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Case No. D26/07

Salaries tax — dgnon bonus and sdtling-in adlowance paid a the commencement of
employment — upon early termination of the employment the following tax year part of the bonus
and alowance refunded to employer —whether the entirebonus and dlowance should be treated as
income for the year of assessment in which it was paid — sections 8(1), 9(1), 11B, 12(1)(a) of the
Inland Revenue Ordinance (‘'IRO’).

Pand: Benjamin Yu SC (chairman), Leung Hing Fung and Keith Y eung Kar Hung.

Date of hearing: 12 December 2006.
Date of decison: 25 September 2007.

The appellant was employed by Bank A as from 21 February 2005. The employment
terms provided, inter dia, that the appellant would receive a sign-on bonus of $390,000 payable
with hisfirg month’ spayroll and asettling-in alowance of $66,000. The employment terms further
provided that if theappdlant resgned within 12 months from his commencement of employment, he
would be required to repay the sign-on bonus and the settling-in dlowance on a pro rata basis.

In June 2005, the appedlant gave notice of resgnation, and his employment was
terminated on 5 September 2005. The appellant refunded to the Bank a pro rata portion of the
sgnon bonus and the settling-in dlowance, amounting to $179,506.85 and $30,378.08

respectively.

Intheappe lant’ stax return for the year of assessment 2004/05, the declared total income
incdluded the full amount of the sgn-on bonus and of the settling-in alowance and the appellant was
assessed accordingly. The appellant later wrote to the Commissioner asking for an adjustment of
his 2004/05 sdlaries tax assessment to exclude the refund that he subsequently made to the Bank.

The assessor did not agree to the adjustment. That decision was confirmed by the Deputy
Commissioner.

Hdd:

1.  Theissueiswhether the whole of the Sgn-on bonus and the settling-in dlowance
should be treated asincome, notwithstanding that the appellant had to refund part
of these payments upon termination of his contract.
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2. Section8of thelRO imposesachargeonaperson’ s* income arisng inor derived
fromHong Kong. “ Income means* money received, especidly on aregular bess,
for work or through investments . A person cannot be taxed for money that he has
not received. This is not affected by the provisons of section 11D(b). This
providesthat for the purpose of section 11B, income accrues to a person when
he becomes entitled to clam payment thereof. The purpose of that provison isto
assg in determining when that is, in which year of assessment should an item of
income betaxed. It does not mean that a person who is entitled to receive income
but has never received it can be taxed under section 8 (D15/88, IRBRD, val 3,
223 distinguished).

3. Theemployment contract should be construed as stating in effect that the appel lant
was only entitled to receive the full sgn-on bonus and stling-in dlowance
contingent on his having served the full 12 months from the date of employment.
He did not, and was thus not entitled to the full Sgn-on bonus or the full settling-in
dlowance. Asamatter of fact, he did not receive thefull Sgn-on bonus and the full
sttling-in dlowance.

Appeal allowed.

Casesreferred to:

D24/05, IRBRD, vol 20, 382
D15/88, IRBRD, val 3, 223

Taxpayer in person.
Tsui Nin Mée and Fung Chi Keung for the Commissioner of Inland Revenue.

Decision:
I ntroduction
1 This gpped raises an interesting question of law. The facts are not in issue. We

summarise them b ow.
The Facts

2. The taxpayer (‘the Appdlant’) was employed by Bank A (‘the Bank’) as a
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Vice-President upon thetermsof aletter dated 21 January 2005. These terms provided, inter dia,
that the Appellant would receive asign-on bonus of $390,000 payablewith hisfirst month' spayrall
and a settling-in alowance of $66,000. These were one-off payments.

3. In respect of the Sign-on bonus, the employment |etter went on to provide:

* In the event you voluntarily resgn or give notice of termination of employment within
12 months from the date on which you join (the Bank), any amount of Joining Bonus
paid to you will be immediately payable by you to (the Bank) on a pro-rata basis
according to the tota number of caendar days you have not worked within 12
monthsfrom your employment date. Further, you authorize (the Bank) to make such
deductionsfrom any remuneration or compensation accrued and dueto you under the
terms of this agreement or from any pay in lieu of notice or otherwise, as may be
necessary to repay any such sums due to (the Bank).’

4, In respect of the settling-in dlowance, the employment letter stated:

‘ Please note that you are required to repay any costs associated with the initia
relocation on a pro-rata basis in the event that you resgned or are terminated for
cause within the first 12 months from your commencement of employment with (the
Bank).’

5. The Appellant commenced hisemployment on 21 February 2005. 1n June 2005, the
Appellant gave notice of resgnation, and his employment was terminated on 5 September 2005.
The Appdlant came under aduty to repay to the Bank a pro rata portion of the sign-on bonus and
the sattling-in dlowance. This he did by drawing a cheque in the sum of $260,578.40 in favour of
the Bank, of which $179,506.85 was the refund of the Sign-on bonus, $30,378.08 was the refund
of the settling-in allowance and $5,063.01 related to refund for temporary accommodation.

6. IntheBank’ sinitid employer’ sreturn to the Commissioner of Inland Revenuein May
2005, the whole amount of sign-on bonus and sttling-in alowance were included. In December
2005, the Bank revised the amount to take account of the pro rata repayments made by the
Appdlant. Initsletter accompanying the revised employer’s return, the Bank stated:

‘ The return was revised because (the Appellant) was subsequently refunded part of
the bonus and alowance (bonus: HKD179,506.85, alowance: HKD30,378.08) to
us upon his termination of employment.’

Such revisions were accepted by the Commissioner.

7. In the Appdlant’ s tax return for the year of assessment 2004/05, the Appellant
declared histota incomefor the period from 21 February 2005 to 31 March 2005 to be $540,857.
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This sum incdluded the full amount of sgn-on bonus and of the sttling-in dlowance and the
Appdlant was assessed accordingly. The Appellant later wrote to the Commissioner to ask for an
adjustment of his 2004/05 sdaries tax assessment. He wrote:

* On 9 June 2005, my last day of employment with (the Bank), | returned part of the
sgn-on bonus, sttle-in dlowance and temporary accommodation to (the Bank) ...
In my tax return, | followed (the Bank’ s) origind employer’ s return because | was
told that they would not revise the 2004/2005 numbers. After | filed (m)y tax return,
| received (the Bank’ s) revised Employer’ s return for 2004/2005...°

8. The assessor did not agree to adjust assessable income by excluding the amount of
sgnon bonus and satling-in dlowance which the Appdlant repaid the Bank. The Appdlant
perssted in his objection but his objection was overruled by the Deputy Commissoner in a
determination dated 29 September 2006. He now apped s to the Board.

9. The issue before us is whether the whole of the sign-on bonus and settling-in
alowance should be trested as the Appellant’ s income for the year of assessment 2004/05
notwithstanding that he was obliged to and did repay the sum of $179,506.85 + $30,378.08 =
$209,884.93.

Relevant Provisions
10. Section 8(1) isthe charging provisonsfor sdariestax. Thisreads.

‘Salaries tax shall, subject to the provisions of this Ordinance, be charged for
each year of assessment on every person in respect of hisincome arising in or
derived from Hong Kong from the following sources (a) any office or
employment of profit; and (b) any pension.’

11. Section 9(1) defines ‘income from any office or employment to include any
wages, salary, leave pay, fee, commission, bonus, gratuity, perquisite, or allowance, whether
derived from the employer or others ... Thereis no dispute that the sign-on bonus and the
stling-in dlowance come within this definition.

12. Section 11B provides that the assessable income of a person in any year of
assessment shdl be the aggregate amount of income accruing to him from al sourcesin that year of
assessment. Section 11D(b) providesthat ‘for the purpose of section 11B’, income accruesto a
person when he becomes entitled to claim payment thereof.

13. Section 12(1)(a) of the Ordinance makes provisons for deduction of outgoings and
expenses (other than expenses of a domestic or private nature and capitd expenditure) which are
wholly, exclusively and necessarily incurred in the production of the assessable income.
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14. We have dso been referred to section 68(4) of the Ordinance which places the
burden of showing the assessment is wrong or excessive on the taxpayer. We do not think this
assgs. The appeal does not turn on who has the burden of proof. As indicated above, the
question raised in this gpped is one of law.

Discussion

15. Theissueinthiscaseisnot whether asgn-on bonusistaxable asincome. It planly is,
being income derived from an employment of profit. If authority isrequired for this propogtion, it
can be found in Case No D24/05, IRBRD, vol 20, 382 and the authorities cited therein.

16. The issue is whether the whole of the sgn-on bonus and the settling-in dlowance
should be trested as income, notwithstanding that the Appellant had to refund part of these
payments upon termination of his contract.

17. Ms Tsui, for the Commissioner, focused her submissons on whether the amount
repaid by the Appellant to the Bank was a deductible expense under sction 12(1)(a). She
referred the Board to Case No D15/88, IRBRD, vol 3, 223. There, thetaxpayer paid onemonth’ s
sdary to the employer in lieu of notice by returning her find month’ s sdary to her employer. The
question was whether her find month’ s sdary was assessable to tax notwithstanding that she had
refunded the amount to her employer. The Board held that it was. The Board rejected the
argument that the month’ s sdary was a deductible expense. It went on to say:

“We would add that in our view it matters not whether the amount paid in lieu of
notice was actually paid by way of a physical “refund” after the salary was
physically received by the taxpayer or whether, with the consent of the taxpayer
and in accordance with the contract, there was a “ set-off” and the taxpayer
physically received one month’ s salary less than what he or she would have
physically received had there been proper notice given to the employer ... We do
not, however, see why the mechanics of the payment in lieu of notice should
make any difference. The “ set-off” would implicitly involve receipt of the
month’ s salary which should therefore be chargeable to tax.’

18. The Commissone’ sargument here wasthat the refund of $209,885 by the Appellant
to the Bank was the price he had to pay for not having fulfilled his obligation to serve for 12 months,
and is not an item of expense deductible under section 12(1)(a).

19. We agree that the amount refunded cannot be regarded as deductible expense under
section 12(1)(a), athough not for the reason advanced by MsTsui. In our view, the sum refunded
was not paid whally exclusively and necessarily incurred in the production of assessable income,
and isin any event of acgpita rather than recurrent nature.
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20. This is however not the end of the matter. We have to determine whether, having
regard to the facts now established, the Appdlant’ s income in respect of sgn-on bonus and
settling-in alowance during therelevant year of assessment wasthe full sum of $456,000 or thesum
of $246,115.07 (being the full sum of $456,000 lessthe amount of $209,884.93 herefunded to the
Bank).

21. We have not been able to find any authority directly in point. We should go back to
firg principles.
22. We gtart with section 8 which imposes a charge on aperson’ s‘income’ arigng in or

derived from Hong Kong. ‘Income’ means ‘money received, especidly on a regular basis, for

work or through investments (see The New Oxford Dictionary of English). A person cannot be
taxed for money that he has not received. We do not think this is affected by the provisons of

section 11D(b). This providesthat for the purpose of section 11B, income accruesto a person

when he becomes entitled to claim payment thereof. The purpose of that provison isto assg in

determining when that is, in which year of assessment should an item of income be taxed. 1t does
not mean that a person who is entitled to receive income but has never received it can be taxed

under section 8. Takethe case of aperson who hasworked for three months with an employer but
has never received any payment because the employer was bankrupt at the end of the three months.
No doubt, that person is entitled to clam payment of his sdary, but we would be very surprised if

section 8 could be read asimposing atax ligbility on him to pay sdariestax on income he has never
received.

23. The present case is, in our view, digtinguishable from the facts in Case No D15/88.
There, the payment by the taxpayer of the one month’ s salary can properly be considered as the
price or damages she had to pay for the termination of the contract. This had nothing to do with the
fact that she was entitled to and must be taken to have received the last month’ s sdlary. Asthe
Board pointed out, the fact that there was a ‘set-off’ implicitly involved the receipt of the last
month’ ssdary. There can therefore be no doubt that she received that income. Receipt can either
be physcdly in the form of cash or be notiondly in the form of credit.

24, In the present case, we are of the view that on the proper construction of the contract
of employment, the amount that the Appellant had to refund to the Bank cannot be considered as
damages for termination of contract. If it were 0, it would most likely be unenforcegble as a
pendty. Rather, we consider that the contract should be construed as stating in effect that the
Appdlant was only entitled to recaive the full Sgn-on bonus and settling-in alowance contingent on
his having served the full 12 months from the date of employmen.

25. He did not, and was thus not entitled to the full sgn-on bonus or the full settling-in
dlowance. Did he then, as a matter of fact, recaive the full Ssgn-on bonus and the full settling-in
alowance? In our view, the answer isno.
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26. In the present case the Appellant filed histax return on 7 November 2005. Thiswas
after thetimewhen he refunded part of the Sign-on bonus and sttling-in dlowance to the Bank. If
he had stated in his return that the tota amount of sgn-on bonus and settling-in dlowance he
received during the relevant year of assessment was $246,115.07 instead of $456,000, we do not
think he can befaulted. Thereisaso the oddity in the present case that the Commissioner acceded
to therequest by the Bank for adjustment in the employer’ sreturn to reduce the expenses the Bank
paid on these items, but decided that she could not accept the Appellant’ s request for adjustment.

Conclusion

27. In the circumstances, we dlow the apped and remit the assessment to the
Commissioner with the opinion of the Board.



