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Chapter 1 An Overview of International
Taxation Trends and Practices

Julien Chaisse and Michael Lang

Jurisdictions which have a respectable network of treaties are usually
considered as serious players in the tax world. Most countries will only
conclude treaties with countries which do not have a reputation as a tax
haven, where taxes are collected in a fair and equitable way, where the rule
of law is predominant and where taxpayers have access to remedies and are
rotected otherwise as well. Often non-tax-factors, like the observation of
human rights; are taken into account as well. Therefore jurisdictions which
are equippéd\with many tax treaties, concluded with other respectable
countries/.can demonstrate that their system meets the minimum standards
the intermational tax community expects them to meet. This “signalling
effec’must not be underestimated: head of taxes in corporations might
fqee-internal difficulties with their executive board or supervisory board
aembers if they propose transactions where jurisdictions are involved
which do not have this kind of international recognition. Tax administrations
are often very critical when they have to assess such transactions. The
existence of a tax treaty network might help a lot. The present Introduction
further explains the significance of tax treaties which is the legal and policy
instrument on which the present volume focuses, and then takes a closer look
at the specific practice of Hong Kong SAR and China. These two players’ tax
rules and policies can only be properly assessed if assessed in the broader
global context which has undergone important mutations in the last years.
Part I provides an overview of the changing global landscape of tax law
and policy. Part Il provides the reader with a tale of two stories which allow
differentiating and comparing Hong Kong with China. Finally, part III
presents an overview of the key features of the tax factor in Hong Kong.

1. The Significance of tax treaties in general and from Hong Kong's
perspective in particular

Hong Kong SAR has managed to conclude a significant numbers of
tax treaties in an incredible short time. Hong Kong SAR'’s tax treaty network
is quite remarkable. Many important countries belong to Hong Kong SAR’s
tax treaty partners. Tax treaties allocate taxation rights to the two contracting
states. Tax treaty provisions make sure that income and property may only
be taxed once. The object and purpose of tax treaties is to avoid double
taxation. For a jurisdiction like Hong Kong SAR it is not obvious to have
such a tax treaty network or to have treaties at all: since Hong Kong SAR has
a territorial system of taxation foreign income is not taxed in the hands of
Hong Kong SAR residence. They should not suffer under double taxation.
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However, foreign investors may be exposed to double taxation. They might
be taxed in Hong Kong SAR with their Hong Kong SAR sourced income and
in their residence state as well.

However, providing relief from double taxation is not the only reason
why tax treaties are concluded. Under tax treaties usually both countries
sacrifice part of their revenue, in order to make cross border investment
possible. If double taxation is avoided by unilateral means, it is usually
only one country which loses revenues from taxes. Therefore countries
might have an interest to conclude a treaty. They want to share the revenue
sacrifice with another country. However, from the perspective of a taxpayer
it does not matter that much if he gets relief from double taxation through
a treaty or through unilateral measures: Many countries grant a credit for a
foreign tax or sometimes even exempt foreign income even in the absence
of a treaty. So providing relief from double taxation cannot be the only and
are maybe not even the most important reason why treaties are concluded.

For taxpayers it is sometimes attractive that tax treaties often go
beyond the mere avoidance of double taxation. They can lead to non-taxation
as well and therefore create tax planning opportunities. It is obvious that
this can be the consequence of the application of the exemption method.
Although Hong Kong SAR treaties usually provide for the credit method,
there are still tax treaty provision which might lead to double non taxation.

The application of Art 15 par 3 OECD MC or of Art 20 OECD MC could have
such effects.

Although relief from double taxation can be provided by unilatéral
means as well, it still makes a difference if certain relief mechanisms ure
enshrined in a tax treaty: most countries have a limited number of tax treaty
negotiators, therefore tax treaties are changed very rarely. Tax ‘treaties
provide more legal certainty: Whereas domestic tax rules are &ften changed
every year or in many countries even more often, investors ‘can expect that
they will be able to rely on the treaty framework for a much longer period.
Tax Treaties are considered to be stable and long term investment requires
certainty. Although the existence of a tax treaty and the stability of its
framework are still be decisive for many investors, this factor has become
less relevant over the years. In the old days it took approximately 20-30 years
until a country has adjusted the majority of its tax treaties to changes in the
OECD Model Convention, nowadays these changes are implemented much
quicker. It took many countries just a couple of years or even less to include
the new standards on exchange of information in their treaties. International
pressure was high to act quickly.

Under the BEPS project it has also been suggested to implement all the
expected changes of the OECD Model Convention through an international
conference which should start right after agreement on the substantive rules
has been reached. Stability suffers also because many countries have started
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eir treaties if they could not agree with their tax treaty pa{u:ers
, revision. Twenty years ago this was a no go and treaty negotiators
e a‘d ed the termination of a treaty almost as hostile as declaring war.
e tfiiude has changed over the years. Countries have even terminated
Thet? s for rather minor reasons, like the lack of consensus to alloc_ate the
u'eatiin right for pensions differently. This goes hand in hand wlfhlless
rtgaciance by most countries to override treaty provisions by domestic law.
w;-.len the US overrode some of their treaties by introducing CFC mges.}:\lx
were almost shocked. Now treaty override is widely accepted. s s
Efl Jeads to the fact that investors cannot expect a tax treaty to create such a
::table framework as it was in the past, but it still relevant.

o terminate thy

Treaties go beyond the mere avoidance of double taxlaﬂclm"gi ‘T!.tii
contain non-discrimination clauses as well _whzch are usual]y_re ev.a:in 1; iy
source state. Therefore some countries are mt?rested that tcllle'i”lh resi :sl;dei =

rotected #gainst discrimination when they invest abroad. Their r e
3 t not-b# discriminated on grounds of nationality or for other explicitly
musﬁ aned ‘reasons in the source state. The source state must not treat
mei-"li;ﬂﬂ}lt establishments of enterprises of the other state unfavourable

compared to its own residents.

i i i ion clauses as well.
over, tax treaties contain exchange of information c _
The ;':'gf:;de a legal framework for the tax authorities of the contracting
statgs for cooperation. The cooperation might go ljardl:aey-::r:tcl’i.l 'Eht;r E;Eesmt:r?)?li
i ise in the context of treaty application. Under such a i1

gin?v;:ii:n is much more difficult. Besides, tax _admmlsh'atmnsd learn
to work with each other and establish a relationship of trust and egpm{
understanding. This can create an environment which could be beneficia

for law obeying taxpayers as well.

i i der these treaties
Fraud and evasion can be effectively :fought un ¢ ;
which provide not only exchange of information but mutual assistance in
the collection of taxes. Countries have effective means to enforce their tax
provisions under such a legal framework.

Mutual agreement procedures can also build up trust and tI-h:e:::er
understanding. If countries coordinate their taxation rights v;la; a tre tiy,
instead of just coordinating their tax systems mfprmaliy,_ eg’trec{gog
themselves with effective conflict settling tool. If treaties contain arbitra t]-:od
clauses as well, the tax administrations can make use of a face-saving-me e
to settle their disputes. Experience shows that such clauses have a preven 4
effect as well, and incentivises competent authorities to reach an agfeeme
in a conflict, before the case goes to arbitration and they lose control.

Recently, there are also more side effects of treaties gnder domestic
law: Many EU Member states allow deductions for certain payglents :io
foreigners or are willing to treat foreign income as beneficial as domestic
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China. Another influence has been the extension of FATCA: a number of
countries in the region have or are about to sign such agreements with the US,

Throughout this debate, there has been a concern on the part of many
governments in the region on how to protect the confidentiality of taxpayer
information in this more open, transparent environment. We have also
seen a network of tax information exchange agreements develop within the
region: this network has helped improve the capacity of tax administrations
to achieve an effective exchange of information with their treaty partners.

One side effect of these developments has been that countries which
traditionally had a limited network of bilateral double taxation treaties
have now been able to extend their treaty arrangements. Up to 2000,
Hong Kong for example, had a very limited network of treaties (less than 6),
whereas today it has more than 25 treaties, including many with its major
trading partners. Such an expansion would not have been possible without
an endorsement of the new exchange of information standards. And this
extended treaty network has certainly made Hong Kong more attractive as
a trading centre.

China has been very much at the forefront of concluding tax treaties in
the region. It initially focused on developing its treaty network with OECD
countries but has recently put more emphasis on extending treaties with
developing countries. Today, it has more than 100 tax treaties based upon a
mixture of the OECD and UN model. What is noticeable in recent treaties,
is the way in which withholding taxes and dividends have been reduced.
the tendency to allocate more taxation rights to the resident’s country, the
introduction of a GAAR type provision and provisions which enabie: the
taxation of gains from the offshore transfer of property. We haveais0'seen
the introduction of the concept of beneficial ownership, althougtvit.remains
unclear how in practice this will be applied. These changes tiave been
accompanied by a more aggressive attitude on the part of the.5AT towards
achieving good tax compliance on the part of MNEs. At the same time,
China has been expanding its networks of TIEAs with particular emphasis
on achieving TIEAs with offshore jurisdictions which have traditionally
acted as a conduit for investment into China (e.g. Samoa, Bermuda). One
of the outcomes of these changes has been a significant increase in the tax
revenues from foreign multinationals. Some estimates suggest that this may
have increased by 50% since 2005.

The process of transformation is continuing with countries as diverse
as China and Indonesia now accepting the concept of automatic exchange
of information: something which would have been unthinkable even
two years ago. Nevertheless, it remains to be seen how far this concept can
be effectively implemented in the Asian-Pacific environment.
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As can be seen from the chapters in this volume, the existence of a
treaty network has helped improve the abili_ty of countries in the region
to pmvide a stable and predictable tax environment, which in turn has
encouraged FDI into the region.

The spread of exchange of information provisions between countries
in the region, particularly with Singapore and some of the offshore financial
centres such as Vanuatu and Samoa, has also helped governments to

rotect their tax base by being able to more effectively counter offshore

non-compliance.

Undoubtedly the main influence that is going to shape the international
tax arrangements in the region over the next decade will be the base erosion
and profit shifting initiative (“BEPS") of the GZDIOECD. This project was
launched in 2013 and the 15 Action points foreseen in the Novemher 291_3
report are @ue for completion by the end of 2015. There are 5 Asian Pacific
countried which play an active role in the G20: Australia, China, Indonesia,
Japang@nd Korea,

Up to the end of 2014, reports on seven of the Actions had been
riovided to the G20 summit, although many of these reports did
not contain firm recommendations. Over the next 12 months, we can
expect that the OECD will be completing these reports and providing
recommendations on the outstanding 8 reports. It is unlikely however
that this initiative will be terminated by the end of 2015 since the question
of implementation will continue to occupy both the G20 and the OECD
for a number of years.

All these actions are likely to have a major effect on many of the
countries in the region which will have to deal with how to unple_ment
the new concepts coming out of the BEPS report in the context of their tax
treaties and transfer pricing rules. It is helpful to briefly look at someiof the
major action points and to ask what impact they may have on the region:

Action 1: Tax Challenges of the Digital Economy

The debates in Paris have shown that it is almost impossible to
distinguish between the digital and the non-digital economy. Therefore, it is
not feasible to have special tax rules, particularly corporate tax rules, v:rh_Jch
apply to the digital sector. This is why the debate is very .m_uch shifting

away from the corporate tax issues that arise with the digital economy
towards consumption taxes and digital products and we can expect that
in the final report, proposals will be made for how to apply consumption
taxes to such products but also that there will be some redefinition of the
PE concepts under tax treaties.
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s Paper in assuming that any residual results from intangibles

- .-élilesidual togwhere thg intangibles were developed.” This
ﬁﬁ that favours US revenue interests because more intangibles are
dmmklped in the US than elsewhere, but not surprisingly it has not been
aecepted by other OECD members. Nor is it congruent with the facts, since
residuals can result from other reasons such as cost savings from synergies
or advantages of scale, and they usually inhere in the relationship among
the group members and cannot be allocated to any one of them.

OECD's preferred method of applying the profit split method is to
analyse the functions, assets and risks of each member of the affiliated group.
However, in the context of residuals this method also proves to be illusory,
A functional analysis can only be applied to those functions that can be assigned
to the group members, such as production or distribution, but it does not help
with residuals that result from the relationship among the group members,
Assets can include intangibles, which are usually the most valuable assets of a
modern MNE, but intangibles also get their value from the relationship among
the group members, as illustrated by the B and L case. This makes it very
difficult for them to be allocated either to where they were developed or where
they are exploited. The Glaxo case in which the IRS and HMRC disagreed
about whether the profit from selling Zantac, a drug developed in the UK,
into the US market resulted from the intangibles embodied in the drug itself or
those used in Glaxo’s marketing resulted in massive double taxation.

Risk is the trickiest concept of all. Recent case studies by the US Joint
Committee on Taxation reveal a model in which the entrepreneurial rigk
for a product is assigned to an affiliate in a low tax jurisdiction and.the
manufacturing and distribution of the product in high tax jurisdictions
are done on a contract manufacturing and commissionaire basis " But it is
not clear what the allocation of entrepreneurial risk means among related
parties. If a product fails because of technological change:‘or)defects in
manufacturing or environmental hazards, the risk is effectivély borne by
the entire MNE, or more accurately by its management whe risk being fired
and by its shareholders who see the stock price plummet.

Under UT, these issues can be solved by using the formula to allocate
the residual by the profit split method, The specific formula used can be
negotiated, and is the topic of Durst’s.> But in our opinion it is clear that

' LR.S. Notice 88-123, 1988-2 C.B. 458 (a US Treasury study of transfer pricing methodology
that resulted in the -development of the Comparable Profits Method and Profit Split).

13 GiaxuSn"l.ithK]ineHoldings (Americas) Inc. and Subsidiaries v Commissioner [2004]
No. 5750-04,

" Joint Committee on Taxation, Present Law and Background Related to Possible Income Shifting
and Transfer Pricing (2010), JCX 37-10.

' Michael Durst, A Formulary System for Dividing Income Among Taxing Jurisdictions,
22 Tax Management Transfer Pricing Report 2 (2013).
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i i g the entire
er formula is decided upon should be applied under UT to th
ﬂ%ﬁf the integrated MNE and not divided into separate activities, and

fhat this would be perfectly congruent with Article 7.

43-300 UT and Developing Countries

i i In the absence of
What can a developing country do to implement UT? 1
a treaty or in the event the treaty contains Arhcie. 7(4) language, the biggest
obstacle to UT implementation may be access to information.

The recent redraft of the UN Transfer Pricing Manual recommends
that among the documentation which a tax administration shquld request
for a transfer pricing audit should be the “Group global consolidated ?a':lsl

rofit and loss statement and ratio of taxpayer’s sales towards group globa
sales for fiye, years”.' This provides a good basis for application of UJ
The development of a global template for country-by-country rep’oré% Pjsr
MNEs, fnandated by the G20 and being developed as part pf QECD 5. 4

roiect) would also facilitate such an approach. The rejection of UT ml e
QHECIDNTransfer Pricing Guidelines is based on its deﬁmtmt}, of formulary
anportionment as “applying a formula fixed in ad_vance . This leai.raes
considerable scope for adoption of UT approaches with ad hoc formulas,
which are not based on a fixed formula.

ifically, as discussed in Michael Durst's w_ork,” all{_}c;.mon
acc0r§£§$ opgrating expenses would be clearer and easier to ad_mlmlster,
and most importantly would fit within the current ru_les of internationa taxi
We have argued that in the context of the profit split method, the residua
rofit cannot be allocated on the basis of comparables and therefore can
be allocated based on operating expenses without de\fzatlng from the ALS.
This would entail first assigning to each country an estun.ateq market return
on the tax deductible expenses incurred by the multinational group in
that country.

loping countries should therefore be encouraged to draft their
transfsre;iigglgglaws to include powers to adjust the accounts of any
foreign-owned local company or branch, if the Revenue Authority considers
that its accounts do not fairly reflect the profits earned locally, to bring the
taxable profits into line with those which such a business would be expected
to earn, having regard to: (a) similar businesses mt!uer in that country‘gr
elsewhere; and/or (b) the relationship of the lo_cal business to the worldwide
activities of the corporate group of which it is a part. This would involve
analysis and comparison of provisions in the tax laws of appropriate

¥ UN, Practical Manual on Transfer Pricing for Developing Countries (2013), para. 8.6.9.12.
" Durst, Formulary System, supra.
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are opened, capital is expected to flow from A to B as investors reap the
benefits of lower taxes there, which make the after-tax rate of return hi gher.
As capital flows out of A and into B, its relative supply in the former drops
and in the latter rises, causing, respectively, an increase and a decline in
after-tax rates of return to capital in the two jurisdictions relative to the rates
in effect immediately prior to the opening of borders. The flow continues
until after-tax rates equalise, at which point the return to savings is the
same in A and B. Savings neutrality, under this view, is preserved.

The standard analysis disregards the fact that if capital begins to flow
from A to B, then, under territorial taxation, A’s tax revenues will drop,
and, over time, the level of tax-financed amenities in A will drop as well.
The drop in amenities will lower the pre-tax and after-tax rates of return
to investment in A apart from any effect caused by changes in the relative
supplies of factors of production there. That is, the drop in amenities will
lower the value of A-sited assets in real terms. (Note that if A raises its
rates to compensate for the reduction in tax revenue, the incentive to move
capital from A to B becomes greater, undermining the effectiveness of
the revenue-raising measure.) B’s tax revenues will rise with parallel but
opposite effects on productivity.

It therefore is not clear what significance there is to the resulting
neutrality in savings decisions. The asserted efficiency property of savings
neutrality is that it prevents taxes from differentially influencing investors’
decisions to allocate more or less than they would to savings in the
absence of double taxes.” The result qualifies as efficient on the standard
assumption that non-double-tax-affected decisions maximise productivity,
because they are not based on (doubly) tax-distorted prices. Implicit'ii this
formulation is that all tax effects on market prices represent distortions,
or, put otherwise, that taxes purchase no part of the return te(iiyvestment.
The conclusion does not hold, however, if real, (pre-taxi<market prices
depend on inputs that are supplied with taxes. Stated in th= converse, if tax
amenities contribute to productivity, then real market prices are not given
by pre-tax prices, but by those prices plus some portion of assessed taxes,
which means that the payment of taxes contributes to the value, not just the
price, of the good purchased.

Returning to the discussion example, once it is acknowledged that
taxes purchase part of the return to savings, it is not possible to maintain
that the identity of after-tax returns to savings in A and B is efficient if
tax revenues or burdens on infrastructure have been redirected from one
jurisdiction to another along the way. The efficiency produced by ensuring
that investment decisions do not differ on substitution grounds from what

18

Altshuler, supra note 15, p257. In the discussion that follows, references to tax distortions
should be understood to mean distortions arising from double juridical taxation, as what
is sought is generally the removal of distorting effects resulting from the extra layer of tax,
not the removal of the distortion effects resulting from all taxes.
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they would be in pre-tax terms holds only when it is possible to assume that
tax benefits will be separately supplied at the level necessary to support
the pre-tax rate of return. The redirection of iqx revenues and burdens_on
infrastructure from one jurisdiction to another in t.hc'e open economy setting
yiolates the assumption. In order to assess the efficiency properties in that
setting, one can no longer assume (if one ever could) that the non-tax-affected
world provides a benchmark of efficiency because, as demonstrate_d above,
its efficiency properties depend upon a fixed demand for tax benefits.

Thus, consider what happens over time as c.apital _ﬂows and tax
revenues adjust in the example. The real return to savings will be enhanced
in B, the low-tax jurisdiction, as increased tax revenues improve the
private-sector pre-tax rate of return there, causing increased investment. This
development produces the seemingly odd result that tax-_mduced behaylog:
causes an in¢rease in productivity, not a reduction. Capital that remains in
A becomes§ Ipss productive, which means that a given physical quantity of
capital dxops in value compared to the value it had in thg pn?-trade world.
The. t2sident of A nominally gets the same return on A_-sﬁed investment as
the resident of B does on B-sited investment, but the resident of A has les&_; to
invest in real terms. The opposite effect in B, however, shoulc_l I?e larger if B
started with a lower level of tax amenities and lower productivity."”

On balance, it is not clear whether savings decisions in the resulting
post-trade equilibrium are superior to the decisions that would be made if
savings neutrality did not hold. To see this, assume the same facts, except
that A and B satisfy all revenue requirements via lump-sum taxation. When
borders are opened, capital will flow from B to A because of the superior
return there. If that were the sole effect, optimum savings deqm?ns would
result when rates equalised. But the inflow of capital to A will impose an
additional burden on A’s infrastructure, causing the revenue target to fall short
of what is needed to maintain its higher productivity. The opposite effect will
occur in B. If revenue targets are not adjusted, then in real terms asset prices
in A will drop and in B will increase. After-tax rates of return, however, will
be identical in both jurisdictions. If some tax revenue were allocated from B
to A (or if some capital were reallocated from A back to B), greater o\.rerall
productivity would result, meaning that the world of lump-sum taxes is not
optimal. The analysis implies that the non-tax-affected world is inferior to the
tax-affected world.

Such an allocation in fact is what occurs under territorial taxation.
When capital moves from A to B in the original example, tax revenue is
redirected from A to B. Productivity in B is increased, resulting in a
tax-affected world that is superior to the non-tax-affected world given that
B began with fewer tax amenities than A.

¥ See infra Part 3.
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developed jurisdictions are likely to be similar, forgone tax revenye

(on outbound investment) should approximately equal new tax revenye

on inbound investment.?

For a developing country, the situation is dramatically different
Developing countries will have trouble attracting capital, since productivity
rates tend to be much lower. Lower productivity rates lead foreign
investors to discount investment opportunities offering returns that are
supra-marginal with reference to returns host-coumry investors could

obtain on the same investment. In a system of universal territorial taxation,
developing countries theoretically have two ways to deal with the resulti

disincentive to inbound investment. They can increase taxes in order tg
develop infrastructure and improve the pre-tax rate of return, or they can

cut taxes to reduce the after-tax cost of investment more directly. Table 2
demonstrates why, if no other considerations were in play, the former

method ought to be vastly preferable. Over the range of average tax rates
running from 10 to 30%, a 1% increase in average tax rates (measured as.

a fraction of GDP) is associated with approximately a 0.75% increase, on
average, in after-tax return.

The difficulty with raising rates to improve infrastructure, of course, is
that other considerations are in play. Higher rates do not directly translate
to higher productivity but promote it when governments make effective use
of tax revenues to build infrastructure — a time-consuming process.” Where
net capital exporters adopt territorial systems, developing countries may
not have the luxury of attracting capital by improving infrastructure with
the aid of higher rates, because the prospect of improved investment rétitns
materialising far in the future will not generally be attractive to\investors
whose time horizons typically are much shorter. By contrast, lower tax rates
offer investors the opportunity for an immediately improved :atg‘of return.
The result is a prisoner’s dilemma among underdeveloped eountries: the
option of competing on tax rates means that developing countries cannot
compete on tax amenities, because investors will move their capital to obtain
the more favourable after-tax return that is immediately available. From the
perspective of an individual developing country that seeks to attract foreign
capital, tax competition becomes the only rational strategy, but it leaves
developing countries as a group worse off than if all could cooperate to

* See, e.g., Edwared D. Kleinbard, The Lessons of Stateless Income, Tax Law Review (2011),
Vo.65, 99, pp156-157. (noting that taxes should have a minimal impact on choices between
domestic and cross-border investment where rates are comparable and opportunities for
earnings stripping and other tax avoidance strategies are unavailable); Shaviro, supra note
4, pp391-392 (noting that reciprocal territorial and reciprocal worldwide taxation involving
two countries “comes out exactly the same in the aggregate if the income amounts and
applicable tax rates are identical”.),

# See Alfaro, Kalemli-Ozcan and Volosovych, supra note 30, pp353-354, for a statement
of the point as it relates to institutional quality (noting that the explanatory variables of
institutional quality “are slowly changing over time”.).
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- more open
developing
capital

mwm And, because seeking foreign capital means keeping tax rates

77

. % [nstead of improved infrastructure leading to greater capital
2 "-‘.. e:::e(sémlin still more 5:i‘mprm.red infrastructure as taxes E};:ler lcacE:EtS
the result is stagnating levels of development in countries that lacks

te infrastructure to begin with, as under-financed tax amemzes
: : e to go under-financed — another widely observed phenomenon.

2

i i d, developed
1l picture that emerges is not pretty. On one hand,
T‘S:Z: ero?.:p can expect to experience enhanced growth compared

‘with the closed-economy world they leave behind as borders become

i ther hand,
' d group members reap gains from trade. On the o ;
a::r:;ungtrriesP that participate in the sweepstakes to attract fm.‘elgln
are likely to be mostly unsuccessful and to remain relatively
cture-poor to the extent they rely on foreign direct investment to

low or lowerizig\them compared wi?h the rates _they adofptec.l in _the ;}tr[s!:glr;
of closed econiomies, they do in fact increase reha?nce on foreign inv e
ot fund growth. The result is that these count_nes all become less able to
End iffrastructure from native economic activity and, consequentl:,rri 1;.:52
a;mﬂ;.amt on the vagaries of worldwide patterns of investment an

L

ofund tax amenities.

in, these predictions are largely borne out by the facts. As
mntraJ:tge?:lu:;'ith gromfth in OECD countries, growth in developing co;nénvzf-
tends to be sporadic, volatile and marked by periods of cont:rac‘l:tmn. s
the long run, it is only about half as large as growth in develope titcjounwouid
The lesson for developing economies in a world of tax compet otn v
seem to be that it is better to stay out of the-tax-dnvet} compeﬁt:o;: 0 et
capital entirely and rely instead on domestic production and, perhaps, o
sources of capital (such as foreign aid) to develop infrastructure.

b. Worldwide Systems

A universal worldwide system with a limited foreign tax credit dlﬁeri
from a territorial system most significantly in that tax rate comtpetlt;glrll ﬁc-)r:rse
capital is largely eliminated. As economies become open, Inves t;jrf e
to have the choice to invest in low-tax or high-tax ]ul:lsdlchons, bu :rts o
in capital exporting nations, who typically face high domestic rates,

'® The Stanford Encyclopaedia of Philosophy has an extended discussm;‘of i?;h;;lr;zni:;s
dilemma. Steven Kuhn, Prisoner’s Dilemma, The Stanford Encyclop_a?l :; -.:1 T uF:ber
available at: httptﬂplatn.stanio:d.edwenmesfpnsoner-ddemma. (last visited o

=4 - B. Gallagher, Sociological Studies of Third World Health and Health Care:
?:t;azﬁ.;ﬁg:,gig‘;mal of Health and Soaal Behavior (1989), Vo. ."’:0. No.4, 345, (“[The ‘Third
World'] is a world characterised economic underdevelopment.”)

i i i - hing for Hills Among Plateaus,
- Understanding Patterns of Economic Growth: Searching
%ﬂfa;‘utrﬂf:li:tcsi?::a Plains, The '-‘ﬁorld Bank Economic Review (2000), Vol. 14, Issue 2, 221, p2a22.

* Tbid, p225.
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of, such company shall not be able to enjoy the benefits of the treaty® — frop
a practical standpoint, this specific rule has found sparse acceptance in g,

actual BITTs signed by the United States.? The proposed text for Article :

paragraph 3, of the OECD Model Convention, would disallow bene
of the treaty, “except to the extent and in such manner as may be ag;
upon by the competent authorities of the Contracting States.”?” Therefore.
authorities disagree as to which State a particular corporate taxpayer
be deemed a resident of, they may try and reach a consensus as to what
effects of their disagreement shall be under the treaty.

A couple of issues should be raised with this modification ¢

Article 4, paragraph 3, if it is indeed implemented by the OECD. The #

one is whether BITTs should open themselves even more to the scrut
of competent administrative authorities, which — granted — may be m,
prepared than any legislative body to tweak tax implications of hyb

when a preemptive or responsive action in that regard is deemed necessary %
If the recommendations of Action 6 (designed to prevent the “Granting of
Treaty Benefits in Inappropriate Circumstances”) are adopted together with
Action 2, authorities would have at their disposal two weapons against

* See United States Treasury Department, United States Model Income Tax Convention of
November 15, 2006 (2006), p08 ﬂ'lttp:#f-\"ww.tmasury.govfpress—cmtetfpress-releasesf-
Documents/hp16801.pdf). This is an exception to the rule, also contained in paragraph 4,
which states that a company otherwise regarded as a “dual-resident company” shall be %

resident of the Contracting State under the laws of which it has been created or organised,

* See the 1996 Convention with Austria (Article 4, paragraph 4) and the 2001 Conyentiun
with Denmark (Article 4, paragraph 3), which simply state that authorities~af voth
Contracting States “shall endeavor to settle” cases of dual residence. See alsii~the 1992
Convention with the Netherlands (Article 4, paragraph 4) and the 2006 Cdnverition with
Belgium (Article 4, paragraph 5), which provide that specific benefits shail be granted to
dual resident companies even if tax authorities do not reach a mutual agredrhent as to the
Contracting State of their residence for BITT purposes.

7 See supra note 24, p05. The OECD has expressly stated in the Diswussion Draft that the
Proposed text will not address all the hybrid mismatches related to dual-resident entities,
either because a mismatch may derive from a discrepancy between domestic law and

treaty provisions, or because a treaty may not exist between relevant countries in every
case.

* Article 25 of the OECD Model Convention does not require competent authorities to

necessarily abide by the request of taxpayers for the use of mutual agreement procedures

(MAP), or to necessarily conclude an agreement (if a MAP is initiated) in the case of double
taxation, which could arise if source and residence Contracting States respectively deny
a deduction and include the corresponding payment in the ordinary income basis of the
recipient, as a result of what they perceive to be a hybrid arrangement. See OECD, 2014
OECD Model Tax Convention on Income and on Capital, OECD Publishing (2014), pp38-39.
General MAP practice in and out of the OECD has taught taxpayers that, for starters,
standstill situations are not often left unresolved by the existence of a MAP provision in the
relevant BITT. See Teletech Canada, Inc. v. Minister of National Revenue 2013 FC 572, In addition,
the application of MAP for civil law countries is seldom an exclusively administrative
matter — taxpayers in these jurisdictions are free to seek judicial remedies (and are often
more inclined to do so than their peers in common law countries) in the event diplomatic
solutions do not appease them. See Igor Mauler Santiago, Direito Tributdrio Internacional:
Meétodos de Solugio dos Conflitos, Quartier Latin (Brazil) (2006), pp213-214.
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i anning strategies involving hybrid entities; either they
fl:l?aiat}]('lepflirst hu%dle, wh%ch would be the new Article 4, pazag.rdaq:rhlgr
would be caught by the GAAR contained in the new Arti ?-] o
A h 6, of the OECD Model Convention.” The second issue raised by
il sed change is whether authorities would be willing (and if so, how
8 each an agreement as to the effects of their inability to decide on
)toxf-latters. Would a hybrid entity not be blessed by an qgreemt;nt
I mpetent authorities be considered a disqualified resident of a
'e'encogntrpacﬁng State? Of both of them? Of neither, perhaps? t&.nd 1;‘
o would that result be coordinated with relevant BITT pl‘OVlSlOI"ﬁS.t
ld argue that the absence of a clear agreement betweefl; mTaPiters
t&orities would leave multinationals in a s:g;gnﬁca?l:l}; ii:;(}::ir;e gBITl‘
jon i i anies opera
: ??ﬁ;:K’C?hTﬁ;l:rG:v;?dsfoénr% countﬁes wh%ch are able to agree on

4

.
]

dence matfers with local authorities) or wholly domestic companies.
Tes. o

i ion Draft has
5 gther set of proposals brought by the second Discussion !
to do 'E:il: Ll;}:;sparerﬁ egﬁties, and once again we find that the OECD is

i ing fathers
t A the playbook of the United States, the founding
b:}:? c?\gjfﬁﬁtgi nflé}s,”yThe proposed text for Article }, ﬁl:arat%{ingjﬁ gﬁ

B i ichisi d to prevent the utilisa

g Model Convention, which is m_ten_de P :
. .:,_ine OE:i_Ent e?‘mtities for the purpose of enjoying BI'I'I'BEjJeneﬁts, seems clea:trl_y
inspired by Article 1, paragraph 6, of the US Model.*' The proposed texﬁl:
E,iqu;mparﬁed by a saving clause which may be rendered unnecessary

_proposal from Action 6 is adopted.®

- pose i i Model Convention an array
] ticle 10 would include in the text of t-he QECD on ar
i :}l;r%i?isionsd :;fat;; to the “Entitlement to B&neﬁt%‘ slilr;‘ilari ;]L'lesle]::::lyl;rl::!;g:tlgr ;315;;&?_?;
Limitati fits (LOB) provisions of the U. ] i .

glne Lm;;mt:lt::: (J‘:ilf'c'e['1 B?:ice !;gtweeti: the two lies ogﬂlhé {;;-poseseed Ség%e IIJ‘:];b E:rag:;g?{gﬁ;
which the OECD Model with an L ! " .
Draft _\;g;lsd Aa;?;n 6: Prevent the Granting of Treaty Benefits in Inappropriate szfmsfm;;si
OECD Publishing (2014), p10 (http://www.oecd.org/ctp/treat ies/treaty-abuse-discuss
draft-march-2014.pdf). Last viewed on 05 January 2015.

i i iti i der laws analogous to the
i issued in 1996, entities organised un

g wundiratil:ngﬁ:g(}:fs the US states are classified as corporations for US tax 1;]:;urpcses, E?o;l:
Eul]'lrzrcenﬁties organised under foreign law may e]ect_ to be classnﬁed_ as el T;re c?eﬁaﬁons
artnerships (or, for single-owner entities, as disregarded entities). e A
orl:ﬁmonl knP:wn as the check-the-box regulations, facilitate so-called hy :]1]3 en itks
?;tities ﬂfat are corporations under foreign tax laws but are parmersh.ll?as or cerel_iakken
entities for US tax purposes (or vice versa).” See Boris L Bittker a]'u:l‘j FwT_en e oy
Fundamentals of International Taxation — US Taxation of Foreign Income and Foreign Taxpayers,

Thomson Reuters (2012/2013), pp65-56.

gy ai
* Though the US Model provision refers to t;';ncom:.ﬂpmﬁt or gamme Pargso t.:ee'j(::)li(l;fggr;hpgsﬁ s
i h 2, contains only the word "income”, ]
g:rthA:té:_)lemlm, penﬁ?g the OECD Model Convention clarifies that ttle mxa-anfi 11;5 ol;g:e w-:i::i
“income”, as used in Article 1, paragraph 2, includes, for example, pr-ost ?n ﬂm112[:-‘@:&:“
and -:apit;l gains.” See OECD, Public Discussion Draft — BEP_S 4cm:m 2.14 eutralise
of Hybrid Mismatch Arrangements (Treaty Issues), OECD Publishing (2014), p08.

pose i : “Thi ion shall not affect
= d text for Article 1%, paragraph 3: “This (;onvenhon s
H?aﬁ:uiemm;yP:ﬂConlzacﬁng State, of its residents except with respect to the benefits

ice i i 5-220
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Additionally, countries endeavour to encourage well-established domestjg

companies to expand their business into other markets because Natig;
companies abroad bring long-term capital gains, help build economic 3
political ties with other nations, and may ensure access to natural resour,
that the home country lacks.? Concluding international agreements w

relevant partners is one of the regulatory policy tools that work towards

fostering foreign expansion of national companies.’ The existence of

international investment agreement (“IIA”) may signal to internatio
investors a favourable investment environment, and provide them with
guarantees that their investments will benefit from adequate regulatory

conditions in their business operations.*

The main purpose of IIAs is to ensure a stable and predictable
environment for investment, through providing investor protection

(including relative and absolute standards, as discussed below) and givi
access to investor and state arbitration in a case of a breach of a trea
obligation.> As a result, IAs interest all members of the international

Economy, in Thomas Cottier and Panagiotis Delimatsis (eds) The Prospects of International

Trade Regulation — From Fragmentation to Coherence, Cambridge University Press (2011),
pp417-451,

For an overview, see Andreas .F. Lowenfeld, International Economic Law, Oxford University
Press (2002), pp391-414.

* See Daniel R. Sieck, Confronting the Obsolescing Bargain: Transacting Around Political Risk in

Developing and Transitioning Economies Through Renewable Energy Foreign Direct Investment,

SUFFOLK TRANSNATIONAL LAW REVIEW (2010), Vol. 33, 1, p319.

For further information on the impact of these treaties on foreign direct investment (XET)
flows, see Julien Chaisse and Christian Bellak, Do Bilateral Investment Treaties«Promote
Foreign Direct Investment? Preliminary Reflections on a New Methodology. TRANSNATIONAL
CORPORATIONS REVIEW (2011) Vol. 3, 4, pp3-11. See also Julien Chaisse and Christian
Bellak, Navigating the Expanding Universe of Investment Treaties— Creation arn@ tlee of Critical
Index. JOURNAL OF INTERNATIONAL ECONOMIC LAW (2015) Val.\I8i1, pp79-115.
Also Jeswald W, Salacuse and Nicholas P. Sullivan, Do BITs Really\\Woek?: An Evaluation
of Bilateral Investment Treaties and Their Grand Bargain, HARV. INTL b. ]. (2005), Vol. 46,
2, 67-69, p76. The United States Trade Representative’s office recognised the goals of the
United States Bilateral Investment Treaties Program to be the protection of United States
investment abroad, the encouragement and adoption in foreign countries of policies that
treat private investment fairly; and supporting the development of international law

standards that are consistent with the stated goals. See also Jeffrey Lang, Keynote Address,
CORNELL INT'L L. . (1998), Vol. 31, 1, p457.

Along with an increase in number of IIAs, the last decade has also witnessed an exponential

surge in investment disputes between foreign investors and host country governments.

Arbitral panels are charged with the task of applying the rules of IAs in specific cases,
an often complex process given the broad and sometimes ambiguous terms of these
arrangements. See, generally, Kenneth J. Vandevelde, A Brief History of International
Investment Agreements, U.C. DAVIS J. INTL L. & POL'Y (2005), Vol. 12, 1, pp173-175
{noting that foreign investors are increasingly resorting to the mechanism of international
arbitration for resolving their disputes with the government of a host country), On the
emerging issue of sovereign debt restructure by international Tribunals, see Julien Chaisse,
The Impact of Infernational Investment Agreements on the Greek Default, in Chin Leng Lim
and Bryan Mercurio (eds) International Economic Law after the Global Crisis — A Tale of
Fragmented Discipline, Cambridge University Press (2015), pp535-572.
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g Mapping the Rise of International Tax Disputes under Investment Treaties 1

i i i les to seek investment

ity ¢ Capital-exporting countries use these ru  seek investment

;hummitfies ablrjoad and to protecttheirinvestmentsin foreign ]ur_lsdlctlons.t
ta] importing economies use these rules to promote inward investmen

' émsdrmg that foreign investors have a stable business environment in

conformity with high international standards.®

Germany and Pakistan signed the very first bilateral investment treaty

o . s ITs have been one of the most popular anFl
{”BIT‘ ) de ?g?éggf E[gls?sil?;me IIAs play a significant role in the economic
wdﬁpreaent of all countries, they have considerably expanded in nux:nbeli
e creating their own specific and dynamic branch of mtem?ltlon?l
and tFmPeié law.!"® The core of foreign investment is b’?sgd on BITs! and,
:mnmﬂeaosingly, on preferential trade agreements (“PTAs”).” Currently, more

i ional Investment and Domestic Henlth
ien Cnaisse, Exploring the Confines of Internationa T
: pssngcuzj::.r: - :_;eueml exgzpﬁms clause as a forced perspective, AM. J.L. & MED (2013}, Vol. 3
, pa3h ‘
* ‘Td I Dolzer and Christoph Schreuer, Principles of International In?esrrrﬁnf I.law [i{:llg
1 Sre; ) TThe urpose of investment treaties is to address the typical risks o ?h ongme o
E;e;l:i‘tﬁ'.‘l‘lt ;roject, and thereby to provide for stability and predictability in the se
;.n investment-friendly climate.”).

£ Ibid. at 22.

1 i tomary International
% Stephen M. Schwebel, The Influence of Bilateral Investment Treaties on Customary

Law, Am. Soc. Int'l L. Proc. (2004), Vol. 98, 2, p27.

ion i umber of TlAs that
i 5 into force there has been an explosion in the n !
1 iﬁﬁvﬁﬁ? onntgel: EAS have existed primarily behvﬁ c}irfi?l:;eefm a.:g nri;e;i;};:g
i tect the formers’ investors. See Andreas .F. enfeld, In 1 ;
3?“1554—85 tosg;t) (discussing the restrictions on government -actlmilas refardduge mf:r;ﬂhgnas
invéstfmntmcluded in bilateral investment treaties). Huweve;,mthe tr: eca ,a i
been a growing number of [IAs concluded between developing coun es,alcthharmnszseem
the evoﬁtion of emerging economies and the ascendancy ol_’ sovereign w;om - Wmm
Julien. Chaisse, Debashis Chakraborty, and Iaydge_g Mukherjee, Emerg;ng' - ]‘g’]‘_l M
Fﬂnd‘s-fn the M?zking: Assessing the Economic Feasibility and Regulatory Strategies,
World Trade (2011), Vol. 45, 4, pp837-876.

i eive
i two states that ensures that investors of a state-party rec
n cﬁejﬂ' lst:ntdrzsgs nbi?zvezetzlent when investing in the territory of the other saat&phargyl:ﬁﬁ?
E Aaiglals'ez Empire, Contemporary Foreign Investment Law: An “Empire of {;rw' r:; the 4
Empire”?, Ala, L. Rev. (2009), Vol. 60, 1, p957-959. The purpose of the BIT is to encourage
PDFbet;\'raen the two state-parties, which hopefully leads to economic gro
state-parties.

i i i i ts specifically
12 i the term BITs in reference to .mtematmna] instrumen
:inwu;ﬁ?ﬂe‘;foﬁzﬁon and protection of foreign llllna‘:esux]‘(e:;:é Ppﬁrﬁ ﬁ?leiainbz to ‘dm:i(::?
ilat regional, or plurilateral arrangements seek | raliza 5
:{E] i?'ll'!r:«.sertmal'ent %'Iluws, aImI:g with trade in goods and in services. Fﬁﬁsoai‘::n anﬁfpmnamr j
ml}:cersoeS e s ot YA p?nwryé@?;ﬁ;: c.at;ea:nc:impassed under the
th BITs and PTAs with investment discipli ? e
broadﬁlzgns of iljui Not all PTAs deal w;ttl; the prgtl':;:::;: (;i;rdecnt‘ Tx;:shne;tzé:& pf::gi
and not as services); direct investment matters are d | a separa Loy
i eement (NAFTA) is a prime examp
the PTA. The North American Free Trade Agreemen R
AFTA i the promotion and protection of foreign "
Chapter XI of NAFTA is devoted to the p i, ait st
i tment chapters in PTAs are comparable, on average, to self-stanci
%?I}I‘Esse s[eheypara:;m;le:lude bothpiru]es on investment liberalization (non-discrimination
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justified, but the temporary enforcement measures taken before even ¢ ¥y
local appeals or court proceedings have played out, were so damaging
the operations of the company that they were hardly of any consequey
After all, the company will not survive the temporary measures anywa
That situation, the tribunal found, does violate the BIT because it amo
to an expropriation.

provisions have been important to conclude in a breach of the rele
treaty, namely, the expropriation clause, the FET clause, the full protection
and security standard, and the NT provision. Each of these four provisiong
will be further analysed.

116-300 Key Breaches: Emergence of a Parallel Economic Regime
for Tax

Investment agreements enshrine a series of obligations on the parties
aimed at ensuring a stable and favourable business environment for foreign
investors. These obligations pertain to the treatment that foreign investors
and their investments are to be afforded in the host country by the domestic
authorities, as well as ensuring that foreign investors have the ability to perform
certain key operations related to their investment. The “treatment” granted to
investors encompasses all types of laws, regulations and practices from public
entities that apply to or affect the foreign investors or their investments.®
All public entities are bound by the international obligations, including the
federal and sub-federal governments, where applicable, local authoritiss,
regulatory bodies, and entities that exercise delegated public paywers.
Measures adopted by private actors can also — although rather exceptionally -
fall under the scope of international agreements when such private nieasures
can ultimately be attributed to a governmental entity. The set of wbligations
is rather consistent amongst the great number of IIAs. The x6rs provisions
found in an investment agreement typically include a mosi-favoured-nation
("MFN”) treatment obligation, the granting of NT, an obligation to provide
FET as well as protection and security to foreign investors, and an obligation to
allow international transfers of funds. These diverse provisions are important
to reassure foreign investors that they will be able to reap the benefits of their
investment. In the context of tax disputes, the expropriation clause and the fair
and equitable treatment have proven the most important.

16-310 The Protection of Investment against Expropriation
The protection of foreign investors has historically been the main

goal of IIAs. Hence, the inclusion of disciplines against the nationalisation
or expropriation of foreign investments constitutes a pivotal guarantee for

* See generally Heather L. Bray, Note, ISCID and The Right to Water: An Ingredient in the Stone
Soup, ICSID REVIEW (2014), Vol. 29, 2, pi74.
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E; uirir
.:;ttrlfg spm?ﬁc facts and circumstances of the case.* In recent years, a

ian i ts, including
seration of US and Canadian investment agreements,
7f?t1e:ir§$i1:;:lent chapters of FTAs, have introduced specific language™
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;o investors (1). We then analyse the application of this provision in the
oxt of water-services-related disputes (2).

@6-311 The Regulation of Expropriation

There are significant discrepancies in t.he' way tl"le I-SET is gegne:ui
. vestment treaties and in different countries’ practices; this is bec

ok IIAs will cover both direct and indirect expropriation whereas some
i ot address indirect expropriation. The choice is important, because
a Eeaty covers indirect expropriation, it means that the Ihﬂl g::;nntsso;;
sction to foreign investors who may be faced with senousls alterati i
investment climate which they could not have reasonably anticipated.

1 . s y- iation. Despite
—,j- is however no clear definition of u*.ldu'ect expropri
-ﬁrflilt)ser '::)f decisions by international tribunals, the line between the

inditect expropriation and governmental regulatory measures
g o :'Empenslzti-:?n has not been clearly articulated and it depends

iteri ist i ini hether an indirect
an blished criteria to assist in determining wh
= drc? s:?aﬁon requiring compensation has occurre.d. During the last Qeca;it;i
i ?udence has demonstrated that the cases of indirect expropria tllqn t;
short of the actual physical taking of property but that they may result in the
effective loss of management, use, or control, or a significant depreciation
of the value of the assets of a foreign investor.”

i ropriation can be further divided into regulatory takings,
whid'lI:rc{la]ieﬂS:):: tP;lqus of property that fall within the police powers ofa 1Sattai1te,
or otherwise arise from State measures like those pertaining to the regu oo
of the environment, health, morals, culture, or economy of a host cofrugtry’ﬁ.le
The issue of regulatory takings is a particular point of concerl?l . nl-ll e
perspective of tobacco control, as well as other sensitive areas of public policy.

aken, i i i d flexibility: @
International investment law between commitment an
1 ﬁ!r‘:;n ;;;l‘l n?afysis, JOURNAL OF INTERNATIONAL ECONOMIC LAW (2009), Vol.
12,1, pp510-512. .
i i iiati der NAFTA and DR-CAFTA:
3 See, for a discussion, Rachel D. Edsall, Indirect expropriation un E
parenﬁrul?rswnsisrmcfes in the treatment of state public, BOSTON UNIVERSITY LAW REVIE
(2008), Vol. 86, 2, pp953-961. 2 - -
i Gemplus Arbitral Tribunal, “an indirect expropriation occurs ¢
gseli;term:tiiy? ﬁepriveps the investor of the ability to use its d?ze:'m;t Edaxg eg:;a:usl:fgl ;.-.ray’ 7
Gemplus, 5.A., SLP, 5.A. and Gemplus Industrial, 5.A. Weo Unid . ICSID
%ea;e No. KSRB(AP}IMB & ARB(AF)/04/4, Award, (16 June 2010), Part VIII, para. 23, -
% United Nations Conference on Trade and Development, Taking of Property, 12, U.N. Doc.
UNCTAD/ITE/IT/15 (2000).

i i ional Investment and Domestic Health
¥ See Julien Chaisse, Exploring the Confines of International
Pma‘g:ﬁner?s — General ex:fcepﬁons clause as a forced perspective, AMERICAN JOURNAL OF

LAW & MEDICINE (2013), Vol. 39, 2/3, p332.

FT : 1
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When the Basic Law was being drafted, the committee in char

drafting the Economy part [Economy Special Subject Subgroup (“ESSg .

admitted that the balanced budget article (Article 107) and the low
policy article (Article 108) were imported from the USA and were b.
on fiscal constitutionalism or the principle of constitutional restraint
government’s power.”* However, it was not explained why these
were imported into the Basic Law or what necessitated incorporating th
rules for Hong Kong. Whether these rules would be effective in Hong Ko
conditions was never explained.” It is not an exaggeration to say that

power of government was restricted in terms of “low tax” policy for the
purpose of keeping Hong Kong as the destination of foreign investments,

Given the precondition that the low tax policy be included in the Basic
Law it was argued that balanced budget rule must be institutionalised due

to the economic and political uncertainties before and after 1997.2 It

considered that a conservative fiscal policy is more important than anything

else. Though, as it was pointed out that the Hong Kong government has ful]

autonomy in public finance. In order to prevent such autonomy from hemg;;
abused, a balanced budget rule must be constitutionalised in the Basic Law.®

Technically, the incorporation of Article 107 in the Basic Law _
not satisfy all the characteristics of a constitutional economics in particular,

fiscal constitutionalism. However, it does reflect certain vital ingredients of

balanced budget theory. Article 107 provides for guidelines for the HKSAR
government. These are most in HKSAR government should: (a) follow the
principle of keeping expenditure within the limits of revenues in drawing
up its budget; (b) strive to achieve a fiscal balance; (c) avoid deficiis;
and (d) keep the budget commensurate with the growth rate of ity yross
domestic product.® All these limits on governmental power were 2imed at
maintaining Hong Kong as the favourable jurisdiction for investiment and to
capitalise on the proximity of Hong Kong with China.

* See Shu-Hung Tang, Fiscal Constitution and the Basic Law (Draft) of Hong Kong, Working
Paper Serial No. 89005, School of Business, Hong Kong Baptist College, (July 1989) p12.

¥ Lam Hong-che, Constitutional Economics: Restraining Government's Abuse of Power,
Hong Kong Economic Journal Monthly, (4 November 1986) Vol. 10, p.51 as quoted in
Shu-Hung Tang, Fiscal Constitution and the Basic Law (Draft) of Hong Kong, p.13. On the
question of the relevance of these principles in HKSAR one scholar Mr. Lam wrote
Constitutional Economics gives us many insightful revelations. The power to tax and
the spending of the future government of the HKSAR should be clearly specified in the
Basic Law - if it is respected by Beijing, even if the free lunch group “becomes a majority
within the future democratised representative legislature”, it may not be able to distribute
“free lunches” because of insufficient revenues. The government of HKSAR has to live
within the limits of its revenues. It is absolutely essential that the Basic Law takes away
the HKSAR's authority to create budgetary deficits so as to avoid the risk of having to levy
higher tax - an element which is so crucial to Hong Kong's economic prosperity.

* See Shu-Hung Tang, Fiscal Constitution and the Basic Law (Draft) of Hong Kong, pp13-14.

# See Shu-Hung Tang, Fiscal Constitution and the Basic Law ( Draft) of Hong Kong, p14.
* The Basic Law, Article 107,

§7-120 © 2015 Walters Kluwer Hong Kong Limited

ter7 Gateway to China: Brand Hong Kong Untouched 147
p!

Article 108 or the low tax policy article also reflects the essenc;aﬁf
cccal constitutionalism in the Basic Law. It states that: the HKSA? shall,
2 g the low tax policy previously pursued in Hong Kong as rg e;hgnce,
ct laws on its own concerning types of taxes, tax I:atesai tax reductions,
gtiwances and exemptions, and other matters of taxation.

i ituti rticles could
e ESSS argued that the two fiscal constitution a 1
, axll;:lee the ﬁscaglustabiiity of the HKSAR government: insulate the
nomy from interference of excessive welfare expenditure; and promote
Qﬁmess confidence and stimulate investment.*

long discussions on pros and cons of mcl}udmg‘ the fiscal
rmnsﬂfuitgnal pfovisions, “low tax” and “balanced budget” provisions wﬂi;a:
"fina]ly adopted in the Basic Law. The discussion er:ndeii_wﬁh -::onu_'nents 4
the inclusiorc'of* these provisions would have a significant bearing on the
ration Of)the HKSAR government as well as on the entire community.
.ﬁe}r were praised by their supporters as a }:nll of economlc:ﬁllbemes
comparable to Bill of Rights and being one of a kind in the World.

ulative effect of these provisions on HKSAR is that it has

.::eate?ih: sc;en;ial tax requirement formula which has to be adhered _t-::.by

overnment. The sovereign power to tax has been lu:t'u’nexii by enunc;a mgf
fhe theory of constitutional economics in the Basic Law. These mtetsal?
dictate that the HKSAR government while enacting any taxﬂla.ws ?ims 1;
a “low tax policy” as a reference.”” Being an SAR with a high Sgre;et:x
autonomy”, Hong Kong does have the power to practice Qciepen en
system but within the four corners of the fiscal constitution.

i i i tment have
Therefore, investors coming to Hong Kong for inves _
guarantees in the Basic Law that low tax policy w11]“b-e in in place.w!uc{}
is above and beyond the security provided through “legitimate expiation

3 The Basic Law, Article 108.
2 See Shu-Hung Tang, Fiscal Constitution and the Basic Law (Draft) of Hong Kong, p17.

2 Gee “Constitutional Economics and the Provisions on Economy in the Basic Law (Draft)”,
p-267. -
ind i i ituti ics i Basic Law has even gone
2 idea behind inclusion of constitutional economics in the Bas has :
g;of;a&;e idea propounded by Buchanan himself. See Yash Gahi, Conshtu:;inal LTz:n 3
Judith Sihombing (ed.), Annual Survey of the Law 1990-1991, Hong Kong Law Jo
Limited (1992) p191.
* See the Basic Law, Article 108. 3
i isi f the Basic Law serve
& i , Article 2, and Chapter V. The economic provisions o v
-frohuerBar?;chaa?purpos@: (a) separate the economic system of the'HKSAR f:ou:n th: emnank::
ste]:n uf]:he PRC; (b) provide a framework for the operation of_a c;plla.hst ull_ir ;
fg) establish key elements of constitutional economics; and (d) maintain Hong ﬁgg’ SE
status and role as an international trade and finance centre. See Yash Ghai, Constifufiona
Law, p192.

icei i -120
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Figure 3: Trends of China VAT from year 1990 - 20122
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The Chinese VAT has the same basic features as the European VAT
with some minor differences. It is applicable to the sale of taxable g00d

and the provision of labour services in relation to the processing of good
imports and of repair and replacement services within China. The

“Taxable goods” refers to tangible goods as well as certain utilities such as.
electricity, thermal power and gas excluding real estate properties (subject

to real state taxes).

The current VAT is part of the indirect taxes family, and together

represent the tax treatment applied to sales of goods and services in Cnina -

Concerning to rates, generally, exports are zero-rated, except for
certain categories of goods in which VAT would be due undsf'domestic sales

rules. Moreover, in exports, some related input VAT can befuily or partially

refunded, depending on the categories of goods. The non-refundable

portion would be absorbed as cost of export and consequently reflected in
the final price.

The standard VAT rate is 17%® and a reduced rate of 13% may be
applied to some products related to basic household necessities such as food,
fuel, electricity, books, newspapers, magazines and agricultural products.

The rapid growth of China’s economy and the development of the
infrastructure of a modern economy should provide the opportunity for

“ Graphic prepared by Natasha Rocha Maggessi with information from China statistical year
book 2013, Government Finance, item 9-4. http:ffwww.stats.gov.cn/tjsj/ndsj/2013/indexeh.
him (last viewed on 16 February 2015),

# “Order of the State Council of the People’s Republic of China (No.538), promulgated in
11/10/08, Art, 2.
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1

the business tax (“BT”, mainly to services, excluding the ones taxed umf.a
the VAT) and consumption tax (applied to luxury goods in addition to VA}),

7 Gateway to China: Brand Hong Kong Untouched 159

- ;on of its tax system, as seen in the significant ref{}rms made in
-01?;?51. Perhaps tge most impacting change occurred in 2011, when

released the details of a pilot program for the reform of its turnover
Ieg] ime that will result in the merge of VAT and BT into a single tax. The
program debuted in 2012 in the city of Shanghai and only for some
industries with the promise of gradual extension to more cities

.d industries.

not many changes related to the deductions systematic,
Thertieu;;ermjere some {riticalgchanges to the current ‘._fAT. It shou!d be
idered that the changes are not fully implemented in most Cl'unesef
jes, but the new rules represent the most updated understanding ﬂ-?
ne concepts by PRC authorities and what is expected to happen in the
o for Chinese VAT.

2 i -busi tially

The ¥AT Tax Reform, aims to merge BT-business tax (an essen
vice t:x} :\rith VAT-value added tax (mostly for goods) and reduce even
fhe tax burden due to double taxation and cas:cad.e effect in some
alicns, enacting a number of benefits for multinational companies

aclucting business in China.

Although the rate of the VAT to services will be higher than the

i i d to offset
applicable current BT rate, selected service providers are allowe :
.’n- lf‘:s :nih inputs, so in the end, only the added value of the service

be taxed and not the full price of the service provided, achieving

£ ion neutrality”, a key advantage of modern VAT®. Therefore, the
-t;?htgx rate maj?;eem h}i(ghe: but the effective tax payable should be
lower. In addition, trading business will also be able to claim input tax for
services used as part of the production of the final products, which it was
not possible under old BT rules.

It is clear that, China, with its “young” VAT tax system, has a long

i ieve a more transparent and reliable environment. Even with
E%E';Frggezﬁ:uhi:nges, rules and Easic definitions need to be well elaborated in
accordance to modern practices and taxpayer specific needs. Due to the lack
of legislation, some operations are taxed discretionary by tax departments
“enhancing tax avoidance and corruption levels.

As a start, there should be fewer different types of deduction rates

{ i i 1d
-and deduction procedures, especially for export rebates. The system cou
be simplified b)? implementing all legal deductions according to VAT stated
inthe seller’s invoice, allowing only the profit margin to be taxed. Further, it

- Bert Brys et al., Tax Policy and Tax Reform in the People’s Republic of Ching, p13. http://dx.doi.

org/10.1787/5k4014dImnzw-en (last viewed on 16 December 2014).

* Bert Brys et al., Tax Policy and Tax Reform in the People’s Republic of China, p13. http://dx.doi.
org/10.1787/5k40l4dImnzw-en (last viewed on 16 December 2014).
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» of the procedures covers all provisions in IIAs or whether it excludes

any action of the courts deciding against inves it i igati
y g ag tors, rather it involy, of them. Most state-to-state procedures cover all TIA obligations but

denial of a right to go to court, to refuse to entertain a claim, un ol :
in judgment %1: the gen:lminisi:‘ati{}n of justice in a deficient way, ii?jd e SOmeE mnti.'m exclus;or.ls. The mnfmt s MGdeIIBE : foﬁaﬁiﬁoﬁ::tﬁ
misapplication of law."" In Glamis Gold, a 2009 case involving the minim, QI rovisions regarding the maintenance o “a30%r AL~
ts;larldm:f:li of treatment in NAFTA, which is tied to CIL, the tribunal desc aa dtsl‘l TEICELE& ;ﬁf;ﬁ;:;oﬁg-cﬁﬁaﬁq:aﬁ tﬁzrzris no amicable
e standard, as “...a violation of the customary international law minj f miesiasch . : echanis
standard of treatment”, as codified in ArﬁdﬂlUS of the NAFTATr Jution after consultation. Thls state-to—statg mej ) m u?:tr[iizs:["{i%e&'%
an ;-.fft that 1§ sufficiently egregious and shocking — a gross denial of justi tform to ‘:f;ilﬂ,ﬁ Egﬁ?ﬁ:ﬁgﬁ: W?;’l t(;lljem ;fzgarding issues of
manifest arbitrariness, blatant unfairness, a complete lack of du ;  require 2 e iti
evident discrimination, or a manifest lack of reasorrjls —s0 as to fall iel:.; | terpretation. A}:‘b:ltl‘a.tl'ﬂl'l P rocedu!‘e_s hav;anoibﬁ tIatd Ltznnﬂgim%?iimt
accepted international standards and constitute a breach of Article 11052 cedings, notifications, and decisions have often no e
Such a breach may be exhibited by a “gross denial of justice or ma
arbitrariness falling below acceptable international standards”, or 4
creation by the state of objective expectations in order to induce investmen
and the subsequent repudiation of those expectations. 4

Investor-State Dispute Settlement (“ISA”) is a pafticular feature of
which differentiates them from all other type of treaties. Investors from
one party state(are permitted to seek financial compensation from the other
arty state thvotugh binding arbitration on the grounds that the other party

tato has faiied to comply with its obligations under the treaty. It fulfils

Every state has the right to expropriate, as long as it is f i - :
A gh 5 i 5 o P investats’ needs in the following ways:

purpose (e.g. road or rail construction), not arbitrary or discriminatory
(applicable both to foreign and domestic investors), in accordance with
the due process of law (i.e. in accordance with basic standards of fair
procedure, proper notice, allowed to have access to a process to challenge
the expropriation) and accompanied by adequate compensation. These
requirements are generally expressed either in CIL or national laws, ang Q
the only issues are what state actions constitute expropriation and what is \Q
the standard for compensation. There are two kinds of expropriation. Tha .Q
direct expropriation is relatively clear. It occurs when a state takes o
an investor's property. However, the indirect expropriation is some- sort
of government action, other than which substantially affects an investor's
ability to use its property, but there is no formal transfer of property to the
state. It is less clear when an indirect expropriation has taken lace. [

e it avoids exposure of the investor to the uncertainties of host state
laws and regulations by creating a separate treaty-based set of rules
to govern host state conduct;

e it gives investors an alternative to the host state judicial system to
seek relief from host state actions;

e an investor can determine when there has been a breach of a treaty
obligation and launch a claim; and

e it is unnecessary for an investor to rely on its home state espousing
its claim — there may be various reasons why a state may not want
to make a claim against another state in diplomatic relations.

e e g Committing to investor-state dispute settlement could have

advantages for a host state because:

There are two different kinds of dispute settlement procedures in I1As: ' : : :
State-to-State Dispute Settlement, and Investor-State Dispute Settlement. e it sends a positive signal to investors that it is committed to offering

a predictable and secure investment regime;

e it creates an incentive to develop domestic polices fav‘ourab]e for
attracting new investment and maintaining on-going investment,
including policies that are predictable, certain and transparent; and

e it locks in pro-investment, market-opening reform by making it
difficult to change domestic policy.

Most [IAs have established a process to address disputes between
states, regarding the “interpretation or application” of the treaty. However,
these procedures have rarely been used. The major issue is whether the

" Sometimes the denial of justice is quite evident, such as in the Loewen case where in civil

judicial proceedings a US lawyer for the plaintiff made discriminatory remarks regarding
the foreign defendant effectively making the dispute a racial issuefYSee Loewe::g Grg:.lnlg ' i

Inc. and Raymond L. Loewen v. United States of America, ICSID Case No. ARB(AF)/98/3, - 118-200 PRC Investment Treaty Practice
26 Jun 2003. The court failed to prevent the lawyer from making these prejudicial arguments

Tsczlxl very substantial punitive damages were awarded against the defendant investor as a
result.

 See Glamis Gold, Ltd. v. The United States of America, UNCITRAL, 8 Jun 2009.

China’s interests lie on providing for substantive protection for its
investors abroad as well as opening new investment opportunities, while

- — — d Chi §8-200
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5. Caiod

formalize agreements on international tax issues between the Mai
China and other countries. In the past 31 years since the conclusion of §
first tax treaty with Japan in 1983, the Mainland of China has established ;
extensive tax treaty network that has reached out for 101 jurisdictions arg
the globe, including two Comprehensive Double Taxation Arrangem
(“Tax Treaties”) entered into with Hong Kong and Macau respectively,
addition, due to the nature of international traffic that is more susceptible gecond, in making reference mainly to the OECD Model Tax Convention
double taxation, the Mainland of China has concluded dozens of airline and _hile drawing on valuable elements of the UN Model Tax Convention so as
shipping treaties. In recent years, the Mainland of China has signed 101 ‘best adapt to their specific context. For example, despite the absence of the
Information Exchange Agreements (“TIEAs”) with low/no tax jurisdictio esponding paragraph in Article 5 of the OECD Model Tax Convention,
like Bahamas, the British Virgin Islands, Bermuda, etc., and has become ost all the tax treaties® concluded by the Mainland of China and
56th signatory to the Multilateral Convention on Mutual Administrati Hong Kong, besides the common types of permanent establishments (“PE”)
Assistance in Tax Matters (“Multilateral Convention”) in an effort to o building, construction, assembly or installation projects which last fora
offshore tax evasion.' ibed period of time and dependent agents who habitually exercise the
authority to ceniciude contracts in the name of a foreign enterprise, embrace
paragrapivof “service PE” in the UN Model Tax Convention, allowing the
e staffe 0 tax profits derived from services performed therein, provided
Jastlong enough to constitute a PE.

__plishment; allocating the taxing rights on income and capital between
] ea.ndresidentstates;specifyingthemethodstoeiiminatedoubletaxation;
ing special provisions to resolute treaty-related disputes and exchange
information; with the final provisions concerning entry-into-force
termination of the treaty.

Hong Kong has also realized that double taxation arises when two
more tax jurisdictions overlap, such that the same item of income or profi
subject to tax in each. Hong Kong adopts the territoriality basis of taxati
which means Hong Kong residents generally do not suffer from do
taxation. Notwithstanding this, the Hong Kong Special AdministrativeR
Government recognises that there are merits in concluding comprehensiv
double taxation agreements/arrangements with trading partners. A
treaty provides certainty to investors on the taxing rights of the contractin,
parties, helps investors to better assess their potential tax liabilities
economic activities, and provides an added incentive for overseas companije.:
to do business in Hong Kong, and likewise, for Fong Kong companies
business overseas. A late starter though, Hong Kong has seen a Temaricad
growth in the number of tax related treaties and agreements conclizded in th
last decade, including 31 comprehensive tax treaties, 34 airline and shipping
income agreements as well seven TIEAS®. '

" Third, in adopting the same principles in allocating taxing rights with
segards to certain income as prescribed in the Model Tax Convention of the
"OECD or the UN. For example, almost all* the treaties recognise that the
nuneration derived by a resident of a contracting state in respect of an
loyment exercised in the other contracting state shall be taxable only in
first-mentioned state if: a) the recipient is present in the other state for
| period or periods not exceeding in the aggregate 183 days in any twelve
nonth period commencing or ending in the fiscal year concerned; and b) the
remuneration is paid by, or on behalf of, an employer who is not a resident

e other State; and c) the remuneration is not borne by a permanent
ablishment which the employer has in the other State. Moreover, both the
Mainland of China and Hong Kong allow for direct and indirect tax credits.
The amount of credit, in both jurisdictions, is restricted to the amount of
fax that would be payable as computed under the crediting jurisdiction’s
taxation laws and regulations. Tax sparing relief is unilaterally or bilaterally
included in some treaties.

99-200 Similarities in Treaty Policy between the Mainiand of China
and Hong Kong

The tax treaties concluded by the Mainland of China and Hong Kong
with their trading partners are similar in the following aspects:

First, in following the basic structure of the Organization for Economit
Co-operation and Development (“OECD”) Model Tax Convention and t
United Nations (“UN") Model Tax Convention: Almost all the treaties ha
30 articles or so; describing the persons and taxes covered by the t
defining the general and the key terms like tax residency and permanent

3 Sta_te Administration of Taxation (China), Tax Treaty (Bilitz:#Y), available at hittp:/fwww.
' chinatax.gov.cn/n810341/n810770findex.html (last visited on 21 November 2014); Inland
Revenue Department (Hong Kong), Double Taxation Relief and Exchange of Information
Arrangements, available at http://www.ird govhk/eng/tax/dtal.htm (last visited on
- 21 Nov, 2014).

i iﬁlifle Administration of Taxation (China), Tax Treaty (BilrZ), available at http://www.
,d:lmatax.gmr.mfnalﬂulfnaw??ﬂfindex.hmd (last visited on 21 November 2014); Inland
‘Revenue Department (Hong Kong), Double Taxation Relief and Exchange of Information
Arrangements, available at http:/fwww.ird.gov.hk/eng/tax/dtal.htm (last wisited
21 November 2014).

! State Administration of Taxation (China), Tax Treaty (RiMZs4), available at httpi/f
chinatax.goﬁmfnﬁlﬁ?ﬂllfnﬁlﬂmﬁndex.hmﬂ (last visited on 1 April 2015).

* Inland Revenue Department (Hong Kong), Double Taxation Relief and Exchange of
Information Arrangements, available at http:ﬁwww.ird.gomhkfenghaxfdtal.hﬂn
visited on 21 November 2014).
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relevant treaty countries. The OECD Model Tax Convention has introdygeg
the arbitration process as an extension of the MAP that serves to fxnham;é1 e
effectiveness of the procedure. Making reference to the OECD Model
Convention, Hong Kong has introduced the arbitration process in som
treaties. For example, Hong Kong/Guernsey Treaty provides that “wh
person has presented a case to the competent authority of a Contractin -
on the basis that the actions of one or both of the Contracting Pa.rhegs
resulted for that person in taxation notin accordance with the prm-’isi-:}ns»:ufa b
Agreement, and the competent authorities are unable to reach an agreem, ol
to resolve that case within two years from the presentation of the case to ¢
competent authority of the other Contracting Party, any unresolved issy
arising from the case shall be submitted to arbitration if both competeng
authorities and the taxpayer agree and the taxpayer agrees in writing to b ¢
bound by the decision of the arbitration board. These unresolved issues shall
not, however, be submitted to arbitration if a decision on these issues B
%gadde);j been r?ztfereg by a cmg:tbwf)r administrative tribunal of either Party,
sion of the arbitration d in a particular c indi
both Parties with respect to that case”. g wseshall be binding S8

"['h_e Mainland of China, however, has never included the arbitration
process in any of its tax treaties due to legal barriers and seems not to be
going to introduce it for the time being, despite the hot discussions by
mternaitlonal tax community on BEPS Action Plan 14 which reiterates
OECD's recommendation on arbitration as the final solution to unresolved
MAP cases. The SAT of the Mainland of China has focused more on
operational details of MAP by releasing Circular Guoshuifa [2005] 1154a
2005 and SAT Public Notice No.56 in 2013 in an effort to better serve resiqent
taxpayers doing business overseas. »

fi9-342 Exchange of Information ("EOI")

Tax treaties concluded by the Mainland of China andHong Kong with
other jurisdictions are similar in the wording of the provision concerning
exchange of information, but different in practice, which can be seen in
Circular Guoshuifa [2006] No.70 released by SAT of the Mainland of China
and Departmental Interpretation and Practice Notes No. 47 (“Notes No. 47)
issued by IRD of Hong Kong in 2014.

e In Flircular Guoshuifa [2006] No.70, the SAT of the Mainland of
China lays down the operational details in carrying out automatic
EOL, spontaneous EOI and EOI on request among different levels
gf Ctunese tax authorities, and states that the other 3 types of EOI,
i.e. simultaneous tax examinations, industry-wide exchange of
information, and tax examinations abroad, shall be implemented
under the guidance of SAT. In other words, all six types of
exchange of information recommended in the Manual approved
by the OECD Fiscal Committee in 2006 are accepted and put into

19-342 © 2015 Wolters Kluwer Hong Kong Limited
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practice in the Mainland of China. In contrast, Hong Kong's EOI
policy is that information will only be exchanged upon request,
and Hong Kong has not yet agreed to exchange information on
an automatic or spontaneous basis. Information, including bank
information, will only be supplied upon specific and bona-fide

ests received from the competent authority of a treaty partner
in justifiable cases.

In order to safeguard taxpayers’ rights, both Circular Guoshuifa
[2006] No.70 and Notes No. 47 put in place strict confidentiality
rules. Nonetheless, Circular Guoshuifa [2006] No.70* provides that
tax authorities can inform taxpayers, withholding agents or other
relevant parties of the purpose, source, and content of the exchanged
tax information, but does not indicate whether a notification or appeal
mechanism is applicable in the Mainland of China. Hong Kong,
how@ver, states in Notes No. 47 that the Commissioner must, prior to
tHe dlisclosure of any information in response to a disclosure request,
hotify the person who is the subject of the request by a written
notice, unless the Commissioner has reasonable grounds to believe
that all the addresses of the person known to the Commissioner
are inadequate for the purpose of giving the notification, or the
notification is likely to undermine the chance of success of the
investigation in relation to which the disclosure request is made.
Furthermore, the person may request the Commissioner, in writing,
to amend any part of the information to be exchanged, and specify
the manner in which he requests the information to be amended and
the grounds for the request, and submit any documentary evidence
in support. If the Commissioner refuses the request of the person to
amend any part of the information to be disclosed in response to the
disclosure request, that person may request the Financial Secretary to
review the Commissioner’s decision and to direct the Commissioner
to make the amendments. The Financial Secretary may approve,
either fully or partially, or refuse the request. A written decision
together with the reasons therefore will be given to the person, and
the decision of the Financial Secretary is final. Compared with the
Mainland of China, Hong Kong seems to attach more importance to
protection of the rights for those under EOI investigations.

119-343 Assistance in Collection of Taxes

The OECD Model Tax Convention provides in Article 27 that
contracting states shall lend assistance to each other in the collection of tax.
Despite the fact that the Mainland of China has not included this article
in any of its tax treaties, it signed the Multilateral Convention in August
2013, which “represented another significant step in the strengthening

2 See Article 27 of Circular Guoshuifa [2006] No.70, namely Manual on International
Exchange of Tax information.
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offset any amount of tax payable in Hong Kong. Un

principle, if an employment contract is n%ade 1% Hcrf;r!(}izg%fozs -
Hong Kong law, compensation paid under the contract — whet%;a:r i
within or without the territory — is chargeable under Salaries T:

a Hong Kong manufacturer has moved its production across thaxi;, '
but maintains its management, design or other functions in Hoe %
its profits may be apportioned on a 50/50 basis, meaning, half of ﬂr-:
are subject to Hong Kong tax. By the way, Article 4 of therMainJande 1
Arrangement has a similar provision allowing a Mainland Chinese o
to claim a c.redit for direct taxes paid in Hong Kong, although pre o
such credit is already allowed under Chinese domestic law. e

110-320 Tax Treaty Networks

Apart from domestic laws, double taxation
arrangements (“DTAs”) between governments help avoid ?1%111'1&1‘:[!:?;;8
problems by delineating and allocating their respective taxing power.
specific Incomes in cross-border activities. A comprehensive D'ISAE}"wers
deals 'Wlth_a w1de_ range of income and property taxes while a limited D
covers tax in specific areas such as income from international transporta
activities. As of March 2014, China concluded 101 CDTAs including thy
with Hong Kong and Macau with 99 being in effect.’ In addition, the :
has entered into over 30 limited DTAs on air transportation filboutB{]
maritime transportation, and over 20 on other international trans rtation
matters. Hong Kong, on the other hand, has much fewer DTASP‘:} =
As of November 2014, the territory has signed CDTAs with 31 ovemvmef:
including the one with Mainland China; of which, 27 are effectivg 7 Even ith
ggTA negotiations in progress with 14 other governments,® I-ior'e; ¥ e
3 TA network is less than half the size of Shanghai’s. Hong K%né d
ave limited DTAs covering air services and/or shipping incgine ‘with over

30 governments.'*
|

Hong Kong's narrower treaty network in comparison with ;
. - . - m
;)f Mainland Ch;nafShanghaJ is due not just to its sd'ne?i:iular system and
erritoriality basis of taxation which gives rise to few instances of double
;axa‘tion, but also to a lack of incentives or even reluctance on the part of
::;:Egn governments to sign CDTAs with the territory. First, as Hong Kong
- I;:m System causes few double taxation problems for foreign citizens
nd businesses, foreign governments feel little pressure to engage the

' State Administration of Taxation (China), Tax
: , Tax Treaty (Filre£y), avail o
chinatax.gov.cn/n810341/n810770/index himl (last sttt s rﬂoi‘;iﬁﬁ“zm? fi?.m e

1y IzﬂandRevenueDepamnent {(Hon, i greemen
: 1 g Kong), Comprehensive Double Taxation A luded,
: available at http://www.ird gov.hk/eng/tax/dta_inchtm (last visited on 10 No\nmf&f?ﬂcli)-
Inland Revenue Department (Hon iation i WWW.
I g Kong), Negotiatio Pro 7 i R
ird.gov.hk/eng/tax/dta3.htm (last visited on lga Nove;li;[er 26311‘:;35 D '

¥ Inland Revenue Department (Hon it greert,
! g Kong), Limited Double Taxation A ts, availabl
at http:ffwww.ud.gov.hkiengf tax/dta_ldta.htm (last visited on 10 Novembe:gﬂi;}. 1
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tory for treaty negotiations. Secondly, as reliefs for double taxation are
srocal under DTAs, there is little reason, from a reciprocity viewpoint,
a foreign government to hand out tax benefits to Hong Kong residents
pusinesses through a CDTA which would bring, however, little benefits
its own citizens and businesses. Thus, Hong Kong has had more success
th limited DTAs, because limited DTAs address real double taxation
sblems for both Hong Kong and foreign transportation companies.
o Kong's signing of CDTAs took off only after the first Mainland-HK
Arrangement in 1998, while the territory started to conclude limited

As since 1980s.

Absence of a broad treaty network would first and foremost

disadvantage Hong Kong-based businesses and investors. Among common
features in a/CDTA are mechanisms for passive income such as interest,
dividends-4ndl capital gains in the forms of reductions or exemptions in
* withholding its source. Take example of the China-US tax treaty which
provides-for a maximum allowable 10% tax on gross dividend and interest
paid b¥ a resident company if the recipient is a resident of the other country
“nu is the beneficial owner. Absent such treaty provisions, the US federal tax
i imposes a flat 30% withholding rate on the US-source interest, dividend
or other fixed or determinable annual or periodical (“FDAP”) income

earned by a foreign person. As the US treats Hong Kong as a tax jurisdiction
separate from Mainland China and there is no tax treaty between the US and
Hong Kong governments, a Hong Kong resident investing in the US would
be treated unfavourably compared to a Mainland China-based investor for
his US-source interest, dividend or other FDAP income. The absence of a
CDTA also leads to uncertainty. For inbound investment, profits are taxed
according to Hong Kong's source principle, which is not subject to a single
test or factor. If a CDTA exists, profits of foreign investment can be taxed
only if they are associated with a permanent establishment (“PE”). As a PE
has been better defined and understood, there is more certainty with regard
to the tax position of investors who are resident in a tax treaty country.
The same problem arises for outbound investment. Under US federal law,
a foreign person is subject to US tax rates on net income that is effectively
connected with the conduct of trade or business in the US. For the resident
of a country having a CDTA with the US, its profits are not subject to US tax
unless attributable to a PE in the US. Again there is more predictability for
the investor based on a jurisdiction benefiting from a CDTA with the US.

1110-330 Tax Information Exchange

International tax cooperation also aims at combating tax evasion
through information exchange and other judicial and administrative
assistance. CDTAs typically contain exchange of information (“Eol”)
clauses requiring governments to provide information to each other upon
request, automatically, or spontaneously, for purposes of administering
their respective tax laws. Tax information exchanges may also be achieved
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Hong Kang and Shanghai have been locked into a rivalry-cooperation
comparison for twenty years. Hong Kong was a British colony until
30 June 1997, and is a special administrative region (“SAR”) of the People’s
Republic of China (“China”) ever since. It has played a critical role in helping
the country’s opening-up and reform in the last three and half decades.
Historically, Shanghai was China’s modernisation pioneer and model. After
decades of economic autarky, the city began its revival in the 1980s. Today, itis
the country’s most prosperous sub-national unit. Hong Kong and Shanghai
rival in finance and business location. Hong Kong is, on a par with New York
and London, a top international financial hub, but the rise of Shanghai
Stock Exchange, the opening of Shanghai Head Office of the People’s Bank
of China and the launch of Shanghai Free Trade Zone (“SFTZ”) are omens
that the city could eclipse Hong Kong’s prominence in finance. As a prime

" The Chinese University of Hong Kong Business School. The author is grateful to Mr. Tao Peng
for his invaluable comments and suggestions on an early draft.
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location of choice for multinationals’ regional headquarters, Hong Kong feels
heat as businesses and entrepreneurs flocked to East China in recent years.
Shanghai’s GDP has overtaken Hong Kong’s since 2009. As of 2013, it was
about 23% larger. Though, Hong Kong still enjoys an edge over Shanghai for
GDP per capita. Meanwhile, the two cities also work together for win-win
outcomes. A recent example of cooperation is the Shanghai-Hong Kong Stock
Connect which both liberalises Mainland investment in Hong Kong stocks
and opens A shares listed in Shanghai for Hong Kong investment.

Tax is a subject of interest and comparison for understanding the two
cities. Tax burdens affect a business’s bottom line. Hong Kong’s simple
taxation system and low taxes are well known to investors. Taxation is about
more than a matter of cost to taxpayers. As an important link between a
government and its constituents, it not only shapes their relationship but
also reveals key features of governance. Taxation mirrors. governance,
and governance embodies taxation. Comparisons of the twe cities in terms of
tax administration and policies lead to deeper insights inio their respective
business environments in general and taxation systems in particular.
Finally, issues like international tax cooperation @i business reputation
unavoidably come to the mind of corporate ex=cutives and investors. It is
therefore amiss not to have comparative perspectives on those issues.

Keeping in mind that an apple fot apple comparison of the two tax
jurisdictions is neither sensical nor feasible as Hong Kong and Shanghai
have been moving along different trajectories for over one and half century,
this short paper focuses on selected themes that matter most from the
perspectives of businesses anc¢-observers. It starts with differences in tax
regimes, rates, policies anc wrocedural features, followed by discussions
on subjects of laws and institutions that affect tax law-making, tax
administration, and dicoute resolution in the two cities. It then focuses on
double taxation prchicins and reliefs, treaty networks, commitments to
tax information ‘sxcirange, as well as interactions between domestic law
and treaty rules in Hong Kong and Mainland China. It's worth noting that
China is a unitary country with the central government firmly in control
of tax matters, leaving a sub-national unit like Shanghai little say on most
tax matters. Also, specific information about taxation in Shanghai is not as
transparent and publicly available as that in Hong Kong. For those reasons,
information and discussion on taxation in China as a whole or in other parts
of the country can shed lights on tax situations in Shanghai as well.

110-100 Tax Regimes, Rates, Preferences, and Procedural
Characteristics

110-110 Hong Kong Tax Regimes and Rates

The “One Country, Two Systems” formula allows Hong Kong to
maintain a separate and independent taxation system, which has little
changed after the sovereignty handover of 1997. The territory’s tax system

910-100 © 2015 Wolters Kluwer Hong Kong Limited

®



®

Chapter 10 Hong Kong v Shanghai: A Tale of Two Tax Jurisdictions 221

is best known for its simplicity, with only about a dozen of taxes currently
effective. Direct taxes include: Property Tax, taxing real property rentals;
Salaries Tax, levied on individuals” employment-related income; and Profits
Tax, affecting business income of individuals and corporations. Among
indirect taxes with revenue significance are: Stamp Duty which is levied
on property transactions, stock trading, and real property leasing; Betting
Duty which is charged on receipts or proceeds from betting on horse racing,
football matches, lotteries and cash sweeps; and a levy on the ownership of
real property, called “Rates”.

There are no general sales or consumption taxes except for those on
hydrocarbon oil, tobacco, alcoholic products, and motor vehicles.! Estate
Duty or “death tax” was abolished since 2006. Moreover, Hong Kong has
no gross income concept. Its income taxes follow the “schedular system”
under which an income is taxable only if it is specifically subjected to tax
by law. Thus, as none of Property Tax, Salaries Tax o= Profits Tax covers
income or gains from investment activities, one’s capital gains, dividends
and interest payments are tax-free unless such income is derived from one’s
business operations. As a result, shareholders taz¢ no double taxation for
their dividend incomes. Hong Kong also actheres to the source/territorial
principle to determine taxable incomes, with no tax onincomes of Hong Kong
residents and companies derived from outside the territory.

Direct tax rates in Hong Kang are low and simple. The rates for
Profits Tax are fixed: 15% for wuriiiicorporated businesses; and 16.5% for
corporations. So is that of Prope:ty Tax (15%). Salaries Tax adopts two sets
of rates: a progressive set “xom 2% to 12% on the first three HK$40,000
segments of net income;ana 17% on the remaining net income; and a fixed
rate of 15% on incom= before deductions and allowances. Tax is computed
under both sets of retes and payable according to the lower one.

110-120 Ta./R<yimes and Rates in Shanghai

In Mainland China, the central government legislates on all matters
concerning taxation in the country. Since the mid-1990s, on the basis of
which treasury the collected revenues should go, taxes have been divided
into national taxes (“[=/%2”) which finance the central government budget;
local taxes (“#3%:”) which go to the coffers of sub-national and lower level
governments; and shared taxes (“7jf{%”) which provide revenues to be
shared between the central and local governments. Two lines of tax agencies
now exist in the country: National tax bureaus (“[=%:5}”) from the national
to county levels which are in charge of collecting and administering national
and shared taxes; and local tax bureaus (“£4%:5}”) from the sub-national
to county levels which act on concerns of local taxes. At the top is the
State Administration of Taxation (“SAT”) (“[E5%: 7 |lW”), which works

1 Other indirect taxes are air passenger departure tax, royalties and concessions, and certain fees
and charges that can be classified as taxes. A hotel accommodation tax is currently waived.
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closely with the Ministry of Finance (“MOF”) (“[If{*#[!”) to regulate matters
of national taxation and make policies for matters of local taxation. However,
the central government allows sub-national and local governments to
regulate certain local tax matters. Shanghai is the only sub-national unit
which combines Shanghai Municipal Office, SAT and Shanghai Municipal
Bureau of Taxation into a single unit, yet officially wearing two separate
hats, respectively.

Shanghai like the rest of China collects no less than sixteen taxes,
ranging from main revenue sources such as Value Added Tax (“VAT”)
(“3ETif7"), Business Tax (“¥y:I'’5%"), consumption tax (“Jf[#%:”), Enterprise
Income Tax (“EIT”) (“{-I'ArtH%E”) and Individual Income Tax (“IIT”)
(“F ~FEFHEHRBY) to less important ones like Fixed Assets Investment
Orientation Regulation Tax (“[iil' & f&ri[fi| % ™%2”) and Resources
Tax (“# %), China embraces the concept of gross incorie for EIT and,
to some extent, for IIT as well. Both the residence and soui2 (or territorial)
principles apply to determine taxable incomes. The residence principle
taxes a Chinese resident’s income whether originated within or without the
Chinese territories, whereas under the source or terriicrial principle, income
from a domestic source is taxable no matter ‘wi.ether the recipient is a
Chinese resident or not. Unlike the US tax system which extends its reach to
all citizens, however, the residence principls «s adopted in China is confined
to those who maintain habitual residence ‘nrough household registration,
family, economic, or other relationshir's.' The fact that an individual holds
the Chinese passport does not automatically make the person tax resident.

Tax rates in China are neither low nor simple. Apart from a standard
rate of 17% and a lower rats.ot 13%, VAT has a zero rate for exports, a 3%
rate for small VAT taxpayers, and other rates for transactions such as those
not eligible for tax credits. Business Tax contains nine sectors or categories
of activities with rafes =anging from 3% to 20%. While resident enterprises’
incomes are subjectio a 25% flat rate and non-resident enterprises” incomes
to a nominal 20% rate, reduced rates may also apply to taxable incomes
of enterprises under various preferential arrangements. Rates under IIT
are most complex: a progressive rate from 3% to 45% applies to salaries
and wages; a progressive rate of 5% to 35% to individuals’ business and
production incomes; a 14% effective rate to royalties from publications;
a progressive rate of 20% to 40% to income from labour and services other
than salaries and wages; a flat rate of 25% to incomes such as licensing fees,
interest, dividends, rents, capital gains and other one-time incomes; a 10%
preferential rate for rentals of residential properties.

110-130 Features of Two Tax Regimes
Apart from rates, Hong Kong rules tend to reduce tax burdens in other

ways. Taxable income under Salaries Tax typically excludes incomes in kind
(except for stock options), whereas IIT includes incomes both in cash and
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in kind. Like most developed economies, Hong Kong provides an allowance
for taxpayers themselves as well as allowances for members of family and
dependents when computing Salaries Tax liabilities. Taxpayers may also
claim deductions for outgoings and expenses for the production of assessable
income, and deductions, subject to caps, for expenses for self-education, home
loan interest, contributions for retirement funds, and charitable donations.
A Chinese salary or wage earner is given a universal basic allowance, but no
allowances for spouse and other dependents. In Hong Kong, as only Salaries
Tax provides progressivity, deductions and allowances, an individual
is entitled to what is known as “Personal Assessment”, which allows the
taxpayer to benefit from progressivity, deductions and allowances even for
the incomes that are taxed under Property Tax and Profits Tax.

For calculating business earnings and profits, while both jurisdictions
allow deductions for a number of items, EIT rules in Ma'riland China tend
to be more restrictive than those in Hong Kong. For-instance, Mainland
Chinese law allows interest deduction only to the extent of the comparable
rates charged by financial institutions in the Maintand, whereas Hong Kong
law contains no such restrictions. While ©cili jurisdictions require,
for determining deductibility, interest expenses to be incurred for the
production of taxable income, Hong Kong’s Court of Final Appeals (“CFA”)
has taken a more liberal view that such ¢xjpenses are deductible even if their
purposes were not wholly or exclucively for income production.? While
losses can be carried over for a maxamum of five years under EIT, there is no
limitation on how long they can be carried over under Profits Tax.

110-140 Tax Preferences

The start of China's economic reform and opening-up in the late
1970s was accompanied, first and foremost, by tax preferences offered
to overseas invecrtcrs. The importance of tax incentives was underscored
by the fact thai the country did not even have any modern income tax
systems in place at that time. So foreign experts were invited to advise
the authorities on new tax rules and legislations specifically applied to
foreign investment were adopted to show that the post-Mao leadership
would embrace overseas capital and technology with open arms. In the
next several years, preferential tax treatment proliferated with various
schemes and multiple targets.> Although Shanghai was not among the first
four special economic zones (“SEZs”), it became in 1984 one of the fourteen
cities designated as “Coastal Open Cities” with special tax treatments
for promoting high-tech development and industrial revitalisation.
By early 1990, the Pudong New District was established with preferential
tax schemes comparable to those of SEZs. With mounting problems of tax

2 Zeta Estates Limited v Commission of Inland Revenue [2007] 2 HKC 527.

3 Zhaodong Jiang, China’s Tax Preferences to Foreign Investment: Policy, Culture and Modern
Concepts, Northwestern Journal of International Law & Business (1998), Vol. 18 No. 3, 549,
pp549, 550-51.
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equity, domestic discontent and revenue concerns, however, the Chinese
government gradually started, since late 1990s, to do away with many of
preferential tax measures reserved for foreign investment.

Today, numerous tax preferences targeting sectors such as hi-tech,
renewable energy and agriculture still exist, but they may not particularly
favour foreign investment. Some of them in fact discriminate against foreign
business. For example, it is reported that certain tax exemptions are available
to domestic authorised securities investment funds, but not to foreign
funds.* The recently launched SFTZ has yet to announce tax measures to
attract business. On the other hand, a number of tax benefits for foreign
employees remain in place. Thus, expats are tax exempt for a number of
fringe benefits including housing, meal and laundry allowances received in
a non-cash form or on a reimbursement basis, reimbursement of relocation
expenses, travel allowance, home leave allowance, language training and
children education allowance. Also, a foreign individual vt iives in China
for more than one year but less than five years may 110:-be taxed for his
foreign-source income, even if the individual should 'iave otherwise met the
threshold of being a PRC tax resident.

Hong Kong has never been enthusiactic 2bout granting preferential
tax treatment to attract foreign investmen’. i1 Hong Kong tax regimes are
business-friendly, they are open and available to both domestic and foreign
businesses and do not discriminate .against particular industries. Several
reasons underlie Hong Kong’s shynessirom tax preferences. There is a belief
that government should not be the one to pick business winners. Carving
out special treatment might ulicermine the integrity of tax law. It is also
concerned that an attempt tc tise tax preferences might add to the perception
that Hong Kong engages in liarmful tax practices. On the other hand, in the
absence of targeted tax-policies, as a recent study argues, Hong Kong might
not be able to effeciively promote the development of industries such as
shipping and firisticial services where Hong Kong can excel.” In contrast,
the SAT, in an eftort to promote Shanghai as an international maritime
centre, decided in 2009 to exempt Business Tax for shipping operations in a
bounded area of the city.

110-150 Procedural Differences
Procedural differences which might look trivial could also have

substantive impact on taxpayers. For instance, in Shanghai as in the rest
of China, salaries and wages are reported, and taxes are calculated and

¢ KPMG, The Impact of Tax Treaty Trends in the Asia-pacific Funds Sectors, available at https://
www.kpmg.com/CN/en/IssuesAndInsights/ArticlesPublications/Documents/tax-treaty-
aspac-funds-O-0902.pdf (last visited on 25 March 2015).

> The Taxation Institution of Hong Kong, Study on the Competitiveness of the Hong Kong Tax
System, February 2014, available at http://www.tihk.org.hk/v2/news/tihk/7 (last visited on
25 March 2015).
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payable, on a monthly basis in contrast to the yearly filing and reporting
in Hong Kong. A monthly filing and reporting system is not only more
cumbersome but also disadvantageous to taxpayers whose incomes from
wages and salaries are volatile throughout the year. Employers in Mainland
China are required to withhold taxes on wages and salaries on a monthly-
basis whereas employers in Hong Kong are not. The latter only have to
report the earnings of employees to the territory’s tax authorities yearly.
Compliance costs under China’s IIT are likely higher for both employers and
employees than those under Hong Kong’s Salaries Tax.

110-200 Law, Institutions, Tax Administration and Dispute Resolution

A comparison of the two tax jurisdictions would be incomplete
without examining how legal and institutional factors influence and interact
with tax administration. Tax is a matter of law in modern societies, as all
tax issues should be fixed by law and not subject to th=.whims of those in
power. One way to evaluate the relationship betweer:-taxation and law is
through the prism of the rule of law. The rule of law typically comprises the
following key concepts: separated law making a:ii law executing powers;
meaningful constraints on officials” act; and 2n independent judiciary.

9110-210 Tax Laws

Hong Kong inherits a commor. law tradition. Its tax laws refer to
the legislation (Inland Revenue Q:dinance, Stamp Duty Ordinance, etc.),
subsidiary legislation like the fnland Revenue rules, — both adopted by the
Legislative Council — and «<levant orders by the Chief Executive whose
continuing binding force riecds legislative approval. Hong Kong judiciary’s
interpretations of taxlegiclation form case law. Hong Kong’s tax legislation,
like those in other rodern tax systems, often uses broadly wording
provisions whick, \without interpretations or rules for implementation,
could lead towiicertainties. While the Inland Revenue Department (“IRD”),
the executive branch’s arm in charge of administering and collecting tax,
plays a central role in preparing tax legislative bills, it cannot unilaterally
make laws without legislative approval. The IRD has indeed issued
documents commonly known as Departmental Interpretation and Practice
Notes (“DIPNs”) to explain its views on statutory provisions. DIPNs have
no binding force on taxpayers. But IRD officials are expected to follow them.
The Commissioner of Inland Revenue (“Commissioner”) can assess up to
a maximum of three times an additional tax as a form of penalty and the
IRD has published guidelines regarding the discretion to be exercised by
the Commissioner. Under the IRD guidelines, one part of the additional tax
is called “normal loading” which ranges from 5% to 210%. To impose the
maximum 210%, an intentional disregard of law on the part of the taxpayer
need be shown. Another part is intended for commercial restitution with a
rate fixed according to the best lending practice. The statute of limitation for
the IRD to make tax assessment is generally 6 years; but if fraud is involved,
it is extended to 10 years.
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Mainland China started to embrace a modern legal system relatively
recently. Despite Beijing’s efforts to promote the rule of law, the idea that
government power is subject to law has not taken root. What counts
as tax law in China must take into account the country’s tradition. The
country’s traditional legal system identifies with its political hierarchy.
Thus, a superior’s order is binding on his subordinates in the sense that
disobedience is punishable. While China’s formal constitutional order today
embraces modern institutional features such as a more or less specialised
law making body, the legacy of the order-qua-law tradition continues under
the one-party political system. Under China’s constitution today, not only the
legislature, but also the executive branch as well as its various departments
can issue normative documents binding on their subordinates. For decades,
VAT, Business Tax, Consumption Tax and most other indirect taxes have
been regulated, not by legislation, but by the provisional regulations of
the State Council. Meanwhile, the SAT and MOF have the vawer to issue
rules and regulations for tax officials and taxpayers across the country
to follow. As tax legislation and the State Council’s regtlations lay down
general principles often with undefined concepts and sparse provisions, it
is the role of the SAT and MOF to provide definitiv:nis, interpret rules, and
fill up gaps. Therefore, what constitutes China’s VAT law is not limited to
the State Council’s provisional regulations, btit_nust include a myriad of
piecemeal notifications (“3]*!”), announceriicats (“* "), letters (“[}”) and
other similar documents issued by the SAT"and/or MOF, the substance of
which can be changed any time. The sanie can also be said with regard to
Business Tax, Consumption Tax ana.many other taxes. Only a handful of
taxes like EIT and IIT are based ori an enactment of the country’s legislature.
While a sub-national tax burcau like the one in Shanghai has not been
constitutionally authorised tossue rules of its own to bind its subordinates,
it may do so as a matter of practice within its jurisdiction and as long as
what it said has not been disapproved by its superiors.

110-220 Tax Cffi<iais' Discretion

China’s order-qua-law tradition has deep imprints on tax
administration. As part of its political power over subordinates, a superior
can set revenue targets for tax collectors. It is common practice that tax
officials are tasked with collection quotas to be fulfilled. As no one can
effectively serve two masters, the question rises as to whether tax officials
follow law’s requirements or carry out collection targets set by their
superiors. Presumably, if tax officials are strictly bound by law, they may
miss their revenue targets, especially, when such targets are too ambitious.

To address this dilemma, Chinese laws give tax authorities discretions
to assess taxes and determine taxpayers’ liabilities. First, tax officials’
discretion for assessing penalties is broadly stated. Penalties up to five times
the amount of tax due can be imposed whenever taxpayers are found not
to report incomes or pay taxes. There are no known standards on how this
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wide range of discretion should be constrained. Secondly, Mainland Chinese
finance and tax authorities maintain tight regulations over the distribution
and usage of business invoices (tax receipts). For instance, only sub-national
tax authorities can designate printers to produce invoices; no one can
produce invoices without such authorisation; only qualified individuals
and entities have access to official invoices; only the one who is the lawful
recipient can be the user of an invoice and only for an authorised purpose.
Fines are imposed on those who committed infractions. Controls are tighter
and penalties more severe in the case of violations of regulations on VAT
invoices. Officials” broad discretion can also been seen in how tax liabilities
are assessed. Formally, tax liability is to be determined on the basis of
accounting information on turnovers, incomes, profits, etc. But tax officials
may also assess tax liability by assuming or deeming income or profits in
the absence of accounting information. The statute of limitation is three or
five years for ordinary cases of tax deficiencies. There is ric time limitation,
however, if tax evasion, resistance to pay tax or tax frau is involved.

Giving tax collectors too much discretion is rigky tor abuse, undermining
law’s authority and causing resentment and coniusion among taxpayers.
It has been a time-honoured practice for lower citicials to report those cases
where there is a difficulty or uncertainty on points of law and policy to their
superiors for instructions. Cases with mos* difficulty and uncertainty can go
all the way to the SAT for instructions. Instructions or opinions of the superior
bind officials at lower levels. They-~lso provide guidance for future similar
cases. This report-for-instruction practice becomes an effective way of tax law
making. In taxation, law and government administration are intertwined.®

1110-230 Tax Dispute Resclution

In Hong Kong, the taxpayer may object to the Commissioner’s tax
assessment by filing an appeal with the Board of Review, an independent
tribunal comjosed of businessmen, legal and accounting professionals,
and academics. The decision of the Board of Review panel is final unless
a party makes an application requiring the Board of Review to state a
case on a question of law for the opinion of the Court of First Instance.
Members of the Board of Review have not hesitated to rule against the
Commissioner if law requires. In one case in which this author was a panel
member, the Board of Review allowed the taxpayer’s appeal against the
IRD’s assessment that taxed holiday allowance.” While such allowance was
tax-exempt under the then legislation, the IRD’s longstanding view was
that certain conditions should be satisfied before the allowance could be
accepted. The panel rejected this view because it was unwarranted under
the relevant legislative provision.

¢ Zhaodong Jiang, The Administrative Use of Law in China: The Baori Golf Club Tax Case,
Columbia Journal of Asian Law (1998) Vol. 12 No. 2, 191, pp191-249.

7 Inland Revenue Board of Review Decisions Case No. D21/00, available at http://www.info.gov.
hk/bor/en/docs/d2100.pdf (last visited on 24 March 2015).
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The Hong Kong judiciary gets involved in adjudicating tax disputes
through a transfer of appeals from the Board of Review to the court or by
way of case stated after the Board of Review’s decision. Hong Kong courts
often take positions contrary to those of the revenue authorities. In the recent
case of Nice Cheer Investment Limited v Commissioner of Inland Revenue, the
highest court of the SAR agreed with the lower courts that unrealised gains
on the revaluation of trading investments were not taxable, but unrealised
losses on the same investments in another year were deductible for purposes
of computing profits tax.® Other high-profile court decisions in favour of
taxpayers include: ING Baring Securities (Hong Kong) Ltd v Commissioner of
Inland Revenue,’ in which the CFA ruled that commissions, placement fees
and marketing income derived from securities traded on stock exchanges
outside the territory were not taxable under the territorial principle, and
Commissioner of Inland Revenue v Li & Fung (Trading) Ltd.,"® where the Court
of Appeal dismissed the Commissioner’s appeal, and upheldthe judgement
of the lower court that the net commissions earned on ordeis irom overseas
customers were not chargeable to Profits Tax. Of the 11 CFA: cases on Profits
Tax since 1999, five were decided for the revenue authorities, and in the
other six cases, the taxpayers were vindicated either wholly (four cases) or
partly (two cases).

Under Chinese law, when taxpayers qisagree with tax authorities’
decisions, they can apply for administrati /e reconsideration (“/7[*[1i%")
with the superior organisations of the afiials who have made the decisions.
If they are dissatisfied with the resu'ts of administrative reconsideration,
they can file administrative litigatios (7 [*712") against the tax authorities.
Administrative reconsideratioii.can be bypassed if taxpayers object to the
authorities’ decisions conceining penalties, enforcement or temporary

protective measures.

The role of Chiriese courts in handling tax disputes — whether
nationwide or iri5hanghai — was minimal and, in any event, discouraging
to taxpayers. In 2013, out of a total of 123,194 administrative litigation cases
decided nationwide, 362 (or less than 0.3%) involved tax authorities as
defendants. Among them, 40 cases were summarily dismissed and 198 were
withdrawn by their plaintiffs. For those that reached the merits, only about
30 were decided somehow favourably to the plaintiffs." In 2011, 405 out of
136,353 administrative litigation cases were classified as tax-related; 25 were
dismissed, 225 withdrawn, and in only about 15 cases did the plaintiffs

8 Nice Cheer Investment Limited v Commissioner of Inland Revenue [2012] HKCA 257.
% ING Baring Securities (Hong Kong) Ltd v Commissioner of Inland Revenue [2007] HKCFAR 417.
10 Commissioner of Inland Revenue v Li & Fung (Trading) Ltd. [2012] HKLRD 8.

" The Situation of First Instance Administrative Cases in Courts 2013 (2013 F = [k [k iR i
- Hi% (F1FI), available at http://www.lawyee.net/OT_Data/Judicial_Stat_Display.
asp?StatID=923 (last visited on 24 March 2015).

2 This author has been unable to locate any corresponding statistics for the year of 2012.
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appear to be able to claim some victories.” For Shanghai, on average around
2,000 administrative litigation cases were brought in the city annually in
recent years,” while a breakdown on how many of them concerned tax
disputes is unavailable. This author has located Shanghai courts” decisions
or judgments in 25 cases concerning tax administration and collection
since 1999: eight ended by the plaintiffs’ withdrawals and the remaining
17 were all decided against the plaintiffs.

One reason for the paucity of tax litigation cases both nationwide
and in Shanghai is that the authorities strive to handle tax disputes
administratively. Shanghai’s tax authorities have been promoting the use
of settlement and mediation to resolve problems with taxpayers during
the administrative reconsideration procedure. Typically, if the officials can
exercise discretion in a case, and their decision is challenged, they would
be willing to compromise in order for the taxpayer t> withdraw their
objections. The fact that nationwide more than half st tax administrative
litigation cases ended with the plaintiffs’ withdrawal hints the willingness
of tax authorities to reach a compromise even pending litigation. The official
attempt of avoiding open disputes in court stem: ‘rom the perception that
litigation is bad for the image of the tax autnorities; and that litigation
occurs either because tax officials have not-done a good job or because
the taxpayer has unreasonable demara:. To show they do a good job,
tax officials are encouraged to nip disputes in the bud. Meanwhile, Chinese
taxpayers try to avoid legal confret.tations with tax officials as well. Apart
from the influences of an anti-litigation culture, Chinese taxpayers are
acutely aware that their charices of winning against the tax authorities
in court were minuscule. <Liespite a constitutional promise for judicial
independence, tax adminisirative litigation cases testify to the country’s
difficulty to establish the credibility of an independent judiciary as far as
disputes between officials and taxpayers are concerned. As mentioned
earlier, administraiive officials have been actively and extensively involved
in the country’s iax law making. Judicial deference is the rule rather than
the exception. Even if they could win, taxpayers must have dreaded the
consequences of alegal victory over tax authorities. In taxpayers’ own words,
“you may win once in court but will lose for the rest of your life”. This refers
to a justified fear that after losing the lawsuit, the local tax authorities could
harass the taxpayer with repeated audits.

3 The Situation of First Instance Administrative Cases in Courts 2011 (20115 = EREFEFZE! i~
- Hi% (F1FY), available at http://www.lawyee.net/OT_Data/udicial_Stat_Display.
asp7£tatID 40 last visit on 24 March 2015).

1 There were 2710 cases in 2013, see Shanghai Municipality Higher People’s Court Work Report 2014,
available at http://shfy.chinacourt.org/article/detail/2014/02/id/1216293.shtml (last visited
on 24 March 2015); 1803 cases in 2011, see Shanghai Municipality Higher People’s Court Work
Report 2012 http://shfy.chinacourt.org/article/detail/2012/10/id/672008.shtml (last visited on
24 March 2015); and a total of 9976 cases during five years between 2008 and 2012, see Shanghai
Municipality Higher People’s Court Work Report 2013, available at http://shfy.chinacourt.org/
article/detail/2013/04/id/933258.shtml (last visited on 24 March 2015).
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1110-240 Certainty and Predictability of Tax Law

For observers, China’s tax laws can change fast and drastically over
a short period of time. The current VAT and Business Tax were introduced
in 1994, with the former mainly applying to sales of goods and the latter
covering provision of services, sales of real property, and transfers of
intangibles. Yet, starting from 2012, a major overhaul of the two indirect
taxes has taken place, with transportation, and many services being moved
from Business Tax to VAT. Like many other reforms in China, this one began
on a trial basis in Shanghai first, and has since quickly spread to other
cities. The two taxes differ not only in rates (VAT's rates are typically higher
than those under Business Tax) but more importantly in how the amount
of tax payable is calculated. While both taxes are collected at each stage
in the supply chain, most VAT taxpayers can typically claim a credit for
input VAT paid, but taxpayers of Business Tax cannot. However, for many
businesses, additional staff costs to handle complexity of VAT and rigid rules
for claiming VAT input credit would likely outweigh anj benefits gained
from VAT credit allowances. As two tax practitioners liave noted, the reform
“has the unfortunate consequences of placing an unduveburden on taxpayers,
particularly those businesses which are requirea ‘o comply with (potentially
burdensome) regularly requirements, when.oniy short notice is given”."s

Fast and drastic tax law changes‘aie unimaginable in Hong Kong
where any attempt to overhaul the tax.system must go through a lengthy
public consultation process first before ic can be tabled for legislative debates.
Several years ago, a government proposal for introducing a general sales tax
modelled on VAT was shot dcwn after strong public opposition emerged.
Admittedly, taxation is a politically sensitive matter, subject therefore to
changes whenever politics warrants. No one should expect tax laws to be
fair and just to the satistaction of everyone. On the other hand, precisely
because of tax’s ceriral'role in the government-citizen relationship, there
should be mechariisms to make it possible for taxpayers to have an idea
about the likely tax consequences of a planned action. This has been partly
achieved in Hong Kong through advance ruling.

A taxpayer may apply for a fee to the Commissioner for a ruling
on how tax law applies to him/her or an arrangement, plan or a proposal
he/she submits. Falling within advance ruling are issues concerning
service companies, profit locality, stock borrowing and lending, royalty
payment, collective investment schemes, general anti-avoidance provision
including transfer pricing issues, etc. After a ruling is made, it is final
and the Commissioner will apply it in relation to the applicant and the
arrangement in question. On the other hand, the taxpayer is still able to
object to an assessment made in accordance with the ruling. Advance

5 Sarah Chin and Polly Wan, How is China’s VAT Reform Progressing?, Asia-Pacific Journal of
Taxation (2013), Vol. 17 No. 2, pp22, 27.
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ruling can therefore provide predictability of tax law, promote consistency
in tax administration and minimise tax disputes. In China, businesses may
conclude advancing pricing arrangements with tax authorities in relation to
pricing principles and calculation methods for intercompany transactions in
the future. But otherwise, tax bureaus may not provide services similar to
Hong Kong’s advance ruling to taxpayers, although it seems that the advance
ruling channel may be available to selected taxpayers on a trial basis. In any
event, the legal effect of an arrangement with the tax authorities in Mainland
China can be subject to uncertainty if there is a change of personnel within
the tax bureau in question or a superior organisation chooses to intervene.

1110-300 Reliefs for Avoiding Double Taxation, Tax Treaty Networks
and Information Exchange

110-310 Double Taxation and Reliefs

As China embraces both the residence and touirce principles in its
income tax systems, double taxation problems lil‘eiy arise for inbound and
outbound businesses. This is the case when a foreign investor earns profits
from its China operation and at the same tiine its home country taxes its
income earned overseas. Meanwhile, the vroiits of a China-based company
from a foreign jurisdiction are taxable ir: both the foreign jurisdiction under
the source principle and China unz<r the residence principle. As double
taxation imposes additional cogicon taxpayers and distorts business
decisions, domestic law may provide reliefs by permitting taxpayers to
claim either a foreign tax credut subject to certain limits or deduction for
income tax paid in fOI‘GlgT" iuvisdictions. Chinese law contains both reliefs.
The amount of such credit is limited to the amount of tax liable under
Chinese law for that year. Any excess credit may be carried over for five
years. Moreover, if a taxpayer has taxable income from two or more foreign
jurisdictions, ths anwount of credit must be calculated separately for the tax
paid in each jurisdiction. There is no distinction, however, between different
types of income such as general v passive categories under Chinese law.

As a result of its territoriality basis of taxation and its schedular
system, Hong Kong is faced with much less double taxation problems
than Shanghai. But problems may nevertheless arise. Profits which are
assessable under Profits Tax may have already been taxed in a foreign
jurisdiction. In such case, a deduction for foreign taxes paid is, subject to
certain qualifications, allowed. Meanwhile, foreign tax credit is allowed
if provided in an intergovernmental tax arrangement. Under Article 4 of
the Arrangement between the Mainland China and the Hong Kong Special
Administrative Region for the Avoidance of Double Taxation on Income
(“Mainland-HK Tax Arrangement”) (as Hong Kong is part of China,
the document is not titled “Convention”, “Treaty” or “Agreement”), when
a Hong Kong resident’s income from Mainland China is also taxable in
the territory, any tax paid in the Mainland can be allowed as a credit to
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offset any amount of tax payable in Hong Kong. Under Hong Kong’s source
principle, if an employment contract is made in Hong Kong or governed by
Hong Kong law, compensation paid under the contract — whether received
within or without the territory — is chargeable under Salaries Tax. When
a Hong Kong manufacturer has moved its production across the border,
but maintains its management, design or other functions in Hong Kong,
its profits may be apportioned on a 50/50 basis, meaning, half of the profits
are subject to Hong Kong tax. By the way, Article 4 of the Mainland-HK Tax
Arrangement has a similar provision allowing a Mainland Chinese taxpayer
to claim a credit for direct taxes paid in Hong Kong, although presumably
such credit is already allowed under Chinese domestic law.

1110-320 Tax Treaty Networks

Apart from domestic laws, double taxation agreements or
arrangements (“DTAs”) between governments help avoi< double taxation
problems by delineating and allocating their respective iaxing powers on
specific incomes in cross-border activities. A comprekensive DTA (“CDTA”)
deals with a wide range of income and property taxcs while a limited DTA
covers tax in specific areas such as income from iaternational transportation
activities. As of March 2014, China concluded 101 CDTAs including those
with Hong Kong and Macau with 99 being iri eitect.'® In addition, the country
has entered into over 30 limited DTAs on air transportation, about 30 on
maritime transportation, and over 20.cn other international transportation
matters. Hong Kong, on the other rand, has much fewer DTAs overall.
As of November 2014, the territorj~nhas signed CDTAs with 31 governments
including the one with Mainland China; of which, 27 are effective.”” Even with
CDTA negotiations in progress with 14 other governments,'® Hong Kong's
CDTA network is less thari-half the size of Shanghai’s. Hong Kong does
have limited DTAs covering air services and/or shipping income with over
30 governments."

Hong Kong's narrower treaty network in comparison with that
of Mainland China/Shanghai is due not just to its schedular system and
territoriality basis of taxation which gives rise to few instances of double
taxation, but also to a lack of incentives or even reluctance on the part of
foreign governments to sign CDTAs with the territory. First, as Hong Kong
taxation system causes few double taxation problems for foreign citizens
and businesses, foreign governments feel little pressure to engage the

16 State Administration of Taxation (China), Tax Treaty (Blf¥ % ZY), available at http://www.
chinatax.gov.cn/n810341/n810770/index.html (last visited on 10 November 2014).

7 Inland Revenue Department (Hong Kong), Comprehensive Double Taxation Agreements Concluded,
available at http://www.ird.gov.hk/eng/tax/dta_inc.htm (last visited on 10 November 2014).

8 Inland Revenue Department (Hong Kong), Negotiation in Progress, available at http://www.
ird.gov.hk/eng/tax/dta3.htm (last visited on 10 November 2014).

¥ Inland Revenue Department (Hong Kong), Limited Double Taxation Agreements, available
at http://www.ird.gov.hk/eng/tax/dta_ldta.htm (last visited on 10 November 2014).
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territory for treaty negotiations. Secondly, as reliefs for double taxation are
reciprocal under DTAs, there is little reason, from a reciprocity viewpoint,
for a foreign government to hand out tax benefits to Hong Kong residents
and businesses through a CDTA which would bring, however, little benefits
to its own citizens and businesses. Thus, Hong Kong has had more success
with limited DTAs, because limited DTAs address real double taxation
problems for both Hong Kong and foreign transportation companies.
Hong Kong’s signing of CDTAs took off only after the first Mainland-HK
Tax Arrangement in 1998, while the territory started to conclude limited
CDTAs since 1980s.

Absence of a broad treaty network would first and foremost
disadvantage Hong Kong-based businesses and investors. Among common
features in a CDTA are mechanisms for passive income such as interest,
dividends and capital gains in the forms of reductions ¢x exemptions in
withholding its source. Take example of the China-L'> tax treaty which
provides for a maximum allowable 10% tax on gross c¢ividend and interest
paid by a resident company if the recipient is a resident of the other country
and is the beneficial owner. Absent such treaty pirc visions, the US federal tax
law imposes a flat 30% withholding rate on tt.ie Us-source interest, dividend
or other fixed or determinable annua! or._periodical (“FDAP”) income
earned by a foreign person. As the US treats Hong Kong as a tax jurisdiction
separate from Mainland China and there is no tax treaty between the US and
Hong Kong governments, a Hong Korng resident investing in the US would
be treated unfavourably compared. to a Mainland China-based investor for
his US-source interest, dividena or other FDAP income. The absence of a
CDTA also leads to uncertairity. For inbound investment, profits are taxed
according to Hong Kong’s source principle, which is not subject to a single
test or factor. If a CD'T'A exists, profits of foreign investment can be taxed
only if they are associated with a permanent establishment (“PE”). As a PE
has been better d¢tined and understood, there is more certainty with regard
to the tax positicn of investors who are resident in a tax treaty country.
The same probiem arises for outbound investment. Under US federal law,
a foreign person is subject to US tax rates on net income that is effectively
connected with the conduct of trade or business in the US. For the resident
of a country having a CDTA with the US, its profits are not subject to US tax
unless attributable to a PE in the US. Again there is more predictability for
the investor based on a jurisdiction benefiting from a CDTA with the US.

1110-330 Tax Information Exchange

International tax cooperation also aims at combating tax evasion
through information exchange and other judicial and administrative
assistance. CDTAs typically contain exchange of information (“Eol”)
clauses requiring governments to provide information to each other upon
request, automatically, or spontaneously, for purposes of administering
their respective tax laws. Tax information exchanges may also be achieved
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through standalone tax information exchange agreements (“TIEAs”)
between governments. Again, as tax regimes vary, not every country shares
the same interest or incentive in exchanging tax information. Jurisdictions
like the US and China —both embracing the residence principle and a concept
of gross income — are facing more tax evasion problems as information
about their residents and citizens’ foreign source incomes is harder to come
by than that on their domestically-sourced income. They naturally support
a strong and extensive network of tax information exchanges between
governments. Apart from tax information exchange clauses in its CDTAs,
China has entered into TIEAs with ten governments, nine of them taking
effect. It signed the Convention on Mutual Administrative Assistance
in Tax Matters pending approval by the country’s legislature. It has also
accepted the Model 2 Intergovernmental Agreement to exchange financial
information with the US. China’s tax authorities successfully collected over
one billion Yuan in overdue tax in 2012 thanks to informatiori=xchanges.

Hong Kong’s schedular and territorial taxation systerm has no interest
in its residents’ investment income as well as foreign-source income.
An obligation to exchange tax information with foreigit governments would
add costs and burdens to both government and hucinesses, and at the same
time threaten to infringe upon taxpayers’ freedom and rights, poisoning
therefore the tax environment for commerce. /At the same time, however, as
other countries are interested in getting ta.< information from the territory
concerning their tax residents, the issue of information exchange can serve
as leverage by Hong Kong to broaden its CDTA network. The U.S. is a
particularly difficult case for Hong Kong's efforts to expand CDTA because
it is a US policy not to conclude.a CDTA with a non-sovereign entity and/or
a territoriality-only tax jurisdiction. As a result of mounting pressure,®
Hong Kong amended its iaw in 2013 so its government now has power to
sign TIEAs. So far it coricluded TIEAs with seven governments and the one
with the U.S. is in effect now. By concluding TIEAs first, Hong Kong hopes
that some of those ccuntries may eventually agree to negotiate CDTAs with
the territory. Finally, the Hong Kong government has promised to implement
automatic tax information exchange by the end of 2018.

Assuming an obligation to exchange tax information with foreign
governments has led to concerns about privacy and individual rights.
Businesses likely incur additional costs and shoulder greater burdens when
asked to produce and transmit tax information in their possession. On the
other hand, Hong Kong’s commitment to an internationally agreed regime
of tax transparency is a plus for the territory’s reputation as a top financial
centre and an ideal place for investment. It can further persuade foreign
governments which might have frowned upon the territory’s tax system to
change their views and conclude CDTAs with Hong Kong. As I and my

2 For a background of the Hong Kong legislative development on TIEAs, see Zhaodong
Jiang and Daniel K. C. Cheung, Tax Information Exchange under Ever-Evolving External
Demands: Hong Kong’s Responses and Solutions, Global Tax Weekly (2013), Issue 33, pp5-14.
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co-author have previously argued, Eol clauses in CDTAs or TIEAs only
create a legal framework the effectiveness of which will ultimately depend
on domestic law and institutions. With the territory’s rule of law tradition,
there is reason for believing that concerns for privacy and confidentiality
can be properly handled through legislation and judicial practices.”

1110-340 Interaction between Domestic Law and Treaty Provisions

The purpose of a tax treaty, as generally understood, is to impose
obligations on one government vis-a-vis another government and its
residents. Such obligations take precedence over contrary domestic laws.
Tax treaties should not, however, create taxpayers’ liabilities which may
not otherwise exist under domestic law. This is the understanding in
Hong Kong, but whether it is accepted by Mainland Chinese authorities has
been doubtful.

In a 2004 case involving the payments of (tex"by China Central
Television to a US company for the use of satellite data transmission
services, the Beijing Municipal High Court held that the payments were
royalties subject to the country’s withholding ta<.” Under Chinese domestic
law, such payments are more likely to be(treated as business income than
royalties and therefore were taxable orily if the US party had a PE in the
country, which it did not. The Chinese tex authorities invoked the China-US
tax treaty which defines royalties broadly to include payments for the use
of industrial, commercial or scientific equipment, arguing that the treaty’s
definition covered the payments to the US party. The High Court agreed.

While the issue of vihiether a payment is business income or royalty is a
difficult and controversiai one, the Beijing High Court’s decision is troubling
for, at least, two reascns. First, it characterised the payments as royalties
according to a trcawy, creating therefore a non-resident taxpayer’s liability,
which was newirere to be found in domestic law. The way in which the tax
treaty in question was applied was contrary to the general understanding
of its purposes. Secondly, as the legal basis for such liability is the China-US
tax treaty, it seems that how another similar case would be decided might
depend on how royalties are defined in the applicable tax treaty. As treaty
definitions may vary, so would the outcomes, thus creating uncertainties
and encouraging treaty shopping.

21

Jiang and Cheung, supra note 20, pp10-12.

2 Pan-American Satellite International System Ltd. v Second Office of Foreign Bureau of Beijing
Municipality State Administration of Tax, an Objection to Tax Levy Decision Case (373 '
Rl o S (8 I R B 7 R 9t o5 R SY S 78 5 B IR A BR  EA OER),
available at http://www.fsou.com/html/text/fnl/1176278/117627866.html (last visited on
16 December 2014).
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9110-400 Conclusion

The above comparisons reveal two sets of factors that matter to
businesses, taxpayers, and observers. The first one comprises those with
direct tax impacts such as what taxes the system imposes on taxpayers, what
income or revenue is taxable, what the rates are, whether any preferential
treatment is available, whether any tax credit can be claimed, and how
complicated or cumbersome compliance procedures or documentation
requirements are. The second set refers to less tangible but nevertheless
critical institutional factors, and most important one is whether and to what
extent the taxation system adheres to the rule of law.

Onthe first one, although Hong Kong has certain distinctive advantages
thanks to its simple tax regimes and low rates, Shanghai may claim an edge
in offering more preferential tax treatment and more exparisive tax treaty
benefits including those for doing business in the US. On-tie second set of
factors, Hong Kong's reputation due to its rule of law tradition has been
well established. While Shanghai, like the rest of tiic country, has made
impressive progress since the late 1970s, how scor. it can truly catch up
with Hong Kong remains to be seen (assuming 1t is.emulating Hong Kong's
model of the rule of law). As shown, the rule o1 law is not just about setting
up law-making, administrative and judicia’ 6r ganisations and enacting new
rules. It is reflected in the public opiniori and expectations as well as in the
attitude of government and officials tevard businesses and taxpayers.

Tax is a crucial factor, among others, in planning one’s business
and many ones’ life. For taxpayers, potential investors, and observers,
sometimes a trade-off takes j:lace between the first and second sets of factors.
For instance, a system generous with tax preferences may not concern itself
very much about the rule of law and fairness. Tax planners and business
decision makers sh¢tia be aware of such trade-offs and may not always
expect to get theWeci-of both worlds.
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