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On August 19, 2020, the US Department of State notified Hong Kong authorities of the suspension
or termination of the shipping tax treaty between the US and Hong Kong (the “Shipping Tax
Treaty”). This step was mandated by Executive Order 13936, issued by President Trump on July 14,
2020, which ordered the State Department to send Hong Kong notice of intent to terminate the
Shipping Tax Treaty. Termination of the Shipping Tax Treaty will affect Hong Kong and US
taxpayers engaged in shipping.

SECTION 883 EXEMPTION

"There are three

.. Section 883 of the US Internal Revenue Code provides a broad exemption from US
ways a jurisdiction
taxation of income earned by a non-US person from the international operation of a
can grant an

ship. Absent the Section 883 exemption, a non-US entity treated as a corporation for

equivalent

exemption: an US tax purposes that earns shipping income in the US is generally subject to a gross

exchange of notes, freight tax on income earned from voyages to or from the US, or in certain

domestic law or an circumstances, the non-US corporation may be subject to net income taxation on

income tax treaty." shipping income that is effectively connected with its US trade or business. The gross

freight tax also applies to non-US individuals, as well as the non-US owners of
entities treated as fiscally transparent for US tax purposes. The tax is imposed at a
4% rate on US source shipping income, which is generally 50% of the income from a voyage to or from the US (so the tax is often

thought of as a 2% gross tax on all income from voyages to or from the US).

Pursuant to Section 883, the US generally will not tax a foreign entity on shipping income if the foreign entity is organized in a
jurisdiction that grants an “equivalent exemption” from taxation to US corporations. An equivalent exemption can be obtained in
one of three ways:

e Domestic law (e.g., the jurisdiction generally does not tax any shipping income of non-US companies);

e Exchange of notes (essentially, a treaty that applies just to shipping or other transportation income); or

e |ncome tax treaty.
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Whether an equivalent exemption exists is determined separately for each category of shipping income. For example, a non-US
jurisdiction may exempt time or voyage charter income, but not bareboat charter income, in which case, Section 883 generally
would exempt from US taxation time or voyage charter income, but not bareboat charter income, earned by a non-US

corporation organized in such jurisdiction.

There are multiple other requirements needed to claim the Section 883 exemption. Most importantly, an entity treated for US

tax purposes as a corporation that intends to qualify for the Section 883 exemption must satisfy one of three tests:
¢ The “qualified ownership test” — the entity must be owned more than 50% by owners who are themselves tax residents of
jurisdictions that grant equivalent exemptions;

e The “controlled foreign corporation test” — the entity must be a “controlled foreign corporation” that is owned more than
50% by US taxpayers; or

e The “publicly traded test” — the entity’s shares must be publicly traded on a qualified US or foreign exchange.

Each of these tests has substantial additional requirements and qualifications. In

certain circumstances, a non-US corporation that cannot claim the Section 883 "US companies
exemption may still be able to claim another exemption from taxation under a US generally will be
comprehensive income tax treaty. subject to Hong Kong
taxation on voyages
SHIPPING TAX TREATY to or from Hong
Kong, as determined
The Shipping Tax Treaty specifically references, and effectively works in conjunction under Hong Kong tax

with, Section 883. Unlike a comprehensive income tax treaty, which can be relied on law."

independently, the Shipping Tax Treaty is purely a means of complying with Section
883 (from the US tax perspective). The Shipping Tax Treaty generally exempts from
taxation time, voyage and bareboat charter income, incidental income from container leasing, pool income, and income from
the sale of a ship. As a result, a corporation organized in Hong Kong that was eligible for the benefits of Section 883 generally

was exempt from US income taxation on most shipping income attributable to the US.

TERMINATION OF SHIPPING TAX TREATY

As a result of the termination of the Shipping Tax Treaty, entities organized in Hong Kong and individual Hong Kong residents
generally will no longer be eligible to claim the Section 883 exemption, and may be subject to the 2% US gross freight tax on

voyages to or from the US (or in certain cases, to US net income tax at ordinary rates).

In addition, tax residents of Hong Kong will generally be counted as “bad owners” for purposes of the qualified ownership test
(and in certain circumstances, the publicly traded test), so an entity organized outside Hong Kong with substantial Hong Kong

ownership may find it more difficult to satisfy the Section 883 exemption.

Ship management companies organized in Hong Kong that earn only services income from the management of ships and have
no US presence are generally unaffected by the termination of the Shipping Tax Treaty, since they do not generally earn income

that is subject to US taxation (even if the ships they manage travel to the US).
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US companies generally will be subject to Hong Kong taxation on voyages to or from Hong Kong, as determined under Hong
Kong tax law. US corporations (and partnerships or other fiscally transparent entities with US taxpayers) may therefore
effectively be subject to double taxation on voyages to and from Hong Kong: taxation related to the voyage by Hong Kong, and

ordinary income taxation by the US.

QUESTIONS AND UNCERTAINTIES

"Hong Kong entities .
Timing
may already be

subject to US tax on _ o
.. . Although subject to some uncertainty, it appears from the context of the State

US shipping income o

. Department’s announcement that the Shipping Tax Treaty has already been

(and US entities may

suspended or terminated, in which case, Hong Kong entities may already be subject

already be subject to

Hong Kong tax)." to US tax on US shipping income (and US entities may already be subject to Hong

Kong tax). The US Department of the Treasury has yet to issue guidance regarding

the timing of the change. The timing may also affect shipping companies with
substantial Hong Kong ownership, which often need to calculate both the timing and

quantum of their qualified share ownership to claim the Section 883 exemption.!

Other Avenues for Claiming Section 883 Exemption

As described above, there are three ways a jurisdiction can grant an equivalent exemption: an exchange of notes, domestic law
or an income tax treaty. The Shipping Tax Treaty is an exchange of notes and there is no income tax treaty between the US and
Hong Kong. However, it is always possible that a Hong Kong entity can claim the Section 883 exemption based on domestic law—
i.e., arguing that Hong Kong domestic law generally exempts a particular item of shipping income from Hong Kong taxation, and
therefore the Shipping Tax Treaty is not needed to claim the Section 883 exemption. It appears that this argument will, however,
fail under current domestic Hong Kong law for most categories of shipping income, since Hong Kong currently taxes most
shipping income from voyages to or from Hong Kong earned by non-Hong Kong companies. It is possible, however, that a change

in Hong Kong domestic law or its interpretation will open up avenues in which taxpayers can claim the Section 883 exemption.

In addition, while Hong Kong is a Special Administrative Region of the People’s Republic of China (PRC), it is not generally treated
as part of the PRC for US tax purposes, including tax treaties. There is a separate income tax treaty between the PRC and the US
that does not apply to Hong Kong. If Hong Kong were to be treated as part of the PRC for all US tax purposes, corporations
organized in Hong Kong generally could continue to claim a US tax exemption under the US-PRC income tax treaty. There is no
indication that the US will change its policy in this respect (and doing so would generally conflict with apparent US policy to
punish Hong Kong companies), but it remains to be seen whether there will be continued changes in US tax policy towards Hong

Kong and the PRC, and what their effect will be.

CONCLUSION

Shipping companies based in Hong Kong or with a significant Hong Kong ownership or nexus should consider the effects of the

termination on their tax structure, and may wish to consider restructuring their operations.
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For more information on how sanctions imposed by President Trump’s Executive Order affect organisations in Hong Kong, please
read our article authored by Hong Kong Partners Rosa Ng and Khin Voong, Senior Consultant Dean Young and Trainee Gabrielle

Wong here.

[1] Subsequent to this briefing, the US Department of the Treasury announced that the termination of the Shipping Tax Treaty

will take effect on January 1, 2021, and will have effect for taxable years beginning on or after that date.
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DISCLAIMER

Watson Farley & Williams is a sector specialist international law firm with a focus on the energy, infrastructure and transport sectors. With offices in Athens,
Bangkok, Dubai, Dusseldorf, Frankfurt, Hamburg, Hanoi, Hong Kong, London, Madrid, Milan, Munich, New York, Paris, Rome, Seoul, Singapore, Sydney and Tokyo
our 700+ lawyers work as integrated teams to provide practical, commercially focussed advice to our clients around the world.

All references to ‘Watson Farley & Williams’, ‘WFW’ and ‘the firm’ in this document mean Watson Farley & Williams LLP and/or its affiliated entities. Any reference
to a ‘partner’ means a member of Watson Farley & Williams LLP, or a member, partner, employee or consultant with equivalent standing and qualification in WFW
Affiliated Entities. A list of members of Watson Farley & Williams LLP and their professional qualifications is open to inspection on request.

Watson Farley & Williams LLP is a limited liability partnership registered in England and Wales with registered number 0C312252. It is authorised and regulated by
the Solicitors Regulation Authority and its members are solicitors or registered foreign lawyers.

The information provided in this publication (the “Information”) is for general and illustrative purposes only and it is not intended to provide advice whether that
advice is financial, legal, accounting, tax or any other type of advice, and should not be relied upon in that regard. While every reasonable effort is made to ensure
that the Information provided is accurate at the time of publication, no representation or warranty, express or implied, is made as to the accuracy, timeliness,
completeness, validity or currency of the Information and WFW assume no responsibility to you or any third party for the consequences of any errors or omissions.
To the maximum extent permitted by law, WFW shall not be liable for indirect or consequential loss or damage, including without limitation any loss or damage
whatsoever arising from any use of this publication or the Information.

This publication constitutes attorney advertising.
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