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Hong Kong removed from EU's watchlist on tax co-operation

On 20 February 2024, the European Union (EU) updated its watchlist. Among several other jurisdictions, Hong Kong was
removed from the list as a result of enacting and enhancing its Foreign-sourced Income Exemption (FSIE) regime. This means
that the exemption of certain passive offshore income in Hong Kong under the territorial source tax regime would not be
regarded as a harmful tax practice.

Hong Kong was included in the EU watchlist in October 2021 and the government had then committed to amend its FSIE
regime for passive income. The FSIE regime for foreign-sourced dividend, interest, income derived from the use of intellectual
property (IP income) and disposal gain derived from the sale of equity interests was first introduced on 1 January 2023.

When the above specified foreign-sourced income is accrued to and received in Hong Kong by members of multinational
enterprise (MNE) groups carrying on a trade, profession and business in Hong Kong, such income would be deemed as arising
in or derived from Hong Kong and therefore taxable in Hong Kong. Such income will however be exempt from tax under the
FSIE regime if the relevant exception conditions (i.e., economic substance requirement, participation requirement or the
nexus requirement) are fulfilled.

Notwithstanding the implementation of the FSIE regime in 2023, the updated Guidance on FSIE regimes promulgated by the
EU in December 2022 extended the scope of disposal gains from previously covering disposal gains on equity interests only to
all other types of assets.

Given that the updated Guidance on FSIE regimes was only issued in December 2022, the FSIE regime introduced and
effective from 1 January 2023 was not able to incorporate the requirements specified in the updated Guidance.

As such, jurisdictions with ongoing FSIE reforms, including Hong Kong, were kept on the watchlist pending completion of the
necessary further legislative amendments.

On 1 January 2024, the refined FSIE regime which extends the scope of foreign-sourced disposal gains to cover all other
types of assets, became effective by law. Certain exclusions and reliefs such as excluding disposal gains on assets transacted
by a trader in their normal course of business and intra-group transfer relief for disposal of assets within a group are however
available under the refined FSIE regime.
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Commentary

We welcome the removal of Hong Kong from the EU's watchlist which would enhance the reputation of Hong Kong as an
international trading and financial center, thereby further promoting its trade and investment.

The exclusion, under the FSIE regime, of disposal gains on assets transacted by a trader in their normal course of business
without requiring the trader to have economic substance requirement in Hong Kong is equally welcome. This condition for the
exclusion would better preserve the viability of offshore claims in Hong Kong for trading profits made by a trader under
section 14 of the Inland Revenue Ordinance (IRO).

In addition, the intra-group transfer relief, under the FSIE regime, for the disposal of assets would facilitate group
restructurings that involve transferring of assets within a group.

Falling outside the FSIE regime, the capital-versus-revenue and onshore-versus-offshore nature and, hence, the taxability of
such gains and transfers under the normal profits tax rules of Hong Kong will continue to be governed by section 14 of the
IRO.
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EY | Building a better working world

EY exists to build a better working world, helping to
create long-term value for clients, people and society
and build trust in the capital markets.

Enabled by data and technology, diverse EY teams in
over 150 countries provide trust through assurance
and help clients grow, transform and operate.

Working across assurance, consulting, law, strategy,
tax and transactions, EY teams ask better questions
to find new answers for the complex issues facing our
world today.

EY refers to the global organization, and may refer to one or more, of
the member firms of Ernst & Young Global Limited, each of which is a
separate legal entity. Ernst & Young Global Limited, a UK company
limited by guarantee, does not provide services to clients, nor does it
own or control any member firm or act as the headquarters of any
member firm. Information about how EY collects and uses personal
data and a description of the rights individuals have under data
protection legislation are available via ey.com/privacy. EY member
firms do not practice law where prohibited by local laws. For more
information about our organization, please visit ey.com.

About EY's Tax services

Your business will only succeed if you build it on a
strong foundation and grow it in a sustainable way. At
EY, we believe that managing your tax obligations
responsibly and proactively can make a critical
difference. Our 50,000 talented tax professionals, in
more than 150 countries, give you technical
knowledge, business experience, consistency and an
unwavering commitment to quality service — wherever
you are and whatever tax services you need.

© 2024 Ernst & Young Tax Services Limited.
All Rights Reserved.

APAC no. 03019539
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This material has been prepared for general informational purposes only and is not
intended to be relied upon as accounting, tax, legal or other professional advice.
Please refer to your advisors for specific advice.

ey.com/china

Follow us on WeChat
Scan the QR code and stay up-to-date
2 with the latest EY news.
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