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l. INTRODUCTION
1 Mott MacDonald employed Mr. Tsai from 15 May 1997 to 1 March 2004 to work

on the West Kowloon Reclamation Project. Over the last year of his employment, Mott
MacDondd paid Mr. Tsal asdary, ahousing dlowance, and a gratuity of $251,280.
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2. Mr. Tsal paid sdaries tax on the housing alowance and sdary received in 2003-4.
But heclaimed that his gratuity was not subject to tax. He said that thiswas becauseit represented
severance and long service payments. There is no dispute that the Commissioner’ s established
practice has been that severance and long service payments are not subject to tax.

3. The Commissioner disagreaing with Mr. Tsa’ s description of his gratuity, Mr. Tsa
appedled to the Board of Review.

4, In January 2006 the Board upheld Mr. Tsai in part. The Board found that part of the
gratuity (amounting to $103,196) was in the nature of a long service payment under the
Employment Ordinance (Cap.57) (EO). Therest of the gratuity (the Board said) was subject to
sdariestax.

5. Mr. Tsa does not apped againg the Board' s decison. The Commissioner, on the
other hand, asserts that the Board erred in concluding that $103,196 of the gratuity was a long
sarvice payment not subject to tax. The Commissioner has accordingly caused the Board to state
acase regarding the proper characterisation of Mr. Tsa’ s gratuity.

6. The issue before me is whether $103,196 of the gratuity was rightly treated by the
Board as a long service payment. More specifically, the questions stated by the Board for my
determination are as follows-

“(1) Onthefactsfound by the Board, did the Board err in law in holding thet the
Taxpayer [Mr. Tsa] was entitled to payment of a long service payment
under the EO?

2 Did the Board err in law in holding that by operation of Clause 10 of the
Renewa Agreement [between Mr. Tsal and Mott MacDondd], the Board
did not need to seek assgance from the provisons of the EO for
determination of the Taxpayer’ s entitlements to a severance payment or a
long service payment?’

3 Didthe Board e inlaw in holding that, if ass stance would need to be sought
fromthe provisons of the EO, Section 31IA (instead of Section 311) would
have applied in the case of the severance payment, and Section 31YAA
(instead of Section 31Y') would have applied in the case of the long service
payment to the Taxpayer?’

(4 Did the Board err in law in holding that the Sum of $251,280.00 paid by
MMHK [Mott MacDonad] consisted of a sum of $103,196.00, being the



(2007-08) VOLUME 22 INLAND REVENUE BOARD OF REVIEW DECISIONS

long service payment to which the Taxpayer was held by the Board to be
entitled?’

. DISCUSSION
A. Question (1): Mr. Tsai’ s entitlement to a long service payment
Al Background

7. Mott MacDondd originaly employed Mr. Tsa for a period of 2 years under an
appointment letter dated 22 May 1997. The employment was subsequently extended by
agreement for further periods of 2 years under successive appointment |etters.

8. Eventualy, by aletter dated 22 February 2002, the employment was extended for 1
year from 1 April 2002 to 31 March 2003.

9. Findly, by aletter dated 3 March 2003, Mr. Tsa’ s employment under the terms of
the February 2002 letter was extended with his agreement for a further year from 1 April 2003 to
31 March 2004.

10. The Case Stated refers to the February 2002 |etter asthe “ Renewa Agreement”. It
was aterm of the contract evidenced by the February 2002 |etter that, on completion of service,
Mr. Tsa would receive a gratuity.

11. Clause 10 of the February 2002 letter provided that:-

“.... The gratuity payable will be the sum which, when added to the Company’ s
contribution to the MPF Scheme, equals to 25% of the tota basic sdary drawn
during your service period on the West Kowloon Reclameation project.

Codts borne by the Company, such as severance pay and long service pay, will be
deducted from the gratuity. You will not be entitled to a gratuity in the event of
resgnation or dismissd for unsatisfactory service”

12. Mr. Tsa’ sprevious gppointment letters contained Smilar, but not necessarily identicdl,
provisons. Mr. Tsa had thus previoudy received gratuities a the end of his initid 2 year
gppointment and following each successive 2 year extension up through 31 March 2003.

13. Mott MacDonad paid the $251,280 gratuity which is the subject of this apped
following the cessation of Mr. Tsa’ s employment pursuant to Clause 10 of the February 2002
|etter.
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14. In determining the character of the $251,280 gratuity, the Board first looked at EO
ss.31B and 31R.
15. EO s.31B requires an employer to pay severance to an employee who is dismissed

for redundancy after having been employed under a continuous contract for a period of not less
than 24 months.

16. EO s.31R requires an employer to make along service payment to an employee who
has been dismissed after having been employed under a continuous contract for not less than 5
years of sarvice, but to whom the employer is not liable to pay severance by reason of such
dismisA.

17. For the purposes of this case, the formula for caculating severance and long service
payments under the EO are identica and would produce a like result.

18. The Board reasoned that the combined effect of EO s5.31B and 31R was that an
employer should not be required to make both severance and long service paymentsin respect of
the same period of employment.

19. There can be no doubt (and no one disputed) that Mr. Tsai had been continuously
employed by Mott MacDondd for more than 5 years. He was employed under a “ continuous
contract” as defined in EO s.3 and Schedule 1.

20. It followed (the Board thought) that Mr. Tsai was entitled to receive severance pay if
he had been dismissed for redundancy or long service pay if he had been dismissed for some other
reason beyond his control.

21. Before the Board Mr. Tsai claimed to have been dismissed for redundancy.

22. But the Board did not believe that it was necessary to decide precisay whether Mr.
Tsa was entitled to severance or long service pay. Thiswas because (at Case Stated 823):-

“[f]or practicad purposes, the Board consdered that it mattered not whether the
Taxpayer was dismissed or not because even if he was entitled to both along service
payment and aseverance payment, he would only be paid one and the same amount
under the EO. The Board decided that sinceit had no evidence asto whether or not
the Taxpayer was in fact redundant, it treated the Taxpayer’ s entitlement under the
circumstances as along service payment.”

23. The Board consequently held that Mr. Tsai was at least entitled to receive long
sarvice pay from Mott MacDonad under the EO.
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A2 The Commissioner’ s submission

24, Mr. Herbert Li (gppearing for the Commissioner) argues that, in coming to its
concluson on Mr. Tsal’ sentitlement to long service payment, the Board misapplied the burden of
proof.

25. Mr. Li refersto Inland Revenue Ordinance (Cap.112) s.68(4). That statesthat “[t]he
onus of proving that the assessment appedled againg is excessive or incorrect shdl be on the

[Taxpaye]”.

26. Mr. Li accepts that Mr.Tsa was dismissed from his employment from Mott
MacDonald. But (Mr. Li argues) Mr. Tsai neglected to adduce evidence to show that he did not
fdl within the terms of EO s31S.

27. Thelatter provison setsout circumstancesin which an employee will not beentitled to
receive long service payment.

28. For example, s.315(1) provides that an employee will not be entitled to long service

pay where hisemployer terminatesacontract by reason of theemployee’ sconduct. Section 315(2)
provides that an employee shdl not be entitled to long service pay where he leaves before his

employer’ snotice of termination of employment has expired. Sections 31S(3) and (4) provide that

an employee shdl not be entitled to long service pay where, within a certain period before his

dismissd isto take effect, his employer offersto renew his contract on certain terms.

29. Mr. Li submits that Mr. Tsa’ s falure to demondrate the ingpplicability of the
Stuations enumerated in s.31S means that he has not discharged his burden under IRO s.63(4).

30. Mr. Li reliesin support of hisargument on aletter from Mott MacDondd to the Inland
Revenue dated 1 April 2005.

3L That letter was in response to an inquiry dated 10 March 2005 fom the Inland
Revenue. Mott MacDonad was asked to provide the following information:-

“(@  confirmif [Mr. Tsal] was entitled to any severance pay and/or long service
pay under his service with your company.

(b) confirmif your company has paid any severance pay and/or long service pay
to [Mr. Tsal] and advise the amount of each item.

(© confirm if any payment mentioned in point (b) had been deducted from the
gratuity of HK$251,280 as gated in clause 8 of the employment contract
dated 22 May 1997.”
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32. On 1 April 2005 Mott MacDonald replied as follows:-

“@ Mr. Tsa was entitted to severance pay and/or long service pay in
accordance with Employment Ordinance, cost of which will be deducted
from gratuity under clause 8 of his employment contract dated 22nd May
1997, copy of which is attached.

(b) The company has not paid any severance pay and/or long service pay to Mr.
Tsa, being circumstances giving rise to severance pay and/or long service
pay did not occur.

(© No payment mentioned in point (b) above had been deducted from the
gratuity of HK$251,280 as gtated in clause 8 of the employment contract
dated 22nd May 1997.”

33. Mr. Li relies on paragraph b of Mott MacDondd' s response to the Inland Revenue
asevidencethat, contrary to the Board” sconclusion, no long service payment was actualy madeto
Mr. Tsal.

A3 Analysis of the Commissioner’ s submission
34. | am not persuaded by Mr. Li’ s arguments.

35. | do not think that IRO s.68(4) meansthat it was incumbent on Mr. Tsal to establish
anegative and show that none of the circumstancesin EO s.31S applied.

36. There was nothing before the Board to show that any of the limbs of s.31S were
relevant. In those circumstances, it would be oppressive to expect Mr. Tsal to demondtrate that
circumstances of which there was no whiff of a suggestion had in fact not happened. That can
hardly be the function of IRO s.68(4).

37. The evidence before the Board (as noted in Case Stated 830) wasthat Mr. Tsal had
indisputably worked for Mott MacDonald for a continuous period of 5 years. In the absence of
any redlistic suggestion that one or other of the Stuationsin EO s.31S had occurred, | do not think
that the Board could have legitimately speculated that one of such Situations may nevertheess
possibly have happened. On the contrary, the Board rightly refrained from the temptation to
engage in such speculation.

38. The mogt that Mr. Li can point to in support of his case is paragraph b of Mott
MacDondd' sletter of 1 April 2005. But what does the letter, read in context, mean?
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39. The Board read paragraphs a and b of Mott MacDonald’ s letter as contradictory.
So do I. In paragraph a Mott MacDonad appears to concede that Mr. Tsai is entitled to long
sarvice or severance pay. Paragraph b then statesin contradiction that the circumatances giving rise
to along service or severance payment have not arisen.

40. Mr. Li suggests that paragraph a should be read as “merdy sating the genera

satutory and contractud positions’ while paragraph b states “ an actua fact that no such payment
was made as the circumstances did not actualy ariss”. However, there is nothing in the letter to
indicate that such was the way in which Mott MacDondd intended its reply to beread. Mr. Li’ s
reading issmply putting aglosson theletter that ismost favourable to the Commissioner’ scase. It
Is by no meansthe only possible reading, much lesstheliterd reading, of Mott MacDondd' s April
2005 reply.

41. Mr. Li saysthat | should strive to read Mott MacDonad' sletter in away that makes
sense. But why should this have been the Board’ s or this Court’ s gpproach to the letter asapiece
of evidence?

42. The letter is not a Satute. It is ungrammatica and does not seem to have been
carefully drafted. It is cryptic and raisng more questions than answers. What, for example, is
meant by “ being circumstances giving riseto severance pay and/or long service pay did not occur” ?

43. In at least one respect, the letter is plainly wrong (as Mr. Li fairly accepts). Thisis
because paragraph a of the letter refersto Mr. Tsa’ s entitlement to severance or long service pay
under Clause 8 of acontract dated 22 May 1997. That contract wasthefirst under which Mr. Tsa
was employed by Mott MacDonald. It ceased to haveeffect 2 years after it was executed. At the
time of Mr. Tsa’ s dismissd in 2004, the operative terms of employment were those (including
Clause 10) of the February 2002 |etter.

44, Nonetheless, assume that Mr. Li is right in his suggested congtruction of Mott
MacDonad sletter. | do not see how that would take the Commissioner’ s argument any further.

45, Asthe Board pointed out (at Case Stated §30):-

“MMHK’ sobligation to make a severance payment or along service payment to the
Taxpayer could not be affected by the view that MMHK held of the matter nor the
character of the payment could be dtered by the labd to it.”

46. Whether Mr. Tsal was entitled to long service payment is a question of law. Mott
MacDondd' s view on its legd podition in respect of long service or severance pay would have
been irrdevant to the Board' s determination of Mr. Tsa’ s entitlement. In whatever manner Mott
MacDondd labdlled the gratuity and whether or not it believed the gratuity to befree of any element
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of long service or severance pay, could not be of any significant or conclusive evidentid vaueto the
Board.

47. In my view, the Board' s reasoning on the matters raised by Quegtion 1 was
impeccable. The Board made no error of law. | would answer Question 1 in the negative.

B. Question (2): The effect of Clause 10 on the need to consider EO provisions

B.1 Background

48. Question (2) needsto be understood in the context of EO ss.31Y and 31YAA.
49, The EO provides as follows-
“31Y. If an employee becomes entitled to payment of a long service
payment ... and:-

(@ because of the operation of the employee s contract of
employment, one or more gratuities based on length of
sarvice ... have been paid to the employee; or

(b)

the long service payment isto be reduced by the tota amount of al
the gratuities and benefits to or in respect of the employee to the
extent that they relate to the employee’ s years of service for which
the long service payment is payable.

3IYAA(D) I

(@ because of the operation of the employee s contract of
employment, an employee has become entitled to payment
of agratuity based on length of service...

(b)

and the employee has been paid a long service payment ..., the
gratuity or benefit is, to the extent that it is atributable to the same
years of sarvice as those for which the long service payment is
payable, is to be reduced by the whole of the long service
payment.”
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50. Thefunction of EO ss.31Y and 31Y AA isto obviate the Stuation where, having paid
a contractua gratuity which is a least equa to the long service pay due to an employee, the
employer gill finds himself required by satute to make along service payment. EO ss.31Y and
31YAA are asafeguard againgt the employer being required to make a double payment.

51. Now take a person X who, having been continuousy employed for over 5 years, is
dismissed by hiscompany. Upon dismissal X ispaid an amount A by hiscompany for hisyears of
sarvice. For the purposes of taxation, the question iswhat part of A conssts of long service pay to
which X isentitled under the EO and what part congtitutes a gratuity by the company for his years
of sarvice

52. If (on an andysis of dl rdevant circumstances) A is found by the Inland Revenue to
congs entirdy of gratuity, the whole of A would be subject to tax. On the other hand, if andyss
showsthat A is partly gratuity and partly long service pay, only that part of A consisting of gratuity
will be taxable. That part conssting of long service pay will not be taxed.

53. Assume that under his employment contract, X received A as a reward for his
sarvices. X' scontract makes no referenceto any part of A being paid to X aslong servicepay. A
was Smply caculated by reference (say) to aformulatipulated in X’ s employment contract.

54, Of course, independently of the operation of X’ scontract, having served more than 5
years, X would be entitled under the EO to along service payment L.

55. Consder the situation where A exceeds L.

56. EO s31Y gpplies where there is an entitlement to long service pay but such a
payment has not been made and instead the employee has received a contractud gratuity.

57. If EO s.31Y is applicable, any long service pay due to X under the EO should be
reduced by the amount of gratuity aready received by X. Sincein our example A exceedsL, X’ s
long sarvice payment would be reduced to nil. X would not be receiving any long service
payment. From the Inland Revenue' sviewpoint, theentire of A would be taxable asapure gratuity
received by X pursuant to his contract.

58. EO s.31YAA gpplies where along service payment has been made to an employee
who is entitled to a contractua gratuity but to whom such gratuity not yet been paid.

59. If EOs.31YAA isapplicable, any gratuity dueto X should be reduced by the amount
of long service payment dready received by X pursuant to the EO. Since in our example A
exceeds L, X' sgratuity would not be A but only an amount equal to A minusL. From the Inland
Revenue s viewpaint, only the amount A minus L would be subject to tax.
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60. The red issue facing the Board was, having determined that Mr. Tsal was entitled to
long service payment, how should one regard the gratuity which was paid to Mr. Tsal? Wasthe
$251,280 to be treated as pure gratuity or partly gratuity and partly long service pay?

61. The answer to the issue depended on whether the Stuation here fdl within s31Y or
s31LYAA. In other words, the Board had to determine whether long service payment was made
before or a the same time as any gratuity eement (in which cases s31YAA would apply) or
whether Mr. Tsai” sgratuity waspaid without Mr. Tsal firg having received any long service pay (in
which case s.31Y would apply).

62. The Board resolved the issue by reference to Clause 10 of the February 2002 |etter.
The Board noted that by the terms of Clause 10 Mott MacDonad contracted that the cost of any
sarviceor long service pay dueto Mr. Tsal would be* borne’ by it and “ deducted from the gratuity”
otherwise payable contractualy to Mr. Tsa.

63. The Board held that logicaly this must mean that Clause 10:-

“did not exonerate MMHK from its [datutory] obligation to make payment of

severance payment and long service payment even when a gratuity was payable...

That being the case, ... when a severance payment or along service payment was due
tothe Taxpayer, MMHK must first pay to the Taxpayer firdly the severance payment
or the long service payment and then the gratuity. Thus notwithstanding the fact that
MMHK labdled the entirety of the Sum as gratuity, whether inadvertently or

otherwisg, ... the Sum must const of, firgtly the long service payment to which the
Taxpayer was entitled and secondly, the gratuity equa to 25% of the sdlary drawn,
less the MPF contribution and the amount of long service payment due to the

Taxpayer.”

64. Asfar asthe Board was concerned, Clause 10 makesit cear that, notiondly if not
actualy, long service pay must be deemed to have been paid by Mott MacDona d in advance of the
payment to Mr Tsai of hisgratuity. It would not be possible to make agratuity payment in advance
of the payment of long service pay, because by thetermsof Clause 10 itself Mr. Tsa’ sgratuity was
net of the long service pay dueto him.

B.2 The Commission’ s submission

65. Mr. Li submitsthat the Board erred in its conclusions regarding Clause 10.

66. Mr. Li saysthat under EO ss.32 and 70 deductions from wages or other sums dueto
an employee otherwise than in accordance with the EO are prohibited. Accordingly, Mr. Li asserts

that Clause 10 could not have enabled MMHK to recoup any long service payment due under the
EO from Mr. Tsa’ sgratuity.
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67. | cannot accept Mr. Li” sargument. No oneis suggesting, certainly neither the Board
nor Mr. Tsa, that Mr. Tsa’ s wages or entittements have been reduced otherwise than in
accordance with the EO.

68. All the Board was saying (I beieve rightly) was that, given Clause 10, Mott
MacDonad must be regarded as having paid long service pay to Mr. Tsal inadvance or a the same
timeashisgrauity. If satutory sanctionisrequired for the deduction pursuant to Clause 10 of long
sarvice pay fromany contractud gratuity, such isto be found (asthe Board itsdf observed) in EO
S31YAA.

69. The Board consequently did not er in its condruction of Clause 10 and its
consequences. | would answer Question (2) in the negative.

C. Question (3): The application of EO ss.31Y and 31YAA

70. Given my view that the Board rightly held that Mr. Tsal wasentitled to long service (as
opposed to severance) pay, it is unnecessary to consider the application of EO ss.311 and 31IA.

71. Those latter sections mirror ss.31Y and 3LYAA. They operate in Smilar fashion to
obviate double payment in respect of severance pay and gratuity. The 2 sectionsare only raised by
Quedtion (3) to cover the possbility that Mr. Tsal’ s gratuity condtituted partly of severance pay.

72. Mr. Li notes that, over Mr. Tsa’ s entire employment of more than 5 years, Mr. Tsai
received gratuities totaling some $1.45 million. These (Mr. Li says) would have reduced any long
service pay to nil. It follows (Mr. Li concludes) that EO s.31Y and not s.31YAA should have
aoply contrary to the Board’ s conclusion.

73. Agan | cannot accept Mr. Li’ ssubmisson. | do not think that the concluson follows
from the premises.
74. | do not understand how the fact that Mr. Tsa may have received gratuities in the

course of earlier renewds or extensons of his contract was relevant to the Board' s andysis.
Presumably, Mr. Tsa paid sdariestax on those gratuities in previous years, as and when the latter
were recelved.

75. The question before the Board was whether, at the end of his service of morethan 5
years, Mr. Tsa wasentitled to long service pay and whether any such pay congtituted an e ement of
the $251,280. Upon analysis of Clause 10, the Board held that, of such amount, $103,196 must
have been long service pay (caculated by reference to Mr. Tsa’ s having been employed since 15
May 1997).
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76. | seeno flaw inthe Board' sreasoning. More specificdly, | do not see how previous
grauities, on which salaries tax has been assessed and paid in earlier financid years up through 31
March 2003, can now be used to reduce to nil the long service pay to which Mr. Tsai became
entitled at theend of financia year 1 April 2003 to 31 March 2004. Mr Li’ ssubmission would lead
to double taxation.

77. | would answer Question (3) in the negative.
D. Question (4): Payment of $103,196 as long service pay
78. Mr. Li saysthat the Board should have consdered Mott MacDondd' sintention asa

compelling guide to the nature of the $251,280.

79. Mr. Li argues that the evidence is dl one way that, in paying the $251,280, Mott
MacDonad was merely intending a contractud gratuity.

80. In particular, Mr. Li points to Mott MacDondd' s letter of 1 April 2005 and its
caculation sheets for the $251,280 gratuity. No reference is made in such documents to along
sarvice payment having been made to Mr. Tsa.

81. Mott MacDondd (Mr. Li notes) did not even give written particulars of any
purported long service pay to Mr. Tsai pursuant to EO s.31ZE. Failureto comply with EO s.31ZE
without reasonable excuseisaserious matter (Mr. Li observes) which ispunishable by afine. This
al indicates (Mr. Li reasons) that Mott MacDonald did not intend to make along service payment.

82. | am not persuaded by Mr. Li.

83. Fird, | have dready dedt with the letter of April 2005. For the reasons stated, | do
not regard it as impressive evidence. In my opinion, the Board correctly treated the facts and
matters stated in the letter as unhelpful to its determination.

84. Second, as a genera principle, it is unclear to me why the Board $ould have
restricted itself to Mott MacDonad’ sviews. Why, for instance, could not the Board place greater
weight (asit did) on the mutua intention of the parties as evidenced by Clause 10 of their contract?

85. Take Mott MacDondd s internal caculation sheets and its compliance or
non-compliance with EO s31ZE.

86. Mott MacDonad' s unilaterd description of the $251,280 cannot affect the true
nature of the payment as a matter of law and logic.
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87. Mott MacDonald may have honestly believed that the $251,280 wes pure gratuity.
For this reason, it may have supposed that it was under no obligation to comply with EO s.31ZE.
But such bdief would have faled to take proper account of its obligation under Clause 10.

88. Thereisno suggestion anywherethat therigours of Clause 10 were varied or relaxed
by the mutua agreement or conduct of the parties. There is no suggestion, for example, of any
change agreed between the partiesto the stipul ation that the costs of any long service pay would be
borne by theemployer. Giventhat isso, Mott MacDonad' sunilatera contrary belief (if it held such)
would smply have been erroneous.

89. | would answer Question (4) in the negative.
[1. CONCLUSION
90. Questions (1) to (4) have dl been answered against the Commissioner. For that

reason, at the end of the ora hearing before me, 1 dismissed the Commissioner’ s appedl.

91. Attheora hearing, | dso made an Order that Mr. Tsai (who was absent) wasto have
his costs, such costs to be taxed if not agreed.

(A. T. Reyes)
Judge of the Court of First Ingtance
High Court

Mr Herbert Li, SGC ingructed by the Department of Justice, for the Appellant

Respondent in person - absent



