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Hong Kong Tax Newsflash

Proposed refinements to Hong Kong's
foreign source income exemption
regime for passive income
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The Hong Kong government has recently released a consultation paper
on the proposed refinements to Hong Kong's foreign source income
exemption (FSIE) regime for passive income in order to address the
European Union's concern?.

Key features of the FSIE regime

Under the proposed FSIE regime, offshore passive income including
interest, income from intellectual properties (IP), dividends and disposal
gains in relation to shares or equity interest (collectively referred to as
"offshore passive income") will be deemed to be sourced from Hong
Kong and chargeable to profits tax, if:

e theincome is received in Hong Kong by a constituent entity of a
multinational enterprise (MNE) group?; and



e the recipient entity fails to meet the economic substance
requirement (for non-IP income), or fails to comply with the nexus
approach (for IP income).

In other words, in-scope offshore passive income will continue to be
exempt from tax if certain conditions under the refined FSIE regime are
met. Offshore active income will still be considered non-taxable under
the existing Inland Revenue Ordinance (IRO). Source of profits will
continue to be determined based on the prevailing principles. The
refined FSIE regime will not be applied to individual taxpayers.

Exemption requirements for in-scope offshore passive income

e Substantial economic activities are conducted in Hong Kong
o Relevant activities include making necessary strategic decision,
and managing and assuming principal risks.

e Adequacy test
o Adequate number of qualified employees are employed in Hong
Kong; and
o Adequate amount of operating expenditures are incurred in Hong
Kong

e Substantial economic activities are conducted in Hong Kong
o Same as those for in-scope offshore passive interest income
o Fora pure equity holding company, a reduced substantial
activities test can be applied. Such relevant activities will only
include holding and managing its equity participation, and
complying with the corporate law filing requirements in Hong
Kong.

e Adequacy test
o Adequate number of qualified employees are employed in Hong
Kong; and
o Adequate amount of operating expenditures are incurred in Hong
Kong

If the taxpayer fails to meet the economic substance requirements, it
may still get an exemption under participation exemption if the following
conditions are met:

e The investor company is a Hong Kong resident person? or a non-
Hong Kong resident person that has a permanent establishment in
Hong Kong;

e The investor company holds at least 5% of the shares or equity
interest in the investee company; and

e No more than 50% of the income derived by the investee company is
passive income.



A few anti-abuse rules are added to the participation exemption regime,
including switch-over rule, main purpose rule and anti-hybrid mismatch
rule.

e Onlyincome from a qualifying IP asset can qualify for tax exemption.

e Qualifying IP assets only cover patents and other IP assets which are
functionally equivalent to patents.

e Income from non-qualifying IP assets such as marketing-related IP
assets (e.g. trademark, copyright) are not qualified for tax exemption
under the refined FSIE regime.

e The relevant income will be tax-exempt based on a nexus ratio which
is defined as the qualifying expenditures as a proportion of the
overall expenditures that have been incurred by the taxpayer to
develop the IP asset.

e Qualifying expenditures only include research and development
(R&D) expenditures (exclude acquisition costs of IP asset) that are
directly connected to the IP asset.

e The relevant R&D activities should be undertaken by the taxpayer in
Hong Kong, outsourced to unrelated parties to take place inside or
outside Hong Kong or outsourced to resident related parties to take
place in Hong Kong.

Unilateral tax credit

If a taxpayer fails to get an exemption under the refined FSIE regime or
participation exemption (for dividends and disposal gains) and hence
chargeable to tax in Hong Kong, a new unilateral tax credit is introduced
to relieve double taxation. If foreign tax is paid in a jurisdiction which
has not entered into a comprehensive avoidance of double taxation
agreement (CDTA) with Hong Kong, a unilateral tax credit may be
granted. If the foreign tax is paid in a jurisdiction with a CDTA with Hong
Kong, the taxpayer may claim foreign tax credit according to the existing
IRO.

Effective date
The new regime will be effective from 1 January 2023.
What's next

The government is seeking comments from professional practitioners
and institutions on the consultation paper, in particular the topics about
double taxation relief, administration guidance, compliance
requirements, etc. After the consultation, the drafting of legislative
changes will proceed. The plan is to introduce the amendment bill for
reading in the Legislative Council in the 2" half of 2022 and target to
pass the bill by the end of 2022.

Our comments
With the refinements to the FSIE regime, there is no doubt that Hong

Kong's territorial source principle of taxation will no longer be as
"simple" as it used to be. New concepts such as nexus approach for IP



income, participation exemption, switch-over rule, anti-hybrid mismatch
rule, unilateral tax credit will be introduced.

Although the source of profits and economic substance requirement will
be considered in separate contexts, it appears that certain offshore
claims may be affected if the required economic activities are carried
out in Hong Kong. Capital argument for offshore disposal gains may no
longer be available. Offshore royalty income for marketing-related IP
assets (e.g. trademark and copyright) may not be able to get an
exemption under the refined FSIE regime. Nevertheless, it is worth
noting that only offshore passive income received in Hong Kong by MNE
groups will fall within the scope of this new regime.

MNE groups with in-scope offshore passive income should review the
existing investment holding structures and operating models and
consider making adjustments in order to preserve the tax exemption
status. Taxpayers should also understand the associated compliance
requirements and ensure relevant information and documents are kept.
We will provide detailed analysis and more insights on the refined FSIE
regime in a separate Tax Analysis. Please stay tuned for our upcoming
publication.

10n 5 October 2021, EU included Hong Kong in its watchlist of non-cooperative tax jurisdictions

as a result of the FSIE regimes review. In particular, they are concerned with the non-taxation of
passive income where the income recipient has no substantial economic activity. Please refer to
our previous Hong Kong Tax Newsflash (Issue 145) for details.

2 The same definition of MINE group (i.e. any group that includes at least one entity or permanent
establishment that is not located in the jurisdiction of the ultimate parent entity) and other
related terms in the Global Anti-Base Erosion Rules would be adopted

3 A Hong Kong resident person means a person who is a resident for tax purposes in Hong Kong. In
relation to a company, it means a company incorporated in Hong Kong or, if incorporated outside
Hong Kong, normally managed or controlled in Hong Kong.
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