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Hong Kong Tax Newsflash

Long awaited proposal and consultation
— Hong Kong tax concession for carried
interest
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Further to the announcement by Paul Chan, the Financial Secretary, in
his 2020-21 Budget speech that Hong Kong plans to provide tax
concession for carried interest issued by private equity funds operating
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in Hong Kong, the Hong Kong Government has recently released a
consultation paper on the proposed tax concession regime on carried
interest.

Proposed Tax Concession Regime

We set out below the key features of the proposed tax concession
regime for your reference:

e The consultation paper only mentions that the qualifying carried
interest would be charged at a highly competitive rate. Itis not clear
as to whether this "highly competitive rate" actually refers to tax
exemption (i.e. 0%) or other reduced tax rate.

e Subject to legislative procedures, the proposed tax concession is
expected to take retrospective effect from the year of assessment
commencing on 1 April 2020.

e To qualify for the tax concession, the following conditions should be
met:

» Tax concession is only eligible to carried interest distributed
by a fund falling within the definition of "fund" under the
Unified Fund Exemption Regime, which is similar to the
definition of "collective investment scheme" under the
Securities and Futures Ordinance (SFO).

» The fund must be "validated" by the Hong Kong Monetary
Authority upfront regarding its eligibility to the tax
concession on carried interest

» The term "carried interest" is defined to mean a "profit-
related return" - the following three conditions should be
encompassed:

(i)  Itarises only if the validated fund is making profits;

(ii) It varies by reference to the profits; and

(iii)  The return to external investors is also determined by
reference to the same profits.

» Includes sum paid out of the profits derived from the
qualifying transactions of a validated fund, subject to the
condition that sum arises after all or substantially all of the
fund’s investments have been repaid to external investors;
and each external investor has received a preferred return at
an annual rate of 6% compound interest.

» Only carried interest distributed out of tax-exempted
qualifying transactions in private equity investments (i.e.
shares, stocks, debentures, loan stocks, funds, bonds or
notes of, or issued by, a private company under Schedule



16C to the Inland Revenue Ordinance) is eligible for the tax
concession.

» Tax concession is eligible to the following persons who
provide investment management services to a validated fund
in Hong Kong or arranging such services to be carried out in
Hong Kong:

(i)  SFO licensed corporation or authorised financial
institution;

(ii)  Non-SFO licensed person (defined to include a
corporation, partnership, etc.) providing investment
management services (or arrange such services to be
carried out) in Hong Kong to a "qualifying investment
fund", as defined under the Unified Fund Exemption
Regime; and

(iii)  An employee deriving assessable income from the
employment with (i) or (ii) above by providing
investment management services to validated funds
on behalf of his/her employer.

» Eligible carried interest recipients (except for (iii) above)
should also fulfil the following substantial activities
requirements:

(i)  Not less than two investment professionals (or one
investment professional and one related professional
in legal, compliance or finance); and

(i) Not less than HKS3 million local expenditures for a
year.

» Forthe year of assessment where carried interest
distributions are made, the validated fund is required to
appoint an external auditor to certify that the substantial
activities requirements and other conditions under the tax
concession regime are fulfilled.

» Validated funds or local authorised representative should
report in writing all particulars of the carried interest
distributions to the Inland Revenue Department.

Our observation

Under the current post-BEPS era and after the implementation of the
Economic Substance Law in the Cayman Islands, many industry players
using the typical Cayman Islands structure are now under pressure to
revisit their fund structure and operational model, which include the
potential "onshorisation" of their funds and fund management entities.

We welcome this long-awaited tax concession for carried interest, which
has shown the Government's willingness to address the industry's
concern in recent years regarding the current Hong Kong tax treatment



on carried interest. Coupled with the other measures introduced in
recent years, such as the Unified Fund Exemption Regime?, Limited
Partnership Fund Regime?, etc., we believe that the Government is
setting the right tone in terms of providing a legal and tax friendly
environment for private equity funds and fund managers to set up and
operate in Hong Kong, with a view to enhancing Hong Kong's
competitiveness as a fund management / asset management hub in the
region. That being said, there are still certain areas in the consultation
paper that require further clarification, such as whether the "highly
competitive rate" refers to complete tax exemption, whether the tax
concession covers carried interest distributed by a fund of private equity
/ venture capital funds, what is the extent of "investment management
services" that needs to be carried out in Hong Kong in order to qualify
for the tax concession, etc.

We will keep you, as our valuable client, updated of the latest
development on this tax concession regime. In the meantime, we are
happy to discuss with you as to how the new regime (together with the
Unified Fund Exemption regime and the Limited Partnership Fund
regime) would impact your fund structure and operational model.

L please refer to our Tax Newsflash Issue 124

2 please refer to our newsletter Introduction of limited partnership regime for funds

Tax Newsflash is published for the clients and professionals of Deloitte Touche Tohmatsu.
The contents are of a general nature only. Readers are advised to consult their tax advisors
before acting on any information contained in this newsletter.
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