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1. Introduction

It is generally accepted that the countries enter into tax
treaties in order to avoid double taxation, assign taxing
rights and prevent fiscal evasion.! The government of
Hong Kong Special Administrative Region (henceforth
known as Hong Kong) has SIgned agreements for the
avoidance of double taxation on income (the tax treaty)
with 28 countries and regions.? The scope of most of
Hong Kongs tax treaties is limited to the avoidance of
double taxation on shipping and air service income,
without including the taxation on business profits. Out
of the 28 tax treaties, three were recently concluded with
Belgium, Thailand and the Peoples Republic of China
(China),? and these three tax treaties have basically fol-
lowed the OECD Model Convention (OECD MC) ver-
sion. It is observed that the interaction of the Hong
Kong domestic tax rules and the comprehensive tax
treaties has resulted in situations. of double non-taxa-
tion. -

This article will first introduce the basic concepts and
principles in taxation in general, including an examina-
tion of the reasons for double taxation, the various forms
of double taxation and the ways of alleviating double
taxation. Second, this article examines how countries
use the principles of the OECD MC to allocate the tax-
ing rights under the tax treaty. References to the tax
treaty are used to illustrate how the conflicts of domestic
tax laws are to be solved. Third, this article specifically
examines the fiscal gap arising from loopholes in the tax
treaty between Hong Kong and China regarding the
taxation of business profits and employment income.
Finally, by comparing differences in the tax rules, we try
to explain why this has happened and propose a solution
for consideration by the policymakers.
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2 Overlappmg ofTaxmg nghts

-'Double taxation can be classified into two types, i.e.

juridical double taxation and economic double taxation.
Juridical double taxation occurs where the same income .
is subject to taxation under the tax laws of two of more
Jul'lSdlCthnS Economic doitble taxation occurs where
the same income is subject to more than one type of
taxation under the tax laws within one jurisdiction.* In
this article, reference is made to juridical double taxa-
tion.

To achieve equity between those who carry on business
at home and those who carry on business abroad, taxes
are imposed on worldwide income. Tamg worldwide
income also ensures that gaps in fiscal evasion are lim-
ited because it is more difficult for a taxpayer to escape
the tax net by shifting income away from th¢ home
country. A tax system that prac‘ases tesidenice jllrlSdlC—
tion serves to safegua.rd a country’s tax base. In a resi-
dence jurisdiction, tax is imposed because of the nexus
between the country and the person earning the income,
irrespective of where the person earns it. Depending on
how residence is defined under the tax laws of a country,
the overlappmg of tax jurisdiction between countries
may give rise to double taxation and cause hardship to
the taxpayers. A simple illustration can help explam the
reason for this.

Under the laws of Country A, income tax is imposed by reason
that Country A is the placa of incorporation of the taxpayer,
while under the laws of Country B income tax is imposed by rea-
son that Country B is where the management of the taxpayer
abides (see Table 1).

BN R A R N A A T AR A E T YT A G P ARSI P T AR A PP TRV U LV SR P RIS IR

*  ®KK Chan '

Mr Chan is a certified public accountant hcensed to pmchce in Hong
Kong and his firm, K.K. Chan & Company, specializes in tax issues, Mr
Chan is also the director of South China Management Consulting
Company Limited in Shenzhen, China, and of China Tax & Investment
Consultants Limited in Hong Kong.

1. The OECD Model Convention (MC) also prowdes other aux:hary
objectives of a tax treaty including resolving disputes, elimination of discrini-
inatory taxation, and the exchange of information.

2. See information on the website of the Inland Revenue Department of
Hong Kong at wwwird.gov.hk

3. China and Hong Kong, on 21 August 2006, signed an "An Arrangement
between the Mainland of China and the Hong Kong Special Administrative
Region for the Avoidance of Double Taxation on Income and Prevention of
Fiscal Evasion” which is effective on 1 January 2007 in China and effective on
1 April 2007 in Hong Kong, After the change of sovereignty in July 1997 Hong
Kong shall maintain an independent tax system and shall be fiscally separated
from the Central Peoples Government under the principies of “one country,
two systems”. See Art. 108 of the Basic Law of the Hong Kong Special Admin-
istrative Region, adopted at the third Session of the Seventh National Peoples
Congress of China on 4 April 1990 and put into effect as of 1 July 1997, The
Hong Kong—Belgium tax treaty and the Hong Kong-Thailand tax treaty were
signed on 2004 and 2005 respectively.

4. Economic double taxation occurs where the income is taxed at the com-
paiy level and the after-tax income is taxed again at the shareholder level in
the form of dividend.
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| Table1. SR o
_ o ' .CountryA - '(ioun"tr.y B
Countfy'df in&brpqra‘tipn= . Yes: No

- Place offﬁé‘!?'agemé’ht-' CUNe T Yes

o If;'the faxﬁ'éjer'ﬁvhb is incorporated in Country Alocates its place B
. of managementin Country B, the taxpayer is liable to income tax

in both:countries, resulting in double taxation. Double taxation

i oceurs becaiise a country imposes tax on a person’s wotldwide
income It is the exeficise of an extra-territorial sovereignty over

“the person: who-is the tax resident of the home country. A few
examplas ‘of country tax laws can help illustrate this point. In
China, domiciled individuals or non-domiciled individuals who
live in China for 365-days in a calendar year are tax residents and

" thus liable to tax on income derived within and outside China.’
The Chinese Enterprise Income Tax Law aiso defines a resident
enterprise to be one that is incorporated in China; or if itis incor-
porated under the laws of other countries, the one whose actual
managément is located inside China.S To avoid cross-border
double taxation on income, Country A ¢an grant a tax crédit to a
taxpayer who is incorporated in Country A for tax paid outside

thé country. This can bie done in two ways, Le. () to unilaterally

include the tax credit provision in its domestic tax law, or (i) to
hold talks with.the government of country B and sign an agree-
ment to avoid double taxation. The first method is known as a
unilateral credit and the second, a bilateral credit. A tax system
. that imposes tax on worldwide income and grants foreign tax
" credits to'the resident is generally a residence jurisdiction.

e incorporated in Country B sets up jts place
ma in' Country A, the taxpayer is not liable to
ncome tax in.both: countries, résulting in double non-taxation.
‘Underthe laws of Country A, the taxpayer who is incorporated in

. country B is not resident in; Country A. Likewise the same tax-
"' payer is hot a resident under the'laws of Country B'since its place”

of management is located in another country, i.e. the taxpayer is
‘a non-resident in both countries. To protect the tax base, coun-
tries pass laws to-tax’ non-residents on their country-source
"income. The Chinesé Individual Income Tax Law provides one
example, i.e: “Individuals. who have no domiciles and da not
reside in the PRC or.who.have no domiciles but have resided in
. China for less than one year shall pay individual income tax on
their income gained within China in accordance with the provi-
sion,of this law”’ A tax system that Imposes tax on country-spe-
cific income is generally a source jurisdiction. In a source juris-
diction, tax is imposed-because of a nexus between the country
and the activities that generate the income, irrespective of the

" residence of the taxpayer. The domestic laws of the country give
- the definition of residents and-non-residents, and also define the
* activities giving rise to country-source income. Whether the
income is derived from the country depends on what a person
does and where he carries out such activity. If the activity from
- which:the income is generated takes place in the country, the
© -income s Subject to tax, otherwise it is not. A country can exer-
‘ cise both a residence and source jurisdiction.’ The Hong Kong
i+ fax systéim is a-source jurisdiction where non-Hong Kong source
"', income is not subject to tax.” :

| 3, Ccli:ﬁﬂii_i::‘t:s;'beiween Tax Laws

Domestic tax laws at the country level may conflict with
those in other countries and thus give rise to. double
taxation. Conflicts can be classified into different types.
‘The first occurs where the residence rules of one coun-
try are in conflict with the residence rules of another
" country -(the residence conflict). The second occurs
where the residefice rules of one country are in conflict
with the source rules of another (the residence and
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nfli 't)‘““"wl;_tilc the third occurs where the source
. ry-are in conflict with the source rules
er cotintry. (the source conflict). To solve the

" conflict between country tax rules, countries enter into
% tax treatjes'to eliminate double taxation and allocate
" their respective taxing rights.

3.1. Residence conflict

The case of dual or even multiple residences occurs

" when a person is considered resident in a number of

countries at the same time. To find a solution to this, the
residence according to the criterion considered most
appropriate should prevail. This is the solution followed
in the OECD MCY and in the case of individuals, the
following are 2 list of the elements to be considered, in
that order:

~ permanent home;

~  centre of vital interests;

~  habitual abode;

- nationality; and

- solution according to mutual agreement procedure.

The dual residence problem also exists for legal persomns.
The criterion of place of management normally takes
precedence. It is interesting to note that Hong Kong cor-
porate laws do not impose any residence requirement
for the equity owner(s) or director(s) of a Hong Kong
company.**

3.2. Conflict between residence and source rules

In addition to dual residence, a common case of overlap-
ping tax rules takes the form of a residence and source
conflict. See the following examples:

Example 1

A company incorporated outside China may carry out economic
activities in China. The home country may impose tax on the
cornpany by reason that the company is a resident under the tax
laws of the home country. The host country {i.e. China) may

P L L e P N R R L R R I R R R LR R L R L A

5. SeeAtt. 1 of the Chinese Individual Income Tax Law, as promulgated by
the National Peoples Congress on 31 October 1993, and amended on 27
December 2005, The Implementation Regalation of the Individnal Income
Tax Law also provides that in counting the mumber of days for which an
individual stays in China, no account is taken for temporary absence from
China in the tax year, The threshold for temporary absence is 30 days for a
continuous absence in the tax year, or 4 total of 90 days in the tax year if the
absence is not continuous. See Art. 3 of the Implementation Regulation.

6.  SeeArt 2 of the Chinese Enterprise Income Tax Law, passed at the fifth
session of the 10th National People’s Congress on 16 March 2007. The Corpo-
ration Income Tax Law shall take the place of the Chinese Tax Law for Foreign
Investment Enterprises and Foreign Enterprises on 1 January 2008.

7. See Art. 1 of the Chinese Individual Income Tax Law, promulgated by
the National Peoples Corgress on 10 September 1980, amended on 31 Octo-
ber 1993, 30 August 1999, and 27 December 2005 respectively.

8.  Countries adopting both residence and source jurisdiction in tax law
include China, Singapore, Canada, etc.

9, Another example is Macau. Both Hong Kong and Macau are special
administzative regions of China.

10. Model tax treaties developed by OECD for references and use by the
Member and non-Member countries in negotiating and concluding tax
treaties.

11, The secretary of the Hong Kong company must reside ordinatily in
Hong Kong if it is an individual, or have its registered office or place of busi-
ness in Hong Kong if it is 2 body corporate, See Sec. 154(2) of the Companies
Ordinance, Chap. 32 of the Laws of Hong Kong,
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impose income tax on prefits that are generated from the busi-
ness activities if the presence of business activities constitutes a
permanent establishment (PE), which may be categorized Into
the types shown in Table 2.

Table 2

Types Activities Forms it takes

1 Fixed place of business  Branch’

2 Presence of employees  Employees working on
) . projects?

3 Concluding contracts Sales agent acting on

its behalf

1, The term alsa includes especially a place of management, an office, a
factory, a warkshop, and a mine, an oll or gas well, a quarry or any
other place of extraction of natural resource.

2. In the tax treaty signed between China and Singapore, that type of
activities also includes a building site, a construction, assembly or
installation project or supervisary activities in connection therewith.

3. The term "agent” refers to a persen who has authority to conclude
contracts in the name of the enterprise within China or the other
state under the tax treaty {the Agency PE), or a persan who regularly
secures orders in China o the other state wholly or almost wholly for
the enterprise itself, or otherenterprlses, which are controlled by that
entetprise. (Note that the provision for Order-securing PE only
appears in the tax treaty signed by China with Japan).

Generally the issue of PE arises if the company of a home coun-
try carries on business in the host country by setting upa fixed
place of business in the host country (i.e. Type 1), assigning its
employees to work in the host country on projects (i.e. Type 2),
or appeinting a sales agent to act on its behalf in the host coun-
try (i.e. Type 3). Where a certain type of business activities consti-
tutes a PE, the allocation of taxing rights wiil be to the host coun-
try, which shall impaose tax, while the heme country waives its
right to tax. The source jurisdiction of the host country takes
precedence over the home country that adopts the residence
jurisdiction. The residence and source conflict is resolved by the
above arrangement in the tax treaty as agreed by both coun-
tries.

Art. 7 of the China-United Kingdom (UK) tax treaty provides
that, “the profits of an enterprise of a Contracting State shall be
taxable only in that State unless the enterprise carries on busi-
ness in the cther Contracting State through a permanent estab-
lishment situated therein. If the enterprise carries on business as
aforesaid, the profits.of the enterprise may be taxed in the other
State but only so much of them as is attributable to the perma-
.nent establishment.’ The “Arrangement between the Mainland
of China and the Hong Kong Special Administrative Region for
the Avoidance of Double Taxation on [ncome and Prevention of
Fiscal Evasion”follows the same wording.

Table 3 lists the exceptions to the source override with respectio
the types of activities as previously mentioned,

In respect of the allocation of taxing rights, tax treaties follow
the principle that the taxing right rests with the host country
where the activities from which such income arises are per-
formed, while the home country surrenders its right to tax. In
this respect, the taxing right of the home country is restricted.
These taxing rights are also restricted in the host country under
certain circumstances. For example, the activities solely per-
formed in relation to the purchase of goods or merchandise
inside China (the host country) for its non-resident headquarters
are not taxable under the tax treaty provision.'? That is a specific
restriction to a general restriction in the tax treaty.

@ [BFD
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Table3
' The term PE is deemed not to include the
followmg
Typel (|} the use of facilities solely forthe purpose of

storage, display or delivery of goods or mer-
chandlse belonging to the enterprise;

' (u) the maintenance of stock of goods or mer-
- . chandise belonging to the enterprise salely
for the purpose of storage, display or delivery;

(iii) the maintenance of stock of goods or mer-
chandise belonging to the enterprise solely
for the purpose of processing by another
enterprise; and

(iv} the maintenance of a fixed place of business
solely for the purpose of purchasing goods ar
merchandise, or of advertising, or of collect-
ing information for the enterprise,

Type2 (i) theactivities performed by the employee on
the other side do not constitute a PE if the
duration of activities is not exceeding &
months in any 12-month period.

Type3 (i) the conclusion of a contract does not give rise
to a PE on the other side if the contract is con-
cluded in connecticn with the tax-exernpt
activities WhICh are cIaSSIf' ed under Type 1
above

1. See Art. 5(4} under the“Arrangement between the Mainiand of China
and the Hong Kong Special Administrative Region for the Avoidance
of Double Taxation on Income and Preventlon of Fiscal Evasion” (the

" Arrangement).

Example 2

Double taxation occurs where a Hong Kong airliner or shipping
company operates between Hong Kong and China or between
Hong Kong and other countries. Due to the nature of shipping
and airliner business in international traffic, the vessel or aircraft
must call at the ports or land on cities over which the govern-
ment of each side can impose taxes. A special provision in the
Hong Kong tax rules provides for this. Sec. 23D(1) of the Hong
Kong Inland Revenue Ordinance (IRO) states that .. where a per-
son ... carries on a business as an owner of aircraft, and any air-
craft owned by that person lands at any aercdrome or airport
within Hong Kong, that person shall be deemed to be carrying
on that business in Hong Kong"

The conflict between tax clalms over the same income is
resolved by the tax treaty between the two jurisdictions which
decides that the taxing right shall rest with the jurisdiction
where the shipping or aircraft operator is resident. An examina-
tion of the tax treaty entered between Hong Kong and China
(similarly with other comprehensive/limited tax treaties entered
into by Hong Kong) can provide the answer, i.e. the “Revenue
and profitsfrom the operation of ships, aircraft or land transport
vehicles carried on by an enterprise of One Side on the Other
Side shall be exempt from tax (which, in the case of the Mainland
of China, includes Business Tax) on the Other Side” Here, the
terms “enterprise of One Side” and “enterprise of the Gther Side”
mean respectively an enterprise carried on by a resident of One

I‘C.I.l..‘.lI.0"'1'.'llt!..ll‘l...DlIcoll‘lil.!lli..'!!!.’!ll

12, Art.7 of the Arrangement also provides that "No profits shall be attrib-

,uted to 2. permanent establishment by reason of the mere purchase by that
* permanent establishment of goods or merchandise for the enterprise”

13, ~ See Chan, Kwok Ki, “Chine: Taxation of Representative Offices’, 10 Asia-
Pactﬁc Tax: Bulletm 8 (2004)
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Side,!*

There is a difference between profits n'of'lia’ble totax and profits
exempted from tax. A persen is not required to pay tax whether
he is not liable 1o tax or exempted from tax, Profits liable to tax
and profits not liable to tax are mutually exclusive. Profits
exempted from tax means the government of a country has the
power to impoese tax on the profits under the law in the first
place, but the government waives this power to tax or excludes
the profits from tax under the specific provisions of the law:

3.3. Conflict between sources

Source-source conflict results from claims by two taxing
jurisdictions to impose tax on the income arising from
the same business activities performed according to
their respective source rules.

Exarmnple 1

Double taxation occurs where a Hong Kong employer assigns an
employee to'workin China on a permanent basis. China's tax law

: |mposes tax on the Hong Kong employee because the employ-
ment is exercised in China.'® In Hong Kong, Sec. 8(1) of the IRO
provides that salary tax is imposed on individuals in respect of
income derived in Hong Kong from an office or employment
Here, Hong Kong salaries tax is imposed on the same income
because of a legal obligation created between the employee
and a Hong Kong employer regardless of the residence status of
the employee and the place where the employment is per-
formed. The double taxation could have been avoided if the
salaries tax is imposed on employment exercised in Hong Kong,
but not on employment with a Hong Kong company.

in the absence of a bilateral agreement, the only way is that one
of the taxing jurisdictions gives up its right to tax by granting
exemption to the income that suffers foreign tax outside the
home jurisdiction, The Hong Kong employee who had paid tax
on income derived from employment performed in China may
rely on Sec. 8(1A)(c) of the IRO to claim exemptlon from Hong
Kong salary tax.*° Note that the exemption is granted unilater-
ally to Hong Kong employees whether or not they are residents
in Hong Kong. Note also that Sec. 8(1) of the IRO s inconsistent
with Sec. 14 of the IRO in that Sec. 8(1) oversteps the territorial
principle by imposing tax on the Hong Kong employment,
which may be exercised inside or outside Hong Kong.

-Example 2

A Hong Kong company engaged in television business obtainsa
licensing right for a film from its Hong Kong holding company.
Then suppose this Hong Kong television company sub-licenses
its right to-a non-Hong Kang party for use in Singapore. The
Hong Kong television company will be liable to taxes on the roy-
alty fee received from the sub-licensee on the grounds that it
carries on a licensing and sub-licensing business in Hong Kong
and the profits are derived from that business in Hong Kong
under Sec. 14 of the IRO.Y In Singapore, the income is liable to
tax under the charging provision of the Singaporean income tax
legislation since the sub-licensing. right is exercised in Singa-
pore.!® Note that the double taxation could have been avoided if
the Hong Kong holding company had transferrad the intellec-
tual property (IP) rights to the Hong Kong television company
before it granted the IP rights to the licensee situated outside
Hong Kong. The tax implication after the change of P rights
ownership will be that the rights are now exercised outside
Hong Kong, therefore the royalty income is not liable to Hong
Kong tax. The transfer of a capital asset (l.e. film rights) does not
give rise to Hong Kong profits tax liability for the Hong Keng
holding company The source rules can be circumvented and
taxes avoided given that the taxpayer can structuré the transac-
tion in ways so that the activities that generate the profits all
take place outside Hong Kong.
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Side and an enterprise carned on by a residenit of the Other

4. The“Income Tax Arrangement” between
Hong Kong and China

* The existence of double taxation shows that Hong Kong

is in need of tax treaties and concluding such treaties
with its trading partners is beneficial for Hong Kong.
Politically Hong Kong is part of China and as such,
instead of a tax treaty, the governments of the two sides
signed ‘An Arrangement between the Mainland of
China and the Hong Kong Special Administrative
Region for the Avoidance of Double Taxation on Income
and Prevention of Fiscal Evasion” (the Arrangement) on
21 August 2006.2 The previous Arrangement which had
been signed between the two sides on 11 February 1998
was repealed on 1 January 2007. It should be noted that
the operation of Hong Kong’s tax rules and the Arrange-
ment can result in double non-taxation and this point is
illustrated by examining the provision of serv1ces,
employment and sale of goods.

4.1. Serviceincome

Suppose a Hong Kong company sends its employees to
perform installation work including equipment testing
and the training of local workers, for a piece of equip-
ment at the clients factory in China. In accordance with
Hong Kong’s tax rules, this Hong Kong company is not
liable to Hong Kong profits tax.* Under Chinese tax
laws, the Hong Kong company has derived income from
within China since the installation activities giving rise
to the profits are performed in China. The client situated
in China is obliged to withhold income tax from pay-
ments to be made to the Hong Kong company and remit
the withheld tax to the Chinese tax authorities. This is
the general practice for tax collection and foreign
exchange compliance in China, in the absence of the
Arrangement.

L Y e R N ]

14, See Art. 3{6) of the Arrangement.

15. See Art. 5 of the Implemeritation Regulation of the Chinese Individual
Income Tax Law, promulgated by the State Council and effective on 1 January
2006.

16. Sec.8(2A)(c) of the Hong Kong Inland Revenue Ordinance (IRO) was
enacted in 1987, Art. 7 of the Chinese Individual Income Tax Law provides a
unilateral credit to relieve residents of China from tax suffered for employ-
ment performed outside China.

17.  Seethe Privy Council decision in Camm;sswner of Inland Revenue v. HK-
TVB International Limited, 1 Hong Kong Reverue Case (1992).

18. Under Sec. 10(1) of the Singapore Income Tax Act (SITA}, the income of
any person accruing in or derived from Singapore or received in Singapore
from outside Singapore shall be liable to tax in Singapore unless such income
has otherwise been exempt from tax under the SITA,

19. SeeSec. 14 of the IRO, Chap. 112 of the Law of Hong Kong.

20. The Arrangement comes into effect on 1 January 2007 in the Mainland
of China, and on 1 April 2007 in Hong Kong, .

21, Sec. 14 of the IRO provides that "Subject to the provisions of this Ordi-
nance, profits tax shall be charged for each year of assessment at the standard
rate on every person carrying on a trade, profession or business in Hong Kong
in respect of his assessable profits arising in or derived from Hong Kong for
that year from such trade, profession or business (excluding profits arising
from the sale of capital assets) as ascertained in accordance with this Part’
22. See Art, 29 of Chinese Tentative Business Tax Regulation, promulgated
by the Ministry of Finance on December 1993, The amount of withholding
tax is 20% on the gross payment after deducting the business tax. That is,
(100 - 5} X 20% = 19 given a total service fee of RMB 100,
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Art. 7 of the Arrangement (Art. 1 in the former version)
specifically provides that “the profits of an enterprise of
One Side shall be taxable only on that Side unless the
enterprise carries on business on the Other Side through
a permanent establishment situated therein. If the enter-
prise carries on business as aforesaid, the profits of the
enterprise may be taxed on the Other Side but only so
much of them as is attributable to that permanent estab-
lishment” The Arrangement allocates the taxing rights
between the two sides on the profits derived by the resi-
dent of one side from the other side with reference to the
duration of the business activities performed.

In accordance with the Arrangement, where the Hong
Kong company delivers the installation and related serv-
ices in the Mainland of China for a period of less than
six months, it has no PE in China and is entitled to tax
exemption. The Hong Kong company has to report the
amount of service income derived from activities per-
formed in China in the financial statements. When the
Hong Kong company prepares the tax computation, it is
entitled to exclude the service income from the taxable
income since it does not fall into the scope of Hong
Kong profits tax. Due to the operation of Hong Kong
domestic tax rules and the Arrangement, the Hong Kong
company ends up paying no tax in both tax jurisdictions.
The provision of the Arrangement shall also apply to the
provision of services in China by Hong Kong individual
service providers. As a separate but related matter, if the
Hong Kong company structures a contract for royalty

income as a contract for the provision of technical and -

management services in China, the Hong Kong com-
pany will not be liable for tax in both jurisdictions.

4.2. Employment

The Arrangement provides that remuneration derived

by Hong Kong employees from China is exempted from

Chinese individual income tax (IIT) if the following

conditions are met:

- the recipient stays in the other side (i.e. China) for a
period or periods not exceeding in the aggregate 183
days in the calendar year concerned;

— the remuneration is paid by, or on behalf of, an
employer who is not a resident of the other side (i.e.
China); and

~ theremuneration is not borne by a PE or a fixed base
which an employer has on that other side (ie.
China).®

Here the wording contains a loophole since “the
employer who is not a resident of Mainland China’ can
be a Hong Kong company or can be a company in a third
jurisdiction including one created in a tax haven like the
British Virgin Islands (BVI). If the Hong Kong employee
is hired by a BVI company to work in China for a period
of not exceeding six months in the calendar year, the tax
implication will be the employee being exempted from
Chinese IIT and in Hong Kong, the employee not being
liable to salaries tax since he/she is not hired by a Hong
Kong company nor worked in Hong Kong for that
period.

© IBFD
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4.3. Trading profits

According to a Practice Note issued by the Hong Kong

Inland Revenue Department and a decision of the Hong

Kong Courts, profits arising from the sale of goods are

derived as a result of activities performed by the tax-

payer, such as:

— pre-contract negotiations leading to the conclusion
of the sales contract;

- activities performed relating to the execution of the
sales contract; and

- activities relating to the performance of the obliga-
tion under the contract.® ‘

Sec. 14 of the IRO specifically provides that the taxpayer
is liable for profits tax if the above-mentioned activities
are performed in Hong Kong. Where the activities are
carried out by the taxpayer partially in Hong Kong and
partially outside Hong Kong, the trading profits are still
taxable in Hong Kong. Where the taxpayer carries out all
of the above activities outside Hong Kong, the trading
profits are not taxable in Hong Kong. This is because
Hong Kong tax laws only impose tax on profits derived
from within Hong Kong. Non-residents can establish a
Hong Kong company, and shift the trading profit to'it
through re-invoicing transactions conducted in accord-
ance with the arm'’s length pricing principles.

There are several reasons for doing this. First, the Hong
Kong company, which is incorporated in Hong Kong, is
not required under the Hong Kong law to carry on busi-
ness activities within Hong Kong or to locate its manage-
ment and control centre in Hong Kong. Secondly, Hong
Kong company laws impose no requirement that the
shareholder(s) or director(s) of the Hong Kong com-
pany must be Hong Kong resident(s). Thirdly, Hong
Kong company laws only require a minimum paid-up
capital of HKD 1, and finally, Hong Kong imposes no
turnover taxes and exchange control. Therefore, the use
of a Hong Kong company for re-invoicing purposes is
teasible both in law and practice to residents of China
and other jurisdictions.

In determining whether income is Hong Kong sourced
or non-Hong Kong sourced, Hong Kong Courts apply
the principle that, “.. one looks to see what the taxpayer
has done to earn the profit, and where he has done it"®
Some Hong Kong Court decisions on the locality of
trading profits have provided authoritative guidance for
taxpayers to follow at the operational level.® A Hong
Kong company should structure its business activities in
the manner shown in Table 4.

TUSSLITRISSSUNsrbrIREOIRR R derrttesbranser RS serw

23. SeeAnt. 14(2) of the Arrangement.
24. See Departmental Interpretation and Practice Note No. 21, issued by the
Hong Kong Inland Revenue Department.

25. See Commissioner-of Inland Revenue v. Hang Seng Bank Ltd,, 1 Hong
Kong Revenue Case (1990}, and Commissioner of Inland Revenue v. HK-TVB
International Limited, 1 Hong Kong Revenue Case (1992),

26.  See Commissioner of Inland Revenue v, Magna Industrial Co. Ltd, Hong
Kong Revenue Case (1997), and Commissioner of Inland Revenue v. Consco
Trading Co. Ltd., Hong Kong Revenue Case (2004)
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Tahle 4

Where do the actlvmes take place? W'II they attract
T 'ong Kong tax?

All the purchases and sales activities If yes, tax obligation
take pface in Hong Kong. arises,

Some of the purchaseand sales . Ifyes, tax obligation
activities take place in Hong Kong..  atises.

Either purchase or sales activitiés I¥ j./e's, tax obligation
take place in Hong Kong. arises.

Either the supplier or the customer  if yes, tax obligation
is a Hong Kong company. arises.

Whether the Hong Kong company  If yes, tax obligation
obtains banking facilities in Hong arises.

Kong to provide trade finance

to the transaction

All the purchase and sales activities  If yes, no tax

take place outside Hong Kong;’ obligation arises,

and neither suppliers nor customers  subject to all above

are Hong Kong companies. conditions being
met.

In addition to the above. principal business process, the

taxpayer should consider the following relevant matters

in connection with the trading transactions: ‘

- theinsurance contract;

- the transportation contract;

- the place where instructions for preparing invoices
are given;

- the employment of staff and maintenance of an
office in Hong Kong;and

- whether there is a resident agent in Hong Kong,

The Hong Kong tax authorities need to obtain detailed
information on every stage in the business transaction
to determine whether the activities all take place outside
Hong Kong from which the trading profit is generated.
Where the facts relating to offshore activities are con-
firmed between the Inland Revenue Department and
the taxpayer, the profit is not liable to profits tax.”

5. Interaction between Sec. 14 of the IRO and
the Arrangement

The Arrangement is infenided to avoid double taxation -

on the income by the tax authorities both in Hong Kong
and’ China. The new version of the Arrangement
expands the scope to the prevention of fiscal evasion.
Both the current Arrangement and its predecessor con-
tain a taxing gap, resulting in no taxation or double non-
taxation. The new Arrangement transplants a residence
concept into the Hong Kong tax system. The gap arises
from the fact that the drafters of the Arrangement mis-
takenly considered Sec. 14 of the IRO, which follows the
source principle, to be the one which follows the resi-
dence principle. This has resulted in taxpayers in Hong
Kong and China taking advantage of the loophole in the
Arrangement.
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5.1. The structure of Sec. 14 of the IRO

It is.useful to compare the structure of Sec. 14 of the IRO,
which is the basic charging provision for tax on trade,
profession and business profits, with the provision for

_tax on shipping profits (Secs. 23B(1) and 23B(2) of the

IRO), the provision for tax on profits of an aircraft oper-
ator (Secs, 23C and 23D of the IRO), and the provision
for tax on employment income (Sec. 8 of the IRQ).

Sec. 14 of the IRO prov1des that “Subject to the provi-

sioms of this Ordinance, profits tax shall be charged for

each year of assessment at the standard rate on every
person carrying on a trade, profession or business in

Hong Kong in respect of his assessable proﬁts arising in

or derived from Hong Kong for that year from such

trade, profession or business (excluding profits arising
from the sale of capital assets) as ascertained in accord-
ance with this Part An analysis of the structure of Sec.

14 of the IRO shows us that:

— Hong Kong tax liability arises if two conditions are
met, L.e. (i) carrying on trade, professmn or business
in Hong Kong, and (ii) profits arising in or derived
from Hong Kong from that trade, profession or busi-
ness. The tax rule looks at the profit-generating
activities a person performs in Hong Kong;

~ it establishes & nexus between Hong Kong and the
activities that generate the profits. The residence of a
person is not relevant to Sec. 14 of the IRO;

~ it males a. distinction between the activities per-
formed within and outside Hong Kong. Sec. 14 of
the TRO does not impose tax on the profit-generat-
ing activities if they take place outside Hong Kong;
and

- it does not exercise any -extraterritorial sovereignty
over a person carrying on trade, professional or
business in Hong Kong. Profits derived from outside
Hong Kong are not taxable even if they are received
in Hong Kong (see Table 5).

Table 5

- Carrying on trade, Carrying on trade,
profession, or busi- profession, or business
ness in Hong Kong outside Hong Kong

It is not taxable
under Sec. 14, but

' Profits arising Yes, it is taxable .
in or derived "under Sec. 14 of

fromHohg  thelRO. taxable underSec. 15 of
Keng the IRC.

Profits arising Notliabletotax.  Notliableto tex.

or derived :

from outside

Hong Kong

B S PR N E I ARSI NN AN R R LSS PENRAASEFRAI RSN BANR R ALdBRARARTRD

27. Ifboth parties disagree on matters of fact, either party can bring the case
to the Infand Revenue Board of Review for determination under Sec. 66 of the
IRO . If both parties disagree on matters of law, then either party can take the
case to the Hong Kong Courts under Sec. 67 of the IRO. Where the views of
the Inland Revenne Board of Review differ from that of the Courts on the
source of trading profits, the decision of the Courts shall be final and conclu-
sive, See Sec, 69 of the IRO.
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Note that if a non-resident earns a Hong Kong-sourced
income, the profits are subject to tax under Secs.
15(1)(a), 15(1)(b) and 15(1)(d) of the IRO respectively.®

‘Where a person carrying on business in Hong Kong
earns a profit from activities taking place outside Hong
Kong, the profits are not subject to tax.® In contrast, Sin-
gaporean tax law imposes tax on Singapore-sourced
profits, and profits derived from outside Singapore when
they are received in Singapore® Depending on the
domestic tax rules, foreign-sourced income may also be
subject to tax at the home jurisdiction on an “as-earned”
basis. ™!

- Tax rules on the profits of aircraft operators

Table6

Resident Aircraft Operator Non-Resident Aircraft
Operator .

Sec. 23C of the RO Sec. 23D of the RO’

{1) Where a personcarries  -(1) .. where a person to

on a business as an owner of whom section 23C does not
aircraft and — apply carries on a business
(a) thebusinessis normally asan owner of aircraft, and
controlled or managed in any aircraft owned by that
Hong Kong; or person lands at any aero-

(b} the person isacompany drame orairport within
incorporated in Hong Kong,  Hong Kong, that person
that person shall be deemed  shall be deemed to be carry-
to be carrying onthat busi-  ing on that business in Hong
ness in Hong Kong. Kong. '

Profit is subject to tax under  Profit is subject to tax under
Sec. 23C(2) of the IRO. _ Sec. 23D(2) of the IRO.

1. Sec 23C(2) of the |RO provides that .. where a person Is deemed to
be carrylng on a business as an owner ofaircraft In Hong Kong under
this section the assessable profits from that business for any year of
assessment shall be the sum bearing the same ratlo to the aggregate

. ofthe relevant sums eamed by or accrued to that person during the
basls perlod for that year of assessment as that person's total aircraft
profits for the basis period bear 1o the aggregate of the total aircraft

. Income earned by or accrued to that person durlng that the basis
period for that year of assessment”

2. Sec. 23D(2) of the IRO provides.that .. where a person is deerned to
be carrying on a business as an owner of alrcraft under this section
the assessable profits of that person frorm that business for any year
of assessment shail be the sum bearing the same ratio to the aggre-

. gate of the-relevant sums eamed by or accrued to that . person durmg
the basls perlod for that year of assessment as that person’s total-air-
craft proﬁts forthe basis period bearto the aggregate of the total alr-
craft income earned by or accrued to that persori during that basis

- period for that year of assessment”

Secs.23C and 23D of the IRO carry a deeming provision
and deal with resident and non-resident aircraft opera-
tors respectlvely (see Table 6). It is useful to compare the
tax rules under Secs. 14 and 23C of the TRO. Sec. 23C of
the IRO is not concerned with what the taxpayer does
but looks at the place of incorporation, and if it is not
incorporated in Hong Kong, the place of management
and control is used instead. Sec. 14 of the IRO, on the
other hand, looks at the profit-generating activities that
a person performs, L.e. what they do to earn theprofits in
question and where such activities are carried out. If the
aircraft operator is a Hong Kong company, it is liable to
tax in accordance with Secs. 23C(1) and 23C(2) of the
IRO. If the aircraft operator is a non-Hong Kong com-
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pany but it is conf:ro]led or managed in Hong Kong, it is
also liable to ‘ta¥ in aceordance with Sec. 23C(1) and
23C(2) of the IRO: Sec. 23D of the IRO provides the tax
rules for non-resident ‘aircraft operators, whereby the
person'is liable to Hong Kong profits tax if any aircraft
owned by that person lands at any aerodrome or airport
within Hong Kong. In comparison with Sec. 14 of the
IR0, Secs. 23C and 23D work together and leave nothing
in betweern. Since international .transportation busi-
nesses operate between Hong Kong and non-Hong
Kong territories, Secs. 23C and 23D of the IRO exercise
extraterritorial jurisdiction.

“Tax rules on shipping profits

Sec. 23B of the IRO follows the same principle as the
provision for tax on the air service income under Secs.
23C and 23D of the IRO. Sec. 23B of the IRO provides
that:

- where a person carries on a business as an owner of
ships.and (i) the business is normally controlled or
managed in Hong Kong, or (ii) the person is a com-
pany incorporated in Hong Kong, that person shall
be deemed to be carrying on that business in Hong
Kong; and

~ where a person to whom the above condition does
not apply carries on a business as an owner of ships,
and any ship owned by that person calls at any loca-

- tion within the waters of Hong Kong, that person
shall be deemed to be carrying on that business in
Hong Kong. :

Employment income

Sec. 8(1) of the IRO provides that salary tax is 1mposed
on individuals in respect of income derived in Hong
Kong from an office or employment. Here, Hong Kong
salarjes tax is imposed on the income because of a legal
obligation created between the employee and a Hong
Kong employer regardless of the residence status of the
employee and the place where the employment is per-
formed. Sec. 8(1) of the IRO provides one limb, ie. the

.l..all.0.:."....“..-&.5.-.-‘-...-‘.-l‘ul.!l--.lll-n.a.ia-

28, Sec. 15(1)(a) of the IRO reads, *.. summs, not otherwise chargeable to tax
under this Part, received by or accrued toa person from the exhibition or use
in Hong Kong of cinematograph or television film or tape, any sound record-
ing, or any advertising materfal connected with such film, tape or recording’.
Sec. 15(1)(b) of the IRO reads, .. sums, not otherwise chargeable to tax under
this Part, received by or accrued to a person for the use of or right to use in
Hong Kong any patent, design, trademark, copyright materal, secret process
or formula or other property or a similar nature, or for imparting or under-
taking to impart knowledge directly or indirectly connected with the use in
Hong Kong of anty such patexnt, design, trademark, copyright material, secret
process or formula or other property”. Sec. 15(2)(d) of the IRO reads,”... sums
received by ar accrued to 2 person by way of hire, rental or similar charges for
the use of movable propert)r in Hong Kong or the right to use mavable prop-
erty in Hong Kong

360, ‘Commisstoner of Inland Revenue v. the Hong Kong Whampoa Dock Conn-
pannym:ted 1 HKTC 85 (1960), and Commissioner of Inland Revenue v. Con-
sco Trading Co. Ltd., Hong Kong Revenue Case (2004).  ~

30, SeeSec. 10(1) of the SITA.

31.. .Canadian taxlaw imposes tax on a resident in respect of the earnings of
a foreign company if this company is engaged in earning passive income like
interest and dividend. The Canadian tax resident can defer the tax liability at
home for the earmngs of the forelgn company if it earns an active income.
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employment with a Hong Kong company, while Sec.
8(1A) of the IRQ provides the other limb, ie. an
employee hired by a non-Hong Kong company is also
liable to salaries tax if the employment is exercised in
Hong Kong.* The employee can exercise employment
inside or outside Hong Kong. In comparison with Sec.
14 of the IR, Sec. 8(1) exercises an extraterritorial juris-
diction if the employee of a Hong Kong company per-
forms his/her duty outside Hong Kong. Sec. 8(1A} of the
IRO was enacted to fill the gap left by Sec. 8(1) (ie. to
prevent the non-taxation of an employee who exercises
employment in Hong Kong if he/she is hired by a non-
Hong Kong company).

6. Comparison

A summary may help recapitulate the differences (see
Table 7).

Table 7
Both non-Hong Non-Hong
Kong source and Kong source
Hong Kong source  income
income only
Employment A
income Sec. 8(1) Sec. 8(1A)
Alr service income Sec, 23C Sec.23D
Shipping income  Sec. 23B(1) Sec. 23B(2)
Business profits ~ N/A Sec. 14

Art. 4 of the Hong Kong-Belgium tax treaty gives the
definition of residénce. It reads as,
For Lhe purp-osc ol this Agrecment, the term “a resident ina Con-

Lracting Party” means any person who, under the laws in lorce in
that Party, is liable to Lax therein by reason of his domicile, resi-

denee, place of management or incorporation or any olher crite-

rion of a similar nature, ... This Lerm, however, does nol include
any person who is Hable to tax in Lhat Parly in respect only of
income [tom sources in that Party or capilal situaled therein.

The taxation of employment income under Sec. 8 of the
IRO does not work in line with the residence concept.
Sec. 8 of the IRO makes a distinction between income
derived from Hong Keng employment and non-Hong
Kong employment. The taxation of business profits
under Sec. 14 of the IRO bears no relationship with resi-
dence. Sec. 14 of the IRO only targets income of a person
with a Hong Kong source. The person as defined in Secs.
8 and 14 of the IRO has been excluded under Art. 4 of
the Hong Kong-Belgium tax treaty, and thus, Axt. 4 does

not apply.

Art. 4 of the Hong Kong-Thailand tax treaty gives
another definition of residence. It reads as,

For Lhe purposes of this Agreement, the lerm “resident of a Con-
(racling Party” means: (a) in Lhe casc of Hong Kong Special
- Administrative Region (i) any individual who ordinarily resides
in Hong Kong SAR; (ii) any individual who slays in the Hong

Kong SAR for more than 180 days during a year ol assessment.

or for more Lthan 300 days in lwo conseculive years of assess-
ment one of which is the relevant year of assessmen; (iii} a com-
pany incorporated in the Hong Kong SAR or, if incorporated
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outside Lhe Hong Kong SAR, being normally managed or con-
trolled in Lthe Hong Kong SAR ...

It does not help because (i) the provision of a specific
requirement for residence bears no relationship to the
liability for salaries tax under Sec. 8 of the IRO, and (ii}
Sec. 14 of the IRO does not impose profits tax on a per-
son, but on the activities of a person. Therefore, Art. 4 of
the Hong Kong-Thailand tax treaty does not apply
either.

The Commentary on Art. 4 of the OECD MC gives the
definition of resident in a very much concise way, i.e.

Generally the domestic law of the various Stales imposc a com-
prehensive liability to tax — “Tull tax liability” - based on Lhe tax-
payers’ personal allachment to Lhe State concerned (the “Stale of
residence”). This liability to tax is not imposed only on'persons
who are “domiciled” in a Slale in Lhe sense in which "domicile” is
usually.taken in the legislations (privale law). The cases of [ull
liabilily to tax are exlended 1o comprise also, [or instance, per-
sons who stay continually, or maybe only [or a cerlain period, in
the territory of Lhe Slate ... Conventions for the avoidance of
double taxalion do not normally concern themselves with the
domeslic laws of the Contracting Slales laying down the condi-
tions under which a person is to be treated [iscally as “resident”
and, consequently, is Tully liable to tax in that State.”

PRI L e e R R R R R AR R R AR R LR A LA

32, Sec. 8(1A) of the IRO provides thal “For the purposes of this Parl,
income arising in or derived (rom Hong Kong fram any employment includes
... all income derived (rom services rendered in Hong Kong ingluding leave
pay attributable Lo such services”

33. See Paras. 3 and 4 of the Commehtlary on Art. 4 concerning the defini-
tion of resident in the "Commentary on the Articies of the 2003 OECD Model
Income and Capital Tax Convention’, published on 28 January 2003.

34, SeeSec. 10(1) of the SITA.
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IBFD International Tax Academy (ITA]  Kuala Lumpur

The IBFD is highly regarded around the world as the leading source of information and
fraining on cross border-and comparative taxation. With the establishment of our regional
office in Kuala Lumpur, the IBFD International Tax Academy (ITA] is now able to offer ils market
leading international taxation courses outside of Europe for the first fime.
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35, The IRO provides that it is enacted "... to impose a lax on properly, earn-
ings and profits’, Chap. 112 of the Laws of Hong Kong.

36, The territorial tax base is shrinking over lime since profits from offshore
business activities and investment are not subject to tax in Hong Kong. That is
working in the opposite dircction for the Hong Kong government toachieve a
halanced fiscal budget in Hong Kong, which is preseribed under Art. 107 of
the Basic Law of Hong Kong Special Administrative Region. Much has been
talked about Hong Kong having a narrow tax base. Goods and service tax
{GST), tax on capital gains, tax on dividend, and tax on worldwide income
have been put forward in arder to provide 3 solution to the narraw tax base.
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