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One Country,
Two (Taxation) Systems
Andrew Halkyard examines the new arrangement between the
HKSAR and the Mainland to help residents avoid the potential
burden of double taxation

A t least since the late 1980s those
interested in Hong Kong taxation

law have debated whether Hong Kong
should endeavour to enter into
comprehensive double taxation
agreements with targeted partners.
Although it was appreciated that, by
and large, instances of double taxation
were more theoretical than practical,
the one area where concern was
continually expressed related to cross-
border activities involving the Chinese
Mainland (the Mainland).

Hong Kong professional and
commercial groups, most notably the
Hong Kong General Chamber of
Commerce and the Hong Kong Society
of Accountants, supported the view
that some form of agreement was
needed to resolve concerns of double
taxation between Hong Kong and the
Mainland. However, notwithstanding
the lobbying of such organisations, the
conventional wisdom appeared to be
that no formal agreement between the
Mainland and Hong Kong could ever
be concluded in the taxation arena,
given the practical and political
difficulties that would need to be
overcome under the 'One Country,
Two Systems' concept. How could
Hong Kong ever conclude a 'treaty'
with the Mainland?

It came as no small surprise,
therefore, when the Financial Secretary
announced in the 1998-99 Budget
Speech that the Hong Kong Special
Administrative Region had made an
arrangement with the taxation
authorities of the Central People's
Government for avoidance of double
tax between the Mainland and Hong
Kong. The arrangement, which is

set out in a memorandum signed in
Hong Kong on 11 February 1998,
covers matters such as shipping,
aviation, land transportat ion,
permanent establishments, services,
and personal taxation. It applies to
direct taxation of certain income and
profits derived by individuals and
enterprises.

Its key provisions, relating to
m a t t e r s such as pe rmanen t
establishment protection, taxation of
dependent employees, and individuals
providing independent services, are all
based on standard OECD-model treaty
language. With one exception, it does
not apply to indirect taxation. One
further feature of the arrangement is
that it concentrates on active income;
it is silent on passive income (such as
royalties, interest, dividends, and
capital gains), which is typically
subject to withholding tax. There is no
provision in the arrangement for the
exchange of information.

Perhaps more surprising is that the
arrangement appeared to have been
finalised with impressive speed.
Apparently, only two formal meetings
between representatives of the
respective taxation authorities were
needed for this purpose. Most recently,
in June 1998 the Hong Kong Inland
Revenue D e p a r t m e n t issued
Departmental Interpretation and
Practice Notes No. 32 entitled
'Arrangement between the Mainland
of China and the Hong Kong Special
Administrative Region for the
Avoidance of Double Taxation on
Income'. Around the same time, the
State Administration of Taxation
issued its own interpretation notice of

the r e l evan t a r t i c l es of the
arrangement. These notices contain
general reference material to assist in
understanding the arrangement, set
out the interpretation of its provisions
from the perspective of both sides, and
the practice which the respective
taxation authorities will adopt in
applying it.

The notices also explain the criteria
on which residence will be determined
in accordance with the arrangement
(the arrangement only applies to a
'resident' of Hong Kong or the
Mainland) and include the application
form to be used when applying for a
residence certificate.

The degree of commitment by the
Mainland to dealing with the issue of
double taxation, which until recently
was (and may still be) more academic
than pressing, should be highly
encouraging to Hong Kong's business
and financial communities. By easing
concerns, providing greater certainty,
and lowering the tax liability of Hong
Kong residents working and
enterprises operating in the Mainland,
this arrangement helps establish a firm
foundation for future co-operation
between the Mainland and Hong Kong
on trade and other economic matters.
From a Hong Kong taxat ion
perspective, it is one of the most
significant developments to have
occurred for a very long time. From a
broader international law perspective,
the Mainland has adopted a flexible
and innovative approach — a standard
treaty template has been used to
regulate jurisdiction to tax within
different parts of the People's Republic
of China. This augurs well for
e f f ec t ive ly implement ing the
autonomy promised to Hong Kong
under the challenging rubric of 'One
Country, Two Systems'.

Andrew Halkyard
teaches Revenue Law at the University
of Hong Kong and is a consultant to
Baker & McKenzie
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The Pacific's Premier
Offshore Financial Centre

No personal income taxes
No corporate income taxes
No capital gains taxes
No withholding taxes
No estate or death duties
No tax treaties
No exchange control

Extensive confidentiality provisions
Full international banking, insurance and
other professional services
Excellent telecommunications

Further details are available from the
Vanuatu Financial Centre Association Promotions Office

Fax (678) 27272
E-mail: fincen @Vanuatu.com.vu

PO Box 1128 Port Vila • Vanuatu • S W Pacific
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