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MD – Taxation Answers


Chapter 18 Anti-Tax Avoidance
Answer 1

(a)
Section 61B is used to restrict the trafficking of loss companies for the purpose of tax avoidance. It disallows loss set-off if the Commissioner is satisfied that the sole or dominant purpose of any change in shareholding in a loss company was for the purpose of utilizing such losses to obtain a tax benefit.

Section 61B applies if:
(i)
A change in shareholding has been effected after 13 March 1986;

(ii)
The Commissioner is satisfied that as a direct or indirect result of the change, profits have been received by or accrued to the company during any year of assessment (i.e. not necessarily in the year subsequent to the change); and

(iii)
Utilisation of the loss is the ‘sole or dominant’ purpose of the change in shareholding.
‘Effected’ means shares are transferred from one person to another. The transferee may or may not be an existing shareholder, and the transferor may or may not continue to be a shareholder.

In deciding whether profits have been received, the flow of profits before or after the change will be examined in particular with reference to:

(i)
Nature and conduct of the company’s business,

(ii)
Income and expenditure patterns,

(iii)
Management and control, and

(iv)
Background of the party to whom shares were transferred.

‘Dominant purpose’ means the purpose which outweighs all other purposes combined.
(b)
Based on the facts provided, acquiring the shares in Sad Ltd can benefit Happy Ltd and is not for the dominant purpose of utilising the loss of Sad Ltd. Instead, the acquisition of twothirds of the shares in Sad Ltd is intended to continue and expand the existing business of Sad Ltd into the China market. There is no change in the nature of business carried on by Sad Ltd after the share transfer. Therefore, if losses were sustained in the assessments of Sad Ltd in the previous years, they could be used to set off against the future profits accrued to Sad Ltd in the following year(s) after the share transfer.

Nevertheless, Happy Ltd should be aware of the possible challenge by the IRD on the basis of s.61B. It is advisable for Happy Ltd to obtain an advance ruling on the acquisition proposal in respect of the treatment of the losses brought forward, if it is going to take over the shares of Sad Ltd.

Answer 2
In the circumstances, s.9A could be applied to the service company arrangement between Paul and the Hospital as the following conditions under s.9A(1) are satisfied:

(a)
There is an agreement. Contract B is the relevant agreement.

(b)
The Hospital is the ‘relevant person’ carrying on a business in Hong Kong.

(c)
Paul is the ‘relevant individual’ who is required to provide services to the Hospital in accordance with Contract B.

(d)
The remuneration for Paul’s services is paid to A Ltd of which Paul has control.

Section 9A, however, will have no application if all the criteria specified by s.9A(3) are duly satisfied. However,

(1) The remuneration provided by the Hospital includes annual leave benefits which are typically associated with employment. Section 9A(3)(a) is not satisfied.

(2) The remuneration is paid monthly which is common for an employment contract. Further, the remuneration also includes an annual bonus which is typical in an employment contract. Section 9A(3)(d) is not satisfied.

Section 9A(4) provides another avenue to take his case out of s.9A(1) if Paul can establish to the satisfaction of the Commissioner that his carrying out of the services is not in substance the holding of an office or employment of profit with the Hospital.

If s.9A applies, Paul is treated as having an employment with the Hospital. The income that A Ltd receives from the Hospital under Contract B should be treated as Paul’s income chargeable to salaries tax, and the Hospital will be required to fulfil the obligations as an employer as if Paul is the employee.

However, the remuneration derived by Paul from A Ltd for the provision of services to the Hospital will not be taxable under salaries tax; and the income that A Ltd receives from the Hospital will not be taxable under profits tax.

Answer 3

Mr. Young’s plan, if put into effect, will leave Young Design with a profit of no more than 10% of its turnover, after charging a deduction for the consultancy fee (‘the Fee’) calculated at 90% of its turnover. The limited company, the Consultant, will have a consultancy fee income (‘the Income’) equivalent to 90% of Young Design’s turnover against which expenses can be deducted before arriving at the Consultant’s profits chargeable to tax. The deduction of expenses may include expenses which are otherwise not deductible from Young Design. As a result and if the IRD accepts Mr. Young’s claims, he will pay less tax than he would without the arrangement.
To qualify as a deductible expense, Mr. Young must satisfy the IRD that the Fee fulfils the requirements of s.16(1). That is, (i) the Fee was incurred, (ii) it was incurred in the production of the chargeable profits of Young Design, and (iii) it was not excessive. It is, however, likely that the Fee will be challenged by the IRD as to whether requirements (i) (ii) and (iii) are fulfilled.
The IRD will likely probe into the commercial reality of the arrangement between Young Design and the Consultant. It will look at all surrounding circumstances: relationship between the payer and the payee, the purpose of/reasons for the payment, the manner of payment, the basis and breakdown of the amount. It may attack the arrangement and circumvent the tax benefits pursued by Mr. Young by invoking the provisions of ss.61 and 61A.
The IRD may look at matters such as whether the arrangement was properly documented, implemented and put into effect. If not, the arrangement can be disregarded as being artificial or fictitious under s.61.

The IRD may also apply the seven matters specified in s.61A to ascertain whether the sole or dominant purpose of the arrangement is to confer a tax benefit on Mr. Young. If this is so, the IRD will disregard the arrangement and assess Mr. Young and the Consultant in a manner considered appropriate to counteract the tax benefit sought by Mr. Young.

In the event that the IRD does not invoke s.61 or s.61A, it may still restrict the deduction of the Fee under s.16 by applying DIPN 24 (Revised) (Service Company ‘Type II’ Arrangements), i.e. allow a deduction at the cost of qualifying services plus a mark-up at 12.5%. The relationship between the Fee and the services (and the cost thereof) rendered by the Consultant to Young Design in the production of the latter’s chargeable profits will be examined. The Fee will be dissected in accordance with an analysis of the Consultant’s expenses by which the cost of qualifying services is identified. If the Fee is an indivisible sum, the IRD may disallow the Fee in total.
To conclude, Mr. Young has to prepare himself for the attack of the IRD under ss.16, 61 and 61A. He may not enjoy the expected tax benefits.
Answer 4
(a)

Before entering into the arrangement, Mr. X should have been assessed to salaries tax in respect of his whole salary under s.9(1)(a). He would also be entitled to a home loan interest deduction under s.26E(1).

Under this arrangement, half of Mr. X’s salary (‘the Sum’) would be converted into rental income in respect of the Property and he was provided with the Property as rent-free place of residence by A Ltd. Mr. X would no longer be assessed to salaries tax for the Sum. Instead, a rental value at 10% of the remaining salary would be included in his assessable income pursuant to ss.9(1)(b) and 9(2).
On the other hand, the Sum would be assessed to property tax by virtue of s.5(1) after deduction of the rates paid by Mr. X (s.5(1A)) and a 20% allowance for outgoings and repairs (s.5(1B)). Further, if Mr.X elected to be assessed under personal assessment, he would also be entitled to a deduction of the mortgage interest paid in respect o the Property under the proviso to s.42(1). The amount of such interest deduction would be greater than that of the home loan interest deduction, which would have been allowed to Mr. X if he had not entered into the arrangement.

In short, the arrangement could cut down the taxable amount of the Sum and provide a greater amount of interest deduction. Mr. X’s overall tax liabilities could thus be reduced.
(b)

According to the terms of Mr. X’s service agreement, his remuneration package only included a base salary. He was not contractually entitled to any housing benefit. Although Mr. X purported to have let the Property to A Ltd, the tenancy agreement between the parties was unstamped which was not admissible in evidence pursuant to ss.15(1) and (2) of the SDO. Apart from the tenancy agreement, there is simply no evidence that Mr. X did let the Property to A Ltd. The Sum, which was allegedly paid to Mr. X as rent, was no more than part of its base salary, and it should be fully chargeable to salaries tax by virtue of s.9(1)(a).
Even if it were accepted that Mr. X had let the Property to A Ltd which had in turn provided the Property back to Mr. X as free quarters, the arrangement would be considered artificial within the ambit of s.61, having regard to the following:
(i)
The Property was at all material times owned by Mr. X. He had every legal right to use the Property as his residence. There is neither a need nor commercial sense for him to let the Property to A Ltd and then get it back as free quarters.

(ii)
The tenancy agreement took retrospective effect for two months before the date of execution. The rent provided thereunder also doubled the then market rent. Unlike the common requirement of paying rent in advance, A Ltd was required to pay rent to Mr. X in arrears at the end of each month. All these terms are unusual for normal tenancy agreements between unrelated parties dealing with each other at arm’s length. They highlight the artificiality of the tenancy between Mr. X and A Ltd.
As the arrangement, if left unchallenged, would reduce Mr. X’s overall tax liabilities (see (a) above), it should be disregarded pursuant to s.61. It follows that the Sum was not rental payment of Mr. X but part of his base salary and it should be fully chargeable to salaries tax under s.9(1)(a).
Answer 5
(a)

By carrying on his medical practice through Company E, Dr A may reduce his tax liabilities as follows:

(i)
As Company E becomes the person carrying on the medical practice, Dr A will no longer be liable to profits tax in respect of the profits of the clinics. Instead, he, being the director of Company E, will provide medical services at the clinics in return for his director’s remuneration. His remuneration package can be arranged to include a lot of fully or partially non-taxable fringe benefits (e.g. provision of quarters, domestic helper employed by Company E, etc.), whereas Company E will be able to claim a deduction of those benefits as business expenses. By such an arrangement, although the profits tax rate for a corporation (16.5%) is higher than the standard tax rate for individual (15%), the overall tax liabilities of both Dr A and Company E can be reduced.

(ii)
The substantial loss sustained by Company E from share dealing has not yet been utilised due to its dormancy since 1997. In the circumstances, by injecting the medical practice into Company E, the aforesaid loss can be utilised to set off against the profits of the clinics.
(b)

In advising Dr A on his tax planning idea, the accountant should be aware of the following:

(i)
Tax is a major source of the government’s income. To preserve the welfare of the community, the accountant should act honestly in advising Dr A on his tax planning idea.

(ii)
The accountant is entitled to put forward tax advice as to the best position for Dr A, provided that he does so within his professional competence and it does not in any way impair his standard of integrity and objectivity, and is in his opinion consistent with the law.

(iii)
The accountant should not hold out to Dr A the assurance that the tax advice he offers is beyond challenge. Instead, the accountant should ensure that Dr A is aware of the limitations attaching to the advice (such as the possibility that the Commissioner may invoke ss.61 and 61A to deny any tax benefit obtained from the tax plan), so that he does not misinterpret an expression of opinion as an assertion of fact. Moreover, the accountant should remind Dr A of his exposure to penalty provided under the IRO if the tax plan fails eventually.

(iv)
If the accountant also assists Dr A in preparing his tax return in accordance with the tax advice, he should advise Dr A that the responsibility for the content of the return rests primarily with Dr A.

(v)
The accountant should not disclose any information acquired in the course of advising Dr A to third parties without proper and specific authority unless there is a legal or professional right or duty to disclose.
Answer 6
(a)

There are specific anti-avoidance provisions in the IRO to deal with arrangements to disguise employer / employee relationships (Service Company Type I). In examining the arrangement between ASC and FPL, the IRD would seek to use the operative provisions in s.9A(1) of the IRO together with the principles elaborated in Departmental Interpretation and Practice Notes No. 25 (Revised November 2011)(“DIPN No. 25”).
In assessing the applicability of s.9A(1) of the IRO to the service fee income received by ASC from FPL, the IRD would examine the prima facie liability of whether there is an arrangement which will come within the scope of the section where (as per para. 8 of DIPN No. 25):

(a)
there is an agreement;

(b)
services have been carried out under the agreement by a “relevant individual” (i.e. Mr. Lam) for a “relevant person” (i.e. FPL); and

(c)
remuneration for the services has been paid or credited to a corporation (i.e. ASC) controlled by the relevant individual as defined in s.9A(1)(a), (b) or (c) of the IRO.

If s.9A(1) of the IRO applies to the arrangement between ASC and FPL, the income derived by ASC from FPL are deemed to be income derived by Mr. Lam from employment and chargeable to salaries tax.
In order to defend against a challenge by the IRD for the application of s.9A(1) of the IRO, ASC must substantiate to the IRD that all the six specific criteria laid down in s.9A(3) of the IRO are satisfied.
(b)

S.9A(4) of the IRO provides a practical approach for ASC to ascertain if s.9A(1) of the IRO is not applicable to the arrangement of providing consultancy services to FPL. In this connection, ASC can request for an advance ruling made by the CIR. ASC would then be required to submit further information as per Appendix B of DIPN No. 25 in order to facilitate CIR’s consideration if an employment exists by applying the (i) control test, (ii) integration test, (iii) the economic reality test, and (iv) the doctrine of mutuality of obligation. (Para. 41 to 44 of DIPN No. 25). Upon submission of the relevant information, the CIR will exercise his discretion under s.9A(4) of the IRO on whether s.9A(1) of the IRO should apply to the arrangement between ASC and FPL regarding the provision of consultancy services.
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