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“Through train” back on track.

Pilot programme establishing mutual stock market access between Mainland China and Hong
Kong announced. New rules to allow direct share trading between Hong Kong and Shanghai
could be in place within six months.

In a welcome development, Premier Li Kegiang recently announced in Hainan, during
the Boao Forum for Asia, that two-way stock trading between the Shanghai and
Hong Kong stock markets should be operational by October. The Hong Kong
Securities and Futures Commission and the China Securities Regulatory Commission
have, simultaneously, confirmed the development of a pilot programme for the
establishment of mutual stock market access between Mainland China and Hong
Kong that would see over 820 large and mid-cap stocks being eligible for
cross-border trading. It is anticipated that both the Hong Kong and Shanghai
exchanges will conclude an agreement soon to give effect to this.

Very little details have been made available to date. However, from what has been
reported in the media, it would appear that through the “northbound trading link”
Hong Kong and international investors will be able to buy and sell over 560 Shanghai
listed stocks through Hong Kong brokers. These brokers will route the transactions
through the Hong Kong bourse to the Shanghai exchange. Under the proposals,
Hong Kong investors will be able to trade up to 300 billion yuan of A-shares subject
to a maximum of 13 billion yuan per day. This annual quota is a little more than half
the combined Qualified Foreign Institutional Investor (QFIl) and Remnimbi Qualified
Foreign Institutional Investor (RQFII) quotas.

Similarly, the "southbound trading link” will enable mainland institutions and
individuals to trade up to 266 Hong Kong listed stocks. The maximum total quota is
250 billion yuan of Hong Kong stocks (limited to 10.5 billion yuan per day) and the
trades will be lodged with mainland brokers who will then place the orders with the
Shanghai Stock Exchange, who will in turn pass them onto the Hong Kong Exchange.
The southbound annual quota is less than 50% of the cumulative Qualified Domestic
Institutional Investor (QDII) quota.

It is expected that the Through Train arrangement will, for the foreseeable future,
complement (as opposed to replace) the existing QFII/RQFII and QDII schemes. This
obviously offers something new to mainland Chinese investors who can now invest
in economic sectors that were previously unavailable to them. It is also expected that
that there will be an increase of retail investors investing in the mainland market.
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The above quotas have no time frame and Beijing has not said if it will replenish
the quota if and when it may run out. It is therefore feasible that, in due course,
the quotas will be lifted although the Hong Kong Financial Services Minister has
already cautioned investors not to expect an immediate uplift in quotas once the
existing quota is filled.

The proposed scheme raises some questions regarding taxation and the
implementation of double tax relief under the Hong Kong and China double tax
agreement. It is likely that these will become more apparent the closer we get
to implementation of the “through train”.

In the 11 years that the QFIl scheme and the more recent RQFII regime have
been operating, there have been practical uncertainties regarding the China tax
consequences of such investments. Although one can reasonably assume the
tax consequences based on general tax principles, there have been operational
discrepancies for foreign investors as the Chinese tax laws have neither rules
governing the administration of taxation of QFIlIs/RQFlls in regard to gains
realized on the disposal of investments nor, conversely, a specific exemption for
QFlls and RQFIIs from China taxation. While the Chinese tax authorities were
understood to be working on the issuance of detailed implementation rules for
the collection of taxes on gains made by QFlls on trading A-shares, these have
not materialized and the tax position regarding both payment and collection
remains uncertain.

Consequently important tax questions remain to be definitively clarified (which
will also be relevant to the newly proposed investment regime), for example:

e Will the Hong Kong and foreign based investors be subject to withholding
tax ("WHT") at 10% on A-share investment in China as regards capital gains
and dividends, and if so, will tax treaty relief be available.

e [f treaty protection is available for WHT on dividends and capital gains, how
does a taxpayer claim treaty protection and what are the prerequisites to
such claim?

e \Who would be liable for the collection and payment of WHT? How are
capital gains to be calculated - on a trade by trade basis or on a pooling
basis? What trade related expenses can be deducted from the gain (stamp
duties etc)? What about the carry forward or back of trading losses?

A number of the above issues will not necessarily apply to the Through Train
regime, but nevertheless they should be addressed and clarified by the Chinese
tax authorities particularly as regards the more important issues surrounding
capital gains, WHT and treaty benefits.

As the tax treatment of QFII/RQFII is still to be resolved, one would hope that
when China finalizes this, by either promulgating laws and/or issuing
regulations, the taxation of investors, particularly the mechanics of northbound
trading link, will be addressed and certainty attained.
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