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Hong Kong Tax Newsflash
Draft legislation proposing Hong Kong tax
exemption on carried interest gazetted

-

MAKING AN

IMPACT THAT

MATTERS
it

o

The long-awaited bill to introduce Hong Kong tax exemption on carried
interest (Inland Revenue (Amendment) (Tax Concessions for Carried



http://www2.deloitte.com/cn/zh/social-media
https://www.legco.gov.hk/yr20-21/english/bills/b202101291.pdf

Interest) Bill 2021) was gazetted on 29 January 2021 (the Bill). The Bill
proposes that, subject to conditions, eligible carried interest shall be:

e charged at 0% under Hong Kong profits tax; and

e fully excluded from employment income for the purposes of Hong
Kong salaries tax

Subject to legislative procedures, the tax exemption shall apply
retrospectively to eligible carried interest received or accrued on or after
1 April 2020.

The key conditions for the tax exemption to apply are summarized as
follows:

The tax exemption only applies to eligible carried interest, which is
defined under the Bill as a profit-related return from the provision of
investment management services, subject to fulfilment of other
conditions?.

The eligible carried interest shall be received by or accrued to the person
concerned from a qualifying payer, which includes a certified investment
fund?, and its associated corporation/partnership.

The eligible carried interest shall be received by or accrued to a
"qualifying person" or "qualifying employee", where:

e "Qualifying person" includes:

1. acorporation or an authorized financial institution
licensed/registered under the Securities and Futures Ordinance;
or

2. aperson (broad enough to cover a corporation, partnership, etc.)
which carries out investment management services for a
"qualified investment fund" as defined under the unified Hong
Kong tax exemption regime for funds (UFE)>.

e "Qualifying employee" is defined as an individual who is:

1. employed by (i) a qualifying person (see above); or (ii) a qualifying
person's associated corporation/partnership (if the qualifying person
is a corporation/partnership), provided that the associated
corporation/partnership carries on a business in Hong Kong; and
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2. carrying out the employment duties by providing investment
management services in Hong Kong for, or on behalf of, the
qualifying person.

The eligible carried interest shall be arising from the provision of
investment management services in Hong Kong. The Bill provides a non-
exhaustive list of investment management services, which includes fund-
raising, researching and advising on potential investments, acquiring,
managing or disposing of property or investments, and assisting the
investee entity to raise funds.

The tax exemption only applies to eligible carried interest arising from
profits earned from a qualifying transaction in private equities (PE), which
generally means a transaction:

e in a private company;

e in a qualifying special purpose entity (SPE) (as defined under the
UFE) that holds and administers investee private companies (as
defined under the UFE) and no other assets of a class specified in
Schedule 16C to the IRO for the purposes of the UFE (Schedule
16C Assets);

e inainvestee private company; or

e incidental to the carrying out of a transaction above, subject to
the 5% threshold under the UFE

Meanwhile, the Bill also requires that the relevant profits giving rise to
the eligible carried interest shall be exempt from profits tax in
accordance with the relevant provisions under the UFE.

During the entireapplicable period*, the qualifying person shall, in the
opinion of the Commissioner of the Inland Revenue, have adequate (i)
full-time employees in Hong Kong; and (ii) operating expenditure incurred
in Hong Kong, for carrying out the investment management services
concerned. In any event, the below thresholds shall be met for each
relevant year during the applicable period:

e Average number of full-time qualified employees in Hong Kong —
2 or more

e Annual operating expenditure in Hong Kong — HKS$2 million or
more

e Upfront certification — the fund has to go through a certification
process administered by the Hong Kong Monetary Authority (HKMA);
HKMA will issue a letter of certification if it is satisfied that the
relevant criteria are met.



External verification — in a year where there is a distribution of
eligible carried interest, an external auditor should be engaged to
verify that that the substantial activities requirements and other
relevant conditions are fulfilled in the relevant years of assessment;
the auditor's report should be kept at the fund's local office or with a
non-resident fund's local authorized representative for inspection if
needed®.

Reporting obligations and retention of records — the Bill imposes
obligations on a qualifying person and qualifying payer to provide
information to the IRD in relation to the distribution of eligible
carried interest and maintain sufficient records.

Our observations

We welcome the introduction of the Bill, which we believe would help
promote the development of PE industry in Hong Kong.

With the above said, we observe a few unresolved areas of the Bill:

The Bill seems to require the eligible carried interest to arise from
profits that are tax-exempt under the UFE — it is unclear whether
reliance on the UFE is a prerequisite for the tax exemption on carried
interest to apply, and whether the carry exemption still applies if the
carried interest is arising from profits that are non-taxable in Hong
Kong in the very first place (e.g. being offshore sourced).

The Bill separately proposes to expand the definition of SPE under
the UFE to allow an SPE to hold and administer, apart from investee
private companies, Schedule 16C Assets (e.g. listed shares) also. Yet,
the Bill also stipulates that for the tax exemption to apply on carried
interest arising from a transaction in SPE, the SPE shall hold and
administer no other Schedule 16C Assets — this seems to suggest that
while holding Schedule 16C Assets other than investee private
companies would not taint the SPE from the tax exemption under
the UFE, it would taint the exemption on carried interest arising from
a transaction in SPE.

The Legislative Council Brief accompanying the Bill (Legislative Brief)
mentions that carried interest derived from hedging transaction may
be tax-exempt if the hedging transaction would form part and parcel
of the qualifying PE transaction and the profits on the hedging
transaction are embedded in the profits or loss on the qualifying PE
transaction for the calculation of carried interest — however, the Bill
does not contain any specific provision to expressly cover hedging
transactions.

The requirement regarding the verification by an external auditor is
mentioned in the Legislative Brief, but the Bill is silent on such
verification requirement. More details about the requirements,
procedures, etc. regarding the verification mechanism should be
expected.



We will provide more detailed insights on the Bill in an

upcoming publication, Tax Analysis. Meanwhile, we will keep you
updated of the latest legislative developments regarding this tax
exemption regime.

Notes:

1 For example, the sum is received or accrued after the payment of a return on investments subject to the
fulfilment of the hurdle rate, the sum is to be, or may be, received or accrued only if there are profits, and
the sum that is to be, or may be, received or accrued is variable by reference to those profits, where the
returns to external investors are also determined by reference to those profits.

2 Generally means a "collective investment scheme" under the Securities and Futures Ordinance and is
certified by HKMA.

3 It means a fund having at least 5 external investors, and meeting certain requirements over capital
commitments and distribution of the net proceeds.

4 Defined in the Bill to mean the period beginning on the day on which a person begins to carry out
investment management services for a certified investment fund or a specified entity (i.e. the Innovation and
Technology Venture Fund Corporation) and ending on the day on which eligible carried interest is received
by, or accrued to, the person.

5 The Inland Revenue Department may seek advice from HKMA for ascertaining whether the tax exemption
applies to a taxpayer.
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