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In response to the Financial Secretary’s proposal in the 2013/14 Budget to extend the profits
tax exemption for offshore funds to cover private equity (PE) funds, the Financial Services
Development Council (FSDC) released a synopsis paper (Research Paper No.06) on 18

November 2013 proposing tax exemptions and anti-avoidance measures on PE funds.
Summary of proposal

i.  Section 20AC of the Inland Revenue Ordinance (Safe Harbour Rule) should be
expanded to cover PE funds, excluding real estate funds or real estate investment
trusts, in respect of their direct and/or indirect investments via non-Hong Kong
incorporated (or established) special purpose vehicles (SPV) in portfolio companies,
which are incorporated or registered outside Hong Kong and do not carry out any
business in Hong Kong, provided such portfolio companies do not exceed the “10% de
minimis exemption threshold” (i.e. with incidental investments in Hong Kong real estate

of less than 10% of their net asset values).

i. Ifatax exempt PE fund invests through a wholly-owned Hong Kong incorporated SPV,
which only derives passive income (e.g. dividend income) from the portfolio companies
and profits from disposal of the portfolio companies, the Hong Kong-incorporated SPV
should also be exempted from Hong Kong profits tax. If the SPV is held jointly by a tax
exempt PE fund and co-investors, and the SPV is majority owned or controlled by the
PE fund, profits tax exemption should also be granted to the SPV provided that the

remaining co-investors are not Hong Kong residents.



ii.  The deeming provisions under Section 20AE of the Inland Revenue Ordinance should
not be invoked in cases where an offshore fund is regarded as “bona fide widely held”.
FSDC proposed that “bona fide widely held” should mean that at no time did fewer than
5 persons (as opposed to 50) hold (or have the right to become the holders of) all of the
partnership interests of the PE fund. There should also be a grace period of 18 months
after the PE fund’s first closing to mitigate any unintended adverse Hong Kong profits
tax implications to investors of the PE fund.

iv.  The “prescriptive” list in the Safe Harbour Rule, e.g. for “specified transactions”, should

be replaced by an “exclusions list”.

V. “Specified transactions” should include loans and credit transactions.

Regulatory comments

FSDC suggests that PE funds managed by managers/advised by advisors which do not carry
on business in a regulated activity in Hong Kong or which are otherwise exempt from the
requirement to be SFC-licensed should be entitled to the extended Safe Harbour Rule,
provided that the PE funds constitute eligible “collective investment schemes” as defined in
the Securities and Futures Ordinance. It proposes the Financial Services and the Treasury
Bureau, Hong Kong Securities and Futures Commission and Inland Revenue Department to

work out the framework applicable to this category of PE fund managers/advisors.

The synopsis paper has been submitted to the Government for consideration. Yet, the paper
only represents phase 1 of the FSDC’s recommendations. Phase 2 of the proposal will cover
areas such as Hong Kong-domiciled limited partnerships, Hong Kong portfolio companies,

“central management and control” test for an offshore fund, etc.

The full version of the synopsis paper can be downloaded here.
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