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L egislative Council Panel on Financial Affairs

Comprehensive Avoidance of Double Taxation Agreements

Purpose

This paper updates Members on the Administration’s progress in
pursuing initiatives related to comprehensive avoidance of double taxation
agreements (“CDTAs”) of Hong Kong.

Expansion of Hong Kong’s CDTA Network

2. The Administration is committed to expanding Hong Kong’s CDTA
network which could enhance Hong Kong’s position as an international business
and financial centre while providing relief for double taxation. All these are
conducive to the flows of trade, investment and talent between Hong Kong and
the rest of the world.

3. After the legislative amendments to align Hong Kong’s exchange of
information (“Eol”) arrangements with the international standard came into effect
in March 2010, up till end June 2012, we signed 20 new CDTAs (in addition to
the five signed before 2010) and upgraded two existing CDTAs to the new Eol
standard. We have also concluded a few more CDTAs, including India and
United Arab Emirates, and negotiations with a handful of other jurisdictions are
in the pipeline. Among the top 20 trading partners of Hong Kong, we have
already signed/concluded CDTAs with 12 of them and started CDTA
negotiations with two of the remaining eight, namely South Korea and Italy. A
list of jurisdictions with which we have signed CDTAs is at Annex A.

4, In the years ahead, we will continue with our efforts in striving to
further expand our CDTA network with our trading and investment partners.
We have also been consulting the business community and public organizations
involved in the promotion of trade and investment, so as to tap their views on
potential treaty partners. To keep the business community and the public
informed, we will continue to post on the website of the Inland Revenue
Department (“IRD”) updates on various negotiations and send out CDTA-related
news to interested parties.



Implementation of CDTAs

5. As for those CDTAs that have been implemented, IRD will monitor the
actual operation to see if there is room for enhancement in the provisions of the
relevant CDTAs. Where necessary, IRD will raise implementation issues of
mutual concerns for discussion with the competent authorities of our treaty
partners.

6. A case in point is the Arrangement between the Mainland of China and
the Hong Kong Special Administrative Region for the Avoidance of Double
Taxation and the Prevention of Fiscal Evasion with respect to Taxes on Income
(“the Arrangement”) signed in 2006. After the Arrangement took effect, IRD
maintains regular dialogues with the State Administration of Taxation (“SAT”)
on matters concerning the implementation of the Arrangement. In particular,
during one of the earlier annual meetings between the two sides, IRD raised for
discussion with SAT the local business sector’s concern about double taxation of
individual income tax in respect of cross-boundary workers. Taking into
consideration the views of various parties and suggestions from the business and
accounting sectors, the two sides finally agreed after rounds of discussions to
adopt the “number of days of physical presence” as the basis of allocation of
taxable income. In this regard, SAT released the Public Notice [2012] No. 16
(see Annex B)(Chinese version only) on 26 April 2012 introducing new rules
with effect from 1 June 2012 to adopt the said basis in calculating the salary and
bonus accountable within and out of the Mainland. This helps reduce the
incidence of double taxation of individual income tax in respect of
cross-boundary employment cases.

Benefits and Costs of CDTAS

7. During the relevant Subcommittee’s scrutiny of three earlier Orders
implementing our CDTAs with Spain, Portugal and the Czech Republic in
December 2011, Members sought information on the benefits and costs of
CDTAs.

8. As CDTAs set out clearly the allocation of taxing rights between the
contracting parties, they will provide enhanced certainty and predictability over
tax liabilities arising from cross-border activities. They also serve to minimize
the incidence of double taxation, thus reducing tax burdens on individuals and
enterprises. A network of CDTAs can therefore help enhance the attractiveness
of Hong Kong as a place for work as well as for business and investment.

Q. While it is well recognized internationally that CDTAs could induce



foreign direct investment (“FDI”), it is difficult to quantify the magnitude of FDI
and the associated economic impact brought about by the CDTAs that have been
implemented in Hong Kong as FDI may be affected by a host of other factors,
such as cyclical changes in the domestic and global economies, business
opportunities, cost of business, political stability, etc.

10. In practice, CDTAs provide tax benefits to taxpayers in Hong Kong on
various fronts. Under the relevant CDTAs, if Hong Kong resident enterprises
have derived profits from our treaty partners where they have no permanent
establishment, they are not subject to income tax there. The income received by
a Hong Kong resident from local employment exercised abroad is also exempted
from overseas income tax, provided that his aggregate stay in that overseas
jurisdiction in any relevant 12-month period does not exceed 183 days.

11. CDTAs usually bring about lower withholding tax rates on passive
income, including dividends, interest and royalties. For example, under the
CDTA with the Czech Republic (“Czech”), the withholding tax rates on Hong
Kong residents receiving dividends and royalties from the Czech are capped at
5% and 10% respectively as compared to the withholding tax of 15% there. The
Czech interest withholding tax on Hong Kong residents is exempted as compared
to the withholding tax of 15% in the absence of the CDTA.

12. Hong Kong airlines operating flights to and from our CDTA partners
are taxed in Hong Kong only at Hong Kong’s corporation tax rate (which is
lower than that of most of our CDTA partners). Profits from international
shipping transport earned by Hong Kong residents that arise in our CDTA
partners, which are subject to tax there in the absence of CDTAs, could enjoy tax
exemption under the relevant CDTAs.

13. Under a CDTA, any overseas tax paid by a Hong Kong company or a
Hong Kong resident shall be allowed as a deduction from the tax payable in
respect of the same income in Hong Kong. In 2011-12, there were 537 tax
credit claims from taxpayers in Hong Kong in respect of overseas tax they paid.
The total tax credit allowed amounted to about $210 million. During the same
period, there were a total of 1 904 applications for certificate of resident status
from Hong Kong residents for the purpose of claiming tax benefits in
jurisdictions with which Hong Kong have entered into CDTAs. Nevertheless,
IRD has no complete information with regard to the tax benefits in quantitative
terms granted by our CDTA partners and enjoyed by Hong Kong residents as
Hong Kong residents are not obliged to report such information to IRD. As far
as the Arrangement is concerned, the information revealed by SAT at a tax
seminar hosted by IRD in June 2012 for the local business and accounting sectors
could provide an illustration in this regard. According to SAT, the reduction in



withholding tax on dividends that Hong Kong residents benefited amounted to
RMB 3,100 million in 2011.

14, Given the tax benefits granted for taxpayers, CDTAs would inevitably
result in tax revenue loss to the governments of the contracting parties to a
varying extent. Nevertheless, the Administration reckons that it would serve the
wider interests of Hong Kong and our taxpayers to further pursue the expansion
of Hong Kong’s CDTA network. Indeed, anecdotal feedback we have gauged
from liaison with local and foreign chambers of commerce in Hong Kong shows
that they find CDTAs useful in facilitating trade and investment between Hong
Kong and other jurisdictions. While our endeavour and progress in recent years
has been widely recognized by the business community, they have been looking
upon the Administration to sustain efforts in this regard.

Peer Review by the Global Forum on Transparency and Exchange of
Information for Tax Purposes

15. On the international front, the Global Forum on Transparency and
Exchange of Information for Tax Purposes (“Global Forum”) formed under the
auspices of the Organization for Economic Co-operation and Development
(“OECD™), of which Hong Kong is a member, has launched a two-phase peer
review exercise to evaluate jurisdictions’ compliance with the international Eol
standard. Phase 1 of the review examines the legal and regulatory framework in
each jurisdiction whereas Phase 2 evaluates the implementation of the standard in
practice.

16. In October 2011, the Global Forum endorsed the Phase 1 peer review
report on Hong Kong. The review has affirmed the efforts of Hong Kong in
enhancing tax transparency. It concludes that Hong Kong has adequate legal
and regulatory framework to facilitate effective Eol and that Hong Kong can
enter into Phase 2 peer review.

17. As regards recommendations for improvement, the Administration is
following up as appropriate. One of the recommendations is that Hong Kong
should have in place a legal framework for entering into Tax Information
Exchange Agreements’ (“TIEAS”) so as to be on par with the international trend
that jurisdictions should be able to sign both CDTAs and TIEAs with a view to
enhancing tax transparency.

! Unlike CDTAs, TIEAs provide for Eol mechanism only without double taxation relief.

The existing tax laws in Hong Kong only allow us to enter into tax agreements with other
jurisdictions when there is double taxation relief.
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18. Same as all other jurisdictions under assessment, Hong Kong is
required to submit to the Global Forum a progress report on our follow-up actions
one year after the formal endorsement of the Phase 1 report (i.e. October 2012).
Besides, Phase 2 peer review on Hong Kong is scheduled to commence towards
the end of 2012.

19. On the recommendation relating to TIEAs, we reckon the international
trend that jurisdictions should be able to sign both CDTAs and TIEAs with a
view to enhancing tax transparency. We have also made it clear to the
international community during the peer review process that we consider it
imperative to consult our local stakeholders before deciding whether legal
framework for TIEA should be put in place in Hong Kong. In taking the matter
forward, we aim to preserve Hong Kong’s international reputation as a
co-operative jurisdiction while ensuring that the interests of relevant stakeholders
are well taken care of.  To this end, we completed in end June 2012 a
two-month consultation exercise with relevant stakeholders in the business and
professional sectors. We are now analyzing the views and suggestions solicited
and will report the consultation outcome to the Panel upon inception of the new
term of the Legislative Council.

Financial Services and the Treasury Bureau
July 2012



Annex A

CDTAs that Hong Kong has Signed with Other Jurisdictions

(as at 30.6.2012)

CDTASs signed before March 2010

Jurisdictions Date of Signing
1 |Belgium* 10.12.2003
2 |Thailand* 7.9.2005
3 |Mainland China* 21.8.2006
4 |Luxembourg 2.11.2007
5 |Vietnam* 16.12.2008

New CDTASs signed since March 2010

Jurisdictions Date of Signing
1 |Brunei 20.3.2010
2 |Netherlands* 22.3.2010
3 |Indonesia 23.3.2010
4 |Hungary 12.5.2010
5 |Kuwait 13.5.2010
6 |Austria 25.5.2010
7 |United Kingdom* 21.6.2010
8 |lreland 22.6.2010
9 |Liechtenstein 12.8.2010
10 |France* 21.10.2010
11 |Japan* 9.11.2010
12 [New Zealand 1.12.2010
13 |Portugal 22.3.2011
14 |Spain 1.4.2011
15 |Czech Republic 6.6.2011
16 |Switzerland* 4.10.2011
17 [Malta 8.11.2011
18 |Jersey 22.2.2012
19 |Malaysia* 25.4.2012
20 |Mexico 18.6.2012

*

Among the top 20 trading partners of Hong Kong



Annex B

(Chinese version only)
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