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JUDGMENT

Hon RogersVP:

1 This was an gpped from a judgment of Reyes J given on 5November 2007. The
meatter before the judge was an gpped by the Commissioner by way of case stated from adecision
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of the Board of Review whereby it had reduced the net assessable income for the purposes of the
sdariestax assessment of the taxpayer for the year 2003/04 by the amount of $103,196. At the
request of the Commissoner the Board had stated four questions. The judge dedt with each

question separately and answered each question in the negative holding againgt the submissons of

the Commissioner. At the conclusion of the hearing of thisapped judgment was reserved whichwe
now give.

2. Before consdering the issuesin this case it is necessary to draw attention to the fact
that thetax involved inthis case can, on any footing, only be of aminima amount. This matter was
raised with counsd for the gppellant, the Commissioner, a the outset of the hearing. It would
appear from theinitia response that consderation had not been given to the fact that consderable
resources had been involved not only in the preparation of this apped by those whose primary task
it is to collect revenue on behdf of the Government rather than spend it, but in taking up the
resources of the court, particularly depriving other litigants of the use of court time taking into
congderation the state of thelists.

3. Counsd responded that the case involved matters which were of concern to the
Commissioner and involved a generd question that the Commissioner wished to have answered.
Counsel who gppeared in this court, did not gppear in court below but it is not impertinent to point
out that the first point taken in the court below was that the Board had misapplied the burden of
proof specificaly asto whether the taxpayer had proved that he had not been subject of dismissd
for cause. Given the amount of tax involved it can only be doubted that taking this matter to court
on a case sated could hardly be justified on an issue such asthat. That is quite beside the fact that
the point was athoroughly bad point in any event. In the second place the taxpayer did not appear
in the court below and left the matter entirely to the court. It could not have been supposed that he
would have been ready to submit asubgtantia argument inthiscourt. In this context | should point
out that the argument presented in this court on behdf of the Commissoner was, with dl due
respect, a one-sded argument and hence any authority which a decison might have would be
diminished by the fact that there was no adversarid argument ether in this court or in the court
below.

Background

4. Mott MacDonad Hong Kong Limited (“ the employer” ) employed the taxpayer from
15 May 1997 to 1 March 2004 to work on the West Kowloon Reclamation Project. Over thelast
year of his employment, Mott MacDonald paid the taxpayer asdary, a housing allowance, and a
gratuity of $251,280. Sdaries tax was paid on the housing alowance and sdary received in

2003-4.

5. The issue before the Board of Review was whether the gratuity, or at least part of it,
was subject to tax. The Board found that part of the gratuity, amounting to $103,196, was in the
nature of along service payment under the Employment Ordinance, Cap. 57 (“the Ordinance’).
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The Board noted that it was the declared policy and established practice of the Revenue that no
sdaries tax would be assessed or demanded on severance payments and long service payments
made in accordance with the Ordinance. For that reason the Board held that the net assessable
income of the taxpayer should be reduced by $103,196. The Board said the rest of the gratuity
was subject to saaries tax.

6. In relation to what the Board referred to as the declared policy and established
practice of the Revenue, the judge said that

“There is no dispute that the Commissone’ s established practice has been that
severance and long service payments are not subject to tax.”

7. This court was not told what the legd bass for this policy or practice was. Even
assuming there is a legdl bass for the Government’ s revenue collecting agency to refrain from
collecting revenue that otherwise might be payable, in my view, itisthelack of proper definition of
the so termed policy that has caused difficulty in this case.

8. This case has proceeded on the basis that that there was no materid digtinction
between the way severance payments under section31B and long service payments under
section 31R of the Ordinance would be treated. The judge considered that in this case it was the
provisonsreating to long service paymentsthat wererelevant and it isthose that will bereferred to.

9. The taxpayer had, on the findings of the Board, been employed since 1997. The
employment had been on a series of contracts lasting one or two years, the find period being from
1 April 2003 to 31 March 2004. That incorporated the terms of the letter agreement dated
22 February 2002 which wasreferred to asthe Renewa Agreement. Clause 10 of that agreement
provided that:

“On completion of satisfactory service you will recelve a gratuity for the period of
service on the West Kowloon Reclamation project. The gratuity payable will be the
sum which, when added to the Company’ s contribution to the MPF Scheme, equas
to 25% of the tota basic sdary drawn during your service period on the West
Kowloon Reclamation project.

Costs 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 dismissa for unsatisfactory service.”

10. The materid provisons of the Ordinance for present purposes are sections 31Y and
31YAA. They read asfollows:

“31Y
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If an employee becomes entitled to payment of along service payment under this Part
and-

(@ because of the operation of the employee's contract of employment, one or
more gratuities based on length of service or one or more relevant occupationa
retirement scheme benefits have been paid to the employee; or

(b) ardevant mandatory provident fund scheme benefit isbeing held in amandatory
provident fund scheme in respect of the employee, or has been paid to or in
respect of the employee,

the long service payment is to be reduced by the tota amount of al of the gratuities
and benefits to or in repect of the employee to the extent thet they relate to the
employee syears of sarvice for which the long service payment is payable.”

“31YAA
1) If-

(@ because of the operation of the employee s contract of employment, an
employee has become entitled to payment of a gratuity based on length of
sarvice, or to payment of arelevant occupationa retirement scheme benefit; or

(b) ardevant mandatory provident fund scheme benefit isbeing held inamandatory
provident fund scheme in respect of the employee,

and the employee has been paid along service payment under this Part, the gratuity or
benefit is, to the extent that it is attributable to the same years of service asthose for
which the long service payment is payable, to be reduced by the whole of the long
sarvice payment.”

11. It can thus be seen that the Ordinance prevents an employee from seeking a long
sarvice payment if he has dready been paid a gratuity which exceeds the statutory long service
payment. The second provison provides that an employee’ s gratuity is to be reduced by awy
amount that has been paid as along service payment.

12. It can a once be seen that a drict gpplication of the so termed policy or practice
would cause consderable difficulties. An employeewho ispaid along service payment which was
immediately thereafter supplemented by a gratuity would seemingly not pay tax on the long service
payment. Sotoo, an employeewho isemployed on the basisthat the employer contractsto pay the
datutory long service payment would be entitled to relief. But, if the terms of the so termed policy
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or practice have been understood correctly, an employee who is employed on terms where he
would be paid a gratuity which fortuitoudy happens to be the same as the statutory long service
payment would not be entitled to relief.

13. On tha badgs, irrepective of whether one consders there is any logicdity in the
Stuation, what needs to be consdered iswhat payment has been made. That isaquestion of fact.
Thefactsarefor the Board to find. The court will only interfere with afinding of fact by the Board
on grict and well defined principles.

14. In this case the Board consdered the evidence that was before it including the
contracts of employment of the taxpayer and the letter from the employer in answer to questions
raised on behdf of the Commissioner. In paragraph 26 of the case stated the Board said:

“Having considered the Agreement and the Renewd Agreement, the Board found
that the Sum paid to the Taxpayer upon completion of the Renewd Agreement
consisted of two natures, firgly, along service payment and secondly, agratuity equa
to 25% of the total basic sdary lessthe MPF contribution and the amount of the long
service payment.”

15. In paragraph 29 of the case Sated it is said:

“In the Taxpayer’s case, the Board found that MMHK made one payment to the
Taxpayer. It was held to be alogica inference that the long service payment was
made prior to or smultaneoudy with the payment of the gratuity due to the Taxpayer.
Making the gratuity payment before the long service payment would not be possible.
Consequently, the Board concluded that if it needed to seek assistance from the EO,
the Taxpayer's case showed fall within Section 31Y AA instead of Section 31Y of the
EO.”

16. It was in those circumstances that the Board stated the following questions:

“(1) Onthefactsfound by the Board, did the Board err in law in holding that the
Taxpayer was entitled to payment of along service payment under the EO?

(2) Did the Board ar in law in holding that by operation of dlause 10 of the
Renewa Agreement, the Board did not need to seek assistance from the
provisons of the EO for determination of the Taxpayer’ s entittements to a
Severance payment or along service payment?

(3) DidtheBoarderinlaw inholding that, if assistance would need to be sought
from the provisons of the EO, Section 31IA (instead of Section 31I) would
have applied in the case of the saverance payment, and Section31YAA
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(ingtead of Section 31Y) would have applied in the case of the long service
payment to the Taxpayer?

(4) Did the Board e in law in holding that the Sum of $251,280.00 paid by
MMHK consisted of asum of $103,196.00, being the long service payment
to which the Taxpayer was held by the Board to be entitled?’

17. On this gppeal no issue was taken in respect of the negative answer in relation to the
first question. In relation to the second question the judge considered that as far asthe Board was
concerned, clause 10 made clear thet, notiondly if not actudly, long service pay must bedeemed to
have been paid by the employer in advance of or, a the very leas, a the same time asthe payment
of hisgratuity.

18. On this appeal Ms Cheng argued that the Board and the court below had failed to
take into consderation the payments which had been made on the expiry of previous periods of
service namdy 14 May 1999 and 31 March 2002. Those payments in themselves amounted to
morethan $1 million and thus were far in excess of any long service pay entitlement. Thiswassad
to be atiming issue which the judge and the Board had overlooked. | can only say that | find it
difficult to concelve that both of the Board and the judge would have overlooked the argument.
They clearly did not. The Board dedlt with it as afinding of fact. Apart from any other passage
reference can be made to paragraph 27 of the case stated, cited by the judge at paragraph 63 of
the judgment.

19. This, thus, emphasises the point that difficulty arises when an apped is launched in
circumstances where the respondent is not represented and unlikely to put forward an argument
with aone-sided argument on behaf of the gppellant based on what is said to be anew point or a
the very least apoint over looked below.

20. Furthermore, asthejudge pointed out in paragraph 74 of the judgment, no part of any
payment under the earlier periods of employment were ever treated as long service payments, and
tax was presumably paid on dl sums received.

21. In my view, however, the position should, on principle, be that held by the Board.
The Board interpreted clause 10 of the Renewd Agreement and the position of the employer as
expressed in answers to questions raised on behaf of the Commissioner as indicating that the
employer intended to make the long service payment prior to or at least at the same time as the find
gratuity payment. The taxpayer was not entitled to any long service payment until his employment
findly ceased on 31 March 2004. The Board said in paragraph 28 of the case stated:

“Inthe Taxpayer’ scase, the Board held that because the said condition provided that
MMHK should bear the costs of a severance payment or the long service payment
which should be deducted from the gratuity, those payments could not be reduced by
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the gratuity payable to the Taxpayer. On the other hand, because of the sad
condition, when a long service payment or severance payment was payable to the
Taxpayer, such payment must come before the payment of the gratuity.”

22. The agreements prior to the Renewa Agreement had smilar provisonsto clause 10.
In my view, the Board was entitled to hold that whatever payments were made to the taxpayer on
completion of the various periods were not to be taken into account in relation to any future
entitlement to long service payment. That isaquestion of freedom of contract; to which the parties
were entitled in this context. Here the employer wasintending to make payment in respect of long
service payment at 31 March 2004, to which the employer regarded the employee as being entitled,
in preference to paymert of agrauity.

23. In my view therefore the judge was entitled to answer both the second and third
questions in the negative and hence dso the fourth. | would only add that any other conclusion
would deprive the taxpayer of the concession accorded by the Revenue to dl other taxpayers. |
would therefore dismiss this apped.

Hon Lam J:

24, | have the benefit of reading the judgment of Barma J in draft and | agree for the
reasons he gave we should alow the apped. In a nutshdl, the Commissoner succeeded on the
quantum issue as put by Ms Cheng before this court (see paras.23 to 26 of counsd’ s written
submissions).

25. Apparently, the quantum issue was not clearly raised before the Board. When the
casewas stated by the Board the Commissioner requested the Board to make additiond finding of
factsat paragraph 34 though thereisareferenceto gratuities being paid under earlier agreementsat

paragraph 15.

26. Nor was the quantum issue dlearly identified in the four “ questions of law” formulated
inthe Case. For my part, | have some misgivings whether those four questions properly identified
any questions of law. Ms Cheng was unable to dispute the observation that in dl likelihood the
Commissioner was involved in the formulation of such questions.

27. Whilgt the quantum issue had actualy been raised before Reyes J (see paras.72 to 76
of his judgment), the learned judge understood that only as an issue raised in the context of
Question (3) of thefour “ questionsof law”. However, as presented by Ms Cheng, it isrdlevant to
al four questions.

28. My Lord the Vice President referred to Smilar provisonsinthe earlier agreements. If
the employment of the taxpayer wereterminated at the end of each earlier agreements, applying the
rationde of the Board on the timing issue (to which the Commissoner did not chdlenge in this
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apped), each gratuity payment would have conssted of two components. (1) the long service
payment that the taxpayer would have been entitled under that employment (if any); and (2) the
bal ance would be gratuity.

29. But the Board did not find any termination of employment at the end of each earlier
agreement. Paragraphs 15 and 22 of the Case set out the findings by the Board that the
employment of the taxpayer’ s employment commenced on 15 May 1997 and ceased on 1 April
2004.

30. Therefore, with respect, when gratuities were paid under the earlier agreements,
despite smilar wordings to Clause 10 in those agreements, there is no basis to hold that such
payments included any dement of long service paymert.

31. The result is that the earlier gratuity payments are caught by Section 31Y (a) of the
Employment Ordinance. The Commissoner can refer to those paymentsin caculating whether as
a matter of quantum any long service payment was payable when the employment ceased on
1 April 2004.

32. Having sad that, | share my Lords views on the question of costs. | understand
Ms Cheng quitefairly did not seek to argue that the taxpayer should pay the costs here or below. |
agree with the order proposed by Barma J.

Hon Barma J:

33. Thiswas an gpped from ajudgment of Reyes Jdated 5 November 2007, in which he
dismissed an gpped by the Commissioner of Inland Revenue (“ the Commissioner”) by way of case
dated from a decison of the Board of Review (“the Board”). By its decison, the Board had

reduced the net assessable income of the taxpayer, Mr Tsa, for the purposes of sdaries tax

assessment for the year 2003/04 by HK$103,196.

34. The background facts can be briefly stated. The taxpayer, an engineer, was
employed by Mott MacDonald Hong Kong Limited (“ the employer”) between 15 May 1997 and
31 March 2004 to work on the West Kowloon Reclamation Project. His terms of employment
during this period were set out in anumber of letters of engagement, under each of which he was
entitled to be paid sdary, ahousing dlowance, and agratuity on completion of satisfactory service,

35. On completion of thelast year of his employment, the taxpayer was paid, in addition
to the sdlary and housing alowance which he had received, a gratuity of HK$251,280. The
taxpayer paid sdariestax on the sdlary and housing alowance, but contended that the amount paid
asagrauity was not taxable because it was in fact a severance payment and long service payment
pursuant to the Employment Ordinance (Cap. 57) (“the EOQ”), and, as such, was not assessable to
tax as it was the policy of the Revenue that salaries tax would not be assessed or demanded on
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severance payments and long service payments made in accordance with the EO. The
Commissioner disagreed, and concluded that this amount should be included within the amount on
which sdaries tax was assessable  The taxpayer agppedled to the Board against the
Commissone’ s determination.

36. The issue before the Board was therefore whether the gratuity, or part of it, was
subject to tax. There was no dispute as to the existence of the policy on which the taxpayer relied.
However, the Revenue contended that no part of the gratuity received by the taxpayer in respect of
hisfina year of employment congtituted along service or saverance payment within theterms of the
EO.

37. The Board held that HK$103,196 of the gratuity received by the taxpayer wasin fact
along service payment, and so was not subject to tax. Reyes Jheld that the Board had not erred
in coming to this conclusion. Throughout, the case has proceeded on the basis that there was no
meaterid difference between the way in which severance payments and long service paymentsin
terms of their tax trestment. The Board and the learned judge both considered that the matter
should be dedlt with on the basisthat it wasthe long service payment provisionsof the EO that were
engaged, and it isthose provisonsto which | shdl refer below.

38. The relevant provison in the taxpayers letters of engagement tat dedt with his
entitlement to be paid agratuity was Clause 10 in the letter of engagement dated 22 February 2002
(covering the period of employment from 1 April 2002 to 31 March 2003), which was
incorporated into the | etter of engagement for thefind period of hisemployment (from 1 April 2003
to 31 March 2004). That clause wasin the following terms-

“On completion of satisfactory service you will receive a gratuity for the period of
sarvice on the West Kowloon Reclamation project. The gratuity payable will be the
sum which, when added to the Company’ s contribution to the MPF Scheme, equas
to 25% of the totd basic sdary drawn during your service period on the West
Kowloon Reclamation project.

Costs 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 dismissal for unsatisfactory service”

39. A very smilar provison wasincluded in the |etters of engagement which governed the
earlier period of the taxpayers employment, between 15 May 1997 and 31 March 2002.

40. The taxpayer in fact received a number of payments of gratuity in respect of the
periods covered by the earlier letters of engagement under which he was employed, totaling
HK$1,447,383, as follows:-
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(1) HK$456,308 in respect of his employment between 15 May 1997 and 14
May 1999;

(2) HK$731,673 in respect of his employment between 15 May 1999 and 31
March 2002; and

(3) HK$259,402 in respect of his employment between 1 April 2002 and 31

March 2003.
41. Each of these earlier gratuities was offered for assessment, and sdariestax was paid
on them.
42. The materia provisons of the EO for present purposes are sections 31Y and 31

YAA. They arein the following terms-

“31Y.

“31YAA.

If an employee becomes entitled to payment of along service payment
under this Part and —

@

(b)

because of the operaion of the employee s contract of
employment, one or more gratuities based on length of service
or one or more relevant occupationd retirement scheme
benefits have been paid to the employee; or

a rdevant mandatory provident fund scheme benefit is being
held in a mandatory provident fund scheme in respect of the
employee, or has been paid to or in respect of the employee,

thelong service payment is to be reduced by the total amount of dl of
the gratuities and benefitsto or in respect of the employee to the extent
that they rdate to the employee’ s years of service for which the long
sarvice payment is payable.”

If —

@

(b)

because of the operaion of the employee s contract of
employment, an employee has become entitled to payment of a
gratuity based on length of service, or to payment of ardevant
occupationd retirement scheme benefit; or

a rlevant mandatory provident fund scheme benefit is being
held in a mandatory provident fund scheme in respect of the
employee,
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and the empl oyee has been paid along service payment under this Part,

the gratuity or benefit is, to the extent that it is attributable to the same
years of sarvice asthose for which thelong service payment is payable,
to be reduced by the whole of the long service payment.”

43. AsReyesJpuit it (at paragraph 50 of hisjudgment), the function of sections 31Y and
31YAA of the EO isto ded with the Stuation where, having paid (or agreed to pay) a contractua

gratuity to an employee, the employer nonetheless finds himsdf required to make along service
payment. The sections are a safeguard to prevent the employer being required to make adouble
payment. Thus, if an employee hasrecaved, whether through agratuity or gratuities paid during the
course of his service with the employer, or through a relevant occupationd retirement scheme
benefit, or through payments by the employer into a mandatory provident fund scheme, payments
that are related to hislength of service, heisnot entitled to the statutory long service payment where
the payments aready made by the employer, would exceed the amount payable aslong service pay
under the EO (section 31Y). On the other hand, where the employee has been paid an amount by
way of long service payment, any gratuity or other benefit to which he would otherwise be entitled
will be reduced by the amount of the long service payment received (section 31Y AA).

44, In the present case, it was therefore necessary for the Board to determine whether
any, and if sowhat, part of the payment of HK$251,280 paid to the taxpayer at the completion of
hisemployment on 31 March 2004 represented |ong service pay, which would not be assessable to
sdlaries tax under the policy adopted by the Revenue.

45, Asto this, the Board consdered the evidence beforeit and said, at paragraphs 26 to
29 of the Case Stated--

“26. Having consdered the Agreement [theletter of engagement of 22 May 1997]
and the Renewa Agreement [the letter of engagement of 22 February 2002],
the Board found that the Sum [i.e., the HK$251,280] paid to the Taxpayer
upon completion of the Renewa Agreement congsted of two natures, firgly,
along service payment and secondly, a gratuity equa to 25% of the tota
basc sdary less the MPF contribution and the amount of the long service
payment. The Board took this view because of [Clause 10 of the letter of
engagement of 22 February 2002].

“27. The Board noted that the above condition was a term agreed between the
parties and it was clearly stated therein that costs such as severance pay and
long service pay would be deducted from the gratuity. The Board considered
that the above provison did not exonerate [the employer] from its obligation
to make payment of severance payment and long service payment even when
agratuity was payable and noted that the provison aso stipulated that such



(2008-09) VOLUME 23 INLAND REVENUE BOARD OF REVIEW DECISIONS

“28.

“29.

payment would be deducted from the gratuity. That being the case, the

Board considered that when a severance payment or along service payment
was due to the Taxpayer, [the employer] must pay to the Taxpayer firstly the
Sseverance payment or long service payment and then the gratuity. Thus
notwithstanding the fact that [the employer] |abelled the entirety of the Sum as
gratuity, whether inadvertently or otherwise, the Board held that the Sum

must congst of, firdly the long service payment to which the Taxpayer was
entitled and secondly, the gratuity equa to 25% of the sdary drawn, lessthe
MPF contribution and the amount of long service payment due to the

Taxpayer. The Board concluded that in law, the nature of the payment could
not be dtered by the labd put to it by [the employer].

The Board noted the Revenue s contention that if a severance payment or
long service payment was payable to the Taxpayer, Section 311 or Section

31Y of the EO should apply. However, the Board was of the view that by

operation of the said condition, it needed not seek assstance from the EO for
determination of the Taxpayer’ sentitlements. | the Board waswrong on that
and it needed to seek assstance from the EO, it took the view that Section

31l or Section 31Y did not gpply. The Board observed that Section 311 and
Section 31Y respectively provided that if an employee became entitled to
payment of a severance payment or along service payment and because of

the operation of theemployer’ scontract, hewasaso entitled to agratuity, the
severance payment or the long service payment was to be reduced by the
gratuity. In the Taxpayer’ s case, the Board held that because the said

condition provided that [the employer] should bear the cogts of the severance
payment or the long service payment which should be deducted from the
gratuity, those payments could not be reduced by the gratuity payable to the
Taxpayer. On the other hand, because of the said condition, when along

service payment or a severance payment was payable to the Taxpayer, such
payment must come before the payment of the gratuity. The Board
conddered that taking a different order of payment would not be possible
because unless the amount of saverance payment or long service payment
was caculated and/or paid, the balance of the gratuity due to the Taxpayer
could not be ascertained.

In the Taxpayer’ s case, the Board found that [the employer] made only one
payment to the Taxpayer. It was held to be alogicd inference that the long
service payment was made prior to or Smultaneoudy with the payment of the
gratuity due to the Taxpayer. Making the gratuity payment before the long
service payment would not be possible. Consequently, the Board concluded
that if it needed to seek assstance from the EO, the Taxpayer’ s case should
fdl with Section 31Y AA ingtead of Section 31Y of the EO.”
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46. The Board went on, in paragraph 32 of the Case Stated, to find that the amount of the
long service payment due to the taxpayer was HK$103,196, and that the salaries tax assessment
againg him should therefore be reduced by that amount.

47. Reyes J. held (at paragraphs 60 to 69 of hisjudgment) that the answer to the question
before the Board, namely whether the HK$251,280 was to be regarded as purely a gratuity or
partly agratuity and partly long service pay turned on whether the Stuation here fell within section
31Y or section 31Y AA of the EO— that is, whether along service payment was made before or at
the sametime asany gratuity element, or whether the gratuity was payable prior to any long service
pay being received by the taxpayer. He agreed with the Board that having regard to the terms of
Clause 10, the former was the case, S0 that section 31Y AA applied.

48. Before us, Ms Cheng (who did not appear below), for the Commissioner, did not
seek to chdlengethisconcluson. She submitted, however, thet even o, it was necessary to go one
step further, and ask whether any amount in respect of long service pay was in fact payable to the
taxpayer when he ceased to be employed by the employer on 31 March 2004. Ms Cheng
submitted that, contrary to the conclusions of the Board and Reyes J that long service pay in the
amount of HK$103,196 was payable to the taxpayer, no long service pay was in fact payable
having regard to the provisons of section 31Y, given that the taxpayer had previoudy received well
over thisamount in the form of the earlier gratuities paid to him.

49, Ms Cheng submitted that the earlier gratuities had to be taken into account, having
regard to the terms of section 31Y. Although the taxpayer would in principle have been entitled to
recelve along sarvice payment on the termination of his employment, having been employed under
acontinuous contract of employment for over five years, it remained necessary to ascertain what, if
anything, the amount of that payment should have been.

50. Ms Cheng submitted that the earlier gratuitiesthat had been paid to the taxpayer were
clearly “ gratuities based on length of service’, and as such came within subparagraph (8) of section
31Y of the EO. Thiswould seemto beright — each of the gratuities was payable on completion of
satisfactory service. In Clause 10, the gratuity payable was expresdy stated to be “for the period
of sarvice’. The amount of the gratuity wasto be caculated by reference to the total basic sdary
drawn by the taxpayer over the period in question — afigure that necessarily had to be based on the
length of his service with the employer.

51 That being 0, it ssemsto methat Ms Cheng isright to submit that any amount of long
service pay that would, in principle, have been payable by the employer to the taxpayer on the
termination of the taxpayer’ s employment would fal to be reduced by the amount of the gratuities
previoudy received. Here, the amount of the gratuities which had aready been paid by 31 March
2003 greatly exceeded the amount of long service pay to which the Taxpayer would have been
entitted. The effect of section 31Y of the EO was, therefore, that on the termination of his
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employment on 31 March 2004, the taxpayer was not entitled to receilve any amount of long
savice pay from the employer. It is clear that section 31Y of the EO is intended to rlate to al
gratuities recaelved which are referable to the period in respect of which along service payment
would be payable—this gppearsfrom thereferenceto * one or more gratuities’ in subparagraph (a),
which is, | think, a clear reference to the Stuation, as here, where gratuities have been paid from
time during the course of the employee s employment with the same employer.

52. This point does not appear to have been considered by the Board of Review in
reaching the concluson to which it came. It appears to have proceeded on the basis that the key
issue was whether the terms of Clause 10 meant that any long service pay was to be paid prior to
any element of gratuity, or vice versa. 1t doesnot seem to have been appreciated (perhaps because
of the way the argument on behdf of the Commissioner was put before it) that even if the former
were the case, section 31Y remained relevant for the purpose of determining the amount of any
long service payment that might be payable.

53. This emerges clearly from paragraph 28 of the Case Stated, in which the Board took
the view that having answered the question of congtruction in the taxpayer’ s favour, section 31Y
ceased to berelevant. 1t dso gppears that the Board focussed on the fina year’ s gratuity, and did
not regard any of the previous gratuities asbeing of relevance. Inthis, | am afraid thet they werein
error.

54. The previous gratuities were raised in the argument for the Commissioner before
Reyes J. However, asLam J has pointed out, it appears at that stage to have been suggested that
they were relevant only to the third question of law in the Case Stated, whereas on the argument as
advanced by Ms Cheng before us, they were in fact relevant to dl four of the questions of law
posed. Perhaps because of this, Reyes J considered that the receipt of the earlier gratuities by the
taxpayer was not rdevant to the Board’ s andysdis of the position (see paragraphs 70 to 77 of his
judgment). However, for the reasons which | have explained in paragraphs 16 to 19 above, the
receipt by the taxpayer of the earlier gratuities resulted in section 31Y being engaged, so as to
reduce to nil the amount of long service payment that would have been payable to the taxpayer on
the termination of his employment. | am therefore, with respect, unable to agree that these earlier
paymentswereirrelevant. Nor do | seethat there would be any dement of double taxation arising
from the fact that sdaries tax had been paid on the earlier gratuities — any tax payable on the find
gratuity would relate to that gratuity and not the earlier ones.

55. In these circumstances, it seemsto methat the Board werewrong to find asafact that
HK$103,196 out of the sum of HK$251,280 represented along service payment to the taxpayer,
which was not assessable to tax pursuant to the policy adopted by the Revenue in relation to the
taxability of long service and saverance payments. Further, as this mistaken finding was due to a
falure by the Board to correctly apply the provisions of section 31Y of the EO, there hasbeen, in
my view, an error of law by the Board, which requiresits finding to be set aside.
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56. For dl of these reasons, it seems to me that each of the questions in the Case Stated
should be answered in the affirmative, and this apped dlowed.

57. | would, however, wish to make the following additiona observations-

(1) Theamount of tax involved in this gpoped was minimal, anounting to at best a
little over HK$15,000. | have little doubt that the costs involved on the
Commissioner’ s Sde in mounting this apped (both to the court below and in
this court) would have far exceeded this amount. No doubt because of this,
the taxpayer decided to take no part in the hearing before Reyes J, and
athough he appeared before us, made no submissions of substance, asking
only that the matter should be findly resolved one way or the other. When
pressed asto this, Ms Cheng (having taken ingtructions during the course of the
hearing before us) indicated that although this was so, the Commissioner felt
that it was desirableto havethis question clarified asthere were alarge number
of smilar cases in which the same question arose.  In these circumstances, |
would not be inclined to make any award of codts in favour of the
Commissioner, notwithstanding thet | would alow his apped.

(2) The precise legd bads for the Commissoner’ s policy of not subjecting long
sarvice and severance paymentsto tax was never madeclear. Bethisasit may,
itisnot difficult to seethat taxpayers may well percaiveacertainlack of logicin
theway inwhich thispolicy operatesin practice, in that depending on theterms
on which they are employed, some taxpayers will receive long service
paymentswhich are not taxable asaresult of the policy, while otherswill not be
entitled to such payments, and will have to pay tax on the payments received
by them which (so far as the EO is concerned) stand as substitutes for such
payments.

58. | would therefore allow this appedl, but so far as costs are concerned, would make an
order that there should be no order as to costs as between the Commissioner and the taxpayer,
ether hereor below. As| understood it, Ms Cheng did not oppose such an order, which | think
would be the appropriate one given that the argument before us seems to have proceeded on a
somewhat different basis from that below, and dso having regard to the fact that the amounts a
dake were very small.

Hon RogersVP:
59. This goped will be dlowed by a mgority. In answer to a question from the court

counsel for the appellant indicated that an order for costs would not be sought no matter what the
outcome of the appeal would be. There will be no order asto costs.
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