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Case No. D20/09

Salariestax —whether the sums received were cash alowance or refund of rents— sections 8(1),
9(1) and 61 of the Inland Revenue Ordinance (‘IRO’) — the test to determine whether a payment
was arentd refund.

Pand: Calin Cohen (chairman), Fred Kan and David Kwok Sek Chi.

Dates of hearing: 25 May and 1 June 20009.
Date of decison: 28 July 2009.

The Taxpayer and hiswife owned Company B. Company B purchased the Hat which
was rented by the Taxpayer. The Employer of the Taxpayer reported that the Flat was ‘ Quarters
provided by employer’ and the total rent refunded to the Taxpayer was $510,000 and $503,410
for each tax year respectively. Inland Revenue Department raised additional assessments of
sdaries tax on the Taxpayer.

The Taxpayer claimed that it wastheintent of the Employer to provide rental refunds and
not cash dlowances. Theissue beforethe Board wasto decide whether the sumsof $510,000 and
$503,410 received by the Taxpayer from his Employer for the two years of assessments
respectively, are cash adlowances chargeable to tax pursuant to section 9(1)(a) of the IRO or
refunds of rent within the meaning of section 9(1A)(a) of the IRO.

The Taxpayer had decided not to attend the hearing and he would not be caling any
evidence.

Hed:

1. Section8(1) of the IRO isthe charging section for the salariestax and providesthat
sdariestax shdl be charged on income from employment. Section 9(1) of the IRO
definesincome from employment. Clearly this definition is non-exhaudtive.

2. A place of resdence shdl be deemed to be provided by the employer for arent
equd to the difference between the rent payable or paid by the employee and the
part thereof paid or refunded by the employer, and such payment or refund shall be
deemed not to be income.
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3. Section 9(2) provides that the rentd vaue of any place of resdence shdl be
deemed to be 10% of the income as defined in section 9(1)(a) of the IRO after
deducting certain outgoings and expenses. Section 61 empowers an assessor to
disregard an atificid or fictitioustransaction. The burden of proof in respect of this
metter fals squardy on the shoulders of the Taxpayer.

4.  Thetes to determine whether a payment was arental refund isto clearly ascertain
theintertion of the parties as at thetime of the payment by the Employer. Whether
the sum isincome from employment or arefund of rent isa question of fact. The
Board needs to ascertain the intention of the parties as at the time of the payment
by the employer. It is quite clear that samped tenancy agreements and rental
receipts are not conclusive evidence of a genuine landlord and tenant relationship.
However, the agreed terms and features Stipulated in any tenancy agreements
would obvioudy be of assstance. However, one has to have regard to the fact as
to whether or not the rent was at a market rate and whether or not property tax
would have been assessed and paid. Thiswould be aconsideration that the Board
would takeinto account (CIR v Peter Ledie Page 5HKTC 683; D38/04, IRBRD,
vol 19, 304; Seramco Trugtees v Income Tax Commissoner [1977] AC 287;
Commissoner of Inland Revenue v DH Howe [1977] HKLR 436 and Cheung
Wah Keung v_Commissoner of Inland Revenue [2002] 3 HKLRD 773
consdered).

5. No evidence was submitted to support the Taxpayer’ s contention thet it was the
intent of the Employer to provide renta refunds and not cash alowances. From
review of the rdevant documents, the Board has no hestation in coming to a
concluson that there was never any genuine landlord and tenant relaionship
between the Taxpayer and Company B. In the Board' s view, payment of rent
reduces or would reduce the amount of tax payable by the Taxpayer and hence,
the Board has no hedtation in concduding that the terancy agreement is
commercidly unredigic and artificid in the context of section 61. The Board
accepts the submisson thet the letting of the property to the Taxpayer was atificid
and inturn hasto be disregarded pursuant to section 61 of the IRO. The Taxpayer
has not discharged the burden of proof imposed upon him by section 68(4) of the
IRO.

0. The Board concluded that the sums are not refunds of rent but cash dlowances

which are in turn chargesable to salaries tax under sections 8(1) and 9(1)(a) of the
IRO.

Appeal dismissed.
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Nigd Bedford Counsd ingtructed by Messrs Weir & Associates for the taxpayer.
Tsui Nin Mé and Yip Chi Chuenfor the Commissioner of Inland Revenue.

Decision:
I ntroduction
1. On 6 March 2009, we handed down a Decision whereby we refused to accedeto an

application for this matter to be heard in the absence of the Taxpayer pursuant to section 68(2D) of
the Inland Revenue Ordinance (‘' IRO’) and therefore, pursuant to section 68(2B)(c), we dismissed

the apped.

2. The Taxpayer through Messrs Welr & Associates (the Solicitors) applied to us
pursuant to section 68(2C) to review our order. Section 68(2C) states asfollows:

“If an appeal has been dismissed by the Board under subsection (2B)(c) the
appellant may, within 30 days after the making of the order for dismissal by
notice in writing addressed to the clerk to the Board, apply to the Board to
review its order and the Board may, if satisfied that the appellant's failure to
attend at the meeting of the Board for the hearing of the appeal was due to
sickness or any other reasonable cause, set aside the order for dismissal and
proceed to hear the appeal .’

3. On 25 May 2009, the Taxpayer was represented by Mr Bedford of Counsd
ingructed by the Salicitors and he put forward to us various submissions for us to review our
decison. During the course of the hearing, heindicated to usthat the Taxpayer would be presentin
Hong Kong on 1 June 2009. Having regard to all the circumstances, we were prepared to exercise
our discretion under section 68(2C) and in turn, set aside our order dismissing the appedl. 1t was
agreed that theapped would be heard on the following week, thet is, on 1 June 2009 at 2.00 p.m.
Various directions were then given by the Board.
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4. On 1 June 2009, the hearing commenced. The Taxpayer was again represented by
Mr Bedford. The Deputy Commissioner of Inland Revenue (‘the Deputy Commissioner’) was
represented by Ms Tsui Nin-mel (Ms Tsu’). Mr Bedford advised us that the Taxpayer hed
decided not to attend the hearing and he would not be caling any evidence.

Theissue

5. The issue before the Board was for us to decide whether the sums of $510,000 and
$503,410 received by the Taxpayer from hisemployer, Company A (‘the Employer’) for the years
of assessment 1999/2000 and 2000/01 respectively, are cash alowances chargeable to tax
pursuant to section 9(1)(a) of the IRO or refunds of rent within the meaning of section 9(1A)(a) of
the IRO.

The agreed facts

6. The parties helpfully agreed variousfacts. We find these facts as agreed and now set
them out asfollows:

(@  The Taxpayer was employed by the Employer as a Senior First Officer at dl
relevant times.

(b) Company B purchased the Flat at Address C on 6 December 1996.
Company B was owned 50% by the Taxpayer and 50% by his wife. Both
were also directors.

(©)  According to the terms and conditions of his employment with the Employer,
the Taxpayer duly completed the Employer’ s Checklist for New House/Boat
Owner Occupiers on 31 January 1997.

(d) By aduly samped tenancy agreement for aterm of 3 years commencing on 1
November 1998, the Taxpayer rented the Hat from Company B for amonthly
rental of $43,500.

(e TheEmployer, by itsEmployer’ sReturnsfor tax years ended 31 March 2000
and 31 March 2001 respectively, reported that the Flat was ‘Quarters
provided by employer’ and the totd rent refunded to the Taxpayer was
$510,000 and $503,410 for each tax year respectively.

(f) Company Bwas assessed to profits tax for the tax years 1999/2000 and
2000/01. There have been no adjustments to those assessments.
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(@ IRD on 13 September 2005 raised additiona assessments of sdaries tax on
the Taxpayer for the tax years ended 31 March 2000 and 31 March 2001 of
$74,500 and $71,864 respectively.

(h) By letter of 17 September 2005, the Taxpayer’ s tax representative, Fanny P
La & Co, CPA, wrote to IRD to register forma objection to the additiona
assessments.

Theredevant statutory provisons

7. Section 8(1) of the IRO isthe charging section for the sdaries tax and provides that
sdaries tax shdl be charged on income from employment.

8. Section 9(1) of the IRO defines income from employment. Clearly, this definition is
non-exhaustive and it sates as follows:

‘ Income from any office or employment includes-

(@ anywages, salary, leave pay, fee, commission, bonus, gratuity, perquisite,
or allowance, whether derived from the employer or others, .....

(b) the rental value of any place of residence provided rent-free by the
employer .....

(c) whereaplace of residenceis provided by an employer ..... at arent less
than the rental value, the excess of the rental value over suchrent .....’

9. A place of residence shal be deemed to be provided by the employer for arent equa
to the difference between the rent payable or paid by the employee and the part thereof paid or
refunded by the employer, and such payment or refund shal be deemed not to be income.
Specificdly, section 9(1A) of the IRO provides as follows:
‘(@ Notwithstanding subsection (1)(a), where an employer .....-
() paysall or part of the rent payable by the employee; or
(i) refundsall or part of the rent paid by the employee,

such payment or refund shall be deemed not to be income;
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(c) a place of residence in respect of which an employer ..... has paid or
refunded part of the rent therefor shall be deemed for the purposes of
subsection (1) to be provided by the employer ..... for a rent equal to the
difference between the rent payable or paid by the employee and the part
thereof paid or refunded by the employer .....’

10. Section 9(2) providesthat the rental value of any place of residence shall be deemed
to be 10% of theincome as defined in section 9(1)(a) of the IRO after deducting certain outgoings
and expenses.

11. Section 61 empowers an assessor to disregard an atificid or fictitious transaction.
That section provides asfollows:

‘ Where an assessor is of opinion that any transaction which reduces or would
reduce the amount of tax payable by any personisartificial or fictitious or that
any disposition is not in fact given effect to, he may disregard any such
transaction or disposition and the person concerned shall be assessable
accordingly.’

12. The burden of proof in respect of this matter falls squarely on the shoulders of the
Taxpayer. Section 68(4) provides asfollows:

‘ The onus of proving that the assessment appealed against is excessive or
incorrect shall be on the appellant.’

13. The key issue here for us to consder is whether or not the sums of $510,000 and
$503,410 are cash dlowances or if they are refunds of rent. If they are cash dlowances, then they
should be assessed in full under section 9(1)(a) of the IRO. If they are refunds of rent, then the
relevant provisons of section 9(1A)(a)(ii) will be applicable and the Taxpayer should be assessed
only on the renta vaue of the place of residence provided to him by the Employer in accordance
with the relevant sections 9(1)(c), 9(1A)(c) and 9(2) of the IRO. The test to determine whether a
payment wes a rental refund isto clearly ascertain the intention of the parties as a the time of the
payment by the employer. We were referred to the following authorities:

@ CIRvPee Ledie Page 5 HKTC 683;

(o) D38/04, IRBRD, vol 19, 304;

(c)  Seramco Trusteesv Income Tax Commissioner [1977] AC 287;

(d) Commissoner of Inland Revenue v DH Howe [1977] HKLR 436;
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(e Cheung Wah Keung v Commissioner of Inland Revenue [2002] 3 HKLRD
773.

14. Whether the sum isincome from employment or arefund of rent isaquestion of fact.
We need to ascertain the intention of the parties as at the time of the payment by the employer. Itis
quite clear that slamped tenancy agreements and rental receipts are not conclusive evidence of a
genuine landlord and tenant relationship. However, the agreed terms and features stipulated in any
tenancy agreementswould obvioudy be of assstance. However, one hasto have regard to the fact
asto whether or not the rent was at amarket rate and whether or not property tax would have been
assessed and paid. Thiswould be a consderation that the Board would take into account.

15. We of course would need to have regard to the relevant provisions of section 61 of
thelRO. Inparticular, werdy onthe observationsof Lord Diplock in Seramco Trustees v Income
Tax Commissioner [1977] AC 287. Lord Diplock reviewed the provisons of section 10(1) of the
Jamaican Income Tax Law 1954 which is very Smilar to section 61 of the IRO:

‘... Itisonly when the method used for dividend stripping involvesatransaction
which can properly be described as “ artificial” or “fictitious’ that it comes
within the ambit of section 10(1). Whether it can properly be so described
depends upon the terms of the particular transaction that is impugned and the
circumstances in which it was made and carried out.

“ Artificial” isan adjective whichisin general useinthe English language. Itis
not atermof legal art; it is capable of bearing a variety of meanings according
to the context in which it is used. In common with all three members of the
Court of Appeal their Lordships reject the trustees’ first contention that its use
by the draftsman of the subsection is pleonastic, that is, a mere synonym for
“fictitious’ . Afictitious transaction is one which those who are ostensibly the
partiesto it never intended should be carried out. “ Artificial” as descriptive of
atransaction is, in their Lordships view a word of wider import. Wherein a
provision of a statute an ordinary English word is used, it is neither necessary
nor wisefor a court of construction to attempt to lay down in substitution for it,
some paraphrase which would be of general application to all cases arising
under the provision to be construed. Judicial exegesis should be confined to
what is necessary for the decision of the particular case. Their Lordships will
accordingly limit themsel ves to an examination of the shares agreement and the
circumstances in which it was made and carried out, in order to see whether
that particular transaction is properly described as “ artificial” within the
ordinary meaning of that word.’

16. We dso rdy on the judgment of Cons J (as he then was) in Commissioner of Inland
Revenuev DH Howe [1977] HKLR 436 at page 441. He stated asfollows:




17.
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‘ ..... What then are the arrangements and the circumstances in which they were
made and carried out that | must examine in order to see whether or not they
areartificial? Smply they arethese. By two separate agreements the taxpayer
effectively transferred all his existing and future earnings as an author to a
limited company. The consideration in each case was valuable in the technical
sense but by no stretch of the imagination otherwise. If that were all, the
agreements would have been, as counsel for the Commissioner suggests, in the
words of their Lordships (p.294) quite “ unrealistic from a business point of
view” . But there isone other circumstance to consider. The limited company
which is the beneficiary of the taxpayer’ s apparent generosity is controlled by
the taxpayer himself. That was a fact found by the Board of Review and |
assume it to mean that the taxpayer holds all or substantially all of the shares
therein. Inthissituation it does not necessarily follow that the transactions are
commercially unrealistic. The overall position remains the same. What the
taxpayer loses on the roundabouts he makes up on the swings. Looked at purely
from the aspect of gross income the transactions seem unnecessary and
unproductive. But the taxpayer may well have other mattersin mind. | find
nothing on the face of things that makes the agreements artificial in the way
that their Lordships approached the Seramco situation. To my mind they are
artificial only in the sense e.g. that a limited company is artificial. It isnot the
product of nature, it isthe outcome of man’ sinventive mind. | am satisfied that
the Board of Review came to a correct conclusion on this question.’

Woo JA in Cheung Wah Keung v Commissoner of Inland Revenue [2002] 3

HKLRD 773 stated as follows:

18.

“41. Theterm “ commercially unrealistic’ appears in CIR v Howe (1977) 1
HKTC 936 at p.952 in the sense of “ unrealistic from a business point of
view’. We are of the view that whether a transaction which is
commercially unrealistic must necessarily be regarded as being
“artificial” depends on the circumstances of each particular case. We
agree with the submission of Mr. Cooney, however, that commercial
realism or otherwise can be one of the considerations for deciding
artificiality. Inthe present case, the Board found as a fact that there was
no*“ commercial realityinthetransaction” and that there* simply was no
commercial sense in the transaction” ; thus it was open to the Board to
reach the conclusion that the transaction was artificial under s.61.’

Aswe have previoudy stated above, Mr Bedford took the position that there was no

need for himto call any evidenceand wasnot inapostiontodo so. The Taxpayer was not present.
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19. The Taxpayer clamedin hisNotice of Apped that it wasthe intent of the Employer to
provide renta refunds and not cash alowances. However, no evidence was submitted to support
such acontention. However, having regard to the documents we have had sight of, it is quite clear
that the Employer’ sintention at dl relevant times was to pay the Taxpayer, an owner occupier,
financid assstance to subsidize the mortgage payments for his purchase of his property through
Company B, hiscompany. The key facts are asfollows:

(&  The Taxpayer gpplied for a housing assstance under the Employer’ s Owner
Occupiers Housng Assstance Scheme and obtained a housing loan of
$500,000 in the acquisition of the property through Company B.

(b)  The Employer adso confirmed that for the years of assessment 1999/2000 and
2000/01, the Taxpayer received housing ass stance as an owner occupier and
that the housing assistance was based on the monthly mortgage repayment
subject to a specified limit. Clause 5 of the ‘Accommodation & Rentd
Assgance Policy Agreement’ (entered into by the Hong Kong Aircrew
Officers Association and the Employer on 2 July 1999) provides that the
Employer was to provide house and boat owner occupiers with assistance in
theform of acash dlowance based on the actual monthly mortgage payment of
the house or boat. Hence, there can be no doubt that such sums paid to the
Taxpayer were for his purchase of the property through Company B. Again,
the Employer on 19 March 2001 clarified that the housing alowance payable
to employees who were owner occupiers, irrespective of whether they had
service companies or not, was to be reported by it as a cash dlowance and in
turn, thiswould be fully taxable. The change in tax reporting effective from 1
April 2001 did not affect the Taxpayer’ s access to housing assistance and the
provisonsof hisemployment contract or conditions of service and as such, his
conditions of service remained unchanged.

20. It is dso quite clear from our review of the relevant documents that we have no

hedtation in coming to a concluson tha there was never any genuine landlord and tenant

rel ationship between the Taxpayer and Company B. Mr Bedford accepted that he was not able to
cal any evidence nor was he able to ded with these particular matters when pressed to do so. In

particular, it is quite clear that the tenancy agreement between Company B and the Taxpayer

showed the following very unusud terms and features which one would never find in anorma arms
length tenancy agreement:

(@  Thelandlord was to pay dl utilities (gas, water, telephone and dectricity in
respect of the property);

(b)  The stamp duty was borne by the landlord,;
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(c) Thetenant was not required to pay any rental deposts,
(d)  Therewas no termination clause governing the tenancy;
(e) TheTaxpayer faled to provide any rentd receiptsissued by Company B; and

(f)  The Taxpayer faled to show that the monthly rentd of $43,500 for the
property was a aprevailing market rate. Indeed, the monthly rental for leasing
the property at $43,500 far exceeded the market rents of $5,700 (exclusive of
rates and management fees and on an unfurnished bags) as indicated by the
Commissoner of Rating and Vduation, thet is, the rental included in the lease
was 660% more than the market value. Hence, we accept the submissions by
Ms Tsui that the purported rents of the property were excessve and
commercaly unredidic.

21. Mr Bedford in hissubmissonstook the view that section 61 was not applicable dueto
the fact that (i) ‘the impugned transaction(s)’ must be the Employer’ s payment of renta refundsto
the Taxpayer; and (ii) the transaction does not reduce the amount of tax payable by the Taxpayer
because section 9(1A)(a) deems that where an employer pays dl or part of the rent paid by the
employee such payments are not regarded as income. Mr Bedford argued that whether the
transaction is ether artificiad or fictitious and does not fal for condderation and therefore, the
Deputy Commissioner cannot disregard the transaction arbitrarily and assess the rent refunds as
cash dlowance and assessableincome. Mr Bedford drew our attention to two authorities, D76/03
and D13/07.

22. We have no hestation in rgjecting these submissons. Therdevant transaction in this
case is the entering into the tenancy agreement between Company B and the Taxpayer and the
payment of rent in turn that was made by the Taxpayer to Company B.

23. In our view, payment of rent reduces or would reduce the amount of tax payable by
the Taxpayer and hence, we have no hestation in concluding that the tenancy agreement is
commercidly unredistic and atificid in the context of section 61.

24, Our reasoning isthat during the relevant years, Company B was under the control by
the Taxpayer and hisspouse. We have dso previoudy indicated that the monthly renta of $43,500
far exceeded the true market rent of $5,700. We accept Ms Tui’ s submissons thet the letting of
the property to the Taxpayer was artificid and in turn has to be disregarded pursuant to section 61
of the IRO.

25. Therefore, we conclude that the sums are not refunds of rent but cash alowances
which arein turn chargeable to sdaries tax under sections 8(1) and 9(1)(a) of the IRO.
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26. The Taxpayer has not discharged the burden of proof imposed upon him by section
68(4) of the IRO. Mr Bedford took the decison not to cal evidence in support of any of the
submissons that he attempted to put forward at the hearing.

27. Having therefore reviewed al the authorities and considered the submissions both of
the Taxpayer and the Deputy Commissioner, we have no hestation in dismissng the Taxpayer’ s
apped and upholding the relevant assessments for the years of assessment 1999/2000 and
2000/01.

28. Finaly, we take this opportunity of thanking the parties for their assstance in respect
of this matter.



