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On Augus t  19,  2020, the US Depar tment  o f  S ta te  not i f ied Hong Kong author i t ies  o f  the suspens ion

or terminat ion of  the sh ipping tax t reaty  be tween the US and Hong Kong ( the “Shipping Tax

Treaty”) .  Th is  s tep was mandated by Execut ive Order 13936, i ssued by Pres ident  Trump on Ju ly  14,

2020, which ordered the S ta te  Depar tment  to  send Hong Kong not ice of  in ten t  to  terminate the

Shipping Tax Treaty.  Terminat ion of  the Shipping Tax Treaty wi l l  a f fec t  Hong Kong and US

taxpayers  engaged in sh ipping.

SECT ION 883 EXEMPT ION

Sec�on 883 of the US Internal Revenue Code provides a broad exemp�on from US

taxa�on of income earned by a non-US person from the interna�onal opera�on of a

ship. Absent the Sec�on 883 exemp�on, a non-US en�ty treated as a corpora�on for

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

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

circumstances, the non-US corpora�on may be subject to net income taxa�on on

shipping income that is effec�vely 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

en��es 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 o�en

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

Pursuant to Sec�on 883, the US generally will not tax a foreign en�ty on shipping income if the foreign en�ty is organized in a

jurisdic�on that grants an “equivalent exemp�on” from taxa�on to US corpora�ons. An equivalent exemp�on can be obtained in

one of three ways:

Domes�c law (e.g., the jurisdic�on generally does not tax any shipping income of non-US companies);

Exchange of notes (essen�ally, a treaty that applies just to shipping or other transporta�on income); or

Income tax treaty.
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Whether an equivalent exemp�on exists is determined separately for each category of shipping income. For example, a non-US

jurisdic�on may exempt �me or voyage charter income, but not bareboat charter income, in which case, Sec�on 883 generally

would exempt from US taxa�on �me or voyage charter income, but not bareboat charter income, earned by a non-US

corpora�on organized in such jurisdic�on.

There are mul�ple other requirements needed to claim the Sec�on 883 exemp�on. Most importantly, an en�ty treated for US

tax purposes as a corpora�on that intends to qualify for the Sec�on 883 exemp�on must sa�sfy one of three tests:

The “qualified ownership test” — the en�ty must be owned more than 50% by owners who are themselves tax residents of
jurisdic�ons that grant equivalent exemp�ons;

The “controlled foreign corpora�on test” — the en�ty must be a “controlled foreign corpora�on” that is owned more than
50% by US taxpayers; or

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

Each of these tests has substan�al addi�onal requirements and qualifica�ons. In

certain circumstances, a non-US corpora�on that cannot claim the Sec�on 883

exemp�on may s�ll be able to claim another exemp�on from taxa�on under a US

comprehensive income tax treaty.

SHIPP ING TAX TREATY

The Shipping Tax Treaty specifically references, and effec�vely works in conjunc�on

with, Sec�on 883.  Unlike a comprehensive income tax treaty, which can be relied on

independently, the Shipping Tax Treaty is purely a means of complying with Sec�on

883 (from the US tax perspec�ve). The Shipping Tax Treaty generally exempts from

taxa�on �me, voyage and bareboat charter income, incidental income from container leasing, pool income, and income from

the sale of a ship. As a result, a corpora�on organized in Hong Kong that was eligible for the benefits of Sec�on 883 generally

was exempt from US income taxa�on on most shipping income a�ributable to the US.

TERMINAT ION OF SH IPP ING TAX TREATY

As a result of the termina�on of the Shipping Tax Treaty, en��es organized in Hong Kong and individual Hong Kong residents

generally will no longer be eligible to claim the Sec�on 883 exemp�on, 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 addi�on, 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 en�ty organized outside Hong Kong with substan�al Hong Kong

ownership may find it more difficult to sa�sfy the Sec�on 883 exemp�on.

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 termina�on of the Shipping Tax Treaty, since they do not generally earn income

that is subject to US taxa�on (even if the ships they manage travel to the US).

Watson Farley & Williams LLP Registered office: 15 Appold Street, London, EC2A 2HB, UK   |   T: +44 20 7814 8000   |   F: +44 20 7814 8141/2 2



"Hong  Kong  en t i t i e s
may  a l ready  be
s ub j e c t  t o  US  t a x  on
US  s h i pp i ng  i n come
(and  US  en t i t i e s  may
a l ready  be  s ub j e c t  t o
Hong  Kong  t a x ) . "

US companies generally will be subject to Hong Kong taxa�on on voyages to or from Hong Kong, as determined under Hong

Kong tax law. US corpora�ons (and partnerships or other fiscally transparent en��es with US taxpayers) may therefore

effec�vely be subject to double taxa�on on voyages to and from Hong Kong: taxa�on related to the voyage by Hong Kong, and

ordinary income taxa�on by the US.

QUEST IONS AND UNCERTAINT IES

Timing

Although subject to some uncertainty, it appears from the context of the State

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

suspended or terminated, in which case, Hong Kong en��es may already be subject

to US tax on US shipping income (and US en��es may already be subject to Hong

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

the �ming of the change. The �ming may also affect shipping companies with

substan�al Hong Kong ownership, which o�en need to calculate both the �ming and

quantum of their qualified share ownership to claim the Sec�on 883 exemp�on.¹

Other Avenues for  Cla iming Sec t ion 883 Exempt ion

As described above, there are three ways a jurisdic�on can grant an equivalent exemp�on: an exchange of notes, domes�c 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 en�ty can claim the Sec�on 883 exemp�on based on domes�c law—

i.e., arguing that Hong Kong domes�c law generally exempts a par�cular item of shipping income from Hong Kong taxa�on, and

therefore the Shipping Tax Treaty is not needed to claim the Sec�on 883 exemp�on. It appears that this argument will, however,

fail under current domes�c 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 domes�c law or its interpreta�on will open up avenues in which taxpayers can claim the Sec�on 883 exemp�on.

In addi�on, while Hong Kong is a Special Administra�ve 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 trea�es. 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, corpora�ons

organized in Hong Kong generally could con�nue to claim a US tax exemp�on under the US-PRC income tax treaty. There is no

indica�on 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 con�nued changes in US tax policy towards Hong

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

CONCLUS ION

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

termina�on on their tax structure, and may wish to consider restructuring their opera�ons.
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For more informa�on on how sanc�ons imposed by President Trump’s Execu�ve Order affect organisa�ons in Hong Kong, please

read our ar�cle 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 termina�on of the Shipping Tax Treaty

will take effect on January 1, 2021, and will have effect for taxable years beginning on or a�er that date.
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