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Dear Ms SIT,

Bills Committee on
Inland Revenue (Amendment) Bill 2000

Exemptionsto Market Making Activities

| refer to Paper CB(1)921/03-04 in which we reported that the
Administration was working on the necessary Committee Stage Amendments
(CSAS) to implement the proposed exemption of market-making activities from
the operation of theinterest deduction restriction provided in the proposed section
16(2C).

We have revised the draft CSAs (attached) along the lines suggested
by the Hong Kong Chapter of the Capital Markets Tax Committee of Asia
(CMTC) in its letter of 16 January 2004 (Annex to CB(1)921/03-04). The
revisions are on pages 10 and 23 to 25 and are highlighted for Members' easy
reference.

As suggested by CMTC in its letter, the Commissioner of Inland
Revenue will make it clear in the practice notes that under normal circumstances,
long-term holdings (more than three months) and substantial holdings (more than
5% of the issuance) of the debentures or instruments concerned would not be



considered as consistent with market making activities, unless there are
reasonabl e explanations that can satisfy the Commissioner of Inland Revenue.

Y ours sincerely,

(Ilvanhoe Chang)
for Secretary for Financial Services and the Treasury

c.C.
LegCo Assistant Legal Adviser  (Attn: Ms Bernice WONG) (Fax: 2877 5029)
Law Draftsman (Attn: Mr Allen LAI)

Commissioner of Inland Revenue (Attn: Mr Thomas L1)



Annex

Proposed CSA on exemption from the proposed new section 16(2C) in

relation to market-makers

"6. Ascertai nnent of chargeable profits

Section 16 is anended —

(a) in subsection (1)(a) -

(i)

(i)

by repealing "the conditions set out
in subsection (2) are satisfied" and
substituting "the condition for the
application of this paragraph is
satisfied under subsection (2), and
subj ect to subsections (2A), (2B) and
(20";

by repealing "upon" and substituting

n Onll ;

(b) in subsection (2) -

(i)

(i)

by repealing "The conditions referred
to in subsection (1)(a) are that -"
and substituting "The condition for
the application of subsection (1)(a)
is satisfied if -";

by repealing paragraphs (d), (e) and

(f) and substituting —

"(d) the noney has been borrowed from

a financial institution or an



(e)

overseas financial institution;

t he noney

has been borrowed

whol |y and exclusively to

fi nance —

(i)

(i)

(iii)

(iv)

capital expenditure on
t he provision of

machi nery or pl ant
incurred by the
borrower, where such
expenditure qualifies
for an all owance under
Part VI; or

t he purchase of
tradi ng stock by the
borrower, where the
tradi ng stock
purchased is used by
the borrower in the
production of profits
chargeabl e to tax
under this Part,

the lender is not an
associ ate of the
borrower; and

where the lender is a

trustee of a trust



()

estate or a
corporation controlled
by such a trustee,
neither the trustee
nor the corporation
nor any beneficiary
under the trust is the
borrower or an

associ ate of the

borrower; or

the borrower is a corporation

and the deduction clained is in

respect of

it —

(i)

(i)

i nterest payabl e by

on debentures listed
on a stock exchange in
Hong Kong or on any
ot her stock exchange
recogni zed by the
Conmi ssi oner for the
pur poses of this
subpar agr aph;

on instruments (other
t han debent ures
described in

subpar agraph (i)) -



(A)

(B)

i ssued bona fide
and in the course
of carrying on
busi ness and

mar ket ed i n Hong
Kong or in a
maj or financi al
centre outside
Hong Kong
recogni zed by the
Conmi ssi oner for
t he purposes of
this sub-
subpar agr aph; or
I ssued pursuant
to any agreenent
or arrangenents,
where the issue
of an

adverti senent,
invitation or
docunent in
respect of the
agreenent or
arrangenent s has

been aut hori zed



(iii)

by the Securities
and Futures
Conmi ssi on under
section 105 of
the Securities
and Futures
O di nance (Cap.
571), and the
adverti senent,
invitation or
docunent has been
issued to the
public; or
on noney borrowed from
an associ ated
corporation of the
borrower, where the
nmoney borrowed in the
hands of the
associ ated corporation
arises entirely from
the proceeds of an
i ssue by the
associ ated corporation
of debentures

described in



(c)

subpar agraph (i) or of
instrunents descri bed
i n subparagraph (ii),
in an anount not
exceedi ng the interest
payabl e by the

associ ated corporation
to the holders of such
debentures or

i nstrunents.";

by addi ng —

"(2A) \Were —

(a)

(b)

the condition for the application of
subsection (1)(a) is satisfied under
subsection (2)(c), (d) or (e);

at any time during the basis period
of the borrower for the year of
assessnment concerned, the paynent of
any sum payabl e by way of princi pal
or interest in respect of the noney
borrowed is secured or guaranteed,
whet her wholly or in part and whet her
directly or indirectly, by a deposit
or | oan made by the borrower or an
associ ate of the borrower with or

to —



(1) the | ender or an associ ate
of the | ender;

(i) a financial institution or
an associ ate of a financial
institution; or

(i) an overseas financi al
institution or an associ ate
of an overseas financi al
institution; and

(c) any sum payable by way of interest on
the deposit or loan is not chargeabl e
to tax under this O dinance,
t he amount of the deduction which, but for this
subsection and subsections (2B) and (2C), would
have been all owed under subsection (1)(a) for
the year of assessnment concerned in respect of
suns payabl e by the borrower by way of interest
on the noney borrowed shall be reduced, having
regard to the sum payable by way of interest on
t he deposit or |oan, by an anount cal cul ated on
such basis as is nost reasonable and
appropriate in the circunstances of the case.
(2B) \Were —
(a) the condition for the application of
subsection (1)(a) is satisfied under

subsection (2)(c), (d) or (e); and



(b) at any tinme during the basis period
of the borrower for the year of
assessnment concerned, arrangenents
are in place, whether between the
borrower and the | ender or otherw se,
wher eby any sum payabl e by way of
interest on the noney borrowed or on
any part of the noney borrowed is
payabl e, whether directly or through
any interposed person, to the
borrower or to a person (other than
the I ender) who is connected with the
borrower and in either case the
borrower or the person, as the case
may be, is not an excepted person as
defined in subsection (2E)(c),

t he anount of the deduction which, but for this
subsection and subsections (2A) and (20, would
have been all owed under subsection (1)(a) for
the year of assessment concerned in respect of
suns payabl e by the borrower by way of interest
on the noney borrowed or on the rel evant part
of the noney borrowed, as the case may be,

shal | be reduced by an anount cal culated in

accordance with the following formula —



wher e:

A

A
— x C

B
means the total nunber of days
during the basis period of the
borrower for the year of
assessnent concerned, at the end
of each of which the principal
in respect of the noney borrowed
or in respect of the rel evant
part of the noney borrowed, as
the case may be, remains
out standi ng and the arrangenents
are in place;
means the total nunber of days
during the basis period of the
borrower for the year of
assessnent concerned, at the end
of each of which the principal
in respect of the noney borrowed
or in respect of the rel evant
part of the noney borrowed, as
the case may be, remains
out st andi ng; and
nmeans the total amount of suns
payabl e by the borrower by way

of interest on the noney
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borrowed or on the rel evant part
of the noney borrowed, as the
case may be, which, but for this
subsection and subsections (2A)
and (2C), would have been
deducti bl e under subsection
(1)(a) for the year of

assessnment concer ned.

(2C) Where subject to subsection (2G -

(a)

(b)

the condition for the application of
subsection (1)(a) is satisfied under
subsection (2)(f); and

at any time during the basis period
of the borrower for the year of
assessnent concerned, arrangenents
are in place, whether between the
borrower and the hol ders of the
debentures or instrunents concerned
or ot herw se, whereby any sum payabl e
by way of interest on the debentures
or instrunments concerned or on any
interest in the debentures or

i nstrunments concerned i s payabl e,
whet her directly or through any

i nt erposed person, to the borrower or

to a person who is connected with the
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borrower and in either case the
borrower or the person, as the case
may be, is not an excepted person as

defined in subsection (2F)(c),

t he amobunt of the deduction which, but for this

subsection and subsections (2A) and (2B), would

have been all owed under subsection (1)(a) for

the year of assessnent concerned in respect

of —

(c)

(d)

(where the condition for the
application of subsection (1)(a) is
sati sfied under subsection (2)(f) (i)
or (ii)) the sum payabl e by the
borrower by way of interest on the
debentures or instrunments concerned
or on the relevant interest in the
debentures or instruments concerned,
as the case may be; or

(where the condition for the
application of subsection (1)(a) is
satisfied under subsection
(2)(f)(iii)) the sum payabl e by the
borrower by way of interest on noney
borrowed fromthe associ at ed
corporation, being noney arising

entirely fromthe proceeds of the



shal |
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i ssue of the debentures or

i nstrunents concerned or of the

relevant interest in the debentures

or

i nstrunents concerned, as the case

may be,

be reduced by an anpunt calculated in

accordance with the following formula —

wher e:

X

X
— X Z

Y
means the total nunber of days
during the basis period of the
borrower for the year of
assessnent concerned, at the end
of each of which the principal
in respect of the debentures or
instruments concerned or in
respect of the relevant interest
in the debentures or instrunents
concerned, as the case may be,
remai ns out standi ng and the
arrangenments are in place;
means the total nunber of days
during the basis period of the
borrower for the year of

assessnent concerned, at the end

of each of which the principal



(2D)

(2E)
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in respect of the debentures or
i nstrunments concerned or in
respect of the relevant interest
in the debentures or instrunents
concerned, as the case may be,
remai ns out standi ng; and
Z nmeans the total amount of suns
referred to in paragraph (c) or
(d), as the case may be, which
but for this subsection and
subsections (2A) and (2B), would
have been deducti bl e under
subsection (1)(a) for the year
of assessnent concerned.
For the purposes of subsection (2A), if a
deposit or loan is made by a trustee of a
trust estate or a corporation controlled
by such a trustee, the deposit or |oan
shal |l be deened to have been nade by each
of the trustee, the corporation and the
beneficiary under the trust.
For the purposes of subsection (2B) -
(a) any reference in that subsection to
any sum payabl e by way of interest on
t he noney borrowed or on any part of

t he noney borrowed, however descri bed,
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shal |l be construed as including a
reference to any sum payabl e by way
of principal or interest in respect
of any other |oan, where the paynent
of such sumis -
(1) secured or guaranteed,
whet her wholly or in part
and whether directly or
indirectly, by any sum
payabl e by way of principal
or interest in respect of
the noney borrowed or in
respect of any part of the
noney borrowed; or
(i) condi tional, whether wholly
or in part and whet her
directly or indirectly, on
t he paynent of any sum
payabl e by way of principal
or interest in respect of
t he noney borrowed or in
respect of any part of the
noney borrowed;
(b) if any sum payabl e by way of interest
on the noney borrowed or on any part

of the noney borrowed, as construed



(c)
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i n accordance with paragraph (a), is
payabl e, whether directly or through
any interposed person, to a trustee
of a trust estate or a corporation
controll ed by such a trustee, such
sum shall be deened to be so payabl e
to each of the trustee, the
corporation and the beneficiary under
the trust; and
"excepted person" ([=9yf <) neans -
(1) a person who i s chargeable
to tax under this Odinance
in respect of any sum
payabl e by way of interest
on the noney borrowed or on
any part of the noney
borrowed, as construed in
accordance w th paragraph
(a);

(i) in the case of a person
(other than the | ender) who
is connected with the
borrower -

(A) a person who is
entitled to any sum

referred to in
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subparagraph (i) in

the capacity of -

(1)

(1)

a person acting
as a trustee of a
trust estate or
hol di ng property
bel onging to

ot hers pursuant
to the terns of a
contract, where

t he person is not
beneficially
entitled to the
sumin question;
a beneficiary of
a unit trust to
whi ch section
26A(1A) (a) (i) or
(ii) applies,
where the sumin
gquestion is
payable to a
trustee of the
unit trust in
respect of a

speci fied
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i nvest nent schene
referred to in
section
26A(1A) (b); or

(111) a menmber of a
retirement schene
which is either a
recogni zed
retirenment schene
or a substantially
simlar retirenent
schene established
out si de Hong Kong,
where the
Conmi ssioner is
satisfied that the
| atter schene
conplies with the
requi renents of a
supervi sory
authority within an
accept abl e
regul atory regine;

(B) a public body;
(© a body corporate,

where t he CGover nnent
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owns beneficially nore
than half in nom nal
val ue of the issued
share capital of that
body corporate for the
ti me being; or

(D) a financial institution
or an overseas

financial institution.

(2F) For the purposes of subsection (20 -

(a)

any reference in that subsection to
any sum payable by way of interest on
t he debentures or instrunents
concerned or on any interest in the
debentures or instrunents concerned,
however described, shall be construed
as including a reference to any sum
payabl e by way of principal or
interest in respect of any other | oan,
where the paynent of such sumis —
(1) secured or guaranteed,
whet her wholly or in part
and whet her directly or
indirectly, by any sum
payabl e by way of principal

or interest in respect of



(b)
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t he debentures or

i nstrunments concerned or in

respect of any interest in

t he debentures or

i nstruments concerned; or

(i) condi tional, whether wholly

or in part and whet her

directly or indirectly, on

t he paynent of any sum

payabl e by way of principal

or interest in respect of

t he debentures or

i nstruments concerned or in

respect of any interest in

t he debentures or

i nstruments concer ned;
if any sum payabl e by way of interest
on the debentures or instrunents
concerned or on any interest in the
debentures or instrunents concerned,
as construed in accordance with
paragraph (a), is payable, whether
directly or through any interposed
person, to a trustee of a trust
estate or a corporation controlled by

such a trustee, such sum shall be



(c)
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deened to be so payable to each of

the trustee, the corporation and the

beneficiary under the trust; and

"excepted person" ([=9yf *<4) neans -

(i)

(i)

a person who i s chargeable
to tax under this Odinance
in respect of any sum
payabl e by way of interest
on the debentures or

i nstrunments concerned or on

any interest in the

debentures or instrunents
concerned, as construed in
accordance w th paragraph

(a);

in the case of a person who

is connected with the

borrower -

(A) a person who is
entitled to any sum
referred to in
subparagraph (i) in
the capacity of -

(I') a person acting
as a trustee of a

trust estate or
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hol di ng property
bel onging to
ot hers pursuant
to the terns of a
contract, where
t he person is not
beneficially
entitled to the
sumin question;
(I'l) a beneficiary of
a unit trust to
whi ch section
26A(1A) (a) (i) or
(ii) applies,
where the sumin
guestion is
payable to a
trustee of the
unit trust in
respect of a
specified
i nvest ment schene
referred to in
section
26A(1A) (b); or

(111) a nmenber of a



(B)
(O
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retirenment schene
which is either a
recogni zed
retirement schene
or a
substantially
simlar
retirenment schene
est abl i shed
out si de Hong Kong,
where the
Conmi ssioner is
satisfied that
the latter schene
conplies with the
requi renents of a
supervi sory
authority within
an acceptabl e
regul atory regine;
a public body;
a body corporate,
where the Governnment
owns beneficially nore
than half in nom nal

val ue of the issued
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share capital of that
body corporate for the
time being; or

(D) a financial institution
or an overseas

financial institution_

2@ Subsection (2C) shall not apply where

(2H)

under the relevant arrangenents, the

rel evant sum payvable by way of interest on

the debentures or instrunents concerned or

on any interest in the debentures or

instrunents concerned i s pavable to a

mar ket nmaker who hol ds such debentures or
instrunents or such interest in debentures

or instrunents in the ordinary course of

his trade, profession or business in
respect of nmarket making.

For the purposes of subsection (2G .,

“mar ket maker” ( ) nmeans a person

who —




(i)
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is licensed or registered

(ii)

for dealing in securities

under the Securities and
Future O dinance (Cap. 571

or authorized to do so by a

regulatory authority in a

maj or financial centre

out si de Hong Kong

recogni zed by the

Commi ssioner for the

pur poses of subsection
D)D) I) (A

in the ordinary course of a

(iii)

trade, profession or

busi ness hol ds hi nmsel f out

as being willing to buy and

sell securities on his own

account and on a requl ar

basi s:

actively makes a market in

(iv)

securities issued by a w de

range of unrel ated

institutions; and

buys and sells the

debentures or instrunents




(d)

(e)
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described in subsection

(2)(f) (i) or (ii) in the

ordinary course of his

trade, profession or

busi ness for the purpose of

providing liquidity in

respect of such debentures

or instrunments.-";

i n subsection (3) -

(1) by repealing "subsection (2) and this
subsection” and substituting "this
section";

(i) by repealing the definitions of
"control" and "debentures";

(iii) in the definition of "overseas
financial institution", by repealing
"subsection (2)" and substituting
"this section";

by addi ng —
"(3A) In this section —

(a) a corporation shall be regarded
as being controlled by a person
if the person has the power to
secure —

(1) by nmeans of the

hol di ng of shares or




(b)
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t he possession of
voting power in or in
relation to that or
any ot her corporation;
or
(i) by virtue of any power
conferred by the
articles of
associ ation or any
ot her docunent
regul ating that or any
ot her corporation,
that the affairs of
the first-nentioned
corporation are
conducted in
accordance with his
wi shes; and
a person (other than a
corporation) shall be regarded
as being controlled by another
person if the first-nentioned
person is accustomed or under an
obl i gati on, whether express or
i nplied, and whether or not

enforceable or intended to be
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enforceabl e by | egal proceedings,
to act, inrelation to his
i nvestment or business affairs,
in accordance with the
directions, instructions or
wi shes of that other person.
(3B) In this section, a person shall be
regarded as being connected with a
borrower if the person is -
(a) an associated corporation of the
borr ower;
(b) a person (other than a
corporation) —
(1) who controls the
borr ower;
(i) who is controlled by
t he borrower; or
(iii) who i s under the
control of the sane
person as is the
borrower.";
(f) in subsection (4), by repealing "subsection
(2)" and substituting "this section”;
(g) by adding -
"(5A) The anendnents made to this

section by section 6(a), (b), (c), (d), (e)
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and (f) of the Inland Revenue (Anendnent)
Ordi nance 2003 ( of 2003) ("the
Amendnent Ordi nance”) do not apply to sums
descri bed in subsection (1)(a) which were
incurred —
(a) before the conmmencenent of
t he Anendnment Ordi nance;
(b) under a transaction which
was the subject of an
application for advance
cl earance made to the
Comm ssi oner before 1 Apri
1998, and the Conm ssi oner
has before the commencenent
of the Amendnent Ordi nance
expressed the opinion that
t he transacti on woul d not
fall within the terns of
section 61A; or
(c) under an arrangenent which
was the subject of an
application nmade to the
Conmmi ssi oner under section
88A, and the Conm ssi oner
has before the commencenent

of the Amendnment Ordi nance
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made a ruling under that
section that the
arrangenent woul d not fall
within the terns of section

61A. "."



