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Tax Newsflash

Tax Treatment of Investors Who Invest
through Shenzhen Hong Kong Stock
Connect Clarified

The Ministry of Finance (MOF), State Administration of
Taxation (SAT) and China Securities Regulatory Commission
(CSRC) have jointly issued (Circular
127) clarifying the tax treatment of investors who invest
through the Shenzhen Hong Kong Stock Connect (SZ-HK Stock
Connect).

Like its predecessor, Shanghai Hong Kong Stock Connect (SH-
HK Stock Connect), the SZ-HK Stock Connect, which is to be
launched on 5 December 2016, allows foreign investors to
invest in A shares which are listed on the Shenzhen Stock
Exchange (SZSE) via the Hong Kong Stock Exchange (HKSE),
and Mainland investors to invest in Hong Kong shares via the
SZSE. Previously, foreign investors could invest in such A
shares only through channels like SH-HK Stock Connect, QFIIs
and RQFIIs, as well as Mainland-Hong Kong mutually
recognized publicly offered funds.

Highlights of Circular 127

Foreign investors who invest in A-shares

Dividends Gains on disposal

Foreign investors 10% income tax will | Gains on disposal are
(both individuals be withheld by the exempt from income
and enterprises) payer. Qualifying tax and VAT.
investors may apply
for tax refunds, if a
reduced treaty rate
could be applied.

Mainland investors who invest in HK shares

Dividends Gains on disposal
Mainland 20% (see note) e Gains derived
individual income tax, with during the period
investors foreign tax credit from 5 December
allowed 2016 to 4
December 2019
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exempt from
individual income
tax;

e VAT is exempt

Mainland No special tax treatment
enterprise
investors

Note: 20% income tax will be withheld by H-share companies (which
are Mainland-incorporated with shares listed in Hong Kong) for H-
share dividends; and by China Securities Depository and Clearing
Corporation Limited (CSDC) for non-H-share dividends. The 20%
dividend tax implications and withholding requirements shall also
apply to the Mainland's securities investment funds.

Under Circular 127, both Chinese and Hong Kong stamp duty
continues to be payable in accordance with the then applicable
rules. But note that borrowing and return of shares in a
covered short selling undertaken by foreign investors via SH-
HK Stock Connect and SZ-HK Stock Connect will be exempt
from the Chinese stamp duty.

Following the launch of SH-HK Stock Connect two years ago,
SZ-HK Stock Connect is an additional way towards more liberal
and convenient mutual market access between Mainland China
and Hong Kong. One should note that no aggregate quota has
been established for SZ-HK Stock Connect with a view to
enhance the participation of institutional investors (particularly
the overseas institutional investors) and meanwhile it offers
more eligible stocks and transactions to meet the needs of
different investors. The launch of the two Stock Connect
programmes represents a wider capital pool connecting
Shanghai, Shenzhen and Hong Kong and also symbolize that a
more enhanced Chinese capital market in terms of rule of law,
marketization and internationalization.

Unlike SH-HK Stock Connect where business tax exemption is
provided for foreign investors, the launch of SZ-HK Stock
Connect will be governed by the final rollout of VAT reform,
i.e. business tax was fully replaced by VAT since Caishui
[2016] No. 36 taking effect as from 1 May 2016 under which
VAT exemption has been granted to foreign investors when
they trade A shares listed on the Shanghai Stock Exchange
through SH-HK Stock Connect program. As clarified in Circular
127, from 5 December 2016, the VAT exemption treatment
has been extended to the gains derived from the trading of A
shares listed on Shenzhen Stock Exchange by the foreign
investors (both individuals and enterprises) through the SZ-HK
Stock Connect.

The clarification of the tax treatment of investors who invest
through the SZ-HK Stock Connect is quite similar to that of the
SH-HK Stock Connect and again the tax incentives are very
welcomed. Of note, whether or not the Mainland Chinese
company is "land rich", is no longer a relevant consideration
by virtue of the "exemption". However, a few matters remain
outstanding and to be monitored upon subsequent
implementation, such as how tax treaty claims by qualifying
foreign investors who can enjoy reduced dividend withholding
tax rate under applicable treaty to be handled, the application



of foreign tax credit by Mainland individual investors who
receive dividend from the investment in HK shares via SZ-HK
Stock Connect, tax treatment of gains derived from the
transfers of other securities, and etc.
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