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IRD issues additional guidance on how the foreign sourced income exemption regime 
operates

On 5 July 2024, the Inland Revenue Department (IRD) added several new Frequently Asked Questions (FAQs)1

and Illustrative Examples2 on its website relating to the foreign sourced income exemption (FSIE) regime. 

The FSIE regime has been effective for certain types of specified foreign-sourced income that accrues and is 
received in Hong Kong on or after 1 January 2023. Under the FSIE regime, such income will be chargeable to tax 
when “received in Hong Kong” if the conditions for tax exemption are not satisfied. 

As regards what constitutes “received in Hong Kong”, section 15H(5) of the Inland Revenue Ordinance (IRO) 
provides that:

“For the purposes of this Division, without limiting the meaning of “received in Hong Kong”, a sum is to be 
regarded as received in Hong Kong if —

(a) the sum is remitted to, or is transmitted or brought into, Hong Kong;

(b) the sum is used to satisfy any debt incurred in respect of a trade, profession or business carried on in Hong 
Kong; or 

(c) the sum is used to buy movable property, and the property is brought into Hong Kong.”

The major clarifications made by the IRD from these additional FAQs and Illustrative Examples are discussed 
below.
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1 The FAQs can be accessed in the link below:

FAQ on FSIE Regime - Frequently Asked Questions (ird.gov.hk)

2 The Illustrative Examples can be accessed in the link below:

IRD : Illustrative Examples

https://www.ird.gov.hk/eng/faq/fsie.htm
https://www.ird.gov.hk/eng/tax/fsie_example.htm
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Question 9 of the FAQs - The IRD states that where unremitted FSIE income has been applied to acquire movable or immovable 

property located outside Hong Kong and the property is subsequently sold, the sales proceeds will still be regarded as the 

original unremitted FSIE income. This would be the case regardless of how many times such proceeds are reinvested. As such, 

tracking of the sales proceeds until the proceeds are remitted to Hong Kong or otherwise disposed of is required.

The IRD also indicates that the amount of the original unremitted FSIE income should not be altered by the subsequent 

acquisition and disposal of assets no matter whether gains or losses are generated from such reinvestment activities.

For example, take the case of an unremitted FSIE income of HK$100 that has been applied to acquire a movable property. The 

movable property is subsequently sold under scenario (i) at HK$130 and under scenario (ii) at HK$80 and the sales proceeds are 

then remitted to Hong Kong. That would mean that in both cases, the amount that would be chargeable to tax under the FSIE 

regime when the proceeds are received in Hong Kong is HK$100 if the conditions for tax exemption are not satisfied. This would 

be the case notwithstanding that the amount remitted in scenario (i) is HK$130 and in scenario (ii) HK$80. 

Whether the gains of or losses from the subsequent acquisition and disposal of assets are chargeable to profits tax under the

FSIE regime will be considered separately, having regard to the facts and circumstances relating to the disposal. In the example, 

that means whether the subsequent disposal gain of HK$30 under scenario (i) and the subsequent disposal loss of HK$20 under 

scenario (ii) above would fall within the scope of the FSIE regime will be separately considered.

Tracking of unremitted FSIE income 

Observation

In fact, taxpayers would first need to determine whether the 

use of unremitted FSIE income to acquire an asset would be 

considered as their satisfaction of a debt incurred in respect of 

their trade, profession or business carried on in Hong Kong 

under section 15H(5)(b) of the IRO. If so, the FSIE income 

concerned would already be deemed “received in Hong Kong”. 

As such, no tracking of the proceeds of the subsequent disposal 

of the asset would be required.

In this regard, the IRD has previously indicated in Illustrative 

Example 7 that the use of unremitted FSIE income to acquire 

an overseas asset that is related to the business carried on in 

Hong Kong would likely constitute the taxpayer satisfying a 

debt under section 15H(5)(b) of the IRO. This would be the 

case, regardless of whether there is a pre-existing debt prior to 

the acquisition, the acquisition itself likely creating a debt owed 

by the taxpayer to the seller. 

As such, the potential application of the deemed receipt rule 

under section 15H(5)(b) of the IRO is wide, given that many 

overseas assets acquired could somehow be regarded as 

related to the business carried on in Hong Kong by a taxpayer. 

An exception to this general treatment for the deemed receipt 

rule under section 15H(5)(b) of the IRO is however given by the 

IRD in the Advance Ruling case No. 72. In that case, the 

Commissioner of Inland Revenue (CIR) ruled that an investment 

holding company as an existing shareholder of an investee 

company using their unremitted FSIE income to make an 

additional equity investment into the investee company does 

not constitute the existing shareholder satisfying a debt in 

respect of their investment holding business carried on in Hong 

Kong. The CIR appears to have taken the position that the 

additional equity investment was not purchased from other 

shareholders but acquired through the taxpayer subscribing 

additional equity stakes issued by the investee company itself, 

thereby not constituting satisfying a business debt under 

section 15H(5)(b) of the IRO. 

Nevertheless, in this exception case, it appears the existing 

shareholder would still need to track how the additional equity 

investment is subsequently disposed of for the physical receipt 

rule under section 15H(5)(a), even ignoring any potential 

application of section 15H(5)(c) of the IRO. 



Economic substance requirement for transactions undertaken before the effective date of the FSIE regime 

but have income that accrues and is received after the effective date 

Question 25 of the FAQs – The case concerns a taxpayer making an offshore disposal gain on equity interests in 2022. Under the 

disposal agreement, the taxpayer was entitled in 2023 to receive a contingent sum as the target performance of the disposed entity 

was achieved.  

The issue is whether (i) the contingent sum that accrued and was received in 2023 would be subject to the FSIE regime given that the 

disposal was made in 2022 before the effective date of the regime; and (ii) if so, what would be the reference period for determining 

whether the economic substance requirement for tax exemption of the contingent sum received is satisfied. 

The IRD states that since the contingent sum accrued and was received after 1 January 2023, i.e., the effective date of the FSIE

regime, the sum would fall within the scope of the regime, notwithstanding that the underlying transaction occurred in 2022. In 

considering whether the economic substance requirement is satisfied, according to the clear wording of section 15K(2) of the IRO, 

the reference period for determining the economic substance requirement is 2023 when the income accrued. As such, if the taxpayer 

did not have any economic substance in Hong Kong during the year of assessment in which the contingent sum accrued, the 

economic substance requirement would not be regarded as satisfied. 

Observation

The facts of this example may be exceptional. We nonetheless welcome the IRD stating its views on the issue based on its reading of 

the relevant legislative provisions. 

Transfer of direct equity investment that suffers tax in another jurisdiction where the underlying indirect 

investment is located

Question 28 of the FAQs – The issue concerns whether tax suffered in the jurisdiction where the underlying indirect investment is 

located would be considered as tax suffered by the taxpayer in respect of their disposal of the direct investment for the participation 

exemption under the FSIE regime. A diagram illustrating one such scenario is shown below.

The IRD indicates that the participation exemption would apply in this case since the relevant legislative provisions do not require 

that the tax suffered overseas needs to be in the jurisdiction where the direct investment is located. 

Observation

Given that many jurisdictions levy tax on indirect transfer of equity investment located in their jurisdictions, we welcome the IRD’s 

clarification on the issue. 

Company HK

[Hong Kong]

Company X

[Jurisdiction X]

Company Y

[Jurisdiction Y]

* The disposal gain is subject to corporate income tax in Jurisdiction Y on the indirect transfer and the 

headline tax rate in Jurisdiction Y is higher than 15%.

Hong Kong

Overseas

Company HK derived a gain on 

disposal of Company X, suffering 

tax in Jurisdiction Y for the indirect 

disposal of Company Y*
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Disposal of equity investment that is exempt from tax in the overseas jurisdiction concerned

Question 29 of the FAQs – The IRD confirms that where no overseas tax is paid anywhere on the disposal of an equity investment 

(including no overseas tax is paid for any indirect transfer), such disposal gains will not be regarded as satisfying the “subject to tax” 

condition for the participation exemption under the FSIE regime. 

This would be the case even if the disposal gain is only not taxed in the jurisdiction where the equity investment is located because 

the jurisdiction concerned operates a participation exemption regime for such investment. 

Observation

The IRD has emphasized through various forums that overseas tax needs to be paid, albeit could be lower than the headline rate of 

the jurisdiction concerned, for the application of the participation exemption. We welcome the IRD reconfirming the issue in the

FAQs. 

Participation exemption for dividend income where only part of the underlying profits is subject to a 

qualifying similar tax of not less than 15%

Question 30 of the FAQs – the case concerns whether dividend income of $100 received, which is consisted of underlying profits of (i) 

$80 that are subject to a qualifying similar tax of not less than 15%; and (ii) a tax-exempt income of $20, would qualify for the 

participation exemption. The diagram below illustrates the situation: 

The IRD notes that section 15N(2) of the IRO specifies certain situations under which the “subject to tax” condition for the 

participation exemption would be considered satisfied. The conditions for satisfying one of the situations are: (i) the underlying 

profits of the dividend will need to be subject to a qualifying similar tax in a foreign jurisdiction of not less than 15%; and (ii) the 

amount of the profits is equal to or larger than that of the dividend.  

In this case, given that only $80 of the underlying profits of $100 are subject to a qualifying similar tax in a foreign jurisdiction, $80 

being less than the amount of the dividend received of $100, condition (ii) referred to above would not be satisfied. As such, the 

participation exemption would not apply to the dividend received. There is no room for the adoption of an apportionment approach

when ascertaining whether the “subject to tax” condition for the participation exemption is met. 

Observation

In this case, Company X may consider making two separate declarations of dividends, the first being made out of the underlying 

profits of $80 and the second out of the tax-exempt income of $20. It appears that such arrangement could effectively achieve the 

outcome of the apportionment approach, i.e., the first declaration would then apparently qualify for the participation exemption and 

the second would not. 

Company HK

[Hong Kong]

Company X

[Jurisdiction X]

Foreign subsidiaries

Dividend income $100

(Consisted of $80 dividend from 

foreign subsidiaries and $20 interest 

income derived by Company X which 

is tax exempt in Jurisdiction X)

Dividend income $80

(Subject to corporate income tax at 

a rate of not less than 15%)
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Relief for intra-group transfer of intellectual property and the R&D fraction for subsequent disposal

Illustrative Example 33 – Concerns how (i) the relief for intra-group disposal gains on intellectual property (IP) would operate; and (ii) 

the research and development (R&D) fraction for the subsequent transfer of the IP to a non-group entity would be calculated. 

The example is reproduced in full below.

In 2024, Company S self-developed a qualifying intellectual property and incurred qualifying R&D expenditure (“QE”) of $100. On 

1 January 2025, Company S sold the qualifying intellectual property to an associated group entity, Company A, for $150 making a 

disposal gain of $50 (i.e. $150 - $100). Company S relied on the intra-group transfer relief prescribed in section 15OA(3) of the 

IRO to claim tax relief in respect of the disposal gain.  

During 2025, Company A incurred the following expenditure in relation to the qualifying intellectual property:

2025

$

QE 60

Non-qualifying expenditure (“NE”) 100*

Total QE and NE incurred by Company A 160

* The amount represents the deemed acquisition consideration of $100 paid by Company A to Company S for the intra-group 

transfer of the qualifying intellectual property. Despite the actual consideration paid being $150, pursuant to section 15OA(5) of 

the IRO, Company A would be regarded as having acquired the qualifying intellectual property at $100 (i.e. the qualifying R&D

expenditures incurred by Company S).

On 1 January 2026, Company A sold the qualifying intellectual property at $230 to an unrelated entity, making a disposal gain of

$70 (i.e., $230 - $160).

Assume (i) all the qualifying IP disposal gains were sourced outside Hong Kong and received in Hong Kong on the date of disposal; 

and (ii) Company S and Company A remained associated with each other and chargeable to profits tax throughout the holding 

period.

The intra-group transfer relief under section 15OA of the IRO is introduced to defer the charging of tax on a foreign-sourced 

disposal gain derived from a sale of property (subject property) by an MNE entity (selling entity) to an entity associated with it 

(acquiring entity). Once the intra-group transfer relief is applied, the disposal gain derived from the sale of the subject property 

will be brought into charge when it is further sold by the acquiring entity to an entity not associated with it. The acquiring entity is 

taken as stepping into the shoes of the selling entity in various aspects. In case where the subject property is qualifying 

intellectual property, the qualifying expenditure (QE) and non-qualifying expenditure (NE) incurred by both the selling entity and 

the acquiring entity would be consolidated as if they were incurred by one single entity for the purpose of ascertaining the R&D

fraction in respect of the qualifying intellectual property by virtue of section 15OA(9) of the IRO.  In the example, the QE incurred 

by Company S to develop the qualifying intellectual property would be counted as the QE incurred by Company A. The deemed 

acquisition consideration of $100 paid by Company A to Company S for the intra-group transfer under section 15OA(5) of the IRO 

would be disregarded to avoid double-counting of the expenditures incurred by the group for the qualifying intellectual property.

The R&D fraction applicable to the qualifying IP disposal gain received by Company A would be:

(100 + 60) x 130%

= 130% (capped at 100%)

100 + 60

Accordingly, the portion of the disposal gain of $70 in 2026 that would be exempt from tax under the FSIE regime would be $70

(i.e. $70 x 100%).
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Whether tax paid by a group selling entity on internal transfer of equity investment can be attributable to 

the group acquiring entity 

Illustrative Example 38 - Concerns how the “subject to tax” condition would be interpreted for the participation exemption for the 

disposal gains on equity interests in a particular situation. 

The example is also reproduced in full below. 
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Company S disposed of its equity interests in Subsidiary F in Jurisdiction F, which had been acquired at a cost of $100, to Company 

A at $110. Company S suffered a withholding tax of 20% in Jurisdiction F in respect of its foreign-sourced equity interest disposal 

gain of $10 (i.e. $110 - $100). Company S and Company A were associated with each other and Company S claimed intra-group 

transfer relief in respect of the disposal gain of $10.

Subsequently, Company A sold its equity interests in Subsidiary F to an unrelated company at $108. Since Company A incurred an 

accounting loss of $2 (i.e. $108 - $110) on the disposal of Subsidiary F, Company A did not pay any tax in Jurisdiction F for the 

disposal.

As the intra-group transfer relief has been applied to the disposal gain of Company S, Company A is regarded as having acquired the 

equity interests in Subsidiary F at $100 and thus derived a gain of $8 from the disposal of Subsidiary F for the purposes of the FSIE 

regime. 

Regarding the “subject to tax” condition in respect of an equity interest disposal gain, section 15N(2)(c) of the IRO provides that the 

participation exemption under section 15M of the IRO should apply if the Commissioner is satisfied that the disposal gain is subject 

to a qualifying similar tax in a territory outside Hong Kong.   

In the given scenario, applying section 15OA(5) of the IRO, the equity interest disposal gain derived by Company A is $8 which can 

be interpreted as being comprised of two components – a gain of $10 derived by Company S and a loss of $2 sustained by Company 

A. The “subject to tax” condition in respect of the resultant gain of $8 would be accepted as having been met since Company S had 

paid withholding tax on its disposal gain of $10 at the tax rate of 20% in Jurisdiction F.

Observation

We welcome the IRD addressing the issues involved in these two Illustrative Examples which were raised by EY with the IRD through 

different forums. 

The first example explains that disposal gains on transfer of IP within a group could be deferred until the IP is subsequently sold by 

the acquiring group entity to someone outside the group. The clarification that in calculating the R&D fraction applicable to the 

subsequent disposal gains on the IP, there would be a consolidation elimination of the consideration paid for the previous intra-group 

transfer of the IP is also helpful. 

Without such a consolidation elimination, there would be double counting of the research and development expenditures involved, 

resulting in transforming the QE incurred by the selling group entity in the example into NE incurred by the acquiring group entity, in 

the form of the acquisition costs of the IP paid by the latter to the former. This would possibly drag down the R&D fraction and

thereby the proportion of the disposal gains that the subsequent transfer of the IP would be exempt from tax under the FSIE regime. 

This clarification on how to calculate the R&D fraction is particularly welcome given that a literal reading of section 15OA(9) does not 

seem to explicitly allow for the consolidation elimination. 

Similarly, the clarification that the tax paid by Company S on the intra-group disposal gain of Subsidiary F could be attributable to the 

tax paid by Company A is also welcomed. This is particularly so given that a literal reading of the relevant legislative provisions also 

does not seem to explicitly allow for such an attribution. If not for such an attribution, Company A would not have qualified for the 

participation exemption for its disposal gain of HK$8 under the FSIE regime. 

Many of the provisions of the FSIE regime are complicated when applying to certain factual situations. Clients who have any 

questions on the operation of the regime can contact their tax executives.
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