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MPF Circular Letter No. 1





																			  					


Dear Sirs





MANDATORY PROVIDENT FUND SCHEMES





		With the contribution provisions of the Mandatory Provident Fund Schemes (MPF) Ordinance scheduled to commence next year, a number of enquiries have been received from tax practitioners, solicitors and scheme managers on the taxation aspects of the MPF implementation.  The points raised have, in general, been of wide application within the industry because they concern the various scenarios that will arise in relation to ORSO schemes in the transition to a MPF regime.





2.		This Circular Letter sets out the Department�s position on relevant questions received to date.  As the circular has been issued to facilitate forward planning by employers and scheme design by service providers, the application of the relevant provisions of the Inland Revenue Ordinance (IRO) will be consistent with the principles laid out below.   The views expressed in the Circular Letter are those of the Department and are given for information and guidance of taxpayers, their authorized representatives and their professional advisors in the retirement schemes industry.  This Circular, nevertheless, has no binding force in law and does not affect a person�s right of objection or appeal to the Commissioner, the Board of Review or the Courts.





3.		Requests have also been received for the issue of a Departmental Interpretation and Practice Note (DIPN) to explain the Department�s position on the issues of concern to the industry.  DIPNs are generally issued upon the relevant legislation coming into operation and subsequent to the majority of the practical technical issues of concern to taxpayers having been identified.  As the relevant legislation, insofar as it relates to MPF schemes, has not yet come into operation, the issue of a DIPN would be premature.  In the interim, if, further issues of wide-ranging application arise, the issue of further Circular Letters may be considered.  





�
Assessability of Sums Withdrawn From Schemes


	


4.		Persons with income arising in or derived from Hong Kong are subject to salaries tax.  The term income from employment is defined in section 9(1) of the IRO.  Insofar as it is relevant, section 9(1)(ab) as it applies to schemes constituted under ORSO, brings to account as income from employment, any amounts other than pensions (which are specifically chargeable under section 8(1)(b)) received by an employee from such schemes (whether by way of commutation or otherwise) as follows -





where the amount is received other than upon termination of service, death, incapacity or retirement of the employee - the full amount of the employer�s contributions under the scheme in respect of the employee concerned [section 9(1)(ab)(i)]





where amounts received because of termination of the employee�s service - the amount of the employer�s contributions that exceed the proportionate benefit, as calculated in accordance with section 8(4)(b) [section 9(1)(ab)(ii)].





Accordingly, amounts received as a consequence of death, incapacity or retirement and any amounts received upon termination of service to the extent that they do not exceed the proportionate benefit, are not specifically brought to charge as income for salaries tax purposes.  Section 8(2)(cb) complements section 9(1)(ab).  It specifically provides sums withdrawn from a recognised occupational retirement scheme upon termination of service (to the extent that they does not exceed the proportionate benefit), death, incapacity or retirement are excluded from the calculation of income chargeable to salaries tax.





5.		The principles in section 9(1)(ab) apply equally to sums withdrawn from retirement schemes constituted under the MPF Ordinance.  A summary of the salaries tax treatment of sums withdrawn by employees from both types of retirement schemes is attached as Appendix A. 








Commencement of MPF Contributions Provisions





6.		Upon commencement of the MPF contribution provisions, options are available to the employers who are currently operating recognized ORSO schemes.  These are -


�
Existing ORSO scheme converted to a MPF-exempted ORSO scheme (upon application and subject to approval by the MPFA); and either


-	Employer does not establish a MPF scheme; or


-	Employer establishes a MPF scheme to operate concurrently 	with the MPF-exempted ORSO scheme.


Existing ORSO scheme is retained to provide top-up benefits and employer establishes a MPF in which all employees are enrolled  





Existing ORSO scheme is wound-up and employer establishes a MPF scheme.








Transitional Arrangements





7.		Where an employer converts an existing ORSO scheme to a MPF-exempted, there are no transitional salaries tax implications for employees.  The employees continue to be members of the MPF-exempted ORSO scheme and no withdrawal of accrued benefits from the ORSO scheme occurs.  Accrued benefits attributable to an employer�s contributions to an ORSO scheme that is either a MPF-exempted ORSO scheme or an ORSO scheme retained by the employer to provide top-up benefits, may be withdrawn by employees upon termination of service (subject to the application of the proportionate benefit rule), retirement, death or incapacity.  Sums withdrawn in such circumstances are not liable to salaries tax.





8.		An employer establishing a MPF scheme may either continue the ORSO scheme but allow employees to transfer to the MPF scheme or wind up the ORSO scheme.  In either case, there will be a withdrawal of accrued benefits.  The amounts of any accrued benefits transferred to the MPF scheme will not attract a salaries tax liability.  They will be accorded the same taxation treatment as if they had remained in the ORSO scheme.  Vesting of the benefits to each employee can also continue in the MPF scheme as if there had been no transfer between schemes.  On the other hand, if employees are permitted to withdraw their accrued benefits from the ORSO scheme without any of the usual conditions for withdrawal being satisfied i.e. retirement, death or incapacity, then the accrued benefits attributable to the employer�s contributions will be taxable to the employees in full.  It is expected that all members of the ORSO scheme will have the option of either transferring to the MPF scheme or withdrawing their accrued benefits.  Provided that the option is available to all members, their individual liabilities to salaries tax will be determined in accordance with Appendix B.  The Department reserves the right to take appropriate action against any abuse of the concession.  


�
9.		In essence, employees will only be liable to salaries tax on the accrued benefits attributable to their employers� contributions to ORSO schemes when they are withdrawn other than upon termination of service, retirement, death or incapacity.  No salaries tax liability will arise where the amounts are transferred from an ORSO scheme to an MPF scheme as voluntary contributions. A table setting out the salaries tax position of employees in the various scenarios is attached as Appendix B.








Voluntary Contributions to MPF Schemes Originating From Wound-up ORSO Schemes





10.	Upon the winding up of ORSO schemes, former members transferring their equity (including their employer�s contributions) to MPF schemes as voluntary contributions are accorded the same treatment as if they had remained in the ORSO scheme.  Such voluntary contributions remaining in the MPF scheme until withdrawal upon termination of service (subject to the proportionate benefit rule), retirement, death or incapacity will not be subject to salaries tax at the time of withdrawal.  In any other cases, to the extent that they include any of the employer�s contributions transferred in from the previous ORSO scheme, will be subject to salaries tax.  The nature of the voluntary contributions transferred to the MPF scheme, irrespective of the recording method selected, is preserved.  Neither the quantum nor nature of the employer�s component transferred from the liquidated ORSO scheme to the new MPF scheme will change merely by being recorded as voluntary contributions.  Employers must record and retain, for each employee who migrates from an ORSO scheme to a MPF scheme, the details of the employer�s contributions included in the voluntary contributions transferred.  Where such voluntary contributions are withdrawn other than upon termination of service (subject to the proportionate benefit rule), retirement, death or incapacity, employers have an obligation to report the taxable amount received by the employee in the Employer�s Return for that year.








Profits Tax Considerations





11.		Section 15(1)(h) of the IRO deems sums received or accrued by way of refunds of contributions made by the person to a recognised occupational retirement scheme, to the extent of the deductions allowed to the person in ascertaining his assessable profits, to be taxable.  Employer contributions to an ORSO scheme that are repaid to the employer upon the winding up of the scheme are taxable to the employer.  Any excess recoupment (being investment income of the ORSO Scheme) is not taxable in the hands of the employer.





�
Costs of Establishing and Liquidating Retirement Schemes





12.		Retirement schemes established under ORSO have separate legal identities from those of their sponsoring employers.  Any losses incurred on the disposal of investments held by ORSO schemes at the time that they are liquidated are not deductible in determining the assessable profits of the employers who established the schemes.  On the other hand, costs incurred by an employer in establishing an MPF scheme, amending the rules of an ORSO scheme to comply with the MPF regulations or winding up an ORSO scheme will ordinarily be deductible.  Such expenses are regarded as effecting a change in the basis in which a business remunerates its employees and not the structure of the business per se.      		


























						    (Mrs SIN LAW Yuk-lin, Agnes)	


						Ag. Commissioner of Inland Revenue


�
																			Appendix A


		





SALARIES TAX TREATMENT OF ACCRUED BENEFITS WITHDRAWN BY SCHEME MEMBERS











Circumstance of Withdrawal of Accrued Benefits�
Accrued Benefits Attributable to


Recognized Occupational Retirement Schemes


�
Accrued Benefits Attributable to


Mandatory Provident Fund Schemes


�
�
�
Employee's Contributions�
Employer's Contributions�
Employee's mandatory &


voluntary contributions


AND


Employer's mandatory


contributions�
Employer's voluntary


contributions�
�
Retirement�
Exempt�
Exempt�
Exempt�
Exempt�
�
Death�
Exempt�
Exempt�
Exempt�
Exempt�
�
Incapacity�
Exempt�
Exempt�
Exempt�
Exempt�
�
Termination of service�
Exempt�
Exempt but "Proportionate Benefit Rule" applies�
Exempt�
Exempt but "Proportionate Benefit rule" applies


�
�
Termination of service and permanent departure from Hong Kong


�
Exempt�
Exempt but "Proportionate Benefit rule" applies�
Exempt�
Exempt but "Proportionate Benefit Rule" applies�
�
Withdrawal from a scheme in any circumstance other than listed above


�
Exempt�
Assessable�
Exempt�
Assessable�
�
�
Appendix B





OPTIONS FOR EMPLOYERS CURRENTLY OPERATING RECOGNIZED OCCUPATIONAL RETIREMENT (ORSO) SCHEMES


(No termination of member�s service)





Employer�s Action�
Effect on Existing ORSO Scheme Members


�
Salaries Tax Implications


For Existing Members�
�



�
In Respect of 


Membership�
In Respect of


Accrued Benefits�






�
�
1. Existing scheme becomes an MPF- exempted ORSO scheme (scheme can remain open or may be closed to new members)





    AND





	Employer sets up a MPF scheme









































�
(i)   Member may remain in the MPF-exempted ORSO Scheme; or





(ii)  Member may join the MPF scheme�
No effect











Employer may, subject to the ORSO Scheme's vesting scale, determine whether the member may elect to -





(a)	withdraw his accrued benefits in the MPF exempted ORSO Scheme (the ORSO benefits) early  without having satisfied any of the normal withdrawal requirements i.e. retirement, death or incapacity; or





(b)	allow the ORSO benefits to remain in the ORSO scheme until one of the normal withdrawal circumstances (termination of service, retirement, death or incapacity) is satisfied.








(c)	transfer the ORSO benefits to the MPF scheme as voluntary contributions�
Nil























(A) Accrued benefits attributable to employer's contributions are taxable in full.

















(B)	Accrued benefits attributable to employer's contributions not taxable if withdrawn upon termination of service (subject to Proportionate Benefit Rule), retirement, death or incapacity.  In any other case, amount withdrawn is taxable in full.


(C)	No salaries tax liability. The  accrued benefits transferred to the MPF scheme will be accorded the same treatment as if they remained in the ORSO Scheme.  Vesting of the benefits continues as if there was no transfer. Proportionate benefit based on total period of membership in both schemes�
�
2. Existing ORSO Scheme is wound up and employer establishes an MPF scheme.


�
Join the MPF Scheme�
Employer may -





(a)	transfer the ORSO benefits to MPF Scheme as voluntary contributions; or





(b)	allow employees to withdraw their benefits early and then wind-up the ORSO Scheme upon completion of withdrawal.�






(A)	Same as in 1(C) above.











(B)	Same as in 1(A) above.�
�
3.	Employer retain existing ORSO Scheme to provide top-up benefits and establishes a MPF scheme in which all employees are enrolled.�
Employee is a member of both schemes�
No transfer of benefits to the MPF Scheme�
For benefits retained in or added to the ORSO Scheme, same treatment as in 1(B) above.�
�
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