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Capital Markets Tax Committee Of Asia
Hong Kong Chapter

January 16, 2004

Mr Patrick Tam

Inland Revenue Department .
Revenue Tower

5 Gloucester Road

Wan Chai

Hong Kong

Dear Patrick:
Re: Inland Revenue (Amendment) Bill 2000 - Proposed Amendments

We appreciate your willingness to meet with us and discuss our concerns about the
proposed amendments to the bill.

We hope that we have made clear the necessity of a market making exception to avoid
impairing the Hong Kong bond markets. Market making is necessary to ensure the
liquidity of debt securities. Market makers intend to eamn small profits from each trade
based on the bid-offer spread. Market makers are nof eager to buy and hold substantial
positions in securities, since profits from the bid-ask spread are not large enough to
justify holding costs for long periods of time.

However, we certainly understand your concerns that this market making exception
should not be abused for tax avoidance purposes. To prevent taxpayers from holding
substantial positions in their own notes in order to take advantage of this concession, we
propose the following for your consideration.

Interest expenses should not be disallowed with respect to securities held by a marker
maker in the ordinary course of its marker making business.

A market maker is any person who:

a) is licensed or authorized 1o conduct securities acrivities as a securitiey broker
or dealer by either the Securities and Futures Commission or a securities
regulating authority located in a major financial centre outside Hong Kong
that is approved by the Commissioner for the purposes of subsection
(2)D(A);

b) in the ordinary course of a trade or business holds himself out as being willing
to buy and sell securities;

14/F Hutchison House, Central, Hong Kong
Telephone: 2846 1716 Fax: 2842 0529
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c) actively makes a market in securities issued by a wide range of unrelated
institutions; and

d) buys and sells the debentures or instruments described in subsection (2)(f)(i) or
(ii) in the ordinary course of its trade or business for the purpose of providing
liquidity in such debentures or instruments.

For the avoidance of doubt a person shall not be a market maker if, in the opinion of the
Commissioner, the activities of that person are not bona fide carried out for the purpose
of making a marker in debentures or instruments described in subsection (2)(f)(i) or (ii)
or are not consistent with the activities that a bona fide market maker would undertake.

We believe that these rules would prevent a taxpayer from abusing these rules by
establishing a special purpose vehicle as a market maker. First, the exception only applies
to market makers in major financiai centres. Obraining autnorization as a securities dealer
in any of these jurisdictions is so onerous as to prevent tax avoidance purposes. Second, a
taxpayer could not create a special purpose vehicle for this purpose, since it is required to
be a market maker in a wide range of securities.

We also believe that these rules would prevent a financial institution from having its
offshore market making affiliate hold large long-term positions in that debt. The
proposed exception only applies to the extent that the securities are held by the market
maker in the ordinary course of its market making activities. For clarity, the practice note
could state that in normal circumstances, long term holdings (more than three months)
and substantial holdings (more than 5% of the issuance) would not be consistent with
market making activities.'

We hope that you will not find it necessary to further qualify this market making
exception by inserting a 5% threshold. As we discussed, the entire purpose of this
exception is to avoid compliance burdens associated with tracking the exact ownership of
offshore affiliates. To address your concerns, we have included a specific antiabuse rule
in our proposal.

We appreciate your willingness to discuss our concerns. Should you wish to discuss this
matter further, please feel free to contact David Sutherland on 2848-6801.

Sincerely,

JeantPierre Baudoux
Chairman, CMTC

L/ds/Hong Kong/CMTC IR (Amendment) Bill 2000.doc

' There could be unusual circumstances where this general rule would be violated for legitimate business
reasons (e.g., bonds held for a short period of time before they are inijtially sold to the public, bonds that
must be repurchased from the market because of a significant credit deterioration of the issuer).
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