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KEY TAKEAWAYS

s ‘ hile Singapore and Hong Kong’s tax regimes are both attractive to investors, there are

fundamental differences between the two regimes, such as how foreign-sourced income is treated for
tax purposes. Unlike Singapore which generally imposes income tax on all foreign-sourced income
received in Singapore unless specifically exempt, Hong Kong has historically adopted a territorial basis
of taxation where offshore profits are generally not subject to tax.

This changed following a review in 2021, when Hong Kong was placed in the European Union’s (EU)
“watchlist” of non-cooperative jurisdictions for tax purposes. Hong Kong has since implemented its
foreign-sourced income exemption (FSIE) regime on 1 January 2023, but the buzz continued as a new
consultation paper was issued shortly after, on proposed refinement to expand the scope of disposal
gain.

Diving into and dissecting all that was happening in Hong Kong, comparing the new FSIE regime in
Hong Kong with Singapore’s very own, and analysing what all these mean for businesses were what
Accredited Tax Advisor (Income Tax) Loh Eng Kiat, Tax Partner and Sports Business Tax Leader,
Deloitte Singapore, and Chung Yiu Hong, Tax Director, Deloitte China, did at a recent Singapore
Chartered Tax Professionals webinar.

Background
Singapore Late in 2022, the European Union (EU)’s Code
of Conduct Group issued updated guidance
Under Singapore’'s FSIE regime, specified on FSIE to require all types of passive income
classes of foreign-sourced income (including (including capital gains) to be subject to the
dividend, branch profits and service income) economic substance requirement as a
received in Singapore by a Singapore tax prerequisite for non-taxation. To align
resident company can be exempt from tax if Singapore’s tax regime with EU’s guidance,
certain conditions are met. the Ministry of Finance has proposed to

introduce a new Section 10L into the Income
Tax Act 1947 (ITA) to impose tax on gains
from the sale of foreign assets that are
received in Singapore by businesses without
economic substance in Singapore.
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If passed, the legislative effect would take place
on or after 1 January 2024.

“Introducing an economic substance concept into
the ITA for Section 10L purposes may bring about
uncertainty to taxpayers since “substance” may
be in the eye of the beholder. It would be
interesting to see if the Inland Revenue Authority
of Singapore (IRAS) proactively embraces
‘economic substance” advance rulings for
taxpayers keen to seek certainty for future
transactions, like their counterparts in Hong
Kong,” said Mr Loh.

Hong Kong
Unlike Singapore, offshore profits are generally

not subject to tax under Hong Kong'’s territorial
basis of taxation.

An Analysis of the Two FSIE Regimes

In October 2021, the EU added Hong Kong to
its watchlist of non-cooperative jurisdictions
for tax purposes following its period review of
FSIE regimes.

In its effort to be taken off EU’s watchlist, Hong
Kong introduced its FSIE regime on 1 January
2023. Despite its efforts, Hong Kong has
remained on EU’s watchlist. Further
amendments to the FSIE regime, in particular,
to expand the scope of disposal gain, are
expected to address the specific issues raised
by the EU.

ScoPE OF FSIE REGIME
Singapore

Singapore tax resident companies may enjoy tax
exemption on foreign-sourced dividend, branch
profits and service income under Section 13(8) of
the ITA, subject to Section 13(9) conditions (such
as whether the foreign income has been subject
to tax, the foreign headline tax rate concerned is
more than 15%, and if the tax exemption is
beneficial to the Singapore tax resident).

Certain foreign-sourced income which do not
meet the conditions for tax exemption under
Section 13(8) of the ITA may be granted tax
exemption under Section 13(12) of the ITA under
specified scenarios, subject to conditions.

Hong Kong
One unique aspect of Hong Kong’'s new FSIE

regime is that it only applies to multinational
enterprise (MNES) entities.
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Under Hong Kong’s regime, certain foreign-
sourced income (including dividend, interest,
disposal gains on equity interests, and
intellectual property (IP) income) accrued to
an MNE entity carrying on a trade, profession
or business in Hong Kong, will be deemed to
be sourced from Hong Kong and chargeable
to profits tax when it is received in Hong Kong.

These specified foreign-sourced income,
however, will continue to be exempt from
profits tax if the economic substance
requirement, participation requirement or
nexus requirement (as the case may be) is
satisfied in the year of assessment in which
the income accrues to the MNE entity. If the
MNE entity fails all exceptions, the foreign-
sourced income will be subject to profits tax in
the year of assessment in which such income
is received by the MNE entity in Hong Kong.
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EXCEPTIONS FROM THE DEEMING

PROVISION IN HONG KONG

(A) ECONOMIC SUBSTANCE REQUIREMENT
(FOR INTEREST, DIVIDEND AND DISPOSAL
GAIN)

Foreign-sourced interest, dividend or disposal
gain received in Hong Kong by an MNE entity
would be exempted from profits tax if the
economic substance requirement is met for the
year of assessment in which the income accrues.

There are no minimum thresholds to determine
whether the adequacy tests are satisfied for the
purpose of the economic substance requirement.
Instead, several relevant factors, such as the
adequacy of qualified employees in Hong Kong
and the adequacy of operating expenditures in
Hong Kong in relation to the specified economic
activities, are taken into account to ascertain
whether the economic substance requirement is
met.

(B) PARTICIPATION REQUIREMENT (FOR
DIVIDEND AND DISPOSAL GAIN)

The participation requirement provides an
alternative pathway for an MNE entity which
receives foreign-sourced dividend or disposal
gain in Hong Kong to claim tax exemption.

An MNE entity may qualify for participation
exemption if it has continuously held not less than
5% of equity interests in the investee entity for a
period of not less than 12 months immediately
before the foreign-sourced dividend or disposal
gain accrues subject to specific anti-abuse rules.

(¢) NEXUS REQUIREMENT (FOR IP
INCOME)

A nexus requirement is in place to determine the
extent of foreign-sourced IP income to be exempt
from profits tax. Essentially, only income from a
qualifying IP asset can qualify for preferential tax
treatment. This is based on a nexus ratio which is
the qualifying expenditures as a proportion of the
overall expenditures that have been incurred by
a taxpayer to develop an IP asset.
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DOUBLE TAXATION RELIEF
Hong Kong

Hong Kong resident persons who fail to meet
the exemptions conditions but has paid taxes
in a foreign jurisdiction in respect of the
specified foreign-sourced income may obtain
double taxation relief through a tax credit
mechanism. The amount of tax credit is
capped at the lower of foreign tax paid and the
profits tax that would have been payable on
the same income.

In the case of foreign-sourced dividend, tax
credits may be allowed in respect of not only
the foreign tax paid on the dividend but also
the foreign tax paid on the investee entity’s
underlying profits out of which the dividend is
paid, provided that the MNE entity has held at
least 10% equity interests in the investee
entity when the dividend is distributed.

Singapore

Similar to Hong Kong, corporate resident
taxpayers in Singapore who are taxed on the
same foreign-sourced income in foreign
countries may have flexibility to claim tax
credits locally in lieu of Singapore’s FSIE
regime to relieve themselves from double
taxation.
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Tax Planning and Considerations

KEEPING FOREIGN-SOURCED INCOME
“OFFSHORE”

While the concept of keeping foreign-sourced
income “offshore” is not necessarily new to some
Singapore companies, it is something that Hong
Kong companies did not have to think about
previously, given Hong Kong’s territorial basis of
taxation.

Following the introduction of the FSIE regime in
Hong Kong, certain foreign-sourced income
would now be deemed to be sourced from Hong
Kong and chargeable to profits tax when it is
“received in Hong Kong”. It is therefore timely for
MNE entities operating in Hong Kong to evaluate
whether they are affected by the new FSIE rules
and if so, consider the necessary adjustments to
be made in relation to their foreign-sourced
income. Some relevant questions to ask include:

- Whether there is a need for the MNE
entity to set up a dedicated overseas
bank account to receive foreign-sourced
income to avoid being “received in Hong
Kong”;

- Whether the MNE entity’'s existing
systems and processes are adequate in
tracking its foreign-sourced income for
compliance purposes;

- How the MNE entity may redeploy its
foreign-sourced income in the longer
term without such income being
regarded as “received in Hong Kong”.
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FOREIGN TAX CREDIT POOLING

Singapore tax residents may in some
situations elect for the foreign tax credit
pooling system when claiming foreign tax
credit on income for which they paid foreign
tax, giving them more flexibility and reducing
their Singapore tax payable on remitted
foreign-sourced income. There is currently no
equivalent foreign tax credit pooling concept in
Hong Kong.

Please click here to rate this article.
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This technical event commentary is written by SCTP's Tax Head, Accredited Tax Advisor (Income Tax) Felix Wong
and Tax Manager, Joseph Tan. For more insights, please visit https://sctp.org.sg/Tax-Atrticles.

This article is intended for general guidance only. It does not constitute professional advice and may not represent the
views of Deloitte Singapore, Deloitte Hong Kong, the facilitators or the SCTP. While every effort has been made to ensure
the information in this article is correct at time of publication, no responsibility for loss to any person acting or refraining
from action as a result of reading this article or using any information in it can be accepted by Deloitte Singapore, Deloitte
Hong Kong, the facilitators or the SCTP.

SCTP reserves the right to amend or replace this article at any time and undertake no obligation to update any of the
information contained in this article or to correct any inaccuracies that may become apparent. Material in this document
may be reproduced on the condition that it is reproduced accurately and not used in a misleading context or for the
principal purpose of advertising or promoting a particular product or service or in any way that could imply that it is
endorsed by Deloitte Singapore, Deloitte Hong Kong, the facilitators or the SCTP; and the copyright of SCTP is
acknowledged.
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