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Background and Overview

In December 2018, Bermuda, Cayman Islands and the
BVI, along with many other jurisdictions with low or zero
rate of corporate income tax, passed legislations that
introduced increased economic substance requirements
for certain entities.

The legislations are designed to meet the requirements
outlined by the European Union’s (“EU’S”)
intergovernmental Code of Conduct Group (“CoCG”) on
Business Taxation, which are aimed at jurisdictions with
low or zero rate of corporate income tax.

The Organization for Economic Co-operation and
Development (“OECD”), in the project on Inclusive
Framework on Base Erosion and Profit Shifting
(“BEPS”), also issued a document entitled “Resumption
of Application of Substantial Activities Factor to No or
only Nominal Tax Jurisdictions” (the “OECD document”)
in November 2018.
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The respective local legislation is thus to address the attack from both fronts, the CoCG of EU and
the OECD.

The new economic substance requirements in these low or zero rate tax jurisdictions may have
significant impact on business groups with a Bermuda, Cayman Islands or BVI holding company in
their corporate structures, as well as investment funds with a Bermuda, Cayman Islands or BVI

fund manager.

In detail

1. What are the activities subject to the economic substance

requirements?

The list of relevant activities was defined by the EU and as such is mostly consistent across all low

or no tax jurisdictions. Relevant activities include the following:

- Banking

- Insurance

- Fund Management

- Financing

- Leasing

- Headquarters

- Shipping

- Distribution and service centres

- Intellectual property (“IP”) and

- Holding companies

If an entity’s activities are not included the above relevant activities, the requirement for economic
substance would not apply. For example, if a BVI company is carrying on trading on stocks and

securities, the economic substance requirement would not apply to this company, unless this

company is providing fund management services.

This newsletter is issued in summary form exclusively for the information of clients of Mazars and others interested in our services and should
not be used or relied upon as a substitute for detailed advice or as a basis for formulating business decisions.



o M AZARS

2. What are the entities covered?

Broadly speaking, a relevant entity includes a company incorporated under the relevant
Company Law, a partnership registered under the relevant Limited Liability Partnership Law
and a company incorporated outside the relevant jurisdiction but registered under the Company

Law of the no or low tax jurisdiction.

The definition excludes, amongst others, entity that is tax resident outside the relevant no or
low tax Jurisdiction. In this regard, the entity must be subject to tax in the other jurisdiction, or
if its branch is subject to tax on its relevant income in the other jurisdiction by reason of its
domicile, residence or any other criteria of a similar nature, and is able to produce satisfactory
evidence such as Tax Identification Number/Tax Resident Certificate/assessment or payment
of tax to substantiate the same.

In the case of Bermuda, a “relevant entity” is an entity “managed and directed” in Bermuda. In
other words, it is effectively a tax resident in Bermuda. Therefore, no exclusion for tax

residency outside Bermuda is needed.

For example, a Cayman Islands holding company with its mind and management located in
Hong Kong can substantiate that it is a tax resident of Hong Kong, such that it is not a “relevant
entity” in Cayman Islands and the economic substance rule would not be applicable.

Nevertheless it must be able to provide the above satisfactory evidence.

3. Substantial activities requirements for non-IP income:

Under CoCG, each of these no or low tax jurisdictions is required to have domestic legislation

that:

@ Defines the Core Income Generating Activities (“CIGA”) for each relevant business
activity;

(i) Ensures the CIGA relevant to the type of business activity is undertaken by the company

or is undertaken in the jurisdiction;

(iii) Requires the company to have an adequate number of full-time qualified employees and
incur an adequate amount of operating expenditures; and

(iv) Provides a transparent mechanism to ensure compliance and an effective enforcement

mechanism for non-compliance with the requirements.
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4. Substantial activities requirements for IP income:

The substance requirement for earning IP income is quite stringent. The rule also distinguishes
between patent and marketing intangibles. The CIGA for income derived from patent and similar
assets is defined as conducting R&D activities whereas the CIGA for income derived from
marketing intangible such as trademarks is defined as branding, marketing and distribution

activities.

In addition, if there are related parties involved, for example, acquiring an IP from a related party
or licensing the use of an IP to a related party, there is a rebuttable presumption that the
substantial activities requirements are not met in the absence of the CIGA mentioned above.

For example, if the company only passively holds an IP which had been created or exploited
based on activities performed outside the jurisdiction, the company will be considered as not

meeting the substantial activities requirement.

The CIGA for each of the above relevant activities, both in respect of IP and non-IP income, is

summarized in Appendix 1 to this tax newsletter.
5. Compliance Mechanism:

As required by CoCG, a sanction mechanism would be in place so that actions can be taken for
non-compliance with the substantial activities requirement. While each of the no or low tax
jurisdictions may have different penalty actions, the mechanism generally composes of the

following:

- Fine for non-compliance;
- Exchange of information with the competent authority of the company’s parent company
and/or the relevant overseas tax resident jurisdiction; and

- Striking off of the company by court order if there is continuous non-compliance.

The summary relating to penalty actions of Bermuda, the Cayman lIslands and the BVI

respectively is set out in Appendix 2 to this tax newsletter.
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6. Economic Substance Timelines:

The substantial requirement will be effective for all “new” companies on 1 January, 2019,
whereas the effective date for all “existing” companies would be 1 July, 2019. However, the

effective date for existing BVI company has been changed to 1 October, 2019.

A company located in the relevant no or low tax jurisdiction would be required to report to the
relevant tax authority as to its compliance status at a date to be specified. It is expected that the

due date for filing such a report would be 1 September of the following year.

7. Reduced Economic Substance Requirement for Pure Equity Holding

Company:

The economic substance requirement is reduced for a pure equity holding company, which
carries on no relevant activity other than holding equity participations in other entities, and earns

only dividends and capital gains. Generally, it will only need to meet the following:

- Complies with the domestic statutory obligations under the Company Law or the Limited
Partnership Act; and

- Has adequate employees and premises for holding equitable interests or shares, and where it
manages these equitable interests or shares, has adequate employees and premises for

carrying out the management functions.
8. Is Out-sourcing Permissible?

In general, non-CIGAs, e.g., back office functions, can be outsourced. With respect to CIGAs,
out-sourcing of the activities to local service providers is permissible if the relevant entity is able
to monitor and control over the local people in carrying out the CIGAs in the relevant jurisdictions.
Nevertheless, one must have to follow the relevant guidelines to ensure that the out-sourcing is
permitted. In addition, it is uncertain as to whether the EU or the OECD has agreed to the

outsourcing of CIGAs.
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Implications

The economic substance requirements in no or low tax jurisdictions may have significant impact on a

wide range of business, including:

- Listed group with BVI, Cayman Islands or Bermuda listing vehicle or multi-level of intermediate
BVI/Bermuda/Cayman Islands investment holding companies;

- Private business group using multi-level of intermediate BVI/Bermuda/Cayman Islands
investment holding companies to hold its equity investment or real estate property;

- Family trust using multi-level of intermediate BVI/Bermuda/Cayman Islands investment holding
companies to hold the family trust’s equity investment or real estate property;

- A business group using a BVI/Bermuda/Cayman lIslands company to hold an IP and earns
royalty income from the IP, but which the functions in creating the IP are not being carried out in
the no or low tax jurisdictions;

- A Hong Kong parent company with a BVI/Cayman Islands subsidiary where the BVI/Cayman
Islands subsidiary is managed and operated from Hong Kong; and

- The fund industry
How We Can Help

Business groups should take immediate actions to review their existing holding or operating
structures, assess if any BVI/Bermuda/Cayman Islands entities in the structure are subject to the

economic substance requirement.

In the event either the economic substance requirement is not met, or it is not commercially desirable
or feasible for these BVI/Bermuda/Cayman Islands entities to meet the economic substance
requirements, the business group should consider options to explore. For example, it may be
feasible to replace the BVI/Bermuda/Cayman Islands entity with a Hong Kong entity to hold the

equity investment in subsidiaries or IP asset.

In this regard, if the structure involves subsidiaries in China, one would also need to be mindful of the
Indirect Transfer Rule under Bulletin (2015) No. 7 issued by the PRC State Administration of

Taxation.

Mazars can assist in assessing the existing holding or operating structure and to explore options to

deal with the circumstances.
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Appendix 1

CORE INCOME GENERATING ACTIVITIES (“CIGA”)

The substance test will be assessed in relation to the core income generating activities (“CIGA”), which are
uniquely defined for each relevant activity category.

Transporting and storing goods, managing stocks,
taking orders, providing consulting or administrative

services Raising funds, managing risk, taking hedging

\ positions, providing loans, managing regulatory

Conducting research and development in capital, preparing reports or returns

relation to IP assets, marketing, branding and

o B o
distribution of IP assets Distribution

and service

centre
Intellectual :
. . Property B o . .

Managing the crew, hauling and Predicting or calculating risk,
maintaining ships, overseeing insuring or re-insuring against risk,
and tracking deliveries, providing insurance client services,

determining what goods to order preparing reports or returns

and when to deliver them, o ®
.. . Shipping Insurance
organizing and overseeing

voyages

Taking decisions on the holding and

. . selling of investments, calculatin
Taking relevant strategic or 9 9

- . . Fund risks and reserves, taking decisions
Headquarters g ' -
:enxali%?tt]rzn;g%ﬁlgl?z’f Igfiﬁiglzg Management on currency/interest fluctuations or
cogrdinatin roub activities ' Financing & hedging positions, preparing reports
g group Leasing N or returns .

Agreeing funding terms, identifying or acquiring assets to
be leased, setting terms and duration of
financing/leasing, monitoring and revising agreements,
managing risks
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Appendix 2

Consequences of failure to meet economic substance requirements

Non-compliance penalties

Penalty and Actions Other Action Continuous Non-
Required Compliance

e 1%t offence USS5,000 to
US$20,000 (USS50,000
for high risk IP legal
entity)

e 2" offence US$10,000 to
USS$200,000 (US$400,000
for a high risk IP legal
entity)

Disclosure to the relevant
overseas competent Potential strike off
authority

BVI

e For failure to provide
information / false
information USS40,000 to
USS75,000and /or2to 5
years in prison

e 1°tyear KYD12,000

e Subsequent years
KYD120,000

e Take action to meet
i i . Potential strike off if
requirement by certain Disclosure to the relevant . .
Cayman date failed to satisfy the

overseas competent .
Islands v N . P test for 2 consecutive
. . authority
e For failure to provide years
information / false
information, 10,000 KYD
and / or 5 years in prison
(currently, 1 KYD =

US$1.1986)
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Penalty and Actions Other Action Continuous Non-
Required Compliance

e 1% notice BMDS7,500 to
BMD50,000

e 2" notice BMD25,000 to
BMD100,000

e 3" notice BMD50,000 to
BMD250,000

e Currently, upon
determination by the

Authority of non-
compliance, a notice Disclosure to the relevant

Bermuda would be issued overseas competent Potential strike off
indicating the time frame authority

for rectification and the
amount of penalty. The
penalty is in Bermuda
Dollars (currently 1BMD =
1USS)

e For failure to provide
information / false
information BMD 10,000
and / or 2 years in prison
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