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Appendix A

Submission from DTT
(LC Paper No. CB(1)44/05-06(08))

DRAFT LEGISLATIVE WORDING

The following draft legislative amendments incorporate many of our recommendations to
the Bills Committee. For ease of reference, we have cross referenced the draft amendments
to highlight which of our recommendations is relevant to each particular amendment.

Vv 1-'. j é'}i% it

s AT L EiH lmiyi;i_ﬁ._) ERRASE F T !l R RN Sl b i B d REvHLE : i ‘

[Amend subsection 20AB(2)] i‘. T
20AB(2) In relation to any year of assessment, a person is to be regarded as a [
resident person if-

(b) where the person is a corporation that is not a trustee of a trust estate, the
central management and control of the corporation being the highest [evel of
contro) of the company is exercised in Hong Kong in that year of assessment;

(c) where the person is a partnership that is not a trustee of a trust estate, the
central management and control of the partnership being the highest level of

control _of the partnership is exercised in Hong Kong in that year of
assessment;

(d) where the person is a trustee of a trust estate, the central management and

control of the trust estate belng the highest level of control of the trust estate
is exercised in Hong Kong in that year of assessment.

fAmend subsection 20AC(1)]

20AC(1) Subject to subsections (5) ard{&}, a non-resident person is exempt from

tax chargeable under this Part in respect of his profits for any year of assessment

commencing on or after 1 April 1996 from-

{(a) transactions falling within subsection {2), (3) or (4) that are carried out in that |
year of assessment; and i

(b) cother transactions carried out in that year of assessment provided that the
non-resid son’'s tradin ipts from such ctions not_exceed
20% of the trading receipts from transactions referred to in subsection (1)(a) E
l I E £l N l l l l E - I F I ! ‘ i F | . ." Hi HiE

[Insert new subsection 20AC(2)(c)]
20AC(2)(c) for the purposes of applying the definition of “dealing in securities” in ﬁ .
i

o

T

subsection 2(a), the term “securities” shall have the meaning within paragraphs
(a) to {f) of the definition of “securities” in Part 1 of Schedule 1 to the Securities
and Futures Ordinance (Cap. 571}, and shall also include the following:

() Interest rate derivatives;

(ii) Credit derivatives;

{iii) OTC commedity derivatives;

(iv)  Spot foreign exchange transactions;

(v} Deposits and loans; and

(vi)  Contracts for physical commodities

[Further definitions may be required for items (i) to (vi}]
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k)
AC(5) with the following]
20AC(5) Subsection (1) does not apply to a non-residert person in a year of
assessment if, in that year of assessment, his trading receipts from the
transactions referred to in subsection (1)(b) exceed 20% of the trading receipts |
from the transactions referred to in subsection (1)(a).

[Delete section 20AC(6)]

[Amend subsection 20AE(3)]

) 20AE(3) Where, at any time in the year of assessment in which the Revenue

or in any subsequent year of assessment, a resident person has a direct or _
indirect beneficial interest in a non-resident person who is exempt from tax under
section 20AC and the resident person is an associate of the non-resident person... |

(Profits Tax Exemnption for Offshore Funds) Ordinance 2005 (of 2005) commences [l

[Insert new subsection 20AE(9)}]

20AE(9) Subsection (1) or (3) does not apply in relation to a non-resident person
during the non-resident person’s first two years of assessment.

[Re-number existing subsection 20AE(9) to new subseaction 20AE(10)]

[Insert new subsection 20AE(11}]

Where .
(a) the non-resident person derives assessable profits that would have been |
chargeable to tax under this Part but for section 20AC; and '

(b) the non-resident person is llable to income tax in a foreign jurisdiction in |3
respect of an amount of those assessable profits:

profits shall be regarded not to include the amount of assessable profits in
relation ta which the non-resident is liable to income tax in a foreign jurisdiction.

then for the purpose of subsection (1) and (3), the non-resident’s assesszble

[Re-number existing subsection 20AE(10) to new subsection 20AF(12)]

[Re-number existing subsection 20AE(11) to new subsection 20AE(13)]

[Insert new section 4 in Part 2 to Schedule 15]

4. Where a resident person has both a direct and an indirect beneficial interest in |
a non-resident person, then the extent of the beneficial interest of the resident |
person in the non-resident person is the sum of those direct and indirect interests |;
as calculated under this Part.”
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Memorandum 14 October 2005
To David Sutherland, Capital Markets Tax Committee of Asia Hong Kong Chapter
From Stephen Fletcher

Direct Line 00 852 2901 5350

Profits Tax Exemption for Offshore Funds - Permitted transactions under
Securities and Futures Ordinance

Executive Summary

The Government has proposed exempting revenue earned by certain offshore persons from
Hong Kong profits tax. The Government's proposals are currently set out in the Revenue
(Profits Tax Exemption for Offshore Funds) Bill 2005. Under the Bill, the exemption is limited
primarily to transactions which (a) amount to “dealing in securities”, “dealing in futures contracts”
or “leveraged foreign exchange trading" under the Securities and Futures Ordinance {“SFO")
and {b) are carried out through parsons licensed/registered under the SFO for those activilies
{or, In some cases, for the activity of "asset management").

This memorandum explains why many lransactions commonly entered into by offshore funds
would fall outside the exemption as drafted — because the definitions of “dealing in securities”,
otc. under the SFO are relatively limited (see 2 and 3 below), and because often transactions
are not entered into through persons who are licensed/registered under the SFO for the relevant
activities (see 2 and 4 below). While many transactions typically executed by hedge funds are
within the SFO, many transactions are not, including, in particuiar, many interest rate
derivatives, credit derivatives, OTC commodity derivatives, deposits, spot foreign exchange
transactions, borrowing/iending money, insurance contracts and physical cornmodity trading.

We understand that the Government does not intend the exemption to be unduly narrow, and is
prepared to introduce amendments to the Bill to extend the exemplion appropriately.
Accordingly, we have suggested some amendments 1o help to achieve this.
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SFO definitions

This section exptains what transactions are caught by the definitions of “dealing in securities”,
“dealing in futures contracts” and “leveraged foreign exchange {rading” under the SFO.

2.1 Dealing in securities

211

212

Introduction

The definition of “dealing in securities” under the SFO is essentially limited to
two types of transaction: (1) buying/selling “securities™ and (2) entering into
certain derlvatives over “securities”. “Securities” is quite broadly defined to
include shares, bonds, notes, units in funds, warrants and various physicatly-
sattied derivatives over shares, bonds, etc.

However, it obviously does not cover fransactions which do not involve
“sgourifies”, e.g. imerest-rate derivatives, commodity derivatives, foreign
exchange derivatives, many ‘cradit default’ derivatives, etc.

Please sea 3 below.

Definition

“Dealing in securities” is defined under Schedule 5 to the SFO to mean: making
(or offering to make) an agreement with another person, or inducing (or
attempting to induce) another parson to enter into (or to offer to enter into) an
agreement:

(a) for or with a view to acquiring, disposing of, subscribing for or
underwriting “securities”, OR

(b the purpose or pretended purpose of which is 1o secure a profit to any
of the parties from the yield of ssecuritios” or by reference to fluctuations
in the value of “securities”.

it is important to note the difference between limbs (a) and (b} above: limb {a) is
about buying and selling products that are themselves “securities”; limb (b) is
about entering into derivatives which are designed to generate a profit from the
income earned on “securities” or from fluctuations in the value of “secutities”
(i.e., it is not necessary that the derivative in (b} is itself a “security” as defined
in the SFO).

“Sacurities” is defined under Schedule 1 to the SFO to include:

(a) shares, stocks, debentures, funds, bonds or notes whether issued by a
Hong Kong or offshore company, unincorporated body or any
governmental authority;

(b} rights, options or Interests in or in respect of any of the instruments in
(ay

{c) certificates of interest in, receipts for or warrants to subscribe for or
purchase any of the instruments in (ak

{(d) interests in any “collective investment scheme” (which is itself broadly
defined under the SFO to include a broad range of funds); and
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{e) any interests commonly known as securities.

A number of instruments are expressly excluded from the above list. These
include: shares and debentures of Hong ¥ong private companias; interests in
collactive investment schemes that are registered pension schemes under the
Mandatory Provident Fund Schemes Ordinance or Occupational Retirement
Schemes Ordinance, or that are also insurance contracts under the Insurance
Companies Ordinance,; non-investment partnerships; negotiable certificates of
deposit; bills of exchange and promissory notes under the Bills of Exchange
Ordinance; and non-negetiablg/transferable debentures.

The Financial Secretary is also empowered under the SFO to specify that an
interest, ete. is or Is not a “security” within the above.

We would make several obsarvations about this list;

. There is no requirement that the “securities” be listed or admitted to
trading on any stock exchange anywhere

. In relation to (b) above, we have in the past been advised by leading
counsel that this only includes physically-settled derivatives over the
instruments in (a), e.g. an option contract over shares which allows the
holder to call for physical delivery of those shares.

. (e) above is somewhat unhelpful, since in practice it is not at all obvious
what cther instruments other than those listed in (a) to (d) would
commonly be regarded as “securities’.

. the exemptions from the list should not be forgotten ~ in particular the
exemptions for insurance contracts, negotiable certiticates of deposit
and non-negotiableftransferable debentures.

The application of the above to offshore funds’ activities in Hong Kong is set out
in 3 below.

Exemptions

The SFO sets out a number of exemptions from “dealing in securities”. It is
imperiant to note that the exemptions work by providing that the specified
activity does not fall within the definition of what constitutes “dealing in
securities”. Three are particularly important in this context:

. a person (“A") is not regarded as “dealing in securities” where the
relevant act is performed through another person (“B") who is licensed
or registered for “dealing in Securities” under the SFO. However, A will
not be able to rely on this exemption where, in return for some
commission, rebate or other remunaration, A ‘deals’ with B for the
account of a third party or introduces patential clients to B or deals with
third parties on behalf of B.

. a person is not regarded as "dealing in sacurities” where he performs
the relevant act as principal and by way of dealing with certain
categories of “professional investar’ (as defined under the SFO),
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including persons licensad or registered under the SFO, Hong Kong
banks, etc.

. a person is not regarded as “dealing in securities” where he acquires,
disposes of or subscribes for securities as principal.

The effact of thase exemptions is that a person who can benefit from them is
not “dealing in securities”. See 3 and 4 below.

22 Dealing in futures contracts

221

222

Introduction

The definition of “dealing in futures contracts” under the SFO is essentially
limited to: buying/selling “futures contracls”, i.e., exchange-traded futures and
options on such futures.

The definition does not cover non-exchange traded products, i.e., ail off-
exchange derivatives.

Please see 3 below.

Definition
“Dealing in futures contracts” is defined under Schedule 5 to the SFO to mean:

{a) making (or offering to make) an agreement with another person to enter
into {or to acquire or dispose of) a “futures contract’;

(b) inducing (or attempting to induce) another person to enter inta {or o
offer to enter into) a “futures contract’;

{c) inducing (or attempting to induce) another person to acquire or dispose
of a “futures contract”.

“Futures contract” is defined under Schedule 110 the SFO to mean a contract
{or option on a contract) made under tha rules or conventions of a “futures
market”.

A “jutures market” ig, in turn, defined as a place at which facilities are provided
for persons to negotiate or conclude sales or purchases of contracts (or options
on contracts) the effect of which is that:

. one party agrees to deliver to tho other at an agreed future time an
agreed (quantity of} property at an agreed price; or

. the parties will make an adjustment between themselves at an agreed
future time according to whether an agreed property is worth more or
less or an index or other factor stands higher or fower than a value or
leve! agreed at the time of making the contract;

provided that, in both cases, either the contracts (or options) are novated or
guaranteed by a central counterparty under the rules or conventions of the
market in question, or the contractual obligations of the parties are normally
discharged before the contractual expiry date under the rules of conventions of
the market in question.
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223

The application of the above to offshore funds’ activities in Hong Kong is set out
in 3 below.

Exemptions

The SFQ sets out a number of exemptions {rom “dealing in futures contracts”™.
Again, the exemptions work by providing thal the specified actlvity does not fall
within the definition of what constitutes “dealing in futures contract’. Two are
particularly important in this context;

. a person {"A”) is not regarded as “dealing in futures contracts” where
the relevant act is performed through another person (“B") who is
licensed ot registered for “dealing in futures contracts™ under the SFO.
Howaver, A will not be able to rely on this exemption where, in return for
some commission, rebate or othar remuneration, A ‘deals’ with B for the
account of a third party or introduces potential clients to B or deals with
third parties on baehalf of B.

. a person is not regarded as “dealing in futures contracts” whara he
performs the relevant act as principal in relation to futures contracts
traded on any exchange other than the Hong Kong Futures Exchange
and by way of dealing with certain categories of “professionat investor”
{as defined under the SFO), including persons licensed or registerad
under the SFO, Hong Kong banks, etc.

The effect of these exemptions is that a person who can benefit from them is
not “dealing in futures contracts”. Sea 3 and 4 below.

2.3 Leveraged forelgn exchange trading

231

232

introduction

The definition of “leveraged foreign exchangs trading” under the SFQ includes
three activities: (1) buying/selling “laveraged forgign exchange contracls”: (2)
providing margin facllities to enable another person to engage in spot or
leveraged foreign exchange trading; and {3) entering into arrangements to
facilitate leveraged foreign exchange trading.

Only the first of these is particularly relevant in the current gontext.
The definition does not cover 'spot’ forsign exchange transactions.

Please see 3 holow.

Definition
“Leveraged foreign exchange trading” is defined under Schedule 5 to the SFQ
to mean:

(a) the act of entsring into or cflering to enter into (or inducing or
attempting to induce a person to entar into or to offer to enter into) a
“leveraged foreign exchange contract”,

{b) the act of providing any financial accommodation to facilitate “foreign
exchange trading” or to facilitate an act referred to in (a) above; or
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233

{c) the act of entering into or offering to enter into (or inducing or
attempting to Induce a person to enter into) an arrangement with
another person, on a discretionary basis or otherwise, to enter into a
conlract to facilitate an act referred to in paragraph (a) or (b) above.

1 gveraged foreign exchange contract” is defined under Schedule 5 to the SFO
to mean contracts or arrangements the effect of which is that one party agrees
to:

(a) make an adjustment between himself and the other party or another
person according to whether a currency is worth more or less {as the
case may be) in relation to another currency,

(b pay an amouni of money or to deliver a quantity of any commadity
determined or to be determined by reference to the change in value of a
currency in relation to another currency; or

(c) deliver to the other party or another person at an agreed future time an
agreed amount of currency at an agreed consideration.

“Foreign exchange trading” is also defined in Schedule 5 to mean antering into
or offering to enter into (or inducing or attempting to induce a person to enter
into or to offer to enter into) a contract or arrangement whereby any person
underiakes to exchange currency with another person, deliver an amount of
forelgn currency to another person, or credit the account of another person with
an amount of foreign currency.

The application of the above to offshore funds’ activities in Hong Kong is set out
in 3 below.

Exemptions

Again, the SFO provides for various exemptions which work by providing that
the specified activity does not fall within the definition of what constitutes
"leveraged foreign exchange trading”. Several are particularly important in this
context:

. where the contract or arrangement is entered into by a company (i)
whose principal business is not dealing in currencles, {ii) for the
purpose of hedging its exposure to currency exchange risks in
connection with its businaess, and (iii) with another company;

. where the contract or arrangement is arranged by a Hong Kong
autharised ‘money broker’ and every party to which is a company or a
Hong Kong partrership;

. whare the exemptions set cut in the Securities and Futures (Leveraged
Foreign Exchange Trading — Exemption) Rules apply, i.e., where a
person’s principal business is not in leveraged foreign exchange spot
transactions, or the average principal amount of each leveraged foreign
axchange spot transaction (calculated in accordance with the Rules for
the person’s financial year) is not less than HK$7.8 million, and the
person either
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{a} has a credit rating (or any of its debt instruments has a credit
rating) of (i) Moody's — A3 or above for long term debt or Prime-3
or above for short term debt; or (ii) Standard & Poot's — A or
above for fong term debt or A-3 or above for short term debt; or

{b) is a wholly owned subsidiary of another company which has such
a credit rating (or any of whose debt instruments has such a
rating}.

Once again, the effect of these exemptions is that a persen who can benefit
from them is not engaged in “leveraged foreign exchange trading”. See 3 and
4 below.

Application to products commonly traded by offshore funds

3.1 Table of products

The table below sets out common activities and products traded by oftshore funds with and
through Hong Kong brokers, tund managiers and counterparties, and notes whether the above
SFO definitions apply to those activities and transactions.

Product/Transaction Caught under above SFO definitions?
1 Foreign exchange/currencies
Foreign exchange forwards Yes {leveraged foreign exchange trading)

Foreign exchange options

Currancy swaps
Spot foreign exchange transactions No
Deposits No

Buying/selting certificates of deposit, bills of | No
exchange and promissory notes

Borrowing/lending money (in any currency, | No
and whether on a secured or unsecurad basis)
(including participating as a lender in
syndicated loans, selling sub-participations in
toans to third parties, etc.)

2 Equities

Buying/selling listed equities (whether in Hong | Yes (dealing in securities — limb (a))
Kong or aelsewhare)

Buying/selling unlisted equities issued by | Yes (dealing in securities - limb (a))
‘public’ companies {whether Ihcorporated in
Hong Kong or elsewhere)

Buying/selling Hong Kong private equities No (these equities are not “securities™)
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Product/Transaction

Caught under above SFQ definitions?

Buying/selling offshore private equities

Yes {dealing in securlties — limb (a})

Stock borrowing and lending and repurchase
and reverse-repurchase transactions in
equities

Yes (dealing in securities — limb {a)) {assuming
that the equities being borrowed/lcaned are
not those of a Hong Kong private company)

Hedging activities involving buying and selling
equities as a hedge to some derivative or
other position

Yes (dealing in securities — limb {a)) (assuming
that the equities in question are not those of a
Hong Kong private company)

Short selling equitias (whether on market or off
market)

Yes (dealing in sacurities ~ limb {a)} (assuming
that the equities in gusstion are not those of a
Hong Kong private company)

3 Equity derivatives

Buying/selling exchange-traded  futures
contracts over equities (including equity index
products)

Yes (dealing in futures contracts)

Buying/selling exchange-traded options on
futures contracts over equities (including
equity index products)

Yas (dealing in futures contracts)

Buying/selling exchange-traded stock option
contracts over equities (including equity index
preducts)

Yes (dealing in securities — limb (a))

Entering into OTC equity contracts for | Yes {dealing in securities — limb (b))
differences (whether over one or more

equities)

Entering into OTC calliput options over | Yes (dealing in securities — limb (a))

equities (physical delivery) (whether over one
or more squities)

Entering into OTC call/put options over
equities (cash settlement) {whether over one
or more equities)

Yes {dealing in securities — limb (b))

Entering inta OTC forwards over equities
{physical delivery) (whether over one or more
aquities)

Yes (dealing in securitias — limhb (a))

Entering into OTC forwards over equities
{cash setllement) {whether over one or more
equities)

Yes (dealing in securities — limb {b)}

Entering into OTC equily asset swaps, total
ratum swaps, swaptions (whether over one or
more equities)

Yoas (dealing in securities - often a
combination of limb (a) and limb (b) depending
on the terms of the particular transaction)
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Product/Transaction

Caught under above SFQ definitions?

Buying/selling warrants {whether axchange
traded or QTC)

Yes {dealing in securities — limb {a})

Entering into OTC swaps of dividend on
equities against some other income stream
(whether over one or more equities)

Yes {dealing in securities — limb (b))

4 Funds

Buyingfselling funds

traded or not}

(whether  exchange

Yas (dealing in securitias — limb (a))

Buying/selling funds of funds

Yes (dealing In sacurities — limb (a))

Buying/selling hadge funds

Yes (dealing in securities — limb (a))

Entering into OTC call/put options over funds
{physical delivery) (whether over one or more
funds)

Yes (dealing in securittes — limb {a))

Entering into OTC callfput options over funds
{cash settlement) (whether over one or more
funds}

Yes {dealing in securities — limb (1))

Entering into OTC forwards over funds
{physical delivery} (whether over one or more
funds)

Yes (dealing in securities — limb (a))

Entering into OTC forwards over funds {cash
setilement) {whether aver one or more funds)

Yes (dealing in securities — limb (b))
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5 Fixed income

Buying/selling any listed bonds, debentures or
notes (whether in Hong Kong or elsewhere)
{(including ‘plain vanilla' bonds, bonds with
warrants, convertible bonds, exchangeable
bonds, structured notes, asset-backed
securities, mortgage-backed securities)

Yes (deating in securities — limb (a))

Buying/selling any unlisted bonds, debentures
or notes issued by ‘public’ companies (whether
incorporated in Hong Kong or elsewhere)
{(including ‘plain vanilla' bonds, bonds with
warrants, convettible bonds, exchangeable
honds, structured notes)

Yes (dealing in securlties — limb (a))

Buying/selling any unlisted bonds, debentures
or noles issued by Hong Kong private
companies (including ‘plain vanitia' bonds,
bonds with warrants, convertibie bonds,
exchangeable bonds, structured notes)

No (if these instruments are “debenitures”, thay
are not “securities”)

Buying/selling any unlistad bonds, debentures
or notas issued by offshore private companies
(including ‘plain vanilla' bonds, bonds with
warrants, convertible bonds, exchangeable
bonds, structured notes)

Yes (dealing in securitias — limb (a))

Stock borrowing and lending and repurchase
Stock borrowing and lending and repurchase
and reverse-repurchase transactions in any
bonds, debentures or notes

Yas (dealing in securlties — limb (a)) (assuming
that any debentures being borrowed/loaned
are not those of a Hong Kong private
company}

Hedging astivities involving buying and selling
any bonds, debentures or notes as a hedge to
some derivative or othar position

Yes (dealing in securfties — limb (a)) {assuming
that any debentures in question are not those
of a Hong Kong private company)

Short selling any bonds, debentures or notes
{whether on market or off market)

Yes (dealing in securities — limb (a)) (assuming
that any debentures in question are not those
of a Hong Kong private company)

6 Fixed income derivatives

Entering into QTC call/put options over bonds,
debentures or notes (physical delivery)
(whether over one or more bonds, debentures
of notes)

Yas (dealing in securities — limbk (a))

Entering into OTC cali/put options over bonds,
debentutes or notes (cash settlament)
(whether over one or more bonds, dabentures

Yas (dealing in securities — limb (b))
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or notes)
Entering intlo OTC forwards over bonds, | Yes (dealing in securities — limb (a))
debentures or notes (physical dellvery)

(whether over one or more bonds, debentures
or hotes)

Entering into OTC forwards over bonds,
debentures or notes (cash settlement)
{whether over one or more bonds, debentures
or notes)

Yes (dealing in securities — fimb (b))

Entering inta OTC bond, debenture or note
asset swaps, total return swaps, swaptions
{whether over one or more bonds, debentures
or notes)

Yes {dealing in sscuriies -~ often a
combination of limb (a) and limb (b) depending
on tha terms of the particular fransaction)

Entaring into OTC swaps of interest paid on
bonds, debentures or notes against some
other income stream (whether over one of
more bonds, debentures or notes)

Yes {dealing in securities ~ limb (b))

Entering into OTC credit default swaps {cash
settled)

No

Entering into OTC credit default swaps
{physical delivery of the underlying reference
obligations)

No (unless reference obligations themselves
are or include bonds, debentures or notes, in
which case, yes - dealing in securities - limb

{a)

Buying/selling credit-inked notes (whether
tisted or unlisted)

Yes (dealing in securities — limb (a))

Buying/selling collateralised debt obligations

Yes (dealing in securities — limb (a))

T interest rate derivatives

Entering into QTC interest rate swaps
(whether fixed rate v fixed rate, fixed rate v
floating rate, or floating rate v floating rate)

No (unless also some currency element to the
swap in which case it might be leveraged
foreign exchange trading}

Entering into OTC interest rate options,
swaptions, caps, collars, floors, etc.

No {unless also some currency element to the
swap in which case it might be leveraged
foreign exchange trading)

8 Commeodities

Buying/selling commedities {physical delivery)

No

Buying/selling axchange-traded
contracts over  commodities
commodity index products}

futures
(including

Yes (dealing in futures contracts)
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Buying/selling exchange-traded options on Yes {dealing in futures contracts}
futures contracts over commodities {including
commaodity index products)

Entering into OTC commodity confracis for | No
differences (whether over one or more
commodiies)

Entaring into OTC call/put options over | No
commodities (physical delivery) (whether over
one or mare commodities)

Entering into OTC call/put options over | No
commodities (cash settlement) (whether over
one or more commodities}

Entering into OTC forwards over commoditios | No
(physical delivery) (whether over one or more
commodities}

Entering into OTC forwards over commaodities | No
(cash settlement) (whether over one or more
commaodities)

Entering into OTC commodity asset swaps, | No
total return swaps, swaptions (whether over
one or more commodities)

9 Other investments and derivatives

Buying/selling insurance policies No (aithough entering into certain investment-
linked insurance pelicies arguably amounts to
dealing in securities — limb (b))

Entering intc OTC energy derivatives {(e.g. No
over alectricity supply/capacity)
Entering into OTC weather derivatives No
Entering into OTC freight detivatives No
Entering into OTC derivatives over insurance | No
policies
Entering into OTC derivatives aver inflation No
rates and sconomic statistics
Entering into derivatives on derivatives Maybe, depending on the terms of the
particular transaction
— |

As can be seen from the above table, while many transactions typically oxacuted by
hedge funds are within tha SFO, many transaclions are not, including in particular many
interest rate derivatives, credit derivatives, OTC commodity derivatives, deposits, spot
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foreign exchange transactions, borrowingfllending money, insurance contracts and
physical commodity trading

32 SFOexemptions

As noted in 2 above, there are a series of exemptions from the SFQO detfinitions of
“dealing in securities”, “dealing in futures contracts” and "leveraged foreign exchange
trading”. We assume that the Government did not intand these exemptions to apply in
relation to these definitions in the context of the profits tax exemption, Otherwise, if the
exemptions were to apply, many offshore funds would not, say, be “dealing in securities”
{because they were dealing as principal with professional investors, i.e., their brokers),
and so could navar benetit from the proposed profits tax exemption.

The Governmant should be asked to clarify that this was not its intention.

Transactions through Hong Kong licensed/registered persons

As noted above, ona of the requirements for the profits tax exemption is that the relevant
transaction must normally be carried out through an appropriately licensed/registered person
under the SFO. For example, transactions amounting to “leveraged foreigh exchange trading”
must be carried out by the offshore fund through (among others) a firm licensed under the SFO
for “leveraged foreign exchange trading” or a Hong Kong bank.

While these conditions wili often be met, we believe that there will be a number of occasions
where they will not be met. For example, many firms in Hong Kong are not regarded as carrying
on “feveraged foreign exchange trading” and so do not need to be licensed under the SFO for
this activity, because they rely on one of the exemptions (e.g. the exemption under the
Securities and Futures (Léveraged Foreign Exchange Trading — Exemption) Rules). An offshore
fund will not be able o deal with such firms if it wishes to rely on the proposed profits tax
exemption as currently drafted.

Similarly, many brokers in Hong Kong operate as ‘introducing brokers’ where they introduce
businass from Hong Kong investors to their offshore affiliates or third-party brokers to execute.
in this case, afthough a Hong ong licensed person might be invoived (at least in passing the
investor's order to the affiliate), it may not be correct to say that the transaction has been
“carried out through” the Hong Kong broker — it would be more accurate to say that the
transactioni had been arranged by the Hong iKong broker but had been “carried out through” the
offshore broker. The current draft of the exemption may not capture these sors of
arrangements, which we assume was not the Government's intention.

Moreover, the fact that an offshore fund has an SFO licensed asset manager in Hong Kong will
not always helip either. The way in which “asset managers™ are currently brought within the
proposed profits tax exemption is by referring to the 'asset manager exemptions’ (o the activities
of “dealing in securities” and "dealing in fulures contracts”. Unfortunately, these exempfions
require that the manager be acting solely for the purpose of carrying on its asset management
activity under the SFO, i.e., managing a portfolio of “securities” or “futures contracts”. In other
words, while this covers transactions in “securities” and “futures contracts” and, arguably, cther
transactions which are a necessary part of managing a portfolio of “securities” and “futures
contracts” {e.g. derivative fransactions to manage the risks attached to the portfolia), it would
not, in our view, cover unconnected transactions, e.g. commadity derivative transactions,
physical commaodity trading, etc.
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Indeed we should also point out that some fund managers in Hong Kong do not even need to be
licensed for their asset management activities. Where an fund manager provides sarvices 1o its
100% group companies in relation to the securities and futures contracts owned by those
companies, the asset manager is not regarded as carrying on the SFO regulated activity of
asset management and so does not need to be licensed for this activity. This is perhaps maost
aften the case in relation to offshore insurance companies which set up a Hong Kong subsidiary
to manage the Hong Kong part of the securitiesffutures contracts portfolio of the offshore
insurer. The proposed profits tax exemption would not cover this, In addition, to the extent that
the fund manager provides asset management services in relation to other products which do
not constitute “securities” or “futures contracts”, no “asset management” ficence is needed under
the SFO In any event. Again, the proposed profits tax exemption would not cover these
aclivities.

Finally, if the exemption is extended to cover additional products not covered by the SFO, the
requirement that the relevant transaction be effected through an SFO licensed or registered
person (or one of the other limited, permitted categories) no longer makes sense.

Suggestions on amending the current draft of the proposed exemption
This section sets out our suggestions as to how the Bill could be amended to extend the profits

tax exemption,

5.1 List of products

In addition to the types of investment activity currently permitted under the proposed
exemption from profits tax, we believe that the following investment activities should also

be allowed:

. spot forelgn exchange transactions;

. deposits, certificates of deposit, bills of exchange and promissory notes;

. loans;

. unlisted bonds, debentures or notes issued by Hong Kaong private companies;

. credit derivatives;

. interest rate derivatives;

. commadities and OTC commadity derivatives;

. insurance contracts and derivatives over insurance contracts;

. other commonly-traded derivative contracts, e.g. weather derivatives, energy

derivatives, efc.

We would also suggest that the Government reserve the power to add to the list, in
ordesr to allow it to deal with changing markets, new products, etc.

As transactions in the above products, and indeed certain dealings in securities and
fulures contracts and leveraged foreign exchange trading under the SFO, are not and
are not required to be carried out by or through someone who is licensed under the
SFO, we believe that changes would be required to the proposed exemption to cover
this.
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Wo have suggested below some changes to the drafting of the proposed exemption to
deal with these issues.

5.2 Suggested drafting

. Saction 20AB would need to be amended to include two new definitions used in
our amended subsection 20AC(2).

“parmitted person™ means any psrson who is licensed, registerad or authorised
under the laws of Hong Kong or under the law of any place outside Hong Kong
fo cary on any business involving a permitted transaction, or who is not
required under such laws to be so licensed, registered or authorised,”

“bermitted transaction™ means any transaction involving one or more of the
instruments, transactions or activities specified in Schedule [ | to this
Ordinance;

. We woulid suggest that subsection 20AC(1)}(a} be amended to read:

“a) transactions falling within subsection (2) that are entered into or performed
or otherwise carried out in the year of assessment; and”

. We would suggest that subsection 20AC(2) be amended to read:
“2) A transaction falls within this subsection if -
(a) the transaction involves a permitted transaction; and

(b) tha transaction is entered into with or through or arranged by a permitted

person.”

» In light of our suggested amendments to subsection 20AC(2), subsections (3}
and (4) can be deleted. We also believe that subsection 20AG(5) could be
deleted too.

. A new Schedula would need to be inserted to set out the list of permitted

transactions. As noted above, this should build on the activities already
covered by the Bill (i.e., “dealing in securities®, “dealing in futures contracts”,
and “jeveraged foreign exchange trading”):

1. A dealing in securtties within the meaning of paragraph (a) or (b) (excluding
paragraphs (i) fo (xiv)} of the definition of “dealing in securities” in Part 2 of
Schedule 5 to the Securities and Futures Ordinance {(Cap. 571);

2. A dealing in futures contracts within the meaning of paragraph (a), (b} or (c)
(excluding paragraphs (i) to (vii})) of the definition of "dealing in futures
contracts” in Pant 2 of Schedule 5 to the Securities and Futures Ordinance
(Cap. 571);

3. Leveraged foreign exchange trading within the meaning of paragraph (a),
(b) or (c) (excluding paragraphs (i} to {xv}) of the definition of “leveraged foreign
exchange trading” in Part 2 of Schedule 5 to the Securities and Futures
Ordinance (Cap. 571);

4. Forsign exchange trading within the meaning of the definition of “foreign
exchange trading” in Part 2 of Schedule 5 to the Securities and Futures
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Ovrdinance (Cap. 5§71) (but exciuding paragraphs {i) to (xv} of the definition of
mavaraged foreign exchange trading” in Part 2 of Schedule 5 to the Securities
and Futures Ordinance (Cap. 571));

5. A transaction within the meaning of the definition of “regulated investmert
agreement” in Part 1 of Schedule 1 to the Securities and Futures QOrdinance
(Cap. 571);

6. A deposit (in any currency) within the meaning of paragraph (a} of the
definition of “deposit” in Section 2(1) of the Banking Ordinance (Cap. 155);

7. A negotiable receipt, certificate or document evidencing the deposit of a sum
of money (in any currency), or any right or Interest arising under or in respoct of
such receipt, certificate or document;

8. A bill of exchange within the meaning of section 3 of the Bills of Exchange
Ordinance (Cap. 19) and a promissory note within the meaning of section 89 of
that Ordinance;

9. A loan (in any currency) within the meaning of the definition of “Toan” in
Section 2(1) of the Money Lenders Ordinance (Cap. 163},

10. A coniract of insurance in relation to any class of insurance business
specified in Parls 2 and 3 of Schedule 1 to the Insurance Companias
Ordinance (Cap. 41);

11. A transaction involving the physical defivery of any commodity;
12 A derivative instrument for the transfer of cradit risk;

13. Any debenture, foan stock, bond or note issued by a company that is a
private company within the meaning of section 29 of the Companies Ordinance
(Cap. 32);

14. Any option, future, swap, forward rate agreament and any other derivafive
contract that can be settled physically or in cash relating to commodities,
contracls of insurance, interest rates or yisids, other derivative contracts, a
financial index or measure, a climactic variable, frefght rates, energy, amission
allowances, inflation rates or other official aconomic statistics, as weifl as any
other derivative coniract relating to assels, rights, obligations, indices or
measures not otherwise mentioned in this Schedule; and

15. Any transaction, instrument, interest, right or property which is a
transaction, instrument, interest, right or property, or is of a class or description
of transaction, instrument, interest, right or properiy, prescribed [by the
Financial Secretary by notice undsr [ ]] for the purposes of this Schedule.

If you have any queries in relation to any part of this memorandum, please let me know.

Stephen Fletcher
Linklaters

Page 16 of 16




