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The list of never-ending challenges faced by the maritime sector —
environmental concerns, piracy, volatile freight/charter rates,
iIncreasing regulations, among others — is a tale as old as time.

With the introduction of the Base Erosion and Profit
Shifting (BEPS) 2.0 Pillar Two Rules (BEPS Pillar
Two Rules), the maritime sector is facing a new
wave of challenges, specifically on how the rules
should be interpreted and implemented. In this tax
alert, we set out the practical considerations whilst
applying the BEPS Pillar Two Rules to this sector,
and its interplay with Singapore’s maritime tax
incentive regime. To note, the main focus of our
analysis is on the Global Anti-Base Erosion (GIoBE)
Rules which are the key part of the BEPS Pillar Two
Rules that have been, or will be, legislated by many
jurisdictions. The other part of the BEPS Pillar Two
Rules is the Subject-to-tax Rule (STTR), which has
yet been enacted in any jurisdiction. Hence, we will
only be discussing the STTR briefly at the end of
this article.

Singapore maritime tax incentives

As a leading international maritime centre and
transhipment hub, Singapore remains at the
forefront of the global sea trade network. Its pro-
business policies and well-integrated ecosystem
of maritime services make Singapore the preferred
port for maritime organisations looking to grow in
the Asia-Pacific region and beyond.

Unlike some European countries, Singapore does
not have a tonnage tax regime (i.e. whereby tax

is payable based on the tonnage of the ships)

for the maritime sector. However, Singapore has

a competitive shipping tax incentive regime (i.e.
the Maritime Sector Incentive (MSI) scheme)
aimed at helping enterprises in the maritime sector
anchor/grow their businesses in Singapore, aside

from providing attractive grants and funding for
such enterprises. It is worthy to note that the MSI
has been assessed by the Forum on Harmful
Tax Practices to have satisfied the international
standards on countering harmful tax practices
under the OECD/G20 BEPS project.

The MSI scheme offers corporate income tax

(CIT) exemptions and/or concessionary tax

rates on income derived from qualifying shipping
activities/shipping-related support services, subject
to meeting certain requirements. For example, the
MSI — Singapore Registry of Ships and the MSI —
Approved International Shipping Enterprise schemes
provide for tax exemption (i.e. a 0% CIT rate) on
qualifying shipping income as prescribed in the
Singapore Income Tax Act 1947 (SITA). However,
there are differences between what is considered
qualifying shipping income under the SITA vis-a-vis
Qualified International Shipping Income (QISI) and
Qualified Ancillary International Shipping Income
(QAISI) as defined under the GIoBE Rules, which
we will elaborate further in this article.




What do the GloBE Rules mean for the maritime
sector

In principle, the GloBE Rules are designed to ensure
a minimum level of taxation for large multi-national
enterprises (MNE) groups at an Effective Tax Rate
(ETR) of 15% on a jurisdictional basis where the
groups operate in. Accordingly, unless the entity

or the income is excluded from the scope of BEPS
Pillar Two, any tax incentive that offers permanent
benefits (e.g. tax exemptions or concessionary tax
rates) will potentially be muted in the context of
such rules for in-scope MNE groups.

Having said the above, the good news for the
maritime sector is that the GloBE Rules do
provide exclusion for QISI and QAISI. In essence,
these incomes, if qualified, will be excluded from
the ETR calculation, which essentially means

that there would be no Top-up Tax imposed on
such income even if it is not taxed or low-taxed.
This is specifically provided in Article 3.3 of the
GIloBE Rules, often referred to as the ISI exclusion
rules.

One may, however, expect that for such exclusion
to have been approved by the Inclusive Framework
comprising more than 140 jurisdictions, many

of which have no or little international maritime
activities, to lay down conditions that must be
fulfilled before the income can qualify for the
exclusion. It is thus not surprising that there are
indeed a few critical conditions, each leading to
certain practical issues, which we will describe
further in this piece.

Practical issue #1: Location of strategic and
commercial management

One of the conditions for the ISI exclusion is the
substance requirement. Specifically, it requires that
the strategic or commercial management of the ship
is effectively carried on from within the jurisdiction

where the Constituent Entity (that earns the shipping
income) is located.

The Commentary to the GIoBE Rules (the ‘GloBE
Commentary’) published in March 2022 provides
additional insights into ‘strategic management’ and
‘commercial management’. Strategic management
encompasses significant decisions related to capital
expenditure, asset transactions, contract awards,
alliances, and ship pooling. Important factors
indicating strategic management include the location
of decision-makers, including senior management
staff, company board meetings, operational board
meetings, and the residence of directors and key
employees.

Commercial management, on the other hand,
involves activities such as route planning, cargo or
passenger bookings, insurance, financing, personnel
management, provisioning, and training. Factors
indicating commercial management include the
number of employees engaged in these activities
within the jurisdiction and the nature and extent

of accommodation provided.

The ask for strategic or commercial management
is not something new. Most of the existing shipping
regimes (the Singapore MSI, the tonnage tax
regimes in the UK or the Netherlands, etc.) also
have similar requirements, though these may be
interpreted differently in each jurisdiction. If we turn
to the GIoBE Rules, concerns arise from the lack
of guidance and a predictable complexity when

the same test is assessed by not one but various
tax authorities. How can we then assess whether
this substance requirement is met, and perhaps
more importantly, make sure that the same
interpretation/position is agreed by all the tax
authorities to whom this matter may concern,
especially when shipping activities typically

involve multiple jurisdictions?
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The GloBE Rules and Commentaries do not mention any qualitative or quantitative test that can be used to
determine if the management is performed in the relevant jurisdiction or jurisdictions. For discussion purpose,
let us try to apply this assessment to the two examples set out below:
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In Example 1, a Special Purpose Vehicle (SPV)
located in Country C is the ship owner where the
chartering income is recognised. For the ship
operation, this is taken care of by two service
entities, one located in Country A (in charge of
Asia-Pacific and Middle East zones) and one in
Country B (in charge of rest of the world). Let us
assume all strategic management in relation to
the ship concerned is carried out by the group
directors comprising one based in Country D and
one in Country E. In this case, both the strategic
and commercial management of the ship are so
scattered that they may not qualify for the GloBE
Rules substance test (and likely any existing major
shipping regime’s substance test if it were to be
applied).

In Example 2, there is one change — the SPV is
now re-domiciled to Country A, effectively aligning
the location of the entity/income with the location

of (part of) the commercial management. Operation
wise, it is necessary to still maintain the team

in Country B to handle part of the commercial
management when the ship is in that region, though
all under the instruction and supervision of the
function head, based in Country A. In this structure,
is the GloBE Rules substance test considered met?
Absent any permissible threshold, there is a risk
that the answer may still potentially be a NO.

As much as we do appreciate the intention of
the OECDI/IF to keep the rules simple (as one
may expect that any facts-and-circumstances
assessment would be hard to be consented by all
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tax authorities involved), perhaps certain simplified
ways to accommodate for how the shipping world is
being operated should be considered.

That said, before any further guidance is provided,
shipping groups within the scope of the GIoBE Rules
will need to assess the effect of this rule to the
management and ownership of their ships and
whether their group would satisfy this test.




Practical issue #2: Exhaustive lists of qualified
excluded income

The primary ISI covers profits derived from

ships operating in international traffic. The term
‘international traffic’ means any transport by a ship,
except when the ship is operated solely between
places within a single jurisdiction (regardless of
whether such jurisdiction is the same jurisdiction
as the one in which the Constituent Entity is
located).

Although we can still see some other non-
transportation income being included in the list of
QISlI, this is far from the coverage of the existing
shipping/tonnage tax regimes, which normally allow
wider activities ‘performed at sea’ to be included
(e.g., Singapore’s MSI schemes). This discrepancy
can create troubles for shipping groups, especially
those in the offshore sector, where their incomes
may be tax exempted or low-taxed currently in the
jurisdiction(s) where they are being booked, but yet
subject to Top-up Tax under the GIoBE Rules.

For discussion purpose, let us imagine the scenario
of an offshore service ship such as a cable layer,
which travels from Country A with the cable to
Country B. In Country B, it lays the cable all the
way to Country C. Subsequently, it returns to its
port in Country A, transporting engineers from
another company and the cable-laying equipment.
Determining which parts of this route qualify as
international traffic or trying to allocate the relevant
income to the different parts of the activity for the
purpose of the GloBE Rules can be intricate.

Another scenario where we may expect controversy
in assessing QISI is when a ship departs and arrives
in two ports of the same jurisdiction, but part of the
voyage is in international waters. For example,

a cruise liner may well fall within this scenario,
although a more important consideration is whether
its income should be considered income derived
from transportation or something else (e.g.
hospitality) for the purpose of the GIoBE Rules.

The GloBE Commentary does not elaborate further
on this point, so it may stand to reason that the
interpretation could be relied on the Commentary
on Article 8 of the OECD Model Tax Convention,
which in itself seems to contain certain nuances.

Looking beyond the primary shipping income, the
international shipping exclusion under the GloBE
Rules also allows for QAISI. Although this is indeed
a plausible design of the rules, one may find it
confusing as to what kind of ancillary activities

can be considered a QAISI and the reason(s)

why the types of activities considered to be QAISI
are so narrowly defined in the GloBE Rules.

It is worth noting that paragraph 162 of the

GloBE Commentary says, ‘the ancillary activities
identified in this Article are limited to those explicitly
mentioned in the Commentary on Article 8 of the
OECD Model Tax Convention (OECD, 2017)'.
Then, it goes on to add, ‘to qualify for the exclusion,
the income must be obtained by a Constituent
Entity from the activities listed in Article 3.3.3 that
are performed primarily in connection with the
transportation of passengers or cargo by ships in
international traffic’. This appears to be a double
limitation and effectively narrow QAISI to such few
cases that it can easily exclude ‘normal’ ancillary
shipping incomes or incomes that are incidental

to the shipping business. For instance, income

that is derived from ship operation management
services, if it goes beyond the provision of
‘engineers, maintenance staff, cargo handlers,
catering staff, and customer services personnel’,

is now effectively excluded from QAISI.

On top of this, the GlIoBE Rules also require any
QAISI that exceeds 50% of the QISI to be included
in the ETR calculation. Given that shipping groups
often segment various activities within the value
chain into separate entities located in different
jurisdictions due to several commercial rationales,
one may then expect the 50% cap to result in

a much more limited application of QAISI.



Practical issue #3: Mobile assets/crew may not
be accounted for Substance-based Income
Exclusion (SBIE) purposes

To caveat, this issue will not be a concern for
shipping groups whose incomes are entirely
excluded as QISI or QAISI. However, for shipping
groups that generate non-qualifying income or
somehow fail the substance test and must calculate
their Top-up Tax exposure, the SBIE issue will then
be a concern given the way the GloBE Rules are
currently crafted.

In essence, when an MNE group calculates its
Top-up Tax amount, it is allowed that certain
percentages of its eligible payroll expenditure and
tangible asset value could be subtracted from the
GIloBE Income, therefore effectively mitigating the
Top-up Tax liability. This is a very welcoming feature
of the GloBE Rules, the policy intent of which is to
provide concession on the real substance that an
MNE group has in certain jurisdiction because
‘these factors are generally expected to be less
mobile and less likely to lead to tax-induced
distortions’. Following this rationale, the SBIE claim
only allows for employees and tangible assets that
are located within the same jurisdiction as that of
the entity. However, this rationale may not work

for international transportation industries such as
shipping or airlines. The assets and workforces

of these businesses possess unique mobility
characteristics that necessitate special consideration
within the SBIE framework.

The long-awaited Administrative Guidance issued

in July 2023 finally came out with some additional
guidance on mobile assets and employees, and it
hinges on whether an Eligible Employee or Eligible
Tangible Asset is located for more than 50% of its
time within the Constituent Entity's jurisdiction.

If so, the entirety of the SBIE is allocated to that
jurisdiction. Conversely, if less than 50%, only a
proportion of the SBIE attributable to that jurisdiction
shall be allowed.

This, again, does not seem to work for international
shipping or airline groups. One can envisage that a
sea-going ship or an air-borne plane (and the crews)
will spend most of its time plying in international
waters or air, and not be ‘located’ in any jurisdiction.
As a result, the benefit of the SBIE to ship or plane
operating companies could still be potentially
denied.

Fortunately, the OECD/IF does recognise the need
to have special treatments for the SBIE in such

cases. It, however, remains to be seen as to what
extent this will be factored in, and if yes, whether

it can be sufficiently simplified to factor in the
additional compliance required. We hope to see
more on this in the next tranche(s) of Administrative
Guidance to be issued in early 2024.

What other issues may we expect?

We would also like to bring your attention to the
Subject-to-Tax Rule (STTR) and its potential
impacts on shipping groups in Singapore.

For those who are not familiar with this concept,
the STTR is part of the BEPS Pillar Two Rules but
separately administered since this is a tax treaty-
based rule which allows for the levying of additional
tax on several categories of connected party
payments. Specifically, the STTR relaxes the tax
treaty restrictions which would otherwise apply on
source jurisdiction taxation on the listed payments.
This permits countries to apply their domestic law
taxing provisions to bring the nominal CIT rate up
to a minimum of 9%.

Although the rule is quite complex, one may expect
that the application and impacts of the STTR would
not be that far-reaching for several reasons,
particularly on shipping groups.



For the first reason, since the effect of the STTR

is to allow the payer jurisdiction to apply a Top-up
Tax to bring the tax on the payment up to an agreed
minimum rate, how the STTR Top-up Tax works
should depend on how each jurisdiction chooses

to adopt the rules. If the jurisdiction chooses not to
impose or increase the domestic withholding tax rate
to give effect to the new Top-up Tax, it may be the
case where no Top-up Tax is collected under the
STTR at the payer jurisdiction even if a covered
payment is made to low-taxed payee jurisdiction.

For the second reason, the STTR will only make
changes (relaxation of taxing rights for source
countries) in relation to Articles 7 (business profits),
11 (interest), 12 (royalties), and 21 (income not
otherwise covered in other articles). In other words,
the STTR would not impact income covered under
Article 8 (which deals with international shipping
and air transport).

That said, not all incomes of a shipping business,

or a shipping-related business, may be covered
under Article 8. For example, Articles 7 or 12 (not
Article 8) typically apply to profits from the leasing

of a ship to be used for the transportation of
passengers or cargo in international traffic on a
bareboat charter basis that is more than ancillary to
the operation of an enterprise’s ships in international

traffic. The good news is that the STTR does provide
specific exemption for bareboat charter, in particular
where the income is taxed under a tonnage tax
regime in the receiving jurisdiction.

Conclusion

As Singapore's maritime sector grapples with the
implications of the BEPS Pillar Two Rules, clarity
and alignment between such rules and standard
industry practices are vital. The maritime sector's
unique characteristics, including its ancillary
activities, require clear definitions and guidance
for MNE groups in this sector to navigate the
regulations effectively. Moreover, the rules have
to ensure equitable treatment across the different
players in the maritime sector.

Shipping and offshore groups, with a turnover of

at least €750m, benefiting from preferential/tonnage
tax regimes may thus be impacted by the BEPS
Pillar Two Rules as we have discussed in this article
above. We recommend that such groups closely
monitor the implementation process of such rules
and seek help where required.

How we can help

As a committed tax advisor to our clients, we
welcome any opportunity to discuss the relevance
of the above matters to your business.
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