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LEGISLATIVE COUNCIL BRIEF

Inland Revenue Ordinance
(Chapter 112)

Inland Revenue (Profits Tax Exemption for Funds)
(Amendment) Bill 2018

INTRODUCTION

A

At the meeting of the Executive Council on 4 December 2018,
the Council ADVISED and the Chief Executive ORDERED that the
Inland Revenue (Profits Tax Exemption for Funds) (Amendment) Bill
2018 (“the Bill”), at Annex A, should be introduced into the Legislative
Council (“LegCo”) to provide profits tax exemption to eligible funds
operating in Hong Kong.

JUSTIFICATIONS
Development of Hong Kong’s asset and wealth management industry
2.
Asset and wealth management (“WAM”) is a fast-growing
sector within the financial services industry. As at 31 December 2017
(year with latest available figures), the total assets under management by
WAM business in Hong Kong amounted to US$3.1 trillion1. One of our
major policy objectives in further developing the WAM industry is to
attract more funds of various types to base and develop their business in
Hong Kong. To achieve this objective, we have implemented, and will
continue to implement, measures to enhance our legal framework to
enable funds to be created in Hong Kong under different structures 2 ,
1

The data is obtained from the Asset and Wealth Management Activities Survey 2017 conducted by
the Securities and Futures Commission (“SFC”). In the survey, WAM business comprises asset
management, fund advisory business, private banking and private wealth management business, and
business of managing real estate investment trusts authorised by the SFC.

2

A fund can be in the structure of, for example, a unit trust, corporation or limited partnership.

broaden the distribution network for fund products, and provide a more
favourable tax environment for funds.

Current tax treatment for funds
3.
Tax treatment is a key factor influencing the choice of
jurisdiction for fund domiciliation and management.
Under the
Ordinance, publicly offered funds, both onshore and offshore 3 , are
already exempted from profits tax. For privately offered funds, only
offshore funds can enjoy profits tax exemption4. These include offshore
privately offered funds and offshore private equity funds (collectively
known as “offshore funds” hereafter). Given that onshore privately
offered funds cannot enjoy profits tax exemption like their offshore
counterparts, it may not be conducive to the further development of Hong
Kong’s WAM industry. This is because this tax disparity will disincentivise funds to domicile and/or be managed in Hong Kong when
domiciliation and management will drive demand for other professional
services such as fund administration and investment advice, as well as
legal, accounting and other ancillary services.

European Union’s concerns and Hong Kong’s commitment
4.
Based on the latest Base Erosion and Profit Shifting standard of
the Organisation for Economic Co-operation and Development, the
Council of the European Union (“EU”) has identified Hong Kong’s tax
regimes for offshore funds to be problematic on account of their ringfencing features 5. Our tax regimes are considered harmful at two levels.
At the fund level, they are considered harmful as the Ordinance currently

3

Funds with their CMC exercised in Hong Kong are regarded as “onshore funds”. Those with their
CMC exercised outside Hong Kong are regarded as “offshore funds”. The CMC test is well
established in common law for determining the residence of corporations, partnerships and trusts.

4

The only exception is onshore privately offered open-ended fund companies. This type of onshore
fund can enjoy profits tax exemption since July 2018 with the passage of the Inland Revenue
(Amendment) (No. 2) Ordinance 2018. Further details are set out in Footnote 9 below.

5

Ring-fencing occurs where the preferential tax treatment is partially or fully isolated from the
domestic economy. It may take different forms, e.g. excluding resident taxpayers from taking
advantage of the preferential tax treatment; and prohibiting qualifying resident taxpayers from
operating in the domestic market. Qualifying resident taxpayers can be implicitly excluded from
operating in the domestic market if the applicability of the preferential tax treatment is limited to
transactions carried out with foreign parties.
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provides profits tax exemption to offshore, but not onshore, funds as
explained in paragraph 3 above. At the investment level, they are
considered harmful as the Ordinance currently allows offshore funds with
investment in private companies to enjoy tax exemption only if those
companies are incorporated overseas but not locally.
5.
To further consolidate Hong Kong’s competitive edge in the
manufacturing and management of funds and in order not to be put on the
EU’s list of non-cooperative jurisdictions for tax purposes, the
Government announced in the 2018-19 Budget that a review would be
conducted on the existing tax concession arrangements applicable to the
fund industry with regard to the international requirements on tax cooperation. A task force led by the Financial Services and the Treasury
Bureau and comprising members from the Inland Revenue Department,
the Hong Kong Monetary Authority, and the SFC has been formed to
conduct the review. Specifically, Hong Kong has committed to look
into how to modify the tax regimes for offshore funds to address the EU’s
concerns about ring-fencing, and introduce the corresponding legislative
amendments into LegCo by end-2018.
Failure to honour the
aforementioned commitment may lead to the EU revisiting Hong Kong’s
status when reviewing the list of non-cooperative jurisdiction for tax
purposes, and expose Hong Kong to defensive measures (e.g. reinforced
monitoring of certain transactions and withholding tax measures) which
may be imposed by EU Member States.

THE PROPOSAL
6.
In addressing the EU’s concern, we are guided by the principle
of making changes that are necessary to remove ring-fencing tax features
for fund entities6 while leaving intact other features under our existing
tax regimes that are not related to fund entities per se. We have also
taken the opportunity to adjust certain tax treatment for funds so that
Hong Kong remains competitive in the face of increasing regional and
international competition. The proposal is elaborated in paragraphs 7 to
15 below. New and self-contained provisions on the tax treatment for
funds will be added to the Ordinance to achieve these purposes.

6

There are no tax disparity issue and ring-fencing concerns in relation to publicly offered funds.
The current exercise is on privately offered funds only.
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Removal of ring-fencing at the fund level
7.
Our objective is to attract funds of different types and sizes to
Hong Kong. We therefore propose that all funds, regardless of their
structure, their CMC location, their size or the purpose that they serve,
will enjoy profits tax exemption subject to meeting the conditions set out
in paragraphs 12 to 15 below. A definition of “fund”, similar to the
definition of “collective investment scheme” in Part 1 of Schedule 1 to
the Securities and Futures Ordinance (Cap. 571) (“SFO”), will be added
to the Ordinance for this purpose. The definition of “fund” is set out in
the newly introduced section 20AM of the Bill at Annex A. In line with
the existing tax exemption arrangements for offshore funds, we propose
to require an entity meeting the definition of “fund” to engage a specified
person7 to arrange or carry out its transactions in Hong Kong or be a
“qualifying fund” 8.

Removal of ring-fencing at the investment level
8.
At present, offshore funds may enjoy tax exemption on profits
from certain transactions and transactions incidental to the carrying out of
these transactions. These transactions are basically transactions in
securities and other kinds of financial products that a fund would
commonly find of interest. As for onshore privately offered open-ended
fund companies (“OFCs”), they may also enjoy tax exemption on profits
from transactions in non-qualifying assets 9. To maintain the status quo
7

A “specified person” is currently defined in the Ordinance as a corporation licensed under Part V of
the SFO to carry on, or an authorised financial institution registered under that Part for carrying on,
a business in any regulated activity as defined by Part 1 of Schedule 5 to the SFO.

8

A “qualifying fund” is currently defined in the Ordinance as a fund with at least five investors; the
capital commitments to the fund made by the investors should exceed 90% of the aggregate capital
commitments; and the distribution of the net proceeds of the fund to the originator and its associates
should not exceed 30%.

9

To diversify our fund management platform, the Government has put in place a legal framework for
a new fund structure in the form of OFCs in Hong Kong. The OFC regime allows funds to be set
up in the form of a company, but with the flexibility to create and cancel shares for investors’
subscription and redemption in the funds. The OFC regime commenced operation on 30 July
2018.
Prior to the passage of the Inland Revenue (Amendment) (No.2) Ordinance 2018 in March 2018,
publicly offered OFCs and offshore OFCs can enjoy profits tax exemption but not onshore privately
offered OFCs. The Government has amended the law so that all OFCs can enjoy profits tax
exemption.
As the OFCs are subject to the SFC’s regulation (including the 10% de minimis limit based on
gross asset value which allows flexibility for them to invest in non-qualifying assets) on an ongoing
basis, they can enjoy profits tax exemption on transactions in non-qualifying assets as well.
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of the aforementioned funds to avoid market confusion and ensure that
there is a level playing field, we propose that an entity that meets the
definition of “fund” and fulfills the specified person or qualifying fund
requirement as outlined in paragraph 7 above will be able to enjoy profits
tax exemption on its profits generated from the following transactions –
(a)

transactions in qualifying assets (“qualifying transactions”);

(b)

transactions incidental to the carrying out of qualifying
transactions (“incidental transactions”), subject to a 5% limit;
and

(c)

if the fund is an OFC, transactions in non-qualifying assets
(“non-qualifying transactions”).

9.
A list of the qualifying assets is in Schedule 16C of the Bill at
Annex A. In drawing up this list, we have considered the current tax
regimes for offshore funds and OFCs to ensure that the tax exemption
currently enjoyed by these funds will not be affected. To remove the
ring-fencing feature at the investment level, a fund can enjoy profits tax
exemption on its investment in both overseas and local private companies.
Separately, we propose that there will be no tainting effect, i.e. the taxexempt profits of the fund will not be tainted even if a fund is taxed on its
non-qualifying transactions.
10.
The proposed tax treatment for incidental transactions under
paragraph 8(b) above is the same as the current tax treatment for such
transactions. If the 5% threshold is exceeded, the whole of the receipts
from the incidental transactions will be chargeable to profits tax.
11.
It is quite common for a fund to set up special purpose entities
(“SPEs”) for the sole purpose of holding and administering investment in
private investee companies. As with the current practice, we propose
that tax exemption will be provided at both the fund level, and if there is
SPE, the SPE level to the extent which corresponds to the percentage of
shares or interests of the SPE held by the fund.
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Anti-tax avoidance measures
Requirements for investment in private companies
12.
Private companies may hold any type of assets in Hong Kong.
In order to reduce the risk of tax evasion 10 by funds through their
investment in private companies, we propose that a fund will be taxed on
its profits from such investment that do not meet the following three tests
–
(a)

immovable property test: if a fund invests in a private
company that holds, whether directly or indirectly, more than
10% of its assets in immovable property (excluding
infrastructure) in Hong Kong 11, the fund will be taxed on the
profits arising from such an investment in the private company;

(b)

holding period test: if the private company (i) does not hold,
whether directly or indirectly, any immovable property in Hong
Kong; or (ii) holds, whether directly or indirectly, not more
than 10% of its assets in immovable property in Hong Kong,
and the investment in the private company has been held by the
fund for at least two years, the fund will not be taxed on the
profits arising from the transaction of the private company. If
the private company has been held by the fund for less than two
years, the short-term asset test described in (c) below will apply;

(c)

short-term asset test: if the holding period test at (b) above
cannot be satisfied, profits tax exemption would only be
provided if –
(i)

the fund does not have a controlling stake in the private
company; or

(ii) the fund has a controlling stake in the private company,
10

For example, trading assets chargeable to profits tax upon sale may become tax-exempted if the sale
is structured through a fund which sells shares in a private company holding such trading assets.

11

Infrastructure includes bridges, tunnels, roads and the like.
The Government has considered whether this may be a ring-fencing feature. In general, the source
jurisdiction has the right to tax gains from indirect transfer of immovable property located within its
jurisdiction. The resident jurisdiction equally has the right to tax its own residents. Based on
these principles, Hong Kong may not be able to tax capital gains derived from overseas immovable
property (i.e. Hong Kong is neither the source jurisdiction nor the resident jurisdiction). Therefore,
it would not be appropriate to carve out overseas immovable property as well.
-6-

but the latter does not hold more than 50% of the value of
the company’s assets in short-term assets. Short-term
assets are assets (excluding qualifying assets and
immovable property in Hong Kong) held by the private
company for less than three years at the time of the
transaction.
B

The diagram at Annex B shows how the above tests would operate in
practice. The immovable property test and short-term asset test are not
new. They have been used in the tax exemption regime for onshore
privately offered OFCs before. The holding period test is added to cater
for the genuine operational needs of private equity funds.
13.
Separately, profits tax exemption is currently provided for
investment co-invested in private companies by the Innovation and
Technology Commission (“ITC”)’s Innovation and Technology Venture
Fund (“ITVF”) and the partner funds of ITVF. We propose that this
should be maintained. Further, given that the co-investment is subject to
the control and monitoring of the ITC (including that the investee private
companies have to meet the criteria for “Eligible Local Innovation and
Technology Start-up” of the ITVF scheme), we propose that the coinvestment transactions do not need to be subject to the above three tests.
Yet, investment in private companies by the partner funds on their own
(i.e. not co-investment with the ITVF) will be subject to the three tests.
Prevention of abuse by businesses
14.
To reduce the risk of tax abuses by onshore businesses
repackaging themselves as funds, we propose to make it clear that a
business undertaking for general commercial or industrial purpose is not a
fund. For the sake of clarity, a fund’s engagement in “qualifying
transactions” will not be regarded as a business undertaking for general
commercial or industrial purpose.
Tax treatment of resident persons
15.
To prevent tax leakage, we propose to keep the current antiround tripping provisions in the Ordinance, i.e. a resident person who,
either alone or jointly with his associates, has a beneficial interest of 30%
or more in a tax-exempt fund (or any percentage if the fund is the resident
person’s associate) will be deemed to have derived assessable profits in
respect of the trading profits earned by the fund from the qualifying
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transactions. This aims to prevent abuse or round-tripping by a resident
person disguising as a fund to take advantage of the exemption.

OTHER MATTERS
OFCs
16.
We have put in place profits tax exemption arrangements for
onshore privately offered OFCs vide the Inland Revenue (Amendment)
(No. 2) Ordinance 2018 (please see Footnote 9 above). To ensure that
there is a level playing field and avoid market confusion, we consider it
appropriate that the tax treatment for funds as set out in paragraphs 7 to
15 above should be applied to OFCs. We have made suitable
amendments to the existing provisions in the Ordinance to give effect to
this.
Tax treatment of remuneration of investment managers
17.
The current principles on taxation of remuneration to
investment managers will remain unchanged and we do not see a need to
introduce any specific provisions in the Bill. The principles are that
remuneration received by investment managers in respect of their
professional services provided in Hong Kong will be subject to taxation.

OTHER OPTIONS
18.
We must amend the Ordinance to provide profits tax exemption
for both onshore and offshore funds and remove the ring-fencing features
identified by the EU. There is no other option.

THE BILL
19.

The main provisions of the Bill are as follows –
(a) clause 4 amends section 20AC of the Ordinance such that,
on and after 1 April 2019, a reference in the section to a
non-resident person does not include a fund within the
meaning of section 20AM;
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(b) clause 5 repeals sections 20AG to 20AL of the Ordinance to
align the tax treatments for OFCs with the new definition of
fund;
(c) clause 6 adds new sections 20AM to 20AY to the Ordinance
–
(i)

the new section 20AM provides for a new definition
of fund for the purposes of the new sections 20AN
to 20AY and Schedules 15C, 15D and 16C;

(ii)

the new section 20AN provides for the exemption of
a fund from payment of profits tax in respect of its
assessable profits in relation to certain transactions
if certain conditions are met;

(iii)

the new section 20AO exempts an SPE from profits
tax to an extent corresponding to the percentage of
shares or interests that a tax-exempt fund holds in
the SPE;

(iv)

the new sections 20AP and 20AQ deal with when an
exemption under section 20AN or 20AO does not
apply to funds and SPEs. They set out the three tests
on investment in private companies as mentioned in
paragraph 12 above (“three tests”);

(v)

the new section 20AR is a supplementary provision
to sections 20AP and 20AQ. It provides that the
three tests do not apply to co-investment by an ITVF
partner fund in a private company under the ITVF
scheme;

(vi)

the new section 20AS provides that an OFC is not
exempt from tax in respect of its assessable profits
for the period earned from the trading, business
undertaking or utilisation of non-qualifying assets to
generate income;

(vii)

the new section 20AT provides for the tax treatment
for sub-funds of OFCs;
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(viii) the new sections 20AU and 20AV set out the
circumstances under which the losses sustained by a
fund under certain conditions may be set-off against
the assessable profits of the fund;
(ix)

the new section 20AW is an interpretation provision
for the new sections 20AX and 20AY and the new
Schedules 15C and 15D; and

(x)

the new sections 20AX and 20AY provide that the
assessable profits of a fund or SPE are regarded as
the assessable profits of a resident person if the
resident person has, in a year of assessment
commencing on or after 1 April 2019, a beneficial
interest, whether direct or indirect or both, in a fund
to the extent that the person, either alone or jointly
with any of the person’s associates, holds not less
than 30% of the interest in the fund or SPE;

(d) clause 7 repeals Schedule 15B which is applicable for
ascertaining the amount of assessable profits of resident
persons in an OFC. This is no longer required as the new
definition of fund covers an OFC;
(e) clause 8 adds new Schedules 15C and 15D to the Ordinance.
Schedule 15C sets out the provisions for ascertaining the
amount of assessable profits of resident person under
section 20AX, while Schedule 15D sets out the provisions
for ascertaining the amount of assessable profits of resident
persons under section 20AY. The new Schedules follow
the existing Schedules 15 and 15A in governing the
calculation of such assessable profits;
(f) clause 9 amends Schedule 16 to the Ordinance to update a
reference;
(g) clause 10 repeals Schedule 16A which concerns the class of
assets specified for the purposes of section 20AH; and
Schedule 16B which concerns the non-closely held
requirement for OFCs. These Schedules are no longer
required since sections 20AH and 20AI are to be repealed;
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(h) clause 11 adds new Schedule 16C to the Ordinance.
Schedule 16C sets out the classes of assets specified for the
purposes of section 20AN; and
(i) clause 12 amends Schedule 17A to the Ordinance to update
certain references.

LEGISLATIVE TIMETABLE
20.

The legislative timetable will be –
Publication in the Gazette

7 December 2018

First Reading and commencement
of Second Reading debate

12 December 2018

Resumption of Second Reading
debate, committee stage and Third
Reading

To be notified

COMMENCEMENT
21.

The Bill will come into operation on 1 April 2019.

IMPLICATIONS OF THE PROPOSAL
22.
The Bill is in conformity with the Basic Law, including the
provisions concerning human rights. It will not affect the current
binding effect of the existing provisions of the Ordinance. There are no
productivity, environmental, family or gender implications, and no
sustainability implications other than the economic implications set out in
paragraph 24 below. At this stage, there are also no civil service
implications for the Government as the Inland Revenue Department
(“IRD”) will absorb the additional workload with its existing resources.
Should the proposal result in much additional workload on the IRD in
future, the IRD will review the need and seek for additional resources,
and the additional resources, if required, will be sought with justifications
in accordance with established mechanism.
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23.
On financial implications, the proposal will give parity tax
treatment to onshore and offshore funds. The majority of funds in Hong
Kong are offshore ones, mainly because onshore funds cannot enjoy
profits tax exemption under the current tax regimes. Offshore funds will
continue to receive tax exemption under the proposed regime for funds.
As such, the proposal should not give rise to significant tax revenue loss
as compared to the current regimes. With the passage of the Bill, we
expect to attract more funds to domicile and/or be managed in Hong
Kong. That should drive demand for the related professional services
(such as fund administration and investment advice, as well as legal,
accounting and other ancillary services) locally. The services provided
to tax-exempt funds will still be chargeable to profits tax.
24.
On economic implications, the proposal should generate
demand for professional services as explained in paragraph 23 above, in
addition to sales and marketing of funds. This would help consolidate
Hong Kong’s role as a WAM centre and foster the further development of
our financial services industry as a whole. Local start-ups would also
benefit as the tax dis-incentive for funds to invest in local private
companies has been removed.

PUBLIC CONSULTATION
25.
In April and May 2018, the Government conducted a four-week
industry consultation on our preliminary proposal. The financial
services industry understands the need to remove ring-fencing features
but points out that the current tax treatment for offshore funds should be
preserved as far as possible to avoid any inadvertent disruption to market
operation. The proposal as set out in paragraphs 7 to 15 above has taken
into account the industry’s feedback.
26.
We briefed the LegCo Panel on Financial Affairs on the
proposal on 5 November 2018. Members were generally in support of
our proposal.
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ENQUIRIES
27.
Enquiries relating to this brief can be directed to Miss Carrie
Chang, Principal Assistant Secretary for Financial Services and the
Treasury (Financial Services), at 2810 2054.

Financial Services Branch
Financial Services and the Treasury Bureau
5 December 2018
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Annex A

Annex B

Tests on profits tax exemption eligibility for profits generated from
transactions in private companies by funds

