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	LEARNING OBJECTIVES

1.
Understand how to make use of dual employment contracts to minimize salaries tax liability.

2.
Understand how to avoid salaries tax liability by performing all services outside HK or making use of the 60-day rule of visit.

3.
Understand how to design an effective remuneration package to minimize salaries tax liability.

4.
Understand the differences between an employment and an independent sub-contractor.
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1.
Introduction
1.1
The way to prepare salaries tax planning is to look into law about how income is assessed under salaries tax, and find out the ways by which income will not caught nor taxed by the law. Salaries tax planning may be divided into four parts, namely:

(a)
source of employment or office,

(b)
performing all services outside HK,

(c)
remuneration package, and

(d)
independent contractor relationship.

2.
Source of Employment or Office

2.1
General guidance

2.1.1
If an employment is in HK, it is very likely that all the income from that employment will be chargeable with HK salaries tax even though the employee performs most of his duties outside HK.
2.1.2
If an employment is outside HK, the income is only taxable to the extent that services are performed in HK, i.e. depending on the number of days stayed in HK by the employee in that year of assessment.

2.1.3
If an employment can be structured in such a way that the source is outside HK and the employee is required to travel outside HK most of the time, his or her income will be chargeable on a time basis and he or she may save a lot on salaries tax.
2.2
Dual employment contracts

2.2.1
The purpose of adopting dual employment contracts is to differentiate the service rendered in HK from those rendered outside HK.
2.2.2
This is applicable when an employee is seconded to HK and performs his or her duties both in HK and outside HK.

2.2.3
The expatriate is simultaneously an employee of the overseas parent company and also an employee (or director, i.e. office holder) of a local subsidiary or associated company. Thus, the employee is performing duties for the local company when he is in HK and he is performing duties for the overseas company while he is outside HK.

2.2.4
In this way, there is some room where the employee can arrange and allocate his remuneration between the local company and the overseas company. Since the employee performing services outside HK is solely for the overseas company, his or her income from that source is wholly exempt under s 8(1A).

2.2.5
The arrangement of dual employment contracts must be genuine in that the employee is required to travel outside HK to perform duties, and his presence outside HK is substantial. In addition, the employment contract with the overseas company must be negotiated, concluded and enforceable outside HK, otherwise it is a HK employment and the claim of s 8(1A) will not be successful.
2.2.6
If a local employee wishes to make use of the above scheme, he has to make sure that he is required to travel substantially outside HK. There must be an overseas company to sign an employment contract with him and services are actually performed for the contract. If the overseas company is merely a British Virgin Island without any concrete business structure and activities, the local employee’s claim for the genuineness of the employment arrangement may fail in the light of s 61 and 61A.
	2.2.7
	Example 1

	
	ABC Computer (US) Inc. wants to appoint Edward as the manager in charge of the operations of its HK branch at an annual income of $800,000. In addition to duties in HK, he is required to carry out duties outside HK in connection with activities of the group’s subsidiaries in other Asian countries. He estimates that in a year, he will render services outside HK for 100 days. As his employment with the HK branch is likely to be HK employment, all his income is chargeable. He can enter into a foreign employment with a group company in another country which will cover his offshore duties. The income under the foreign contract may be allowed as follows:

$800,000 × 
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days

365

100

 = $219,178
As he will spend more than 60 days in HK in one year, the 60-days exemption is not available. However, if no services are rendered in HK under the foreign contract, the $219,178 is exempt.


2.3
Dual capacity as a director and an employee

2.3.1
For such a taxpayer, in addition to an office of directorship, he should be given employment. The director’s fee is wholly taxable (McMillan v Guest) if the location of the office is in HK, but the employment income can be exempt if he renders no services in HK or visits HK for no more than 60 days in the basis period.

2.3.2
Of course, the director’s fee should be kept to an amount that advantage can be taken of personal allowances and/or progressive tax rates.

3.
Performing All Services outside HK
3.1
If an employee can prove to the satisfaction of the Commissioner that he performed all his services outside HK in a year of assessment, he may be exempt from HK salaries tax under s 8(1A). This applies to both HK and non-HK employment. In order to obtain such exemption, the employee should not perform any services (not even one day) in HK.
3.2
If the employee is a visitor in HK, he or she may claim the 60-day rule exemption under s 8(1B). Thus, it is very important for a visitor not to stay in HK for more than 60 days; otherwise, his income will be subject to HK salaries tax.
3.3
Another point that is required to note is that the 60 days’ presence in HK does not only include those days when the visitor performs services in HK. The 60 days count includes the visitor’s actual presence in HK as it is decided in the case, CIR v So Chak Kwong, Jack (2 HKTC 174).
3.4
It is important to note that in counting the number of days for 60-day rule purpose, part of a day is counted as a day. Thus, the day of arrival and the day of departure are counted as two days (BR 29/89 and BR 12/94).
4.
Remuneration Package
4.1
Introduction

4.1.1
The other common method adopted by an employee in minimizing his or her tax liability is to arrange a remuneration package in such a way so as to maximize the exemption and favourable treatments on income that are allowed by the IRO.
4.1.2
The items which are likely to be included in a remuneration package are as follows:
(a)
provision of place of residence by the employer;

(b)
refund of rent by the employer;

(c)
recognized occupational retirement scheme;
(d)
contractual liability borne by employer, such as medical, dental, domestic servant, car and utility bill;

(e)
free or low interest loan;

(f)
share option;

(g)
use of employer’s recreational or club facilities.

4.2
Accommodation

4.2.1
If a company provides accommodation to an employee, or reimburses rent paid by the employee to the landlord, or alternatively pays the rent to the landlord directly, then the amount so paid can be excluded from the taxable income.
4.2.2
Instead, the employee would be treated as having received a taxable benefit equal to the rental value of the premises concerned, and this is normally calculated as 10% (in the case of a residence which is not a hotel, hostel or boarding house) on the assessable income from employment for the period during which the accommodation is provided. For this purpose, the rental payment can include not only rent, but also management fees and rates with respect to the premises which you are obliged to pay under the lease.

4.2.3
However, the IRD will stringently monitor the situation to ensure that the company’s obligation to make such rental payments or reimbursements is clearly set out in the contract of employment. If the employee are not required to use such payments to pay rent, then the whole of the payment will be taxable as an ordinary salary payment.

4.2.4
In order to satisfy the IRD that the company is carefully monitoring how such funds are expensed, the company would be required to obtain a copy if the stamped lease agreement, as well as copies of the monthly rental receipts given by the landlord. These procedures can be simplified if the company were to enter into the lease agreement directly with the landlord and to make all payments direct to the landlord itself.
4.3
Recognized occupational retirement scheme
4.3.1
Under the HK salaries tax regime, employees are entitled to salaries tax concessions or exemptions in respect of certain benefits received from a recognized occupational retirement scheme or mandatory provident fund scheme.

4.3.2
Any lump sum payment, other than pension or commutation of pension, withdrawn from such a scheme is exempt from salaries tax in respect of the portion representing the employee’s own contributions.

4.3.3
As regards the portion representing the employer’s contribution, it would be totally exempt if the payment is withdrawn by reason of retirement.

4.3.4
However, if the withdrawal is by reason of termination of services, the portion would be exempt from salaries tax only to the extent of the proportionate benefit; which, by formula, would mean that any withdrawal made after the service of less than 10 years would be taxable in the proportion of the months of services bearing 120 months.

4.3.5
For example, if an employee leaves as a resignee upon termination of his service, as he has been in service for 5 years, any withdrawal from the scheme would be taxable in respect of roughly half of the amount representing the employer’s contribution. However, if he retires, the whole amount withdrawn from the scheme would be fully exempt. It is therefore more tax effective for the employee to receive the lump sum payment from the scheme by virtue of retirement.
4.3.6
As regards the ‘pension’ which would be payable to an employee on a monthly basis, it is chargeable to HK salaries tax if the pension is ‘arising in or derived from HK’. The generally accepted rule is that a pension is sourced where the pension fund is located – i.e. where it is managed and controlled. It should be noted that the employee would be assessed each year on the pension received despite his no longer working in or residing in HK.
4.4
Contractual liability borne by employer
4.4.1
It is tax-efficient to provide the following fringe benefits:
(a)
discharge of employer’s liability which is not guaranteed by any other person (not employee’s personal liability);

(b)
benefits which are not convertible into cash;

(c)
benefits which are not attributable to a particular employee.

4.4.2
The employer should not give an asset to an employee free or at a price below market value because the benefit is convertible into cash. Assets should be lent to the employee for use, without transfer of ownership, e.g. a motor car can be made available for use by an employee. No salaries tax arises because the benefit cannot be converted into cash.
	4.4.3
	Tax planning for specific benefits

	
	(a)
Utilities

The contract should be entered into between the employer and the utilities suppliers (i.e. the electricity company, the gas company, the water authority) for the supply of facilities to the employer’s home. This means that the company will be legally liable to pay these amounts.
Furthermore, the employee must not have the option to be able to take cash in lieu of having the utility bills paid by the company. If the employee is entitled to simply take cash from the company directly, then the amount would be taxed. It is therefore essential that the employment contract specifies that the company will make such payments and the employee will not be entitled to payment in cash.
(b)
Personal expenditure
It is generally not possible to make any tax planning arrangements for personal expenditure. If the company reimburses your personal expenditure, the reimbursement is a cash allowance taxable on the employee.

If the company gives the employee a credit card on which to charge personal purchases, and the company pays the credit card company, the amount so paid is also taxable on the employee. The reason for this is that, in the typical case, the employee’s liability is discharged when the employer pays the credit card company. This results accords with the IRD’s practice which states that credit card arrangements will not be accepted by the IRD, and the benefit taxed on the employee, where they are used for the private purposes of the employees.
(c)
Medical expenditure
It is a common fringe benefit. Only if the company could maintain an insurance policy to cover the employees’ medical needs, payments made by the insurance company will be tax-free.

Alternatively, if the company wishes to make such payments directly without maintaining insurance, the company could enter into an arrangement with specified doctors that, should the employee consult with such doctor, the doctor agrees that he will not look to you for the payment of fees, but will charge the company only. Through this technique, the employee will avoid entering into a legal obligation to pay the doctor’s fee, and the amount paid by the company to the doctors will be tax-free.
(d)
Domestic servant or driver
The servant/driver should be employed by the employer to serve the employee.

(e)
Car and private transport
The provision of the car is a non-taxable benefit in kind as they are not convertible into cash.
It is better for the company to specify in the employment contract the use of the company car by the employee. Alternatively, the contract of employment could be silent on this point, and the company could simply make the car available to the employee to use.

(f)
Education of employee’s children

The employer can operate a nursery school for the children of all its employees. The benefit is not taxable as it is not attributable to any particular employee.

Alternatively, the employer can set up a discretionary trust from which the income can be used to pay for the education of the employee’s children. The IRD accepts that the benefit is not taxable, following Barclays Bank v Naylor (1960) 39 TC 256.


4.5
Free or low interest loan
4.5.1
Such a loan provided by the employer is not taxable provided that no other person provides surety to the loan. The benefit must not be convertible into cash by the employee.
4.6
Use of employer’s recreational or club facilities
4.6.1
The employer should become a member (e.g. corporate member) and allow its employee to enjoy the club’s facilities. In such circumstances, the liability for subscription and entrance fees, etc., is the liability of the employer.

5.
Independent Contractor Relationship
5.1
The law governing the deduction of expenses under salaries tax is very restrictive, and the expenses must be wholly, exclusively and necessarily in the production of assessable income under s 12(1)(a). However, the law governing the deduction of expenses under profits tax is more lenient in that as long as the expenses are incurred in the production of assessable profits, the expenses are deductible under s 16(1).
5.2
In order to take advantage of the less restricted provisions on the deduction of expenses under profits tax, an employee may make arrangement with his employer and the employee forms a service company to receive the income from the employer in the form of management fee.
5.3
In this way, the so-called “employee” becomes an independent contractor with the so-called “employer” on a principal to principal basis, and receives income chargeable under profits tax. Therefore, the “employee” may claim deduction of private and domestic expenses which are not deductible under salaries tax.

5.4
The Government is of the view that the use of service company to avoid salaries tax has been too aggressively used by taxpayers, and passed the IRO 1995 on 6 July 1995 to introduce a new section 9A to address this issue.
5.5
The amendments address avoidance involving disguised employment arrangements by providing, in essence, that where remuneration for services rendered by a person under employment-like conditions is paid not to the person, but to a company he (or an associate) controls, it will nonetheless be treated as employment income of the person.
5.6
In other words, the new section 9A is to treat remuneration under certain agreements as being income derived from an employment. If it is so, the income received by the service company will be treated as being received by the individual who has control over the company, and such income is assessed under salaries tax, not profits tax.

5.7
In order to determine whether there is a contract for employment or an independent contractor, the Commissioner will apply the following tests:
(a)
the control tests – to determine whether the relevant person (i.e., the so-called employer) controls the relevant individual ( i.e., the so-called employee);

(b)
the integration test – to determine whether the relevant individual holds a position within the organization of the relevant person;

(c)
the economic reality test – to determine whether the income of the relevant individual is in effect derived from the relevant person and whether the relevant individual is at risk with his capital.

5.8
If the receipt of the management fees from a service company cannot pass the aforesaid tests, his or her income will be assessable under salaries tax. In order to have an effective salaries tax planning, taxpayers should arrange the scheme in such a way that the section 9A will not catch it.
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