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JUDGMENT

Issue
1 Thisapped raisesthe question whether acertain portion of US$11 million paid to the

Taxpayer by hisemployer, Consolidated Electric Power AsaLtd (“CEPA”), upon termination of
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his employment was his income from employment chargeable to sdaries tax under the Inland
Revenue Ordinance, Cap.112 (“the Ordinance’).

Background
2. The background facts are not in dispute. They are summarized as follows.
3. CEPA isalisged company in Hong Kong. On 29 January 1997, Southern, a USA

company, acquired control of CEPA. The Taxpayer was one of the co-founders of CEPA.

4, By an employment agreement dated 30 October 1996 (“the Employment
Agreement”) made between Southern, CEPA and the Taxpayer, the Taxpayer was employed as
CEPA’ s managing director and chief executive officer for a period of five years effective on
29 January 1997.

5. Clause5 of the Employment Agreement set out the Taxpayer’ s remunerdion
packagefor thefive years concerned. It included, among other things, incentive compensation plan
units. Clause 51.(i) provides:

“As soon as practica following the Effective Date, Executive shdl be awarded

5,000,000 nontransferable, nonassignable, Incentive Compensation Plan Units (‘ the
Units ). During the term of this Agreement and for a period of two years theregfter,
Executive shal be entitled to additional Units in the amount of 500,000 units each
upon the declared commercia operation date of the Company’ s next Sx 660MW
eectricd generating units. Each 500,000 Unit block shdl entitle Executive b an
annua payment in an amount equd to the Next Income of the Company multiplied by
0.0385 percent (the * Compensation Percentage’ ) less the Retention Percentage (as
hereinafter defined) to be paid on or before the 15™ day of the third month following
theend of the Company’ sfiscd year; provided, however, that if and upon the event of
each and every Extraordinary Corporate Transaction (such * Extraordinary
Corporate Transaction' being defined herein as any contributions following the

Effective Date whereby the Company receives from its shareholders in excess of

$500,000,000 U.S,, and, thereefter, any one or series of contributions whereby the
Company receives from its shareholders an amount equa to or exceeding
$100,000,000 U.S. and every U.S.$100,000,000 U.S. increment theregfter), the
0.0385 percent Compensation Percentage shdl be re-determined on and following
the date of such extraordinary Corporate Transaction and shall be equd to:

(¥) 990,605 plus

(A) theamount of any dection made by Executive pursuant to subparagraph
f.(ii) hereof, divided by
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(B) the number of 500,000 Unit blocks held by Executive
(y) divided by the sum of

(A) 2572,009,395 plus the amount received by the Company pursuant to
each and every such Extraordinary Corporate Transaction and plus

(B) theamount determined under subclause (x) above.

If and to the extent that Executiveis or becomesligble for Hong Kong sdariestax on
any of the payments made under this Paragraph 5.£.(i) or the grant of the Units, the
Company agrees to reimburse Executive for the amount of such taxes and to ‘ gross
up such reimbursement to take into account any salaries tax which may be due on
such reimbursement.

6. Further, under clause 9 of the Employment Agreement, the Taxpayer may, as CEPA
agrees, dectsto receive alump sum payment in lieu of the Units granted to him under Clause 51.

7. There is no dispute that the Taxpayer had since the Employment Agreement been
awarded the 5 million Units (“the 5SM Units ).

8. On 12 June 1997, Southern requested the Taxpayer to resign from CEPA because
Southern took the view that the Taxpayer’ s management style was incompatible with others. On
the same day, the parties sgned a termination agreement (“ the Termination Agreement”). Under
the Termination Agreement :

(1) The Taxpayer agreed to resgn from his directorship and employment with
CEPA and dl its subgdiaries and associated companies with immediate effect
(Clause 1).

(2) CEPA agreed to pay the Taxpayer a sum of US$2 million on 13 June 1997
(Clause 2).

(3) The Taxpayer agreed to the cancdlation of his ICP Units for a payment of
US$11 million (“the Sum™) to be paid no later than 12 July 1997 (Clause 3).

(4) CEPA agreed to forgive the repayment of the US$8 million loan from CEPA to
the Taxpayer.
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9. On 12 July 1997, the Taxpayer tendered his resgnation.
The Deputy Commissioner’ s determination

10. In the determination dated 30 September 2004, the Deputy Commissioner of Inland
Revenue determined, among other things that the Sum was the Taxpayer’ s incomer from
employment chargeable to sdlariestax for the year of assessment 1997/98.

TheBoard’ sdecision

11. The Taxpayer gppeded to the Board of Review. He argued that the Sum was not
income from hisemployment. 1t was paid to extinguish hisrights to substantial damagesin respect
of abreach of the Employment Agreement by CEPA and/or Southern. In other words, it was part
of the compensation for the abrogetion of dl his rights under the Employment Contract.

12. The Commissoner of Inland Revenue contended before the Board that the Sum
represented for the non-receipt of certain payments which might otherwise have to be made under
the Employment Agreement. Such payments, if made to the Taxpayer, would have been regarded
as pat of his employment income. It followed that the Sum, which took its nature from the
substance of the payments for which it was subgtituted, represented the taxpayer’ s income from
employmert.

13. By its decison dated 24 May 2005, the Board concluded that :

(1) The Sum was a payment made in exchange for the Taxpayer’ s ICP Units,
including both the 5SM Units and the additional Unitswhich he might have earned
had the Employment Agreement not been terminated (“ the Future Units’).

(2) Theportion of the Sum attributed to the Future Unitswas not taxable asit was a
payment for the abrogation of the Taxpayer’ s rights in respect of the Future
Units.

(3 The5M Units, however, were an inducement to the Taxpayer to enter into the
Employment Agreement and therefore the portion of the Sum éttributed to the
5M Units was taxable.

(4) 50% of the Sum should be gpportioned to the 5M Units by adopting a “ rough
and ready” method of gpportionment.

Questions of law
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14. The Commissioner accepts the Board' s finding that the payment made in exchange
for the 5M Units is taxable wheress the payment made in exchange for the Future Units is not.
However, the Commissioner consdersthat the Board has erred in making the 50% apportionment.
By letter dated 16 March 2005, the Commissioner asked the Board to state acase on thefollowing
question for the opinion of this Court:

“Whether on the facts found by the Board, the Board' s conclusion thet 50% of the
Sum should be gpportioned to the 5M Units was one which a reasonable tribund
could arivea. (‘ Questionl )’

15. The Taxpayer takesthe view tha the Sum initsentirety is not taxable. Alternaivdy,
he disputes the 50% apportionment. By letter dated 23 March 2005, he asked the Board to state
acase on the following questions:

“Did the Board err in law in failing to conclude that, upon the true congtruction of the
Termination Agreement and the Employment Agreement, dl of the Sum, induding the
part representing the Taxpayer’ sentitlement in respect of the 5M Units, was damages
for the abrogation of the Taxpayer' s Employment Agreement and therefore not
chargeableto tax? (* Question2)

Wasthe Board correctinlaw in concluding thet Part 111 of the Ordinance (asit stood
in June 1997) permitted apportionment of sums received by the Taxpayer under the
Termination Agreement for the purpose of determining what part of the Sum was
taxable thereunder? (* Question3)

If gpportionment ispermitted by Part 111, wasthe Board correct in law in adopting the
“rough and ready” method of gpportionment? (* Question4' )’

16. At the hearing before me, the Taxpayer did not pursue Question 3. If he did, the
answer would be“ Yes'.

17. It can be readily seen that Question 2 dedls with the Taxpayer’ s liability to tax, and
Questions 1 and 4, apportionment. It istherefore logicd to first consder Question 2.

Question 2 : Liability to tax

18. Section 8 of the Ordinance provides that salaries tax is charged upon income arising
in or derived from Hong Kong from any office or employment of profit. Under section 9(1)(a),
income from any office or employment includes any wages, sdary, leave pay, fee, commisson,
bonus, gratuity, perquisite, or allowance whether derived from employer or others.
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19. The Sum was a payment made on termination of employment. When considering
whether or not it is caught by sections 8 and 9(1)(a) of the Ordinance, the court looks at its true
nature. The labd which the parties chose to put on the payment is not determinative :
Commissioner of Inland Revenue v. Yung Tse Kwong [2004] 3 HKLRD 192, per Tang J (as
he then was) at para.16 at p.198C.

20. The parties have cited a number of authorities rdating to payments made upon
termination of employment. | do not propose to ded with them in detail. For present purposes, it
will be sufficient to Sate two well-established propositions derived from the cases thus :

(1) Payment made as an inducement to enter into an employment is taxable, and it
does not matter whether it was paid before, during or on termination of the
employment : Mairs (Inspector of Taxes) v. Haughey [1994] 1 AC 303; see
aso Yung Tse Kwong for Tang J s discusson of the English authorities at
paras.29-40.

(2) Payment as consderation for the abrogation of a contract of employment or as
damagesfor it isnot taxable : Henley v. Murray (1950) 31 TC 351, [1950] 1
All ER908; Comptroller-General of hland Revenue v. Knight [1973]
AC 428.

21. Asnoted, the Board found that the 5M Units were an inducement to the Taxpayer to
enter into the Employment Agreement. Thusthe portion of the Sum attributed to the cancellation of
the 5M Units was taxable.

22. Mr Barlow, appearing for the Taxpayer, readily accepts that any right to
remuneration (or to other emoluments capable of monetary quantification) that had accrued by the
date of termination of his employment is subject to sdlariestax. However, he argues that none of
the Sum represents such an accrued right or accrued quantifiable entitlement.  His contention runs
likethis.

23. On aproper congtruction of Clause 5.f(i), the 5M Units entitled the Taxpayer, in the
absence of digmissd or termination, to an annud share in the Net Income of CEPA indefinitdy
calculated at 0.0385% per 500,000 Units x Net Income = 0.385% x Net Income. The period of
employment being between 29 January and 12 June 1999, no entitlement to payment in respect of
0.385% of CEPA’ sNet Incomefor the1¥ year of the Employment Agreement had accrued when
the parties entered into the Termination Agreement. Further, thereisno provision for gpportioning
any Unit entitlements over a part of any one year’ s net Income. At the date of the Termination
Agreement, no sum was payable to the taxpayer in respect of the 5SM Units. Thus in terms of
sections 11B and 11D of the Ordinance::
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(1) Noamount of incomein respect of the 5M Units had accrued to the Taxpayer in
the year of assessment : section 11B.

(2) Noincomein respect of the 5M Units had been received by the Taxpayer in the
year of assessment and therefore no such income could be included in his
assessable income for that year of assessment : section 11D(a)°.

(3) No payment, in respect of any income from the 5M Units, was made to the
Taxpayer after he ceased to derive income from the employment which, had it
been made on the Taxpayer’ s last day of employment, would have been
induded in that year of assessment: section11D, and proviso (i) in
subparagraph (b)°.

24. Mr Barlow accordingly submits that the Sum was paid as compensation for the
cancellation of the5M Units and his entitlement to earn other Units as CEPA’ s business grew and
the abrogation of the Taxpayer’ s contractud rights to share in the Net Income of CEPA annudly.

25. | accept that at the time of termination, no annua payment arising from the 5SM Units
had accrued. There is no evidence to suggest that the parties had agreed to a * buy-out” of the
5M Units under Clause 9 upon termination either. However, it does not necessarily follow that
none of the Sum represents an accrued quantified entitlement which is subject to sdaries tax.

26. | will firgt consider the nature of the 5M Units. The 5M Units formed part and parce
of the Taxpayer’ sremuneration package under the Employment Agreement. The 5M Units would
entitle the Taxpayer to annua payments as provided under Clause 5.(i); or subject to CEPA’ s
agreement a lump sum payment in lieu under Clause 9. HFainly, it was an inducement, and an
atractive oneindeed, to the Taxpayer to enter into the Employment Agreement. Thefinding by the
Board in this respect cannot be flawed.

27. | then consder what the Sum covered. Under Clause 5f(i) of the Employment
Agreement, the Taxpayer was entitled to the 5M Units and the Future Units. Clause 3 of the

Section 11B stipulates that the assessable income of a person in any year of assessment shall be the
aggregate amount of income accruing to him from all sourcesin that year of assessment.

Section 11D(a) provides that for the purpose of section 11B, income which has accrued to a person during
the basis period for ayear of assessment but which has not been received by himin such basis period shall
not beincluded in hisassessableincomefor that y ear of assessment until such time as he shall havereceived
such income...

Subparagraph (b) and proviso (ii), read together, stipulates that income accrues to a person when he
becomes entitled to claim payment thereof, provided that, subject to proviso (i), any payment made by an
employer to aperson after that person has ceased or been deemed to cease to derive income which, if it had
been made on the last day of the period during which he derived income, would have been included in that
person’ s assessable income for the year of assessment in which he ceased or is deemed to cease to derive
income from that employment, shall be deemed to have accrued to that person on the last day of that
employment.
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Termination Agreement provides for the cancdlation of the Taxpayer’ s incentive compensation
unitsfor US$11 million. No digtinction had been drawn between the 5SM Units, which had areaedy
been awarded at the time of termination, and the Future Units, which had not. In these
circumgtances, it is open to the Board to find that one portion of the Sum was attributed to the
cancdllation of the 5M Units and the other was for the aorogation of his rights to the Future Units.
Again, the Board' sfinding cannot be flawed.

28. I next turn more specificaly to the portion of the Sum attributed to the cancellation of
the5M Units. Asnoted above, the5M Units were an inducement to the Taxpayer to enter into the
Employment Agreement. They aso entitled the Taxpayer annua payments under Clause 5.f or a
lump sum payment in lieu under Clause9. In the circumstances, the Sum attributed to the
cancdllation of the 5SM Units must have covered :

(1) A sum representing the vaue of the inducement, which is taxable.

(2) A sum representing the compensation for abrogeting the Taxpayer’ s rights to
annud payments under Clause 5.f and the lump sum payment under Clause 9,
which is not taxable.

29. Thus andyzed, only the portion of the Sum aitributed to the cancdlation of the
5M Units which represented the value of the inducement is taxable.

30. Inmy view, Mr Barlow’ s submissions have ignored the vaue of inducement entirdly.
He istherefore wrong in his contention that none of the Sum represents any quantified entitlement
that is taxable. On the Board' s part, it had erred in (@) failing to differentiate the two digtinct
elements covered by the portion of the Sum attributed to the cancellation of the 5M Units, and
(b) concluding that the entire portion attributed to the cancdlation of the 5M Unitsis taxable.

3L For these reasons, my answer to Question 2 isthis : “No, but the Board had erred in
not finding that only the portion of the Sum attributed to the cancdlation of the 5M Unitswhich
represented the vaue of the inducement istaxable.”

32. | now turn to the Questions relating to apportionment.
Questions 1 and 4 : Apportionment

33. Logicdly, Question 4 should be dedlt with first because it touches upon the gpproach
adopted by the Board in apportionment. Mr Fung, gppearing for the Commissioner, submits that
a the hearing before the Board, the Taxpayer did not provide any material assstance to the Board,
athough he bearsthe burden of proving that the assessment in question was excessive or incorrect.
In such circumstances, it ismost difficult to see how the Board can be said to be wrong in following
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Yung Tse Kwong and adopting the“ rough and ready” method of assessment. | agree. Theanswer
to Question4is“Na’.

34. | then turn to Question 1 which deds with the actud apportionment. The Board
proceeded to ded with gpportionment on the footing that the entire portion of the Sum attributed to
the cancdllation of the 5M Units was taxable. Unfortunately, that is, as | have demonsrated, a
wrong footing. Accordingly, the 50% apportionment cannot stand.  The answer to Question 1
must be“Yes'.

Remitting the case

35. In light of the above, what remains outstanding is apportioning the Sum attributed to
the cancdlation of the 5M Unitsby putting aproper vaueto the inducement. Neither Mr Fung nor
Mr Barlow has addressed the question of apportionment on thisfooting. In the circumstances and
having consdered the matter carefully, | think the best way to proceed isto remit the case back to
the Board for reconsidering gpportionment. For as rightly pointed out by Tang Jin Yung Tse
Kwong (para49), the Board is best able to ded with this question, which isaquestion of fact.

36. | will therefore order that the case be remitted to the Board pursuant to section 69(5)
of the Ordinance to reconsider the proportion of the Sum assessable to sdaries tax in light of the
opinion contained herein for the purpose of revisng the 1997/98 sdaries tax assessment raised on
the Taxpayer.

Costs

37. Having regard to how this apped is argued and disposed of, | think it is proper to
award the Commissioner (@) haf of her costs on Question 2 and (b) full costs on Questions 3 and
4; and make no order asto costs on Question 1. Taking the matter in the round, | will make an
order nis that the Commission shall have half of the costs of this apped, to be taxed if not agreed.

(J. Poon)
Deputy High Court Judge
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Mr Eugene Fung, ingtructed by Department of Jugtice, for the Appel lant

Mr Barrie Barlow, ingtructed by Messrs Lovells, for the Respondent



