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INTRODUCTION 
 
  At the meeting of the Executive Council on 1 December 2015, the 
Council ADVISED and the Chief Executive ORDERED that the Inland 
Revenue (Amendment) (No. 4) Bill 2015 (“the Bill”), at Annex, should be 
introduced into the Legislative Council (“LegCo”) to enhance the existing 
interest deduction rules for the intra-group financing business of corporations, 
introduce a concessionary profits tax rate for qualifying corporate treasury 
centres (“CTCs”)1, and clarify the profits tax and stamp duty treatments in 
respect of regulatory capital securities (“RCSs”) issued by banks in 
compliance with Basel III capital adequacy requirements. 
 
 
JUSTIFICATIONS  
 
(A)  Revised tax rules for CTC operations 
 
2.  In recent years, more multinational corporations are looking to Asia 
to establish global and regional CTCs, given the expansion of their business in 
Asia (particularly China) as a key growth and revenue-generating market.  
The external volatility in the global financial environment has generated 
greater demands for these corporations to centralise more efficiently their 
groups’ treasury management of liquidity and risks, as well as hedging 
transactions.  These CTCs have to be strategically located to cater for 
business, cost and tax considerations, ideally in a financial centre which can 
                                                       
1  In essence, a CTC is an “in-house bank” within a multinational corporation focusing on the optimal 

procurement and usage of capital for the operations of the entire group.  Typical CTCs perform the 
functions of intra-group financing, optimising multi-currency cash management and liquidity management, 
cash pooling, central or regional processing of payments to vendors or suppliers for the corporate group, 
conducting transactions for financial or treasury-related risk management, and supporting the raising of 
external capital by the group.  
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provide corporate treasurers with excellent financial, banking and professional 
services, as well as deep capital markets for liquidity and portfolio 
management. 
 
3.     Hong Kong is Asia’s premier location for business and treasury 
management.  In terms of strengths as a business location, a growing number 
of multinational corporations have set up their regional headquarters, regional 
offices, or local offices in Hong Kong.  As an international financial centre, 
Hong Kong offers an extensive banking network, deep capital markets, robust 
financial infrastructure, and effective professional services crucial for 
corporations to establish their regional CTCs and expand their business 
presence in Asia.  A unique advantage of Hong Kong is its proximity to the 
Mainland and its status as the premier offshore Renminbi (“RMB”) centre, 
with a deep offshore RMB bond market, and critical market infrastructure in 
settlement and pricing for managing treasury transactions denominated in 
RMB.   Enhancing Hong Kong’s global competitiveness in attracting 
corporate treasury activities will help strengthen Hong Kong’s position as a 
major platform for Mainland enterprises to go global and for multinational 
corporations to manage liquidity for operations on the Mainland and in the 
region.  If more CTCs are established in Hong Kong, this will contribute to 
the development of headquarters economy, and the Belt-Road initiative by 
facilitating multinational or Mainland corporations to raise funds and manage 
financial resources and risks through Hong Kong.  
 
4.  We have examined whether Hong Kong’s taxation framework is 
conducive to attracting corporate treasury activities.  Our low and simple tax 
regime (with no interest withholding tax, and no tax on dividends and capital 
gains), together with our established network of signed agreements with 
trading partners to avoid double taxation2, is favourable for multinational 
companies to operate their CTCs in Hong Kong.  That said, our profits tax 
regime has yet to make provisions customised for CTC operations.  Some 
market players and corporate treasurers have perceived that our interest 
deduction rules in the Inland Revenue Ordinance (“IRO”) are relatively less 
favourable for multinational corporations to engage in intra-group borrowing 
and lending of funds with other associated corporations outside Hong Kong3.  

                                                       
2  As in November 2015, Hong Kong has signed 33 comprehensive avoidance of double taxation agreements 

with our trading partners.   
 
3  At present, under section 16(2) of the IRO, if a corporation obtains a loan from a non-financial institution 

in the ordinary course of its intra-group financing business, the interest expense is deductible if the 
corresponding interest income of that non-financial institution is chargeable to Hong Kong profits tax.  
From the perspective of CTCs located in Hong Kong engaging in an intra-group financing business, its 
interest expense payable to associated corporations outside Hong Kong (being non-financial institutions 
whose profits are not subject to Hong Kong tax) is currently not deductible, whereas the interest income 
arising from its intra-group financing business is chargeable to profits tax. 
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We therefore propose enhancing the relevant tax rules on interest incurred in 
an intra-group financing business for corporations (see paragraph 5 below), 
and introducing a concessionary profits tax rate for qualifying CTCs (see 
paragraph 6 below), with a view to upgrading Hong Kong’s status as a 
preferred base for CTCs.   
 
5.  To this end, we propose adjusting our interest deduction rules in the 
IRO to allow a corporate borrower carrying on in Hong Kong an intra-group 
financing business deduction of interest payable on money borrowed from a 
non-Hong Kong associated corporation under specified conditions4, which 
will require, among others, that the interest income arising from the same loan 
transaction is subject to tax in a jurisdiction outside Hong Kong, in order to 
forestall aggressive tax avoidance schemes creating interest expenses to 
reduce assessable profits in Hong Kong.  Correspondingly, in respect of the 
symmetric tax treatment for interest income as deemed trading receipts, we 
propose amending the IRO to make it clear that the “operation test”5 applies 
in the determination of the source of interest income, as well as relevant gains 
or profits, arising from the carrying on in Hong Kong by a corporation (other 
than a financial institution6) of its intra-group financing business7.  That is to 
say, if a corporation (other than a financial institution) lends money to a 
non-Hong Kong associated corporation in the course of its intra-group 
financing business carried on in Hong Kong, the relevant interest income is 

                                                       
4   The specified conditions are –  

(a) the deduction claimed is in respect of interest payable by a corporation (i.e. borrower) on money 
borrowed from a non-Hong Kong associated corporation (i.e. lender) in the ordinary course of an 
intra-group financing business;  

(b) the lender is, in respect of the interest, subject to a similar tax (i.e. such tax has been paid or will be 
paid) in a territory outside Hong Kong at a rate that is not lower than the reference rate; and  

(c) the lender’s right to use and enjoy that interest is not constrained by a contractual or legal obligation 
to pass that interest to any other person, unless the obligation arises as a result of a transaction 
between the lender and a person other than the borrower dealing with each other at arm’s length.  

 
5  It was held in Orion Caribbean Limited v Commissioner of Inland Revenue (4 HKTC 432) that, where the 

taxpayer earned its profits by borrowing and lending of money, the source of profits should not be solely 
determined by the place where money was lent.  The proper test to determine the source of the profits is 
the “operation test”, i.e. “one looks to see what the taxpayer has done to earn the profit in question and 
where he has done it”.  In the case of a money borrowing and lending business carried on in Hong Kong, 
the profits arise from the business transacted in Hong Kong encompassing a broader range of activities 
such as fund raising, negotiation and approval of loan arrangements, as well as servicing of loans.  

 
6 Under section 2(1) of the IRO, a “financial institution” essentially means an authorized institution (i.e. a 

licensed bank, a restricted licence bank, or a deposit-taking company) within the meaning of section 2 of 
the Banking Ordinance (Chapter 155) or its relevant associated corporation.   

  
7   As such, interest income and profits from the sale or on the redemption on maturity or presentment of a 

relevant instrument earned by a corporation (other than a financial institution) in respect of its intra-group 
financing business are deemed trading receipts chargeable to profits tax.  This is equivalent to the current 
application of the “operation test”, under section 15(1)(i) and (l) of the IRO, in respect of the similar 
interest income and profits received by or accrued to a financial institution arising through or from the 
carrying on by a financial institution of its business in Hong Kong.    
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regarded as trading receipts derived from Hong Kong, and hence chargeable to 
profits tax, even though the loan is made available outside Hong Kong. 
 
6.  In addition, to promote further our competitiveness in this respect, we 
propose providing for a regime under the IRO in which the tax rate on 
qualifying profits of a qualifying CTC derived from specified lending 
transactions, or from specified corporate treasury services or transactions, is 
50% of the prevailing profits tax rate for corporations (i.e. 16.5% x 50% = 
8.25%).  To prevent taxpayers from shifting non-CTC incomes into the 
half-rate regime, we propose that a qualifying CTC which elects to enjoy the 
half-rate should be a standalone corporate entity engaging only in corporate 
treasury activities.  A safe harbour rule is prescribed to allow corporations 
having income and assets primarily for corporate treasury activities to enjoy 
the half-rate.  Also, we propose empowering the Commissioner of Inland 
Revenue (“CIR”) to determine that a corporation is a qualifying CTC and 
hence eligible for the half-rate regime if the CIR is of the opinion that the 
relevant conditions or safe harbour rule would, in the ordinary course of its 
business, have been satisfied.  To prevent abuses, anti-avoidance provisions 
are prescribed to ensure, among others, that the half-rate concession will apply 
to assessable profits in respect of which the corresponding payments made are 
not tax deductible in Hong Kong, so as to prevent revenue loss in the 
circumstances where there is half taxation of qualifying profits by qualifying 
CTCs but full deduction of the corresponding payments by associated 
corporations.   
 
7.  We are mindful of the international pressure on financial centres to 
make sure that their incentive schemes would meet the latest standards to 
combat base erosion and profit shifting (“BEPS”) 8  so as to avoid the 
occurrence of double non-taxation or the shifting of profits to low-tax regimes.  
With the proposed requirement for a qualifying CTC to be a standalone 
corporate entity and other safeguards such as the “operation test” and safe 
harbour rule described in paragraphs 5 and 6 above, we are satisfied that the 
proposed tax scheme for CTCs would not be labelled as harmful tax practices 
by the international community under the BEPS regime and action plans as 
promulgated by the Organisation for Economic Co-operation and 
Development and endorsed by the Group of Twenty in November 2015. 
 
  

                                                       
8  BEPS refers to tax planning strategies that exploit the gaps and mismatches in tax rules (which may exist 

among economies) to artificially shift profits to low or no-tax locations where there is little or no 
economic activity, resulting in little or no overall corporate tax being paid.  The final BEPS package 
released by the Organisation for Economic Co-operation and Development in October 2015 seeks to 
ensure multinational corporations paying a fair share of taxes, realign taxation with economic activities, 
and standardise international tax rules to eliminate double non-taxation. 
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(B)  Clarification of the tax treatment for RCSs 
 
8.  In addition, we propose taking this opportunity to clarify the tax 
treatment for RCSs issued by financial institutions to fulfil the Basel III 
capital adequacy requirements9.  In light of the gradual implementation of 
Basel III requirements in Hong Kong and 27 other member jurisdictions of the 
Basel Committee on Banking Supervision since 2013, financial institutions 
(whether with head office in Hong Kong, or operating in Hong Kong as a 
branch of a financial institution whose head office is outside Hong Kong) are 
strengthening their capital base through, among other means, issuing specified 
securities, including Additional Tier 1 or Tier 2 instruments (“AT1/T2 
instruments”), to raise funds.  These AT1/T2 instruments possess hybrid 
features of debt and equity but their terms and conditions provide for their 
write-down, or conversion into ordinary shares, to absorb loss either in going 
concern (for AT1 instruments) or at the point of non-viability of the issuer (for 
both AT1 and T2 instruments).  They are not regarded as debt instruments 
under the current IRO provisions, and their distributions are therefore not 
deductible for profits tax purposes.  These unique characteristics of RCSs 
warrant clarification of their treatment in our tax law.  The proposed tax 
treatment (see paragraphs 9-11 below) will help enhance the treasury 
operations within financial institutions, and promote the stability and 
resilience of the banking sector, by facilitating the issuance of relevant 
securities by banks to comply with the international regulatory capital 
requirements applicable to them.     
 
9.  To this end, we propose adding new provisions to the IRO to treat a 
RCS as a debt security, so that distributions arising from the security (other 
than the repayment of the paid-up amount) should be treated as interest for 
both deduction and taxation purposes under the IRO.  That is to say, section 
16 of the IRO shall apply to RCSs to allow for distributions from these 
instruments to be treated as interest expenses, hence eligible for deduction in 
ascertaining the assessable profits of the issuers.  At the same time, sums 
received by a person as distributions in respect of a RCS or profits from the 
disposal or on the redemption of a RCS are deemed to be trading receipts, 
hence chargeable to profits tax, if (a) the sums are received by a financial 
institution, and arising through or from carrying on of its business in Hong 
Kong; or (b) the sums are received by a person or a corporation carrying on a 
trade, profession or business in Hong Kong, and arising in or derived from 
Hong Kong. 
                                                       
9 The relevant requirements are set out in the Banking (Capital) Rules (Chapter 155, sub. leg. L) or the 

equivalent law or regulatory requirements of another member jurisdiction of the Basel Committee on 
Banking Supervision.  In this regard, Hong Kong banks’ capital ratios remain well above the minimum 
international standards.  The consolidated total capital ratio of locally incorporated authorized institutions 
stood at 17.5% at the end of June 2015, with the Tier 1 capital ratio increasing to 14.4%. 
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10.  In relation to this clarification of the tax treatment mentioned in 
paragraph 9 above, anti-avoidance provisions are prescribed to remove the 
scope for banks to use RCSs for tax avoidance purposes.  Among the 
anti-avoidance provisions is one to ensure that the chargeable profits from a 
RCS transaction between a financial institution and its associate will be 
assessed by reference to the amount of profits that would have accrued had the 
same transaction been carried out at arm’s length terms between parties who 
are not associates (i.e. arm’s length principle).  There are also restrictions and 
conditions on deduction for sums payable in respect of a RCS issued to or for 
the benefit of, or held by or for the benefit of, a specified connected person of 
the issuer.  In ascertaining the chargeable profits of the Hong Kong branch of 
a financial institution (whose head office is outside Hong Kong) with capital 
raised through the issuance of RCSs, profits will be attributed as if the Hong 
Kong branch and other parts of the financial institution were separate 
enterprises (i.e. separate enterprise principle), and the amount of deduction 
allowable for costs and expenses is not to exceed the amount that would have 
been incurred by the Hong Kong branch on this basis.   
 
11.    Correspondingly, with the proposed debt-like treatment of RCSs under 
the IRO, we see the need to clarify the treatment of RCSs under the Stamp 
Duty Ordinance (Chapter 117) (“SDO”).  That is to say, the transfer of RCSs 
should, as other transfer transactions relating to debts, be given stamp duty 
relief.  
 
 
THE BILL 
 
12.  The main provisions of the Bill are as follows–   
 

(a) Division 1 of Part 2 of the Bill provides for the profits tax 
concession for qualifying CTCs (paragraph 6 above)–  

 
(i) Clause 3 adds new sections 14C to 14F to the IRO to–  

(A) define a “qualifying corporate treasury centre”; 
(B) provide for the safe harbour rule; and 
(C) provide for the CIR’s power to determine whether a 

corporation is a qualifying CTC; 
 
(ii) Clause 4 amends consequentially section 19CA of the IRO 

to provide for adjustments in respect of relevant losses to be 
set off against the concessionary trading receipt chargeable 
to tax under new section 14D; 
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(iii) Clause 6 adds a new Schedule 17B to the IRO to provide for 
the meaning of “corporate treasury service” and “corporate 
treasury transaction”.  It also prescribes the minimum 
assets and profits percentages for determining whether a 
corporation satisfies the proposed safe harbour rule; 

 
(b) Division 2 of Part 2 of the Bill provides for the tax treatment for 

interest income and interest expense in relation to a corporation’s 
intra-group financing business (paragraph 5 above)– 

 
(i) Clause 7 amends section 15 of the IRO to provide that the 

interest income and specified disposal profits earned by a 
corporation (other than a financial institution) in respect of 
an intra-group financing business are deemed trading 
receipts chargeable to profits tax, even though the relevant 
money is made available, or the transaction is effected, 
outside Hong Kong; and 

 
(ii) Clause 8 amends section 16 of the IRO to allow deductions, 

by a corporate borrower carrying on in Hong Kong an 
intra-group financing business, of interest payable on money 
borrowed from a non-Hong Kong associated corporation 
under the specified conditions; 

 
(c) Division 3 of Part 2 of the Bill provides for debt-like tax 

treatments for RCSs (paragraphs 9 and 10 above)– 
 
(i) Clause 12 amends section 15 of the IRO so that distributions 

in respect of a RCS or profits from the disposal or on the 
redemption of a RCS are deemed to be trading receipts in 
line with the existing rules applicable to taxation of interest 
income and gains or profits from disposal or redemption of 
debt-related instruments; 
  

(ii) Clause 13 provides for the application of section 16(1)(a) 
and (2)(a) of the IRO, subject to the new provisions added 
by Clause 14, in relation to the deduction for profits tax 
assessment purposes of a sum payable by a financial 
institution in respect of a RCS issued by that institution;  
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(iii) Clause 14 adds new sections 17A to 17H to the IRO to– 
(A) treat a RCS as a debt security, and a sum payable in 

respect of the RCS (other than a repayment of the 
paid-up amount) as interest payable on the security 
(new section 17B); 

(B) specify the treatment of RCSs in an issuer’s or its 
specified connected person’s accounts for profits tax 
assessment (new sections 17C and 17D);  

(C) specify the rules concerning interest deduction if a RCS 
is issued to or for the benefit or, or held by or for the 
benefit of, a specified connected person (new section 
17F); and  

(D) specify the application of the arm’s length and the 
separate enterprise principles for anti-avoidance 
purposes (new sections 17E and 17G);  

 
(iv) Clauses 15 and 16 clarify the position of RCSs for the 

purposes of certain existing reliefs and exemption;  
 

(d) Division 4 of Part 2 of the Bill contains clauses 17 and 18 to add 
a new Schedule 36 to the IRO to provide for transitional matters; 
 

(e) Division 1 of Part 3 of the Bill contains clauses 19 to 23 to make 
consequential amendments to the Inland Revenue Rules (Chapter 
112, sub. leg. A); and 
 

(f) Division 2 of Part 3 of the Bill contains clauses 24 to 27 to make 
related amendments to the SDO to provide for the relief of stamp 
duty for transactions and transfers relating to RCSs (paragraph 11 
above).   

 
 
LEGISLATIVE TIMETABLE  
 
13.  The legislative timetable will be –  
 

Publication in the Gazette 
 

4 December 2015 

First Reading and commencement 
of Second Reading debate  
 

16 December 2015 

Resumption of Second Reading 
debate, committee stage and 
Third Reading  

to be notified 
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IMPLICATIONS OF THE PROPOSALS 
 
14.  The Bill is in conformity with the Basic Law, including the provisions 
concerning human rights.  It has no sustainability, productivity, 
environmental, civil service, family or gender implications.  The 
amendments proposed in the Bill will not affect the current binding effect of 
the IRO and the SDO. 
 
Economic implications  
 
15.  The proposals would help foster the development of Hong Kong as an 
international financial centre and business hub.  The proposals to revise the 
tax rules for CTC operations will help attract more CTCs to be established in 
Hong Kong, thereby generating demands for the financial and professional 
services sectors, and contributing to the development of headquarters 
economy in Hong Kong.  The proposal to clarify the tax treatment for RCSs 
will help facilitate banks’ compliance with the relevant Basel III requirements, 
and is therefore conducive to their strengthening of capital positions. 
 
Financial implications 
  
16.  The actual cost to revenue arising from the proposal of adjusting the 
interest deduction rules to enable the deduction of interest expense by a 
corporation on money borrowed from its non-Hong Kong associated 
corporation in the ordinary course of an intra-group financing business should 
not be significant, as currently multinational corporations tend not to arrange 
their relevant borrowing transactions in Hong Kong without the interest 
deduction.  The package of profits tax concession and the revised interest 
deduction rules may attract more treasury operations in Hong Kong, thereby 
potentially bringing in additional direct and indirect tax revenue.  As regards 
RCSs, with reference to the current information provided by the Hong Kong 
Monetary Authority concerning instruments that are or may be issued by the 
Hong Kong banking sector to meet the Basel III capital adequacy 
requirements, allowing interest deduction for RCSs issued by financial 
institutions may reduce the revenue by about $0.2 billion per year, but this has 
not taken into account the additional revenue brought to the Government 
payable by investors holding such securities and carrying on a trade, 
profession or business in Hong Kong.  The stamp duty forgone in respect of 
the relief for relevant RCS transactions is unlikely to be significant. 
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PUBLIC CONSULTATION 
 
17.  To attract multinational and Mainland enterprises to establish CTCs 
in Hong Kong to perform treasury services for their group companies, the 
Financial Secretary announced in his 2015-16 Budget that the Government 
would amend the IRO to allow, under specified conditions, interest deductions 
under profits tax for CTCs, and to reduce the profits tax for specified treasury 
activities by 50%.  In this connection, we briefed the LegCo Panel on 
Financial Affairs on these proposals on 1 June 2015.  The Panel generally 
supported the proposals.  Questions were raised in relation to the benefits of 
the proposals, the impact on our simple tax regime, and measures to tackle tax 
avoidance.  The Bill has specific provisions to address the above aspects.   
 
18.  Separately, as we briefed the LegCo Panel on Financial Affairs on 7 
July 2014 on the implementation of the Basel III standards, questions were 
raised on the taxation aspects of RCSs.  We undertook to consider ways to 
address the banking sector’s queries on the uncertainty of the tax position of 
RCSs under the current tax law.  The Hong Kong Association of Banks has 
subsequently written to the Government to request clarifications of the tax 
treatment for RCSs through legislative amendments. 
 
19.  We have also engaged the treasury profession, the tax advisory sector, 
and the banking industry in formulating the draft provisions of the Bill.  
Relevant technical comments have been addressed as appropriate, and the 
intent of certain provisions clarified.  
 
 
PUBLICITY 
 
20.  We will issue press release upon the gazettal of the Bill, and arrange a 
spokesperson to answer media enquiries.    
 
 
ENQUIRIES 
 
21.  Enquiries relating to the brief can be directed to Mr Jackie Liu, 
Principal Assistant Secretary for Financial Services and the Treasury 
(Financial Services), at 2810 2067. 
 
 
 
Financial Services and the Treasury Bureau 
2 December 2015 
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