
assessment yeax cannot exceed the total amount of tax which is
payable by the taxpayer in that year on the same income (s 50(4)).
In case the taxpayer is in a tax loss situation and does not have any
Hong Kong tax payable for that year of assessment, no tax credit will
be allowed for the Mainland tax paid.

Due to the differences in tax rates between Mainland and Hong Kong,
the tax paid in Mainland may exceed the amount of the credit limit.
The excess is allowed as a deduction. Any Mainland tax paid that is
not allowed as a tax credit will not be able to be carried forward as a
tax credit in a subsequent year of assessment.

The steps for calculating the Hong Kong tax payable after tax credit
are as follows:
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1) calculate the assessable profits and compute the Hong Kong
tax payable before allowing the tax credit;

2) calculate the tax credit limit;

3) compare the overseas tax paid and the tax credit limit; calculate
the excess overseas tax which is not allowable as a tax credit;

4) recalculate the assessable profits by deducting the excess
overseas tax paid as an expense and re-compute the Hong
Kong tax payable;

5) deductthe tax credit (subject to the limit) from the re-computed
Hong Kong tax payable.

Example

two):

Or

The tax credit in respect of tax paid in the Mainland aitewable for set off
in Hong Kong is calculated in accordance with s 50¢5) and 50(5) of the

IRO is as follows:

Hong Kong China
Total Assessable Profits (Gross) $50,000
Including income derived from China on $20,000
which tax has been paid
Tax Rate 16.5% 25%
Tax Payable $8,250 $5,000

Total tax liability of the two sides before
deducting the tax credit:

$8,250 + $5,000 = $13,250

Less:

(1) Tax paid in China: $5,000

(2) Tax Credit Limit:

Tax Credit equal to the (lower of the $3,300

$20,000 x 16.5% = $3,300
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Total tax liabilities after allowance of tax $4,950 $5,000
credit: (Note)

$4,950 + $5,000 = $9,950

According to s 50(5), the excess amount of tax paid in China not allowed
as a tax credit would be allowed as a tax deduction as illustrated below:

$
China tax paid $5,000
Grossed-up net income from Mainland
15,000 x 100% / (100% - 16.5%) = $17,964
Less: Net Income from China =
20,000 - 5,000 = $15,000
Tax credit limit for tax paid in China $2,964
Amount not allowed as tax credit $2,036
Hong Kong tax payable before tax credit:
$
[(50,000 — 20,000) (20,000 —2,036)] x 16.5%
= (30,000 + 17,544} 16.5% $7,914
Less: Tax credit limit for tax paid in China $2,964

Hong Kong tax payable after allowance of tax credit $4,950 (Note)

Subsection 50(9) imposes a time limit for claiming a tax credit. A
claim must be made within two years after the end of the year
of assessment in which the income arises. Any dispute as to the
amount of credit allowed would be subject to objection and appeal
in the same manner as an assessment (see Chapter 10 at §10-0100ff).
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114-1100 Exchange of information

In the CDTAs concluded before 2010, Hong Kong adopted the 1995
version of the OECD Model Tax Convention for the Exchange of
Information (“Eol”) article whereas most other developed economies
adopted the 2004 version. Using the 1995 version of Eol article was
considered to be a major obstacle in Hong Kong’s CDTA negotiation
process. Hong Kong has thus amended its legislation to adopt the
new Eol article via:

(i) the Inland Revenue (Amendment) Ordinance 2010 passed on 6
January 2010; and

(ii) the Inland Revenue (Disclosure of Information) Rules passed on 3
March 2010.

Both pieces of legislation became effective on 12 Maxci: 2010.

By adopting the new Eol article, Hong Kong iias an obligation to
exchange information in accordance with the provision of a CDTA.

The purpose of the Inland Revenue (Ameuiiizeni) Ordinance 2010 was
to enable the Inland Revenue Departinent to collect and disclose
a taxpayer’s information in respons:.to requests made by treaty
partners for their own tax purposes it amended the law mainly by
inserting the following new seciions which extended the Revenue’s
information gathering power:

(i) Section 51(4AA)

Under this seciion, the power of assessors, inspectors and
assistant comimissioners under s 51(4) in obtaining full
information: ‘in regard to any matter that may affect any
liability; responsibility or obligation of any person under the
Inlana Kevenue Ordinance is extended to any tax of a territory
outside Hong Kong if arrangements have been made with the
Government of that territory under s 49(1A) and that tax is
the subject of a provision of the arrangements that requires
disclosure of information concerning tax of that territory.

(i) Section 51B(1AA)

Under this section, the Commissioner’s power to issue search
warrant under s 51B is also extended to any tax of a territory
outside Hong Kong if arrangements have been made with
the Government of that territory under s 49(1A) and the tax
concerned is the subject of a provision of the arrangements
that requires disclosure of information concerning tax of that
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territory (further amended under Inland Revenue (Amendment)
(No 2) Ordinance 2013 which was enacted on 19 July 2013).

(ili) Section 80(2D)

Under this section, it is an offence for any person to give
incorrect information in relation to any matter affecting the
person’s own liability to any tax of a territory outside Hong
Kong without reasonable excuse if arrangements have been
made with the Government of that territory under s 49(1A)
and that tax is the subject of a provision of the arrangements
that requires disclosure of information concerning tax of that
territory. Persons who are in breach of this section are liable to
a fine at level 3.

Under the Inland Revenue Ordinance as amended by the Inland Revenue
(Amendment) Ordinance 2010, the Inland Revenue D¢partment was
only empowered to exchange tax information in relaiicn to taxpayers
with tax authorities in other jurisdictions which have entered into
CDTAs with Hong Kong.

Enacted on 19 July 2013, the Inland Reve:e (Amendment) (No 2)
Ordinance 2013 provided a legal framework for standalone tax
information exchange agreements (“TfEAs”) between Hong Kong
and other jurisdictions as well as exvanded the scope of information
that can be exchanged under CLTAs. The provisions in the above
Ordinance are summarised as fcllows:

(i) Section 49(1B)

This provision eriables Hong Kong to enter into arrangements
with foreign territories not only for the purpose of concluding
a CDTA bt aiso for the purpose of exchange of information.
Further, the exchange of information can relate to any tax
imposed by the laws of Hong Kong or the foreign territories.

(ii) Sections 51(4), 51(4A) and 52(1)

These sections empower the Commissioner of Inland Revenue
to request information not only in possession of a taxpayer
but also in control of a taxpayer.

The Inland Revenue Department stated its view on what amounts
to “possession” and “control” of a taxpayer in para 16 of DIPN
No 47 (Revised). The Inland Revenue Department has also revised
DIPN No 47: “Exchange of Information” in January 2014 to set out
the practice of the Department on the processing and exchange of
tax information upon requests received from treaty and presumably,
future TIEA partners.
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The Inland Revenue (Disclosure of Information) Rules (Disclosure Rules)
were intended to provide the taxpayers with a set of fair procedures
to protect their confidentiality and privacy rights.

The Disclosure Rules, in line with DIPN No 47 (Revised) (paras 62 to
86), provide the following:

¢ A disclosure request may only be approved by certain officers
of the Inland Revenue Department personally. The Disclosure
Rules set out the criteria to be applied in making the decision
and the approving officer had to ensure that the disclosure
request complies with certain provisions and procedures.

¢ Unless exceptional circumstances exist, the Commissioner
must, prior to the disclosure of any information in response to a
disclosure request, notify the person to whom the information
requested is related in writing about the disciosure.

e Under Rule 3 of the Disclosure Rules, the authorised officer
must be personally satisfied that the dis¢losure request complies
with the following provisions or precedures before he/she may
approve the request:

(a) the provisions of the relevant arrangements that are
applicable to the request;

(b) any procedures applicable to the request that may be
specified in any ifictrument that amends or supplements
the relevant arrangement;

(c) the particuiars prescribed in the Schedule to the Disclosure
Rules.

e Under Rale 4 of the Disclosure Rules, the Commissioner of
Inland ‘Revenue is empowered to disclose information that
relates to the carrying out of the relevant arrangements, or to
tax assessment, in respect of any period that starts after the
arrangements have come into place.

On 25 March 2014, Hong Kong signed its first TIEA with the United
States that provides for exchange of information by the Inland
Revenue Department upon request made by the United States in
relation to the assessment or enforcement of tax matters. Instead
of including the exchange of information provision as part of the
CDTAs signed by Hong Kong with other jurisdictions previously,
TIEAs provide for exchange of information on a standalone basis.

Hong Kong also signed agreements with six Nordic jurisdictions
(namely, Denmark, the Faroes, Greenland, Iceland, Norway and
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Sweden) on 22 August 2014 for exchange of information relating to
taxes. The TIEAs came into force on the following dates, after the
ratification procedures by Hong Kong and the respective Nordic
jurisdiction were completed.

Nordic Jurisdictions Date of Entry into Force
Denmark, the Faroes, Iceland and Norway 4 December 2015
Sweden 16 January 2016
Greenland 17 February 2016

The need for exchange of information for tax purposes is a topic which
has received increasing attention since the Global Financial Crisis.
On 20 July 2013, the G20 countries mandated the OECD to develop
a worldwide standard for the Automatic Exchange Of Information
(AEQI).

The OECD proposals for AEOI were released ¢ii 13 February
2014. These proposals have since been endorsed by the majority of
jurisdictions around the world, including by Hong Kong. Subsequent
to the Hong Kong Government’s consuiiation on the proposed
model for implementing AEol as pronutlgated by the OECD, the
Inland Revenue (Amendment)(No. 3)“rdinance 2016 has come into
effect on 30 June 2016 and Hong Kari;-will start identifying partners
from among the 42 jurisdictions “~inich have signed comprehensive
avoidance of double taxatier. ‘agreements or tax information
exchange agreements with Horig Kong. The Amendment Ordinance
has put in place a legal frainework for Hong Kong to implement
AEol with selected jurisdictions by the end of 2018. The Inland
Revenue (Amendment) (No. 2) Ordinance 2017 was gazetted on 16
June 2017 and has coie into effect on 1 July 2017. This enables Hong
Kong to impletnent AEol more effectively by expanding the list of
“reportable jurisdictions” under the Inland Revenue Ordinance to
cover 75 jurisdictions, comprising 13 confirmed AEol partners and
62 prospective AEol partners. The 13 AEol partners are Belgium,
Canada, Guernsey, Indonesia, Ireland, Italy, Japan, Korea, Mexico,
the Netherlands, Portugal, South Africa and the United Kingdom.

Under the AEol framework, a financial institution is required to
identify financial accounts held by tax residents in these 75 reportable
jurisdictions in accordance with the OECD due diligence procedures,
collect the reportable information of these financial accounts and
furnish such information to IRD starting from 2018 (2019 for Korea).
“Tax residents of reportable jurisdictions” refer to those who are liable
to tax by reason of residence in the jurisdictions. In general, whether
or not an individual is a tax resident of a jurisdiction is determined by
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having regard to the person’s physical presence or stay in a place (e.g.
whether over 183 days within a tax year) or, in the case of a company,
the place of incorporation or the place where the central management
and control of the entity is exercised. The IRD will then exchange the
information with tax authorities of AEol partner jurisdictions on an
annual basis.

Hong Kong’s commitment to support is premised on the conditions
that AEol is conducted on a reciprocal basis with appropriate partners
which can meet relevant requirements on protection of privacy,
confidentiality of information exchange and ensuring proper use of
data. The IRD intends to conduct AEol with signatories of CDTAs
and TIEAs with Hong Kong on a bilateral basis. Unlike most of
the jurisdictions committed to AEol, Hong Kong is not covered by
Multilateral Convention. The Government is actively-considering the
possibility of extending the application of the Multilateral Convention
to Hong Kong so as to facilitate expansion of tlic.AEol network.On
3 July 2017, an AEol Portal was launched fer financial institutions
to furnish notifications and file returns. F'nancial institutions have
to register under the Portal and use thezi e-Cert for the purposes of
authentication and confidentiality of data:

114-1150 Hong Kong/Ciiina double taxation
arrangements

In order to minimise dcouble taxation of cross-border activities
between Mainland China and the Hong Kong Special Administrative
Region, the Central Feople’s Government and the Hong Kong Special
Administrative Region Government signed the Arrangement for the
Avoidance of Dewhie Taxation on Income and Prevention of Fiscal Evasion
(“the new ariangement”) on 21 August 2006. This new arrangement
extended the scope of the Arrangement between the Mainland of China
and the Hong Kong Special Administrative Region for the Avoidance of
Double Taxation on Income (“the original arrangement”) which was
entered into by China and Hong Kong in February 1998.

To give effect to the original and new arrangements, two Specification
of Arrangement Orders were made by the Chief Executive in Council
on 24 February 1998 and 27 October 2006, respectively, under s 49 of
the Inland Revenue Ordinance. In order to clarify uncertainties arising
from the original and new arrangements, DIPN No 32 and No 44
were issued in June 1998 and December 2006 respectively. DIPN No
44 was further revised in April 2007 and August 2008. DIPN No 32
was revised in October 2011.
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Effective dates
The original arrangement applies:

¢ in Mainland China, in respect of income derived on or after 1
July 1998; and

¢ in Hong Kong, in respect of income derived in any year of
assessment commencing after 1 April 1998.

The new arrangement took effect and replaced the original
arrangement:

* withrespect to Mainland taxes, from the taxable year beginning
on or after 1 January 2007; and

¢ with respect to Hong Kong taxes, from the year of assessment
beginning on or after 1 April 2007.

Scope of the Arrangement
The taxes to which the new arrangement applies are:

¢ in Mainland China, individual incor¢ tax, foreign investment
enterprises income tax and foreign ctiterprises income tax; and

¢ in Hong Kong, profits tax, salaites tax, property tax, whether or
not charged under personal/assessment.

The new arrangement is bhicader in scope than the original
arrangement. In addition ¢ the business profits of permanent
establishments, income fiem shipping, land and air transportation
and income from perscnal services, the new arrangement also covers
income from dividends, interest, royalties and capital gains.

Double taxaticn relief

Double taxation relief is provided under the new arrangement as
follows:

Category Relief provided under arrangement

Business The profits of an enterprise of one side are taxable only
profits (Art7) |in that side unless the enterprise carries on business

in the other side through a permanent establishment
situated there. Where an enterprise carries on business
through a permanent establishment in the other side, the
enterprise may be taxed in the other side but only to the
extent that its profits are attributable to the permanent
establishment.
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Category

Relief provided under arrangement

No profits will be attributed to a permanent
establishment by reason of the mere purchase by that
permanent establishment of goods or merchandise for
that enterprise.

Permanent
establishment
(Art5)

“Permanent establishment” includes a place of
management, a branch, an office, a factory, a workshop,
a mine, an oil or gas well, a quarry or any other place

of extraction of natural resources, a building site,

a construction, assembly or installation project or
connected supervisory activities lasting more than

six months, the furnishing of services, including
consultancy services totaling more than six months (this
was replaced by 183 days in the Second i*rotocol to the
Agreement for the Avoidance of Doukie Taxation signed
on 30 January 2008 that took effector:-11 June 2008)
within any 12-month period conimencing or ending in a
taxable year.

It does not include the use e facilities or the
maintenance of a fixed v)lace of business solely for the
storage, display or delivery of goods, the purchase

of goods, advertising, collecting information or other
preparatory or ancillary activities.

However, if.a parson, other than an agent of
independen status, habitually exercises an authority
to conciuile contracts on behalf of an enterprise in one
side, then the enterprise will be regarded as having a
“DSermanent establishment” in that side.

Shipping,

air and land
transport (Art
8)

liicome arising from the operation of ships, aircraft

or land transport vehicles by a Hong Kong enterprise
operating in China is exempt from tax in China
(including enterprise income tax and value added tax)
(and vice versa). This relief applies equally to revenue
and profits derived from participation in a partnership
business, a joint business or an international business
agency.

Income from
employment
(Art 14)

Employment income derived by a resident of one side is
taxable in that side unless the employment is exercised
in the other side. Remuneration derived by a resident of
one side in respect of an employment exercised in the
other side will be exempt from individual income tax in
that side provided that:
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Category

Relief provided under arrangement

(1) the taxpayer stays in the other side for a period or
periods not exceeding in the aggregate 183 days in
any 12-month period commencing or ending in the
taxable period concerned;

(2) the remuneration is paid by or on behalf of an
employer who is not a resident of the other side;
and

(3) the remuneration is not borne by a permanent
establishment which the employer has in the other
side.

Directors’ fees;
artistes and

The relief provided under Arts 7 and 14 does not apply
to directors’ fees or income derived by artistes and

sportspersons | sportspersons.

(Arts15and | Directors’ fees and similar payments recei ved by a

16) resident of one side in his or her capacity as a board of
directors of a company which is a-resident of the other
side may be taxed in that othez/si<ie.
Income derived by a resident artiste or sportsperson of
one side from personal activities exercised in the other
side may be taxed in that other side.

Dividends The side of residence tias the right to tax dividends.

(Art 10) The side of source may also tax dividends according to

the laws of thau side. However, the tax so charged shall
not exceed 107 of the gross amount of the dividends,
and 5% ct the gross amount of the dividends if the
beneficial owner is a company directly holding at least
25 ¢ the capital of the company paying the dividends.
Dividends is defined as “income from shares or other
rights, not being debt-claims, participating in profits”
and “income from other corporate rights which is
subjected to the same taxation treatment as income from
shares under the laws of the side of which the company
making the distribution is a resident”.

As non-residents are not subject to tax in respect of
dividends paid by a Hong Kong company, the limitation
of tax rates has no practical application in Hong Kong,
but this will provide protection for Chinese investors in
the case that the exemption is withdrawn in the future.
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Category

Relief provided under arrangement

Interest
(Art 11)

The source of interest is the side in which the interest
arises. The limitation of tax rates in the side in which the
interest arises is a maximum of 7% of the gross amount
of the interest. Interest received by the Government of
the other side or any recognised institutions is exempt
from tax in the side of source.

Interest is defined as “income from debt-claims of
every kind, whether or not it is secured by mortgage
or whether or not it carries a right to participate in the
debtor’s profits.”

Royalties
(Art 12)

The provisions of this article and the criteria for
determining the locality of the source are the same as
those for Art 11. The tax rate is limited +5 7% of the gross
amount of the royalties. For royalties pxid to an aircraft
and ship leasing business, the tax charged shall not
exceed 5% of the gross amount 9t the royalties.

As the applicable tax rate of 794 under the arrangement
is higher than the tax rate<.u ider ss 15(1)(a), (b) and (ba)
and 21A(1)(b) of the Inlai.d Revenue Ordinance, royalties
arising in Hong Kong :itd paid to a resident of the
Mainland will be.iaxzd at the effective rates of 4.95% (ie
for corporations ot a tax rate of 16.5% on 30% of the gross
amount) or 4.5% (ie for persons other than corporations
at a tax rat=-of 15% on 30% of the gross amount) instead
of the rate as provided for in the arrangement.

Capital gains
(Art 13)

Exeraption on capital gains derived from the alienation
ot shares in a Mainland company, provided that the
stiares sold are less than 25% of the entire shareholding
of the Mainland company and the assets of the Mainland
company are not comprised, directly or indirectly,
mainly of immovable property situated on the Mainland.
Please refer to below on the effect of the Second Protocol
to the Agreement for the Avoidance of Double Taxation
that took effect on 11 June 2008 on capital gains.

Elimination
of double
taxation
(Art 21)

Taxes paid on one side shall be allowed as a credit
against taxes paid on the other side. The amount of the
credit shall not exceed the amount of tax payable on the
other side in respect of that item of income.
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Inland Revenue Department’s interpretation under DIPN
No 44

DIPN No 44 was issued by the Inland Revenue Department in
December 2006 and revised in April 2007 and August 2008 to clarify
any uncertainties under the new arrangement. The main points are
discussed below.

Article 4 — Resident

The arrangement applies to a person who is a resident of either side
or a resident of both sides.

The term “resident individual” in Hong Kong means (DIPN No 44,
para 21):

(i) anindividual who ordinarily resides in Hong Keng;

(ii) anindividual who stays in Hong Kong for more than 180 days
during the relevant year of assessment <r,for more than 300
days in two consecutive years of assescmient (one of which is
the relevant year of assessment).

An individual “ordinarily resides” in Iiong Kong if he or she has a
permanent home in Hong Kong whete he or she or his or her family
lives. Factors such as the duration-ef stay in Hong Kong, whether he
or she has a permanent place of residence in Hong Kong, owns any
property overseas for residernitiai purposes, and whether he or she
primarily resides in Hong:Kong or overseas will also be taken into
consideration.

If an individual is a-resident of both sides, the order of priority to
determine his or her status under the arrangement is as follows:

(i) he or she'shall be deemed to be a resident only of the side in
which he or she has a permanent home available to him or
her; if he or she has a permanent home in both sides, he or she
shall be deemed to be a resident only of the side with which
his or her personal and economic relations are closer (“centre
of vital interests”);

(ii) if the centre of vital interests cannot be determined, or if he or
she does not have a permanent home available to him or her
in either side, he or she shall be deemed to be a resident only
of the side in which he or she has an habitual abode;

(iii) if he or she has an habitual abode in both sides or in neither
of them, the competent authorities of both sides shall resolve
the issue by mutual agreement.
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The term “permanent home” mentioned above refers to a home
owned or possessed by an individual that is permanent in nature
(DIPN No 44, para 25).

For a company, it will be considered to be a resident of Hong Kong if:
(i) itis incorporated in Hong Kong; or

(ii) if it is incorporated outside Hong Kong, is normally managed
or controlled in Hong Kong.

DIPN No 44 states that the concept of “normally managed or
controlled in Hong Kong” has a broader meaning than “central
management and control” established in case law as it does not
require that both management and control be exercised in Hong
Kong. “Management” under the arrangement refers to management
of daily business operations, or implementation -i-the decisions
made by top management. “Control” refers to conirol of the whole
business at the top level, including formulating the central policy
of the business, making strategic policies of tti¢ company, choosing
business financing, evaluating business-»erformance, etc, and is
usually exercised by the board of director (DIPN No 44, para 27).

If a company is qualified to be a resident of both sides, the company
shall be deemed to be a resident en:ly of the side in which its place of
effective management is situatec: “Place of effective management”
refers to the place where keyv 1nanagement and strategic decisions
that are necessary for the conduct of the company’s business are
in substance made, ie tlie.place where the most senior persons of a
company formulate'ihe direction and work plans of the company
(DIPN No 44, paras 29 and 30).

A person other fihan individuals and companies (eg partnership
and trust) that'1s constituted under the laws of Hong Kong, or, if
constituted outside Hong Kong, is normally managed or controlled
in Hong Kong, will be considered to be a resident of Hong Kong.

On the administrative side, DIPN No 44 states that a certification of
resident status may be required by the tax authority of the Mainland
in applying the arrangement. Details of the information required and
the relevant certification forms are published on the Inland Revenue
Department’s website. Pursuant to the Announcement [2015] No
60 issued by the State Administration of Taxation of the Mainland
China, effective from 1 November 2015, a certification of resident
status should be submitted by the taxpayer when filing a tax return or
by the withholding agent when making the withholding declaration.
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Article 5 — Permanent establishment

In addition to the definition provided under the new arrangement
on what constitutes a “permanent establishment”, DIPN No 44 has
further elaborated on this aspect. A permanent establishment will
normally have the following features:

(1) itmustbe a place of business. This may include a house, a site,
a warehouse, a stall, equipment or facilities for the purpose of
carrying out business activities, whether owned or rented by
the enterprise;

(2) itmustbe a fixed place of business of a permanent nature. The
temporary interruption or suspension of business activities
conducted at a fixed place of business would not affect the
existence of a permanent establishment; and

(3) the enterprise must carry on the whole or a pari of its business
activities at the place of business (para 36).

However, it is interesting to note that for Hong Xong manufacturers
operating factories in Mainland China under a processing
arrangement, DIPN No 44 states that “accoraing to the provisions of
the Comprehensive Arrangement, the Hor g Kong manufacturer could
be regarded as having a permanent establishment in the Mainland
and is therefore liable to tax there” (j-ara 7). However, despite the fact
that the arrangement should not aftect existing concessional practices
in Hong Kong, and it is not tiie present intention of the Mainland to
change the way it taxes protits derived from this type of operation, the
possibility that profits attributable to the permanent establishment
may be taxed in accordance with the arrangement in future cannot
be ruled out.

Concerning a building site, a construction, assembly or installation
project or the connected supervisory activities, a Hong Kong
enterprise will not be regarded as having a permanent establishment
in the Mainland if contracting work carried out in the Mainland does
not last more than six months, and vice versa. In counting the period
for which a project is carried out, the Inland Revenue Department is
of the view that the period is counted from the date the contractor
commences work (including all preparatory activities) up to the date
the work is completed and handed over to the user. Moreover, where,
after commencement of work, a project is suspended, the project
would not normally be treated as terminated. The duration of the
project would be counted continuously with no deduction for the
days the project is suspended (paras 38—40).
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In case of provision of consultancy services, DIPN No 44 states that
the scope of consultancy services includes:

(1) improvement of existing production facilities and products,
selection of technical know-how, or enhancement of
supervisory and management skills, etc; and

(2) feasibility studies of investment projects and the selection of
design plans (para 42).

For the purpose of counting the period for which the consultancy
services are rendered, it should be commenced within any month
during the course of a service contract (para 43). Furthermore, the
Second Protocol to the Agreement for the Avoidance of Double
Taxation has substituted “183 days” for “6 months” so that both
Hong Kong and the Mainland would use the same ceunting method
from 11 June 2008.

In defining a permanent establishment, the arrangement excludes a
fixed place of business whose activities are purely of a preparatory
or auxiliary character for the enterprise. E:'FN No 44 confirms that
genuine “representative offices” are nc: regarded as permanent
establishments provided that:

(1) the activities should be for.the enterprise itself;
(2) the activities should not directly generate profits; and

(3) the function of the¢-piace of business should only be of a
supportive natuse. if the place of business conducts certain
supervisory. matiagement functions for the enterprise or
manages certain business operations, its activities would not
be regarded as being of the required character. In this event,
the place of business would be regarded as a permanent
establishment (para 46).

Article 7 — Business profits

Business profits refer to profits derived by an enterprise from its
business activities. The term business profits may include income
such as profits derived from immovable property, dividends and
interest. Taxation of these categories is governed by other articles of
the arrangement.

Article 7 provides that the profits of an enterprise of one side shall be
taxable only in that side unless the enterprise carries on business in
the other side through a permanent establishment situated there. In
this case, the profits may be taxed in that other side, but only to the
extent that is attributable to that permanent establishment.
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The arrangement sets out some principles which must be followed
in computing business profits. In Hong Kong, assessable profits are
based on profits computed by enterprises in accordance with the
prevailing generally accepted principles of commercial accounting as
adjusted in conformity with the provisions of the Ordinance (DIPN
No 44, para 56).

Paragraph 2 of Art 7 provides that where a permanent establishment
situated in the other side carries on business with the head office or
other offices of the enterprise of which it is a permanent establishment,
it should do so on an arm’s length basis.

Paragraph 3 of Art 7 provides that expenses that are incurred for
the purposes of producing the relevant profits will be allowed as
deductions in computing the profits of a permanent establishment.
Relevant expenses which are clearly attributed to that permanent
establishment can be deducted. Otherwise, an ailocation of the
relevant expenses should be made. Such allocation can be based on the
proportion of the business turnover or gross profit of the permanent
establishment to that of the enterprise (DIPN- o 44, para 59).

As a permanent establishment and its head office are one and the
same legal entity, Art 7 sets out three cat>gories of amounts paid to the
head office of the enterprise or any o1 .its other offices which will not
be allowed as deductions in detertining the profits of a permanent
establishment:

* by way of royalties, remuneration, fees or any other similar
payments in returncr the use of patents or other rights;

* by way of commission for specific services performed or for
managemenst: or

* by way of interest on moneys lent to the permanent
establishment, except in the case of a banking enterprise.

Amounts received by the permanent establishment from its head
office or any of its other offices under the above three categories will
likewise not be included in the determination of its profits (DIPN No
44, para 61).

If the financial statements prepared by an enterprise do not give a
true view of the state of affairs of the permanent establishment for
determining the profits attributed to that permanent establishment,
the enterprise may continue using the method which is customary
or any other methods provided for in the laws of the side concerned.
However, such a method must be in accordance with the principles
contained in Art 7 (DIPN No 44, para 62).
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For banks and other persons whose head offices are situated outside
Hong Kong, para 63 of DIPN No 44 provides that Rules 3 and 5 of the
Inland Revenue Rules provide methods for determining the profits of
branches and permanent establishments in Hong Kong, if their true
profits arising in or derived from Hong Kong are not disclosed in the
financial statements.

Article 8 — Shipping, air and land transport

For shipping transport, DIPN No 44 clarifies that profits derived by
a Hong Kong shipping enterprise from its shipping business will be
taxed in Hong Kong alone and the exercise of the taxing rights is
subject to the provisions of s 23B of the Inland Revenue Ordinance.

Sums from relevant carriage shipped aboard a registered ship at
any location within the waters of Hong Kong and proceeding to sea
therefrom by a Hong Kong shipping enterprise w'il continue to be
exempt from tax in Hong Kong (DIPN No 44, para 68).

For air transport, profits derived by a Florig Kong air transport
enterprise from its air transport business wiil be taxed in Hong Kong
alone.

However, by virtue of s 23C(2A),(suins from relevant carriage and
charter hire from the Mainland aerived by a Hong Kong air transport
enterprise that are exempt frein tax in the Mainland under the
arrangement are included. ac relevant sums in calculating profits
chargeable to tax in Hong ¥ong (DIPN No 44, para 69).

For land transport, theapplication is to a Hong Kong enterprise that
carries on a business of land transport pursuant to s 14 of the Inland
Revenue Ordinaiice A Hong Kong land transport enterprise will only
be subject to.taxin Hong Kong and will be exempt from enterprises
income tax and business tax in the Mainland.

In the case of a cross-border land transport business which takes
the form of a co-operative enterprise, DIPN No 44 states that the
respective share of profits derived by each participant from the joint
business operation will be exempt from tax by the other side and
will be taxed on the side of which the participant is a resident in
accordance with its taxation laws (DIPN No 44, para 72).

Article 9 — Associated enterprises

Under this article, taxation authorities may make transfer pricing
adjustments in cases where the transactions between associated
enterprises have not been entered into on an arm’s length basis.
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The profits understated by an enterprise due to transactions that
have not been entered into on an arm’s length basis may be included
in the profits of that enterprise and taxed as such in the following two
situations (DIPN No 44, para 74):

(1) an enterprise of one side participates directly or indirectly
in the management, control or capital of an enterprise of the
other side; or

(2) the same person participates directly or indirectly in the
management, control or capital of an enterprise of one side
and an enterprise of the other side.

Articles 10, 11 and 12 — Dividends, interest and royalties

For investment income, including dividends, interest and royalties,
the arrangement specifically states that such income should be taxed
in the side of source according to its laws. The side of residence
also has the right to tax the same item of investinent income and is
required to provide relief to its residents to avoia double taxation on
the same income (DIPN No 44, para 81).

The relevant provisions of the arrangenicat set limits on the tax rates
that the side of source may impose. In addition, notwithstanding the
provisions of any domestic laws of tae side of source, the tax imposed
on investment income derived by « resident of the other side (ie the
beneficial owner) should not <xceed the rate provided for in the
arrangement. A certificate of Resident Status is a document issued
by the IRD to a Hong Ko:ig resident who requires proof of resident
status for the purpose o1 claiming tax benefits under the Double Tax
Arrangement. The sid= of source will only limit its right to tax if the
beneficial owner ot the investment income is a resident of the other
side (DIPN No 44, paras 81 and 82).

An agent or a nominee who collects the investment income on
behalf of the actual owner and subsequently transfers the income
to the actual owner will not be deemed to be the beneficial owner
of the income. In this regard, even though an agent or a nominee
is a resident of the other side, the side of source does not need to
apply the tax limitation if the beneficial owner is not a resident of
the other side. On the other hand, as long as the beneficial owner is
a resident of the other side, the limitation of tax on the income in the
side of source remains applicable, regardless of whether the agent or
nominee is a resident of the other side at the time of the receipt of the
relevant income (DIPN No 44, paras 82 and 83).
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It should be noted that the provisions of Art 7 shall apply if the
beneficial owner of the investment income (being the Government of
one side, a local authority thereof or a resident of that side) carries on
business in the other side through a permanent establishment situated
therein, and the relevant property in respect of which the income
is paid is effectively connected with that permanent establishment
(DIPN No 44, paras 88, 93 and 100).

Article 13 — Capital gains

Hong Kong does not impose tax on capital gains. However, under
the arrangement, capital gains derived by a resident of Hong Kong
from the following activities in Mainland China will be subject to tax:

(i) alienation of immovable property situated in Mainland China;

(ii) alienation of movable property forming pait of the business
property of a permanent establishment which a Hong Kong
enterprise has in Mainland China;

(iii) alienation of sharesin a companyviicse assets are comprised,
directly or indirectly, mainly (being not less than 50%) of
immovable property situatedir: Mainland China;

(iv) alienation of shares, othei-ihan those referred to in item (iii)
above, representing 25% or more of the entire shareholding of
a Mainland company.

This Article provides tax ielief to investors in respect of the sale of
minority interest in a Mcinland company.

Under item (iii), there will be an exemption from capital gains tax in
the Mainland irvtine case of the sale of shares by a Hong Kong resident
in a Mainland company whose assets are not directly or indirectly
comprised mainly of immovable property situated on the Mainland.
However, the Mainland and Hong Kong held different views as to
the point in time at which the value of immovable property equals
or exceeds 50% of the value of the total assets of the company. The
Second Protocol to the Agreement for the Avoidance of Double
Taxation which came into effect on 11 June 2008 clarifies that where
a Hong Kong resident derives capital gains from the alienation of
shares in a Mainland company whose assets within three years prior
to the alienation comprised immovable properties amounting to at
least 50% of the total assets of the company, such gains would be
subject to tax in the Mainland.

In relation to item (iv), there will be an exemption from capital gains
tax in the Mainland in the case of the sale of shares in a Mainland
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company if the shares sold are less than 25% of the shareholding
of the Mainland company. The Second Protocol to the Agreement
clarifies that a Hong Kong resident’s capital gains derived from the
alienation of shares in a Mainland company would be subject to tax
in the Mainland if it owned 25% or more of the shareholding in that
Mainland company at any time during the 12-month period prior to
the alienation.

The Fourth Protocol to the Agreement mentioned that gains derived
by a resident of Hong Kong from the alienation of shares of a
company that is a resident of the Mainland quoted on a recognized
stock exchange shall be taxable only in Hong Kong. The alienation
is limited to cases where the shares are bought and sold on the same
stock exchange.

Article 14 — Income from employment

It should be noted that “any 12-month period comrirencing or ending
in the taxable period concerned” indicates thatthe number of days of
presence may straddle over two years and that-a tloating calculation
method may be adopted. In the first year oi-application of this article,
any 12-month period means any 12-moriit. period commencing in the
period from 1 January 2007 to 31 De¢ceinber 2007 for the Mainland
and any 12-month period comme:cing in the period from 1 April
2007 to 31 March 2008 for Hong Kong (DIPN No 44, paras 110 and
112).

In this regard, to qualify for the exemption from individual income
tax in the Mainland ‘for the year ending 31 December 2008, an
individual should net spend more than 183 days in the Mainland
in any 12-month teriod between 2 January 2007 and 30 December
2009. Likewise, o qjualify for the exemption from salaries tax in Hong
Kong for 2007/08, an individual should not spend more than 183 days
in Hong Kong in any 12-month period between 2 April 2006 and 30
March 2009.

A consensus has been reached between Hong Kong and China to
generally adopt the number of physical presence days as the basis for
allocation of taxable income for the purpose of calculating individual
income tax between the two tax jurisdictions.

Article 21 — Method of tax relief

The arrangement provides for tax relief to be given in the form of tax
credits. Where qualifying income is subject to tax in the Mainland
and the same income is subject to tax in Hong Kong, the Mainland
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tax paid will be credited against the Hong Kong tax payable (and
vice versa). The amount of credit in both cases, however, will not
exceed the tax computed in respect of that income under each side’s
respective taxation laws and regulations.

The arrangement provides that the method for elimination of double
taxation adopted in Hong Kong will be subject to the provisions of
the Ordinance relating to the allowance of a deduction and a credit
(ie s 50). DIPN No 44 clarifies that if income derived by a Hong Kong
resident from the Mainland does not arise in Hong Kong, it will not
be chargeable to tax in Hong Kong, eg in the case of a Hong Kong
manufacturer whose profits are apportioned on a 50:50 basis, only
half of the profits will be taxed in Hong Kong. In such circumstances,
where tax has been paid in the Mainland in respect of half or less
than half of the profits, such tax cannot be allowed as-a credit against
the Hong Kong tax payable. If more than one half of the profits are
regarded by the Mainland as profits derived therefrom according to
the new arrangement, then the tax paid in the-Mainland in respect of
such profits, in excess of one half of the totai profits, will be allowed
as a credit against the tax payable in Hory i<ong.

DIPN No 44 sets out detailed methse<ds and bases of computing tax
credits.

DIPN No 44 also clarifies tha! ti:ere is no carryover of foreign tax
credits. In other words, if a Hong Kong resident suffers a loss in a
year of assessment and does not pay any Hong Kong tax, the tax paid
by him or her in the Maiinland will not be allowed as a credit, either
in the current or futute years.

A claim for a tax credit should be made within two years after the end
of the relevant<year of assessment. The claim can be submitted with
the tax returr. tor the relevant year of assessment or made separately
in writing.

Any dispute over the allowance of a tax credit will be dealt with in
accordance with the objection and appeal provisions of the Inland
Revenue Ordinance.

Article 24 — Exchange of information

The arrangement contains an “exchange of information” article in
line with international practice. This Article allows the competent
authorities of both sides to exchange such information as is necessary
for carrying out the provisions of the arrangement or of the domestic
laws of both sides concerning taxes covered by the arrangement.
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The arrangement also stipulates that this Article is not construed so
as to impose on one side the obligation to carry out administrative
measures at variance with the laws and the administrative practice
of either side, to supply information which is not obtainable under
the laws or in the normal course of the administration of either side,
or to supply information which would disclose any trade, business,
industrial, commercial or professional secret or trade process, or
information, the disclosure of which would be contrary to public
policy.

Hong Kong signs the Third Protocol to the arrangement with the
Mainland on 27 May 2010 to update the “exchange of information”
article in the arrangement to the 2004 OECD Model version of the Eol
article. The Article requires the contracting parties, upon receiving a
request for information, to exchange information even »hen there is
no domestic tax interest involved (see §14-5000). The Trird Protocol
has come into force in December 2010.

Further to the Third Protocol signed between Horig Kong and China
on 27 May 2010, the Fourth Protocol was.sigred on April 2015 in
Hong Kong with several important amendracats. The Fourth Protocol
clarifies the conditions where gains frcuii disposal of shares in a
company would be exempted from tax ixt China and shall be taxable
only in Hong Kong. Furthermore, th2 Fourth Protocol expands the
scope of taxes type covered under the Eol article from Individual
Income Tax and Corporate Inccinie Tax to Value Added Tax, Business
Tax, Consumption Tax, Laric Value Added Tax and Property Tax,
such arrangement strengti»n Hong Kong’s obligation to enhance tax
transparency and cooperation between tax administrations.

So far, Hong Kor:g has been following the information exchange
framework unde: either comprehensive double tax agreement or
tax information exchange agreements (TIEAs), of which information
would only be exchanged upon request. However, further to the
release of a new global standard for automatic exchange of financial
account information (“AEol”) by the OECD in February 2014,
followed with more than 90 jurisdictions have since then committed
to the adoption of the new standard, under this global move to AEol
and the increase pressure on greater transparency as advocated
under Base Erosion and Profit Shifting (“BEPS”), on 24 April 2015,
the Hong Kong Special Administrative Region Government finally
launched a two-month public consultation on a proposal to apply,
with adaptations for Hong Kong, the prevailing international
standards on AEol in tax matters.

1“4:-1 150 © 2017 Wolters Kluwer Hong Kong Limited



International Tax Considerations 1097

Under the OECD standard promulgated in July 2014, financial
institutions such as banks, insurance companies and brokers are
required to identify and keep information on their non-Hong Kong
tax resident account holders in accordance with the due diligence
procedures prescribed and report the information to the Inland
Revenue Department. The department will pass the information to
AEol partners on an annual basis.

The Hong Kong Special Administrative Region Government has
drawn up proposals to apply AEol requirements to Hong Kong
through legislation. The plan s to start the first information exchanges
by the end of 2018.

114-2000 Relief from double taxation due to
transfer pricing or profit realiocation
adjustments

The Inland Revenue Department has issii¢d'DIPN No 45: Relief
from double taxation due to transfer pricing or profit reallocation
adjustments in April 2009 to set out‘its views and practices on
granting relief from double taxation diie to a transfer pricing or profit
reallocation adjustment under a doubvie tax agreement.

The views and practices of <he Inland Revenue Department on
transfer pricing enforcement aric related matters are set out in DIPN
No 46: Transfer pricing.guidelines — Methodologies and related
issues, issued in December 2009 (see §13-3700).

Under DIPN 45, there are two types of international double taxation
recognised by the Hlong Kong tax authority: economic double taxation
and juridical double taxation.

114-2100 Economic double taxation

Economic double taxation arises when two enterprises, as residents
in different states, are assessed tax on the same profit or income
without relief provided by either state for tax imposed by the other.
This double taxation may arise as a consequence of non—-arm’s length
transactions. The profits of one enterprise are adjusted upwards
increasing the tax charged on that enterprise in one state (ie a primary
transfer pricing adjustment), without a corresponding downward
adjustment to the tax payable of the associated enterprise in the other
state (DIPN No 45, para 3).

The Associated Enterprises Article in the Double Taxation Agreements
(DTAs) of Hong Kong, which is modelled on Art 9 of the OECD
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Model Tax Convention on Income and on Capital (the OECD Model),
provides for primary transfer pricing adjustments by a DTA state and

also provides a mechanism for relief from the resultant economic
double taxation (DIPN No 45, para 5).

If the transfer pricing adjustment by a DTA state is agreed by the
Commissioner to be correct both in principle and amount, the relevant
assessment of the Hong Kong enterprise will be revised in accordance
with the relief provision in the Associated Enterprises Article of the
DTA and s 79 of the Inland Revenue Ordinance to refund the excess
tax paid or to reduce the tax that would otherwise be payable on
the assessable profits of the Hong Kong enterprise. The Hong Kong
enterprise must make the claim for an “appropriate adjustment to the
amount of tax charged” under s 79 within six years of the end of the
relevant year of assessment (DIPN No 45, paras 14 and 15).

Example

Company F, a company resident in Country F wiich is a DTA state,
provided goods for no consideration to its vheily owned subsidiary,
Company HK, a company resident in Hong Kong. Country F subjected
Company F to tax audit and increased (thic profits of Company F by
$100,000 on the basis that if Company F.ond Company HK had transacted
with each other on an arm’s lengtii vasis, Company HK would have
paid Company F $100,000 for the'gocds. The resultant economic double
taxation may be relieved by:

(i) the Commissioner agreeing that $100,000 reflects an arm’s length
price and reduces the profits and tax payable by Company HK
accordingly; or

(ii) the tax adininistration of Country F being convinced that its
adjustment is incorrect and accordingly reduces the additional tax
payable by Company F; or

(iii) the reaching of agreement between both competent authorities on
the extent of adjustment under the Mutual Agreement Procedure
Article of the relevant DTA.

114-2200 Juridical double taxation

Juridical double taxation occurs where an enterprise is charged to
tax on the same profit or income in two different states (eg when a
single legal entity having a head office in its state of residence has
a permanent establishment in another state), without either state
providing relief for tax imposed by the other. This double taxation

1“4:-2200 © 2017 Wolters Kluwer Hong Kong Limited



International Tax Considerations 1099

may arise when the profits that are taken to have arisen from the
enterprise’s operations in a state are adjusted upwards to increase the
tax payable in that state (ie a primary profit reallocation adjustment)
without a corresponding downward adjustment to the enterprise’s
profits from its operations in the other state (DIPN No 45, para 4).

Juridical double taxation suffered by a Hong Kong enterprise arising
from the application of the domestic tax law of the source DTA state
can be relieved by way of a tax credit under s 50 of the Inland Revenue
Ordinance for the foreign tax paid. Any claim for allowance by way of
tax credit must be made not later than two years after the end of the
relevant year of assessment (DIPN No 45, para 36).

Alternatively, if the adjustment by a DTA state is agreed by the
Commissioner to be correct both in principle and amount, the
taxable profits of the Hong Kong enterprise (ie eitter a head office
or a permanent establishment) will be revised n accordance with
the Associated Enterprises Article of the DTA and s 79 of the Inland
Revenue Ordinance.

The Business Profits Article and the Methods for Elimination of
Double Taxation Article under Herig-Kong’s DTAs, which are
modelled on Arts 7 and 23, respectiv=ly, of the OECD Model, provide
for both primary profit reallocaticn adjustments and relief from the
resultant juridical double taxatic:i (DIPN No 45, para 6).

Example

Company F aresidentin Country F whichisa DTAstate, lodged tax returns
in both Hong Kong and Country F and declared profits of $10 million
of which $2 millioan was attributable to the permanent establishment in
Hong Kong: The tax administration of Country F considered there to be
non-arm’s length dealings between the head office in Country F and the
permanent establishment in Hong Kong. Accordingly, the profits of the
permanent establishment in Hong Kong were reduced to $1 million. If
Country F has a tax credit system, it would disallow credits for Hong
Kong profits tax paid on $1 million. If it had an exemption system,
Country F would reduce the amount of Company F’s exempt income to
$1 million. The resultant juridical double taxation may be relieved by:

(i) the Commissioner agreeing that the arm’s length profits of the
permanent establishment should have been $1 million and reducing
the tax payable of the permanent establishment by $165,000
(assuming the profits tax rate is 16.5%); or
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(ii) the tax administration of Country F being convinced that its
adjustment is incorrect and accordingly reduces the additional tax
payable by Company F; or

(iii) an agreement is reached between both competent authorities under
the Mutual Agreement Procedure Article of the relevant DTA.

114-2300 Adjustments by a non-DTA state

The Inland Revenue Ordinance has no relief provisions for economic
double taxation arising from a transfer pricing adjustment made by
the tax administration of a non-DTA state. In these circumstances, the
foreign tax paid is a liability of the associated enterprise in the other
state. The adjustment does not affect the profits of the-Hong Kong
enterprise and therefore no adjustment can be made *a the profits of
the Hong Kong enterprise (DIPN No 45, paras 9 and 10).

For juridical double taxation that arises for a Harig Kong enterprise
that is subject to a profit reallocation adjustiment made by a non-DTA
state, the profit which has been subject to c.ouible taxation will not be
excluded from taxation in Hong Kong asthe profit has been properly
assessed to profits tax as Hong Kongscurced profits. There will also
be no relief available by way of a tax credit under s 50 of the Inland
Revenue Ordinance in the absence ¢f'a DTA (DIPN No 45, para 11).

114-2400 Mutual Agreement Procedure

The Mutual Agreemerit Procedure Article in the DTAs of the Hong
Kong SAR enables a taxpayer to initiate the procedure where it is
considered that the actions of the competent authority of one or
both of the states concerned result or will result in taxation not in
accordance with the provisions of a DTA (DIPN No 45, para 52). An
application for relief under the Mutual Agreement Procedure must be
made within three years of the first notification of an action resulting
in double taxation.

There are two stages to the Mutual Agreement Procedure. The
first stage involves the taxpayer and the competent authority of its
residence state. It has three elements:

(i) the presentation of a case by the taxpayer to the competent
authority of its residence state;

(ii) consideration by the competent authority whether the case
presented is justified; and
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(iif) consideration by the competent authority whether it is able to
arrive at a satisfactory solution itself (DIPN No 45, para 55).

The second stage involves the endeavours of the competent authorities
of both states to resolve the case and commences with the competent
authority that has been presented with the case approaching the other
competent authority. This stage is recognised by Art 25 of the OECD
Model to impose on the competent authorities a duty to negotiate and
to use their best endeavours to resolve a case (DIPN No 45, para 66).

114-2500 Advance Pricing Arrangement
programme

The Inland Revenue Department announced on 3 January 2012 that an
advance pricing arrangement (“APA”) programme will be launched
in April 2012. The Inland Revenue Department ralled out the APA
programme in April 2012, and guidelines to the/APA programme are
contained in DIPN No 48: Advance Pricing Atrizangement which was
issued in March 2012.

An APA is an arrangement that determipes, the result of controlled
transactions for a definite period af dme in the future, following
the arm’s length principle, undet ¢ defined set of criteria for the
determination of the arm’s length transfer pricing result of those
transactions over the stated. fixed period of time. Hence an APA
enables a taxpayer to reach agreement in advance with the tax
authority(ies) in relaticn to the transfer pricing arrangement for
cross-border transacticnis between related companies on a going-
forward basis, generally for a period of three to five years. This is an
effective way to prevent double taxation and will provide taxpayers
with a higher l<vei of certainty about their tax position with respect to
transfer pricing matters. The benefits of an APA include the following;:

e Provides greater certainty on tax liability;

¢ Ensures a fair application of the arm’s length principle;
e Reduces the risk of double taxation; and

* Avoids the risk of audit and penalties.

The APA program rolled out by the Inland Revenue Department
at this stage aims to cover bilateral and multilateral APA, but not
unilateral APA.

There are five stages to the APA process:
Stage 1: Pre-filing
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Stage 2: Formal application

Stage 3: Analysis and evaluation

Stage 4: Negotiation and agreement

Stage 5: Drafting, execution and monitoring

While the indicative timeframe in DIPN 48 for concluding an APAis 18
months from the acceptance of the application, the actual timeframe
will depend on the extent of negotiation between the Inland Revenue
Department and the other competent authority(ies), and a longer
timeframe could be expected for cases involving more complicated
controlled transactions, and/or the competent authorities hold a
different opinion to the arm's length range proposed by the taxpayers
in the APA application.

The below table summarized the current threshold for different
controlled transactions:

Controlled Transactions ~ Threshold
Sale and purchases of goods $30 aallion per annum
Services . $40 million per annum
Use of intangible properties ~ . $20 million per annum

The same threshold applies wkettier it is a new application or
renewal. While the threshold wiil be operated consistently, the
Commissioner after taking inio-account the number and relative size
of the transactions, the traticfer pricing risk and the likely attitude
of the DTA partner(s);, nicy relax the eligibility criteria to allow an
enterprise access to the APA process (DIPN 48, para 17).

Appendices to DI No 48 also contain information such as Content
of APA Proposal, Formal Application for a Bilateral/Multilateral
APA and information/Requirement for a Bilateral/Multilateral APA
Application.

The Commissioner will not charge any fee on enterprises during the
APA process but some overseas tax administrations may do so (DIPN
No 48, para 4).

The Inland Revenue Department concluded its first bilateral APA
with the Netherlands in June 2014, and Hong Kong’s second APA
with Japan was concluded in January 2015. The Inland Revenue
Department has indicated that it remains fully committed to
expanding Hong Kong’s tax treaty network and timely resolution of
APA and MAP cases.
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114-2600 The Base Erosion and Profit
Shifting Initiative (BEPS) and its
Implementation in Hong Kong

Overview

In June 2012, G20 Leaders called on the OECD to launch an initiative
to review and reform the international tax system, specifically
referring to “the need to prevent base erosion and profit shifting.”

Base erosion and profit shifting, or BEPS, is a term applied to tax
planning strategies which artificially shift profits to low- or no-tax
locations where there is minimal economic activities and which result
in a low corporate income tax paid. Reform was required in this area
to adapt the existing international tax framework-arid enable it to
better respond to the challenges of globalisation. it was perceived
that, as a result of globalisation, large corporatiaris had been able to
exploit gaps in local tax laws and tax treaties governing the taxation
of cross-border income, resulting in doubi=110n-taxation of income.
All OECD and G20 countries are participaiing in the project and some
developing countries have been adde. to the list of participants. As
of July 2017, 102 jurisdictions are pasticipating members of the BEPS
Inclusive Framework, while manv of the jurisdictions have enacted
domestic legislation.

BEPS Action Plan

The OECD’s review comnisidered 15 Actions, looking into the impact of
policy changes in-cach of these key areas and providing suggestions
on implementetioi and timing.

On 5 October 2015, the OECD published final reports as part of
the Action Plan and an explanatory statement outlining consensus
actions under the BEPS project.

The Action Plan aims to equip governments with the instruments
required to deal with BEPS challenges covering the following areas:

Action 1 — Digital Economy

Addresses the tax challenges of the digital economy and identifies the
main difficulties that the digital economy poses for the application of
existing international tax rules.
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Action 2 — Hybrids

Develops model treaty provisions and recommendations regarding
the design of domestic rules to neutralise the effects of hybrid
instruments and entities (e.g. double non-taxation, double deduction,
long-term deferral).

Action 3 — Controlled Foreign Companies (CFCs)

Sets out recommendations to strengthen the rules for the taxation of
CFCs, to address concerns over the possibility of creating affiliated
non-resident taxpayers and routing income of a resident enterprise
through the non-resident affiliate to reduce or avoid taxation.

Action 4 — Interest Deductions

Aims to limit base erosion via interest deductions an< ether financial
payments for example through the use of related-party and third-
party debt to achieve excessive interest deductidns or to finance the
production of exempt or deferred income.

Action 5 — Harmful Tax Practices

Aims toidentify and counter harmful4ax practices, taking into account
transparency and substance. The Aciion Plan will look at developing
recommendations on the definiticn of harmful tax practices, and
developing a strategy to expatic! to non-OECD members.

Action 6 — Prevent Tieaty Abuse

Aims to prevent treaty abuse, through developing model treaty
provisions and r¢ccnimendations regarding the design of domestic
rules to prevent the granting of treaty benefits in inappropriate
circumstances.

Action 7 — Permanent Establishment Status

Aims to prevent the artificial avoidance of Permanent Establishment
(“PE”) status, for example through the use of commissionaires
structures, by redefining the threshold for creating a PE to prevent
base erosion and profit shifting.

Action 8 — Transfer Pricing - Intangibles

The objective is that transfer pricing outcomes should be in line
with value creation, by requiring that the attribution of value for tax
purposes is consistent with economic activity generating that value.
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Action 8 looks specifically at intangibles and will develop rules to
prevent base erosion and profit shifting where intangibles are owned
by, used by, contributed to or moved among group members.

Action 9 — Transfer Pricing — Risk & Capital

Aims to specifically look at the risks and will develop rules to prevent
base erosion and profit shifting by transferring risks among, or
allocating excessive capital to group members.

Action 10 — Transfer Pricing — High-risk Transactions

Aims to specifically look at other high-risk transactions and will
develop rules to prevent base erosion and profits shifting by engaging
in transactions which would not, or would only very rarely, occur
between third parties.

Action 11 — BEPS Data Collection

Aims to establish methodologies to colloct ‘and analyse data on
BEPS and the actions to address it. The OECD intends to do this
by developing recommendations regsrding indicators of the scale
and economic impact of BEPS and ¢isure that tools are available to
monitor and evaluate the effectiveness and economic impact of the
actions taken to address BEPS en an ongoing basis.

Action 12 — Disclosure of Aggressive Tax Planning

Aims to require taxpayers to disclose their aggressive tax planning
arrangements. This will be addressed through the development of
recommendaticas. regarding the design of mandatory disclosure
rules for aggressive or abusive transactions, arrangements, or
structures, taking into consideration the administrative costs for tax
administrations and businesses and drawing on the experiences of
the increasing number of countries that already have such rules.

Action 13 — Transfer Pricing Documentation

Aims to re-examine transfer pricing documentation and will
develop rules regarding transfer pricing documentation to enhance
transparency for tax administration, taking into consideration the
compliance costs for business.

A white paper on transfer pricing documentation was released by the
OECD in July 2013, with a discussion draft in January 2014 followed
by a public consultation. A report was published in September 2014
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containing guidance on transfer pricing documentation and country-
by-country reporting (“CbC reporting”). This report proposed a
new three tier global standard for transfer pricing documentation,
including a common template for country-by-country information to
be reported to tax authorities and transfer pricing master and local
files. The OECD requires a country-by-country report to be filed no
later than 12 months after the last day of the reporting period.

Action 14 — Dispute Resolution

Aims to make dispute resolution mechanisms more effective,
through developing solutions to address issues that prevent countries
from resolving treaty-related disputes under mutual agreement
procedures.

Action 15 — Muiltilateral Instrument

Aims to develop a multilateral instrument to enable jurisdictions to
implement measures developed in the course < the work on BEPS
and to amend bilateral tax treaties.

Implementation and timing in Horg Kong

In response to questions raisea ' in the Legislative Council in
November 2013, the government advised that it is closely monitoring
developments in BEPS, including the country-by-country reporting
and transfer pricing on intangibles.

On 20 June 2016, it was aanounced that Hong Kong would become
a BEPS Associate, by joining the Inclusive Framework for the
implementation of.the BEPS project. The Government committed to
implementing fouiminimum standards under BEPS:

— Countering harmful tax practices
— Preventing treaty abuse

— Transfer pricing documentation
— Enhancing dispute resolution

As of July 2017, the table below sets out a summary of implementation
and timing in Hong Kong;:
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Actions Notes on Implementation Expected Timing
VAT on No specific rules are expected as N/A
business to Hong Kong does not impose VAT.
customers
digital services
(Action 1)
Hybrids The Inland Revenue (Amendment) Revised
(Action 2) (No. 2) Ordinance 2016 was gazetted provisions
on 3 June 2016, clarifying that the in relation to
tax treatment of Regulatory Capital Regulatory
Securities comprising certain hybrid | Capital Securities
instruments under Basel III would came into effect
follow that of debt. _on 3 June 2016.
CFCs (Action 3) | Hong Kong has a source-based N/A
taxation system and does not tax
dividend income, so no specificxules
in relation to Action 3 are expeci=d.
Interest Although Hong Kong already has N/A
deductions specific anti-avoidance r rovisions
(Action 4) limiting the deductikility of certain
interest expense;.it <ices not have
group ratio, fixed ratio or thin
capitalization rules.
Harmful tax The IRD wnll review and amend Consultation
practices provisions found to be harmful, and Paper was
(Action 5) consider the mandatory spontaneous| published on
exchange of information on certain 26 Oct 2016.
[rldings. No relevant
amendment
bill has been
introduced.
Prevent treaty | The tax authorities require a Consultation
abuse Hong Kong resident to submit Paper was
(Action 6) an application for a certificate of published on 26

residence and have indicated that
they may consider whether the
applicant would be entitled to
benefits under a tax treaty before
issuing the certificate. In the
Consultation Paper, the government
plans to incorporate a “principal

Oct 2016. Plan
to change future
DTAs and issue a

DIPN.
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Actions Notes on Implementation Expected Timing
purposes test” in future Double
Taxation Agreements (DTAs) and
a symmetrical approach if a DTA
partner has a different approach.

Permanent The IRD will amend the legislation Not yet known

establishment |and issue a DIPN to provide more

status guidelines.

(Action 7)

Transfer pricing | Hong Kong currently has two Consultation

(Action 8-10) DIPNs that provide guidance on Paper was
transfer pricing and these generally published on
follow the OECD guidelines. The 26 Oct 2016.
IRD has placed transfer pricing Mo relevant
as a high priority amongst the 15 amendment

to collect and
analyze data on
BEPS

(Action 11)

CbC reporting (Action'15) shall
complement the econaznic analysis
of BEPS.

BEPS actions. The key proposals of bill has been
Actions 8-10 will be focused on the introduced.
alignment of profits with econonic
activities. T

Methodologies |The measures to be takeri tiider N/A

Disclosure
of aggressive
tax planning
(Action 12)

The Inland‘Ravenue (Amendment)
(No. 3) Ordinance 2016 was gazetted
on 30 June 2016, to implement the
new-iriternational standard on the
Automatic Exchange of Information.

The legislation
came into effect
on 30 June
2016, with the
first automatic
information
exchange to
commence by the

multinationals to provide high level

end of 2018.
Transfer pricing | Transfer pricing is a high priority Consultation
documentation |amongst the 15 BEPS actions. The Paper was
(Action 13) IRD is reviewing the need to update published on
current practices, including the 26 Oct 2016.
revised documentation approach No relevant
recommended by the G20 and amendment
OECD. The Consultation Paper bill has been
proposed that the IRD would require introduced.

€14-2600
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Actions Notes on Implementation Expected Timing
information on their global business
operations and transfer pricing
policies, transactional transfer
pricing documentation specific
to each country and annual CbC
reports for each jurisdiction in which
they do business. The Paper also
introduced the three-tier transfer
pricing documentation requirements
as recommended in BEPS Action 13
(i.e. CbC report, master file and local
file).
CbC reporting | Hong Kong will implement CbC Consultation
(Action 13) reporting for the accounting periods | Paper was
commencing on or after 1 January published on
2018, subject to necessary legisiative 26 Oct 2016.
amendments. As a transitionx! No relevant
arrangement, parent surrng:te amendment
filing will be made avatiivle for the bill has been
accounting periods ceimimencing introduced.
between 1 Januai®r 2016 and 31
December 2017
Dispute The IRD censiders improvements in Consultation
resolution cross-border tax dispute resolutions Paper was
(Action 14) as ahigh priority. published on
26 Oct 2016.
No relevant
amendment
bill has been
introduced.
Develop a Hong Kong plans to sign an OECD- | Not yet known.
multilateral coordinated multilateral instrument
instrument and all existing CDTAs will be
(Action 15) amended to implement tax treaty-
related BEPS measures.

With the commitment to international tax cooperation, a consultation
on measures to counter BEPS was launched on 26 October 2016 and
ended on 31 December 2016. The Consultation Paper aims to introduce
measures to meet the four minimum standards of BEPS Action Plan
Project. The Government targets at introducing amendment bills
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to revise existing tax laws in late 2017. Main features of the Paper
include:

1. A formalised transfer pricing regime: Advance pricing
agreement (“APA”) and a three-tiered transfer pricing
documentation requirement are introduced.

2. Tax rulings: exchange of information on tax rulings are
proposed to counter harmful tax practices.

3. Mutual agreement procedure (“MAP”): MAP acts as a cross-
border dispute resolution mechanism in the Inland Revenue
Ordinance

4. Multilateral instrument (“MLI”): MLI and relevant
modifications are to be facilitated by necessary legislation.

Country-by-Country Reporting under Action 13 will be implemented
in Hong Kong for the accounting periods commencing on or after 1
January 2018. The parent entity of multinational enteiprise group will
be required to file CbC reports within 12 mont'is arter the end of each
accounting period. As a transitional arrang>ment, parent surrogate
filing will be made available for the acccunting periods commencing
between 1 January 2016 and 31 Decembes 2017.

Further to the consultation, the! government has released the
consultation report on 31 July 2017 and an amendment bill will be
introduced by the end of 2017.

RELIEF FOR INYTERNATIONAL SHIPPING
ANEC AIRCRAFT INCOME

114-3000 Shipping income — tax relief
arrangements with various countries

Hong Kong has entered into agreements with various countries in
respect of shipping income. These provisions have been specified
as arrangements for relief from double taxation and exchange of
information for the purposes of s 49 of the Inland Revenue Ordinance.
Under the agreement with the United States, gross income derived
from international operation of ships by taxpayers who are residents
of Hong Kong (other than United States citizens) is exempt from
income tax in the United States, and vice versa. Under the agreements
with other countries, income or profits derived from the operation of
ships in international traffic by an enterprise of one country is taxable
only in that country. The exemption applies to profits tax in Hong
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Kong for all agreements and also extends to salaries tax under some
agreements such as those with The Netherlands, Singapore and Sri
Lanka.

The arrangements were respectively declared effective in the
following:

* Double Taxation Relief (Income from Shipping Operations) (United
States of America) Order;

* Specification of Arrangements (Government of the United Kingdom
of Great Britain and Northern Ireland) (Avoidance of Double Taxation
on Shipping Income) Order;

* Specification of Arrangements (Government of the Kingdom of the
Netherlands) (Avoidance of Double Taxation on Shipping Income)
Order;

* Specification of Arrangements (Government o the Kingdom of
Norway) (Avoidance of Double Taxation e iiicome from Shipping
Operation) Order;

* Specification of Arrangements (Gover:ment of the Federal Republic
of Germany) (Avoidance of Doubic Taxation on Shipping Income)
Order;

® Specification of Arrangements (Government of the Republic of
Singapore) (Avoidance of Double Taxation on Income from Shipping
or Aircraft Operations;Order;

o Specification of Avrungements (Government of the Democratic
Socialist Reputlic of Sri Lanka) (Avoidance of Double Taxation on
Income from-Chipping and Air Transport) Order; and

*  Specificoiton of Arrangements (Government of the Kingdom of
Denmark) (Avoidance of Double Taxation on Income from Shipping
Operation) Order.

The relief from income tax of these contracting countries given under
the agreements is only available to residents of Hong Kong who are
not at the same time residents of these contracting countries. In the
case of corporations, those which are controlled and managed in
Hong Kong, and are not incorporated or managed in these contracting
countries, are eligible for relief.

For relief from United States income tax, a corporation must also
meet one of the following requirements in order to qualify:
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¢ the corporation’s stock must be primarily and regularly traded
on a securities market in either Hong Kong, another country to
which an equivalent exemption applies, or the United States; or

* more than 50% of its stock must be owned by: individuals
resident in either Hong Kong or another country which grants a
similar exemption; a corporation organised in a country which
grantsasimilarexemption to United States corporations; another
country which grants an equivalent exemption to United States
corporations; or the United States (cl 2 of Agreement).

International shipping income

The income to which the exemption applies is specified under each
agreement and varies from one agreement to another. Generally,
all income derived from the international operatiori.of ships are
included, such as:

¢ income from the rental of ships used in international transport
on a full- (time or voyage) or bare-boat kaxis;

* income from the rental of containeis and related equipment
used in international transport wiich is incidental to income
from the international operation oi ships;

* income from the participatioriin marine transport pools which
engage in international cperation of ships; and

¢ gains from the sale, disposal or other alienation of ships by a
person primarily.efigaged in international operation, lease or
rental of ships.

For the agreemenis with the Netherlands, Germany, Singapore, Sri
Lanka and Denitiark, interest income on funds directly connected
with that operation is also included. For that of the Netherlands,
remuneration of an employment exercised aboard a ship operated in
international traffic is further included (when documentary evidence
is produced that tax has been paid in the other contracting country).

114-3500 Aircraft income — tax relief
arrangements with various countries

Hong Kong has entered into air services agreements with several
countries. A number of these agreements include specific provisions
to prevent double taxation of international air traffic income. These
provisions have been specified as arrangements for relief from double
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taxation and exchange of information for the purposes of s 49 of the
Inland Revenue Ordinance.

Under the double taxation arrangements, income or profits, which
are derived from the operation of aircraft in international traffic by an
airline of one country, and which are subject to tax in that country, are
exempt from income tax, profits tax and all other taxes on revenues,
receipts, income or profits in the other country on a reciprocal basis.

The exemption generally applies to income, profits, revenues or
gross receipts derived from the operation of aircraft for the carriage
of persons, livestock, goods, mail or merchandise. Income from ticket
sales, or from the provision of services connected with the carriage of
persons, livestock, goods, etc, are also included.

The double taxation arrangements may also provide the following
reciprocal exemptions:

¢ capital and assets of an airline of one country are exempt from
taxes imposed by the other country on:a yeciprocal basis;

¢ gains from the alienation of aircraft operated in international
traffic and movable property pertaining to the operation of
such aircraft which are receivec by an airline of one country
are exempt from tax in the ether country;

¢ the operation of aircraft in international traffic carried on by an
airline of one country ic.exempt from value added tax and any
similar tax imposec hy the other country on a reciprocal basis;
and

e property of a designated airline of one country relating to the
operation.f aircraft in the area of the other country is exempt
from all‘taxes by the other country.

For the purposes of the double tax arrangements, “international
traffic” generally means transport or carriage by an aircraft operated
by an airline of a contracting party where the aircraft is not operated
solely between places in the area of the other contracting party.

The double tax arrangements are contained in:

e the Specification of Arrangements (Government of Canada
Concerning Air Services) (Double Taxation) Order;

e the Specification of Arrangements (Government of the Republic of
Korea Concerning Air Services) (Double Taxation) Order;

e the Specification of Arrangements (Government of New Zealand
Concerning Air Services) (Double Taxation) Order;
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o the Specification of Arrangements (Government of the Kingdom of
the Netherlands Concerning Air Services) (Double Taxation) Order;

e the Specification of Arrangements (Government of the Federal
Republic of Germany Concerning Air Services) (Double Taxation)
Order;

e the Specification of Arrangements (Government of the United
Kingdom of Great Britain and Northern Ireland Concerning Air
Services) (Double Taxation) Order;

* the Specification of Arrangements (Government of the State of Israel
Concerning Air Services) (Double Taxation) Order;

o the Specification of Arrangements (Government of the Republic of
Mauritius Concerning Air Services) (Double Taxation) Order;

e the Specification of Arrangements (Government of. the Russian
Federation Concerning Air Services) (Double Taxation) Order;

e the Specification of Arrangements (Governmsent of the Kingdom of
Norway Concerning Air Services) (Double-la:cation) Order;

* the Specification of Arrangements (Gcevernment of the Kingdom of
Denmark Concerning Air Services) (Couble Taxation) Order;

o the Specification of Arrangemesits (Government of the Kingdom of
Sweden Concerning Air Services) (Double Taxation) Order;

e the Specification of Arrarigements (Government of the People’s
Republic of Bangladesl:-C.oncerning Air Services) (Double Taxation)
Order;

e the Specificatior of Arrangements (Government of the Republic of
Estonia Concerning Air Services) (Double Taxation) Order;

e the Specification of Arrangements (Government of the Republic of
Croatia Concerning Air Services) (Avoidance of Double Taxation)
Order;

* the Specification of Arrangements (Government of the Macao Special
Administrative Region) (Avoidance of Double Taxation on Income
from Aircraft Operation) Order;

o the Specification of Arrangements (Government of the Republic of
Singapore) (Avoidance of Double Taxation on Income from Shipping
or Aircraft Operations) Order;

e the Specification of Arrangements (Government of the Democratic
Socialist Republic of Sri Lanka) (Avoidance of Double Taxation on
Income from Shipping and Air Transport) Order;
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o the Specification of Arrangements (Government of Hashemite
Kingdom of Jordan) (Avoidance of Double Taxation on Income from
Aircraft Operation) Order;

e the Specification of Arrangements (Government of the Republic of
Iceland) (Avoidance of Double Taxation on Income from Aircraft
Operation) Order;

e the Specification of Arrangements (Government of the Republic
of Kenya) (Avoidance of Double Taxation on Income from Aircraft
Operation) Order;

o the Specification of Arrangements (Government of the State of
Kuwait) (Avoidance of Double Taxation on Income from Aircraft
Operation) Order;

* the Specification of Arrangements (Swiss Federal Ccuincil) (Avoidance
of Double Taxation on Income from Aircraft Opgiation) Order;

e the Inland Revenue (Double Taxation ReliefonIncome from Aircraft
Operations) (United Mexican States) Orders;

¢ the Inland Revenue (Double Taxation Felief on Income from Aircraft
Operations) (Republic of Finland)-C'ider;

e the Inland Revenue (Double Taxation Relief on Income from Aircraft
Operations) (Federal Demaociutic Republic of Ethiopia) Order;

¢ the Inland Revenue (Dounle Inxation Relief on Income from Aircraft
Operations) (Republizof Maldives) Order;

¢ the Inland Revesue (Double Taxation Relief on Income from Aircraft
Operations) (The Lao People’s Democratic Republic) Order;

¢ the Inland Revenue (Double Taxation Relief on Income from Aircraft
Operations) (Republic of Seychelles) Order; and

¢ the Inland Revenue (Double Taxation Relief on Income from Aircraft
Operations) (The Republic of the Fiji Islands) Order.

Preventing Hong Kong residents from escaping tax

The Inland Revenue Ordinance contains provisions to prevent Hong
Kong resident aircraft owners from escaping tax completely.

It is specifically provided under the Ordinance that income from
international air traffic earned by Hong Kong aircraft owners in
territories outside Hong Kong with whom Hong Kong has concluded
air service agreements (“arrangement territories”) will be taxable in
Hong Kong if it is not taxable in the territory in which it is earned
(s 23C(2A)—(2D); see further §6-7980).
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