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Ruling mechanism to obtain early
comfort on economic activity levels for
foreign-source passive income
exemption

The Hong Kong SAR (HKSAR) government is currently in the process of
reforming HKSAR's foreign-source income exemption (FSIE) regime in
order to address the EU's concerns regarding Hong Kong's current
territorial tax system. Please refer to our Hong Kong Tax Newsflash
(Issue 155) for a summary of the proposed features of the FSIE regime.

Under the FSIE regime, interest, dividends, intellectual property (IP)
income and disposal gains from shares that are received in Hong Kong
can be deemed to be taxable, unless certain conditions are met. One of
the most important conditions is that the entity conducts substantial
economic activities in Hong Kong that are commensurate with the
offshore income that is produced?.

We understand that the use of safe harbors, even for groups that have
their headquarters in Hong Kong, would not be consistent with the
requirements of the EU. Similarly, we understand that a 'bright line' test
with regard to the level of activity in Hong Kong, such as a fixed number
of employees or a particular amount of expenditure, would not be
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consistent with the requirements of the EU. The rationale for this is that

the level of substantial economic activities required will differ depending
on the offshore income earned by a particular entity. Therefore, in each

case, judgement must be applied.

Ruling mechanism to obtain early comfort on economic activity levels

As companies tend to prefer certainty, the introduction of potentially
subjective substantial economic activity requirements has caused a
degree of consternation. This is felt both by inbound multi-nationals and
Hong Kong headquartered groups alike. However, following its initial
consultation which closed on 15 July 2022, the HKSAR government has
continued to engage with stakeholders regarding the FSIE regime. As a
result of that consultation, the HKSAR government recently confirmed
that it will be possible for taxpayers to apply for an opinion of the
Commissioner of Inland Revenue regarding the appropriateness of their
substantial economic activities prior to 1 January 2023. This means that
taxpayers should have a method to obtain comfort that their activity
levels in Hong Kong are sufficient for the purposes of the FSIE regime,
prior to it taking effect. We understand taxpayers will be able to apply
for such an opinion once the FSIE bill is gazetted (which is anticipated to
take place in late-October / early-November).

Unlike a ruling under section 88A of the Inland Revenue Ordinance, an
opinion of the Commissioner is not legally binding on the Inland
Revenue Department (IRD). A binding ruling cannot be issued until the
FSIE regime comes into effect. However, taxpayers that have previously
obtained an opinion of the Commissioner may apply for a binding ruling
from 1 January 2023. Until then, an opinion of the Commissioner should
provide comfort. The IRD anticipates providing an opinion of the
Commissioner or binding ruling within a 1-month timeframe under
normal circumstances.

The particulars required to obtain an opinion of the Commissioner and
subsequently a binding ruling are still being determined. However, based
on the consultation process to date there are a number of key areas that
will need to be addressed. These areas are: the economic activities
carried out in Hong Kong, the operating expenditure, turnover and
profits of the relevant entity and details of outsourcing arrangements. If
an outsourcing arrangement exists, the information will need to be
provided in respect of the service provider under the outsourcing
arrangement. The detailed information required for the application will
be announced on the IRD’s website when the FSIE bill is gazetted.

Applying for an opinion of the Commissioner or a ruling is not
mandatory. However, taxpayers are encouraged to apply in order to
obtain certainty with regard to their substance levels and facilitate their
tax compliance.

We can assist in the preparation for the application for an opinion of the
Commissioner. Please reach out to your Deloitte contacts for further
information.

1The performance of substantial economic activities is not relevant for IP income which is
assessed using a nexus ratio approach.
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