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Introduction of Substance Requirements
for Certain Cayman Islands Entities

The Cayman Islands Government has
passed legislation, with effect from 1 January
2019, requiring certain entities incorporated
or registered in the Cayman Islands to
maintain  economic substance in the
jurisdiction. We set out below a summary of
the entities and activities which may be
affected by this new legislation and of the
resulting compliance issues that require
consideration.

The International Tax  Co-Operation
(Economic Substance) Law, 2018 (the “ES
Law”) was enacted in response to a scoping
paper issued by the European Union’s Code
of Conduct Group (Business Taxation) in
June 2018 in respect of initiatives to combat
global base erosion and profit shifting. The
paper set out jurisdictional substance
requirements that certain jurisdictions
outside the EU must adopt. Similar
legislation has been enacted in other major
offshore jurisdictions.

Relevant Entities

The ES Law applies to a defined class of relevant
entities. This includes Cayman Islands exempted
companies, foreign companies that are registered in
Cayman, as well as Cayman Islands LLCs and LLPs.
Excluded from the defined relevant entities are (i) tax
resident outside the Cayman Islands, (ii) investment
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funds, including entities through which any such fund
invests or operates, (iii) Cayman Islands companies
limited by guarantee, and (iv) Cayman Islands not-for-
profit companies.

Relevant Activities

The categories of relevant activities include the
following broad categories, each further defined in the
ES Law:

e Banking business

e Distribution and service centre business
e Financing and leasing business

e Fund management business

e Headquarters business

e Holding company business

e Insurance business

e Intellectual property business

e  Shipping business

Economic Substance Test

Relevant entities will be required to meet the
economic substance test (“ES Test”) set out in the
ES Law in respect of their relevant activities in the
Cayman lIslands. The ES Test is described in general
terms only in the ES Law as amended by the
International Tax Co-operation (Economic Substance)
(Amendment of Schedule) Regulations, 2019 and
enhanced by Guidance issued on 22 February 2019.
However, it is anticipated the Guidance will be
amended to refine the ES Test further in due course.

Relevant entities carrying out most relevant activities
will satisfy the ES Law if they:

(@) conduct Cayman Islands core income
generating activities (“Cayman Islands CIGA”
— further defined below) in relation to the
relevant activity;

(b) are directed and managed appropriately in
the Cayman lIslands related to the relevant
activity; and

(c) with regard to the level of relevant income
from the relevant activity carried out in the
Cayman lIslands —

(i) have an adequate amount of operating
expenditure incurred in the Cayman
Islands;

(i) have an adequate physical presence
(including maintaining a place of
business or plant, property and
equipment) in the Cayman Islands; and
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(i) have an adequate number of full-time
employees or other personnel with
appropriate qualifications in the Cayman
Islands.

The Guidance does not prescribe what will constitute
“‘adequate” and “appropriate” for the ES Test but
instead provides that this will be dependent on the
particular facts of the relevant entity and its business
activities. A relevant entity will have to ensure that it
maintains and retains appropriate records to
demonstrate the adequacy and appropriateness of the
resources utilised, and expenditures incurred. Certain
sector-specific guidance on relevant activities is set out
in the Guidance but it is anticipated that this will be
enhanced when the amended Guidance is published in
due course.

A relevant entity may satisfy the ES Test by
outsourcing the conduct of its Cayman Islands CIGA to
another person provided that the relevant entity is able
to monitor and control the carrying out of the Cayman
Islands CIGA. The term “Cayman Islands CIGA” is
defined in the ES Law to mean activities that are of
central importance to a relevant entity in terms of
generating income and that are being carried out in the
Cayman Islands. It is anticipated that guidance notes
when published will elaborate upon the ES Test
requirements for Cayman Islands CIGA.

The ES Test for a relevant entity that is only carrying
on the business of a pure equity holding company has
reduced criteria, requiring that such an entity comply
with all applicable filing requirements under the
Companies Law (2018 Revision) and have adequate
human resources and adequate premises in the
Cayman Islands for holding and managing equity
participations in other entities. A pure equity holding
company is defined in the ES Law as a company that
only holds equity participations in other entities and
only earns dividends and capital gains.

Timing
Existing relevant entities carrying on a relevant activity

and incorporated or registered prior to 1 January 2019
must comply with the ES Test by 1 July 2019.

New relevant entities carrying on a relevant activity
and incorporated or registered from 1 January 2019
must comply with the ES Test immediately.
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Monitoring and Enforcement

Each relevant entity, whether or not carrying on
relevant activities, will be required to file an annual
report with the Cayman Islands Tax Information
Authority in respect of their status under the ES Law
including, in case of those entities carrying on relevant
activities, their obligation to meet the applicable ES
Test.

The penalty for failing to satisfy the ES Test for a
relevant activity in a financial year is US$1,220 and is
US$122,000 for failing to do so in the subsequent
financial year. After two consecutive years, the
Cayman Registrar may apply to the Grand Court for an
order requiring the relevant entity to take a specified
action, including for the purpose of satisfying the ES
Test, or to be struck off.

How can we help?

We are monitoring closely the development of the ES
Law and the related guidance notes in the Cayman
Islands and are available to assist clients in
understanding their new obligations under the ES Law.
For further information please contact
substanceinfohk@conyersdill.com or your usual
Conyers lawyer.

This article is not intended to be a substitute for legal advice
or a legal opinion. It deals in broad terms only and is intended
to merely provide a brief overview and give general
information.
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FOR FURTHER INFORMATION, PLEASE CONTACT:

Conyers Dill & Pearman

29" Floor

One Exchange Square

8 Connaught Place

Central

Hong Kong

Tel: +852 2524 7106

Fax: +852 2845 9268

Email: hongkong@conyersdill.com
Web: www.conyersdill.com
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