Capital Markets Tax Committee of Asia
Hong Kong Chapter

December 18, 2000

MsLeung Su-Kum

Clerk to Bills Committee
Legidative Council
Legidative Coundll Building
8 Jackson Road

Central

Hong Kong

Dear Ms Leung,

Lnland Revenue (Amendment) Bill 2000
, ~ deducribiliy of |

Werefer to the Bill in respect of which you have requested submissions from interested
organizations.

1. Dexription of CMTC

The Hong Kong Chapter of the Capital Markets Tax Committee of Asa(“CMTC”) was
established in 1995 and has as its objects (i) the study and advancement of fiscal law and the
financia and economic aspects of taxation, particularly asfisca law and taxation affect capita and
securities markets and the activities of investment banks, securities firms, aswell as othersinvolved
ingmilar activities, and (i) the participation, through representation, in other groups or societies
concerned with fisca matters.

The Committeg s membership congsts of anumber of commercia and investment banks based in
Hong Kong including Barclays Capitd, Citibank, Credit Suisse First Boston, Deutsche Bank,
Goldman Sachs, Hang Seng Bank, HSBC, ING Barings, Jardine Fleming, JP Morgan, Lehman
Brothers, Merrill Lynch, Nomura, Salomon Smith Barney, Standard Chartered Bank and UBS
Warburg, al of whom are represented on the CMTC through their regiond tax directors. The
CMTC holds monthly meetingsin order to discuss tax matters of mutua concern rating to their
banking and investment operations.



2. Qur general approach tothe Bill

Within its terms of reference, the chief interest of the CMTC in the Bill isits potentid effect on the
capital debt market in Hong Kong.

We sympathize with the government's matives for introducing the Bill, namely, to attack certain
types of tax-motivated arrangements which are being utilized by certain taxpayersto clam interest
deductions through arrangements that could be regarded as abusive. We do not object to this
policy. Our particular concern is to enable the government to mest its objective but at the sametime
to ensure that the Bill does not go so far as to impact adversely on genuine commercid (i.e., non
tax-abusive) noteissues. Thisisa paticularly sendtive area because Hong Kong's debt market is
not very well established (compared to, say, her equity market), and obvioudy care must be taken
to ensure that the future development of Hong Kong's debt market is not inadvertently jeopardized
by the measures that are being proposed. Indeed, both the government and the Legidative Council
have taken stepsin the past to make Hong Kong more attractive as a debt market centre (e.g.,
through the introduction of a preferentid tax rate for interest earned on marketable debt
insruments), and it would be retrograde at this stage to introduce new measures that would be
regarded as disncentives in this regard.

That being said, we admit from the outset that this balancing act is not an easy task. Aswe have
discovered through our own ddiberations, it is easy enough to identify the sorts of problems that the
Bill would creste with respect to genuine note issues, but it is more difficult to make precise
recommendations as to how the Bill should be amended to avoid these undesirable effects while at
the same time giving effect to the government's objectives. In other words, we do not at this stage
have amagic solution as to where the “fine line” can be drawn, and we would like to have more time
to think about this aspect further. However, because of the imminent meeting of the Bills
Committee, we wish to take this opportunity now to state our concerns, and to follow up with
another letter before alater meeting of the Bills Committee.

3 : ol finandi

We now turn to address the specific provisons of the Bill.

Our principal concern lies with respect to section 6 of the Bill which proposes amendments to
section 16(2)(f) of the Inland Revenue Ordinance because thisis the provision that applies to debt
market ingruments. For convenience, we refer to "debentures’ and "insruments’ genericaly as
"notes’'.

Asthe Bills Committee is no doubt aware, the proposed amendments provide that if any of the
holders of the notesisan “associate’ of theissuer (including ardated trugt), then all of the interest
paid on the note issue will not be deductible.

Thisisextreme. Thisisthe feature of the Bill what gives us our grestest concern because there may
be genuine commercia reasons why a portion of a note issue may be held by associates of the
iSsuer.



This problem would not have arisen many years ago when the market practice was to issue separate
debenture certificates and instruments with respect to particular portions of the total note issue, so
that each note-holder would hold individud ingruments. Under such an old-fashioned type of
arrangement, it would have been possible to deny an interest deduction with respect to the interest
paid on the particular instruments held by the issuer's associates. However, the market practice now
isinvariably for afund-raising to be documented by way of asingle “globa note’ which islodged
with an independent depositary (such asthe CMU, CEDEL or Euroclear). Under this arrangement,
every investor is effectively abeneficiad part-holder of the globa note. Under the Bill, the result
would be that the issuer will be denied a deduction for the whole of the interest thet it pays on that
globd note. Wefind it difficult to believe that this could have been the draftsman's intention and we
can only suspect that the draftsman was not aware of the mechanics and procedures by which such
note issues are nowadays made. Instead, he appears to have assumed that each note-holder isthe
holder of a separate instrument.

Why, commercidly, would amember of the issuer's group hold notes? A few exampleswill suffice.

a. Investment trusts and fund managers. The first example concerns trust
companies. Asyou are no doubt aware, Hong Kong isamgor centre for fund
managers. These funds are often administered by trust companies. The
beneficiaries of the trust would include the public investors and certainly not
asociates of the trustee. The trustee has afiduciary duty to invest the assets of the
trust in the most beneficid manner taking into account the interests of the
beneficiaries of the trust, subject to requirements of prudence and the need to hold a
divergfied portfolio. Trustees may choose to hold notes issued by their associates
as part of the trust's genera investment portfolio.

Under the Bill, the issuer would be denied a deduction for al of the interest thet it
pays with respect to the note issue, even though the interest accruesto the
beneficiaries of the trust who are unrelated parties. The result of the Bill would beto
discourage trustees of public funds and other fund managers who act for such trusts
to invest in notes issued by associates of the trustee, and thiswould be to the
detriment of the competitiveness of the trustees and fund managers concerned
whose main concern should be to seek the best returns available from the market.

Worsg, atrustee cannot legitimately avoid this result by choosing not investing in its
associates notes because this failure would be a breach of its fiduciary obligation to
make the best investments possible and not to subjugate the interests of the
beneficiaries to its own group's interedts.

If the note issuer is abank, this would admittedly not be a problem because a bank
could claim a deduction under section 16(2)(a) which remains unaffected by the Bill.

However, the problem will arise where the note issuer is an associate of the bank,
or where the trustee is not part of abanking group but holds notes issued by an
associated non-banking entity.



Theredlity isthat such trusts are mgjor sources of investment funds. It would be
detrimenta to make such funds unavailable for appropriate investments in debt
indruments.

In such circumstances, it is difficult to understand any policy for denying theissuer a
deduction for all of the interest that it pays onits notes. It is even difficult to see
why it should lose deductibility for the part of the interest that it paysto ardated
trustee where the trustee is obliged to account for the interest to the beneficiaries of
the trust, except perhaps where the beneficiaries are somehow related to the issuer.

Privatetrusts The Stuation described above in the context of investment trusts
gpplies dso to privatefamily trusts. Asyou are no doubt aware, many families for
various reasons hold their assets through family trust arrangements. Thesetrusts are
adminigtered by trust companies which are typicaly, but not dways, members of a
group of companiesthat is headed by abank. Thistype of “private banking”
business can be avery sgnificant part of a banking group’s operations. The
beneficiaries of the trust would include the family's members and certainly not
associates of the trustee.

Agan, the result of the Bill would be to discourage trustees of such truststo invest in
notes issued by associates of the trustee. Such private trusts are mgor sources of
investment funds from the private sector.

MPF regime. The position of trustees is exacerbated as a result of the recent
introduction of the MPF regime. Such schemes are required to be administered by
trustees who are required to invest in awide array of invesments. There will
inevitably be pressure on trustees who administer MPF schemes and who receive
escading funds to identify suitable investments, and these will inevitably result in

M PF trustees holding notes issued by their associates as part of a generd baanced
investment portfalio. It would be absurd, e.g., for amaor MPF provider to stipulate
to its cusomers that it will not offer facilitiesto invest in notes issued by the trustee's
dfiliates Thiswill deny aleve playing field for MPF providers.

Group treasury operations. A smilar Stuaion arises where an ffiliate of an
issuer, which is respongble for generd treasury management operations within a
group, holds a portfolio of investments and decides, as part of that portfolio, to hold
some notes issued by an associate. We can see the potentid for tax abuse if this
holding amounts to a significant portion of the total portfolio, but less so if the
holding is nomind and congtitutes a genuine commercid investment. It isextremeto
deny the issuer adeduction for all of the note interest in thistype of case. A partia
disalowance of the interest deduction is perhaps appropriate in proportion to the
portion of the note issue held by the treasury company, but for smplicity's sake it
would be easier and creste less market distortion if a"safe harbour" could be
edtablished to disregard nomina holdings by affiliates (say, 5% or less of the total
issue). However, as we note further below, thiswill give rise to compliance
difficulties that would make such a"safe harbour” meaningless.



Indl of the above cases, it isimportant to bear in mind that, given the current state of the corporate
bond market in Hong Kong, there are very few HK$ denominated notes in the market. Hence, any
investor who wants to hold HK$ denominated notes as part of its investment portfolio may
inevitably need to hold some notesissued by an associated company. TheBill if enacted would
make Hong Kong less attractive as a debt market centre, and would act as a deterrent to the issue
of HK$ denominated notes by Hong Kong groups.

e Market-making activities. There might also be good reasons for an associate to
hold an issuer's notes where the notes are held as part of a market-making exercise
in order to stimulate the demand for the notesin the market-place. Thistype of
commercidity is usudly gpparent. Such market-making istypicaly handled by a
third party (e.g., the underwriter of the note issue), but many groups — particularly in
the financia services sector — perform their own market-making activities. A
criterion for an exemption in the Bill could gtipulate a maximum period during which
such notes are held by the market-making associate.

We hope that these examples demonstrate that there are often valid commercia reasons for notes to
be held by the associates of the note issuer without there being an overriding tax avoidance motive.

4. What isthe solution?

As mentioned in part 2. above, the solution is not obvious and we need more time to think about a
way to amend the Bill in away that meets the government's legitimate concerns without adversely
creating disincentives for commercia note issues.

We would however offer afew preiminary observations a this stege.

a In the five cases mentioned in part 3. above, we suggest that there be no
disalowance of interest deductions.

b. In other cases, the more equitable approach would at first gppear to beto deny a
deduction only with respect to the interest that accrues to the associated note-
holder, but to permit a deduction for the other interest that is paid to nonassociated
note-holders. Such a"proportionality” approach appears attractive. Regretfully, we
have identified a problem with this proposd which in our view makes this solution
unviable.

The difficulty isthat, in most cases involving awide issue of notes, the issuer will not
know who are the note-holders.

In the case of atrust holding, for example, thisinformation would not be generdly
available. We do however assume that an issuers group would be ableto put in
place gppropriate reporting systems, but two difficulties would neverthelessremain
which appear to usto be problematic (and explain our ingbility to come up with a
solution at this stage). These are related.



Thefirg isthat an auditor, in checking the issuer's taxation lidbility as stated in its
accounts, will not be able to opine conclusively that none of the notes are held by
associates of the issuer, because the auditor will not know who holds dl of the notes
that have been issued.

The second isthat, if the IRD were to deny an interest deduction, the burden would
be upon the issuer to prove that none of the notes are held by its associates. The
burden of proof would not be on the IRD to prove that some or dl of the notes are
held by the issuer's associates.

Thisdidtinction is subtle but problematic. An issuer may be able to determine which
of itsnotes are held by its associates. However, because it has the burden of proof,
the issuer will need to prove conclusvely that none of its notes are held by its
associates. Practicdly, the only way in which the issuer can do thisisto identify dl
of the holders of its notes and prove that they are dl unrdlated to it. If any notes
remain unaccounted for, the issuer will not have discharged its burden of proving
that the notes that are unaccounted for are held by unrelated parties. Theredlity,
however, isthat an issuer of widdy-held notes will never be able to identify dl of the
holders of itsnotes. Thisis because, in the issuer's note register, the globa note will
be registered in the name of a depositary such asthe CMU, CEDEL or Euroclear;
in turn, the depogitary will in its own regigtersidentify financid inditutions as being
entitled to portions of that globd note; and those financid inditutions in turn will
identify in their own regigters the customers for whom it holds such interests. In fact,
beneficid entitlements may be held a even further levels down the chain. The issuer
will not have access to this information, and there is Smply no way in which such
information could be obtained in the case of awiddy-didributed issue. Evenif the
issuer were to make enquiries of the financid inditutions concerned (assuming it is
able to identify them), those indtitutions would be obliged to refuse to disclose ther
customers identities.

It therefore follows that an issuer will never be able to prove that its notes are not
held by its associates as that term iswiddy defined in section 16(2).

We will revert to you in due course with more concrete suggestions. We hope thet you find this
letter helpful in the meantime. If you have any questions, please call me at 2978-1688 or Michael
Olesnicky at 2846-1888.

Yourstruly,

Archie Pand|
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