Preliminary views and comments on the Proposed Regulations of the 

U.S. Foreign Account Tax Compliance Act (“FATCA”) from the

 Joint Industry FATCA Working Group (“WG”) 

(The WG includes representatives from Hong Kong Investment Funds Association, The Hong Kong Association of Banks, Hong Kong Trustees' Association Limited, tax and legal professionals)
(Please note that all the points as given in this document only represent the preliminary assessment on the Proposed FATCA Regulations by the WG and they are by no means exhaustive or conclusive.) 
(A)  Intergovernmental Approach

Hong Kong - Status of Exchange of Information

Background

Hong Kong legislation currently only provides for the exchange of tax information in the context of a comprehensive double taxation agreement (“DTA”).

Prior to 2010 such exchanges were restricted to situations where Hong Kong had a domestic tax interest only.  However, the then legislation did not allow Hong Kong to comply with the International Standard on Exchange of Information recommended by the OECD (the “Standard”) and this was restricting Hong Kong’s ability to conclude DTAs.

Legislation enacted in 2010 to remove this domestic tax interest requirement has enabled Hong Kong to fully comply with the Standard.  However, existing legislation precludes Hong Kong from sharing tax information other than with countries with which Hong Kong has concluded a DTA.

Phase 1 review by Global Forum

The Global Forum on Transparency and Exchange of information for Tax Purposes conducted a Phase 1 review of Hong Kong in 2011 and reviewed standards of transparency and exchange of information under three broad categories: (A) availability of information; (B) access to information; and (C) mechanism for exchange of information. 

One of its recommendations was for Hong Kong to enter into agreements for the exchange of tax information (regardless of their form) with all relevant partners – including Tax Information and Exchange Agreements (“TIEAs”).

In order to comply with this recommendation, a further change in Hong Kong’s tax laws is required.  Hong Kong has responded that it will recommend legislation to enable Hong Kong to conclude TIEAs with all relevant partners. 

United States of America

Currently the U.S.A. does not have a DTA with Hong Kong and therefore, tax information cannot be exchanged.  We further understand that neither the Department of Treasury nor the U.S. Internal Revenue Service (“IRS”) is empowered to negotiate a DTA with Hong Kong as Hong Kong is not a “country” but part of the P.R.C.  Therefore, it appears that any attempt to negotiate a DTA with the U.S.A. would likely have to go through the U.S. Congress.  This is considered difficult and very time consuming and not really a practical option.

Intergovernmental Agreements

Should Hong Kong and the U.S.A. wish to pursue the FATCA intergovernmental approach (the “Approach”), at a minimum, the following would need to be considered:

· Will the U.S. enter into negotiations for a DTA with Hong Kong?

· If not, what other agreements could be considered by the Department of Treasury/IRS that would  facilitate the intergovernmental approach and could also be negotiated by the Department of Treasury/IRS (i.e. as opposed to going through Congress)?

· Would the Hong Kong Inland Revenue Ordinance (“IRO”) be amended to permit the release of the information required under FATCA (as noted above) as it does not currently allow it?  Further, if the level of cooperation to be agreed with the U.S. is higher than a TIEA, proposed changes to the IRO may not go far enough to facilitate this.

Based on the preliminary discussions with some tax experts in the U.S., the preliminary view is that the Department of Treasury/IRS should be able to negotiate a TIEA or other agreements with Hong Kong as it is not a formal treaty.
Other issues for consideration
1) Pursuant to the Approach, one of the key drivers for the Approach is to help overcome situations where Foreign Financial Institutions (“FFIs”) established in certain countries may not be able to comply with the reporting, withholding, and account closure requirements because of legal restrictions.
The general view in Hong Kong from a banking perspective seems to be that such legal restrictions do not exist, i.e. it should be possible to get a waiver from client concerned to release the required information or, failing that, the relationship with the client could be terminated.  From a fund and insurance perspective, if a client provides consent, once again, that would appear to be the end of the issue.  However, absent a waiver, the ability to terminate/redeem a relationship is less certain.  We would need to be certain as to what barriers there are in Hong Kong and how big an impediment they are to FATCA implementation.  
But on the pension side, the Mandatory Provident Fund Schemes Authority (“MPFA”) of Hong Kong adopts a very strict interpretation of section 41 of the Mandatory Provident Fund Schemes Ordinance to the effect that disclosure of member information is prohibited (save for the exercise or performance of functions conferred or imposed by or made the Ordinance), even with member consents.
2) The Approach means that the U.S. would reciprocate by collecting and exchanging information on accounts held in U.S. financial institution by residents of Hong Kong.  Given Hong Kong’s territorial basis of taxation, is this really any benefit to the Hong Kong Inland Revenue Department (“HKIRD”)? 

3) Although not clearly outlined in the Approach, there is an expectation that there would be some form of monitoring required by the HKIRD to ensure that FFIs operating in Hong Kong do have processes, procedures, controls, etc. in place such that the identification and reporting required under FATCA are in fact carried out – is this something that the HKIRD would want to consider?
(B)  Mandatory Provident Funds (“MPF”)

There are key challenges under the proposed U.S. Treasury Regulations to MPF Schemes being accorded the relatively favorable FATCA treatment set forth in such regulations for certain retirement/pension funds or accounts.

It would be valuable to the Hong Kong fund industry, and to the large segment of the Hong Kong population that uses MPFs in retirement planning, if the U.S. government could modify the Proposed Retirement Rules (described below) so that they become more flexible in applying certain tests to accommodate the different features of retirement funds around the world, including Hong Kong MPF Schemes.  

1.  MPFs are affected by FATCA
Hong Kong has government-mandated, regulated retirement funds called MPFs.  MPF accounts are held by a large segment of the Hong Kong population.  Along with Hong Kong’s banks and insurance companies, MPFs are generally “foreign financial institutions” affected by FATCA.  

The Proposed U.S. Treasury Regulations on FATCA were issued on 8 February 2012 (“Proposed Regulations”) and contain rules that help some retirement/pension plans or accounts that meet detailed factual tests to more readily comply with FATCA (“Proposed Retirement Rules”).  These rules include (i) treating some retirement/pension funds as “deemed-compliant FFIs”, or as “exempt beneficial owners”, and (ii) not treating certain retirement or pension accounts as “financial accounts” whose owners have to be identified as U.S. or not for FATCA purposes.  

We are concerned that MPFs may not qualify for the Proposed Retirement Rules.  

– Background:  FATCA requires non-U.S. financial institutions (including investment funds) to review their existing and new customers/investors to identify U.S. parties, report on them to the U.S. tax authorities and withhold U.S. tax on payments made to certain other parties.  If an MPF Scheme does not comply with FATCA, a 30% U.S. withholding tax can cause MPF accountholders to lose 30% of economics on their U.S. assets starting in 2014.  From 2017 onwards, a failure to comply can also cause an MPF Scheme to lose 30% of economics on certain payments received from banks and other financial institutions on even non-U.S. assets. 

– What Steps Can Be Taken?  Consider encouraging the U.S. Government to recognize that retirement/pension plans around the world, including in Hong Kong, have different features to meet local country retirement and financial customs and practices.  When the Proposed Regulations get finalized, the Proposed Retirement Rules should contain more flexible tests to accommodate retirement plans with different features, including Hong Kong MPF Schemes.  

2.  MPFs Do Not Appear to Meet the Requirement For More Favorable FATCA Treatment that Retirement Accounts Be “Limited by Reference to Earned Income”

The Proposed Retirement Rules require that  contributions to a retirement/pension plan be “limited by reference to earned income” of an employee.  For Hong Kong’s MPF Schemes, “mandatory contributions” to be made by an employee and his employer are limited by reference to the employee’s monthly income (with a cap).  However, MPF Schemes allow employees to make additional “voluntary contributions”.  These contributions are not limited by reference to the employee’s earned income, and are not capped at a particular threshold (such as US$50K, one of the thresholds used in the Proposed Regulations).  Furthermore, an employee who leaves his employer and has a “preserved account” with an MPF Scheme may retain his ability to make contributions.  Accordingly, MPF Schemes do not seem to meet the “limited by reference to earned income” requirement that is a prerequisite to some of the Proposed Retirement Rules.

– What Steps Can Be Taken?  A retirement/pension plan has to meet a number of other strict factual conditions, not tied to an employee’s earned income, before the Proposed Retirement Rules apply.  The U.S. Government could consider eliminating, or modifying, the “limited by reference to earned income” requirement for retirement/pension plans when regulations are finalized. 

3.  Lack of Clarify in the Hong Kong Tax Treatment of Retirement Funds Introduces Uncertainty in the Application of the Proposed Retirement Rules

Certain Proposed Retirement Rules in the Proposed Regulations refer to the manner in which retirement funds are levied tax under the law of the country concerned. In Hong Kong, the IRO has largely been silent on the specific tax treatment for retirement funds. The HKIRD commented in DIPN 23 that recognized retirement schemes are not subject to Hong Kong profits tax on investment income. This is an interpretation of the IRO (i.e. such exemption is not mentioned in the IRO itself rather it is based on an interpretation of the IRO). Further, the IRO does not make specific reference to a deferral of income.  Once again, this is largely due to the taxpayer not being viewed as having an entitlement with respect to a retirement plan until the happening of a future event. 

– What Steps Can Be Taken?   The U.S. Government should modify relevant Proposed Retirement Rules so that they include interpretations of the local law in arriving at the tax treatment in the relevant non-U.S. jurisdiction of a retirement fund.  In some jurisdictions, such local tax treatment is based on an interpretation of the tax law rather than a specific disclosure in the tax law covering retirement funds.  Any lack of clarity in this regard should not adversely affect the ability of a retirement product to comply with FATCA.
4.  Hong Kong’s Status As a SAR of the P.R.C., Instead of a Country, Makes It More Difficult for MPFs to Qualify for the Proposed Retirement Rules    

Each of the Proposed Retirement Rules sets forth various factual tests before it applies.  Some of these tests turn on the relationship that a retirement or pension fund has with the country in which it is organized.  How these tests apply when Hong Kong is not itself a country introduces additional uncertainty into whether MPF Schemes can meet the Proposed Retirement Rules.

One test asks whether a retirement/pension fund is formed to provide retirement/pension benefits under the law of the “country” in which it is established or operates.  MPFs are formed under Hong Kong law, and not under the laws of the P.R.C., the country in which Hong Kong is located.

Another test turns on whether the retirement/pension fund is established in a “country” that has a DTA with the U.S.  This may be a challenge for MPF Schemes because the U.S. does not see Hong Kong as being part of the P.R.C. for purposes of the U.S.-P.R.C. income tax treaty.  Hong Kong does not itself have a DTA with the U.S.  Yet another test asks whether a retirement/pension fund has investment income that is exempt from tax under the laws of the “country” in which the fund is established or operates.  

Hong Kong’s SAR status makes the Proposed Retirement Rules more difficult to apply to MPF Schemes.  

– What Steps Can Be Taken? Consider whether the U.S. Government could be asked to clarify that a special administrative region or other region that has its own laws within a large country and that is recognized by that country as such, can be treated analogously to a country for purposes of the Proposed Retirement Rules when they are finalized.  In addition, need to ask the U.S. Government considering recognition of ‘jurisdiction’ as well as ‘country’.
(C)  Implementation issues

General

1. The Proposed Regulations allow a new category of "Limited FFI" to help certain FFIs within expanded affiliated groups.  There is a 2-year transitional period as a safe harbor; during this period, the Limited FFI is required to comply with the account identification requirements and not to open new U.S. and Non-Participating FFI (“NPFFI”) accounts.  However, what will happen if the Limited FFI within the expanded affiliated group can still not become a Participating FFI (“PFFI”) after the 2-year transitional period?  Will the entire group lose the PFFI status?  It is unfair to require every FFI within a group to relinquish its  PFFI status if one of its affiliates is not able to meet the requirements since the main reason could be due to lack of local legislation changes.  Should the Department of Treasury/IRS provide additional options on this? 
2. The Responsible Officer (“RO”) must certify that the PFFI did not have any formal or informal practices or procedures in place from 6 August, 2011 to assist account holders to avoid the FATCA Regulations.  Though IRS Notice 2011-34, enacted in April 2011, has already previewed this, it seems unreasonable to require the RO to certify back to 2011 when the Proposed Regulations were not yet in place.  Should the certification start from the date the Regulations are finalized? 
From a local perspective

1. On the authorized unit trusts/mutual funds front, with the reporting and withholding obligations under the Proposed Regulations, the fund industry will need to review the existing constitutive documents of relevant trusts or funds to ensure that they provide the trustee/manager with the right to terminate a relationship with, or to redeem out, the unit holder and withhold 30% of the relevant redemption proceeds where required under FATCA.  If not, then the constitutive documents would have to be amended to include such provisions. 

Under the SFC Code on Unit Trusts and Mutual Funds, any changes to the constitutive documents will either require an Extraordinary General Meeting (“EGM”) to be held (Code 6.15 (f)) or the trustee to provide a certification that any such change is “necessary to make possible compliance with fiscal or other statutory or official requirement” (Code 6.7 (a)) or “does not materially prejudice holders’ interest…………” (6.7 (b)). The SFC and the fund industry should have a consensus on whether an EGM would be necessary for the amendment of the fund documents in order to comply with FATCA.

2. The Mandatory Provident Fund Schemes Ordinance (section 41 thereof in particular) has very strict provisions against the disclosure of members’ personal data, e.g. for some incidents, even with prior consent of the members, the trustee still may not be able to disclose such information. It would be helpful if MPFA could clarify if such provisions may adversely affect the ability of MPF schemes to qualify for the Proposed Retirement Rules in the Proposed Regulations. 
The above materials were not intended or written to be used, and they cannot be used, for the purpose of avoiding U.S. federal, state or local tax penalties.


(End)
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