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Salaries tax — gain on share option — Hong Kong sourced vs non-Hong Kong sourced
employment — vesting period — services rendered in Hong Kong during non-Hong Kong sourced
employment — time agpportionment bass — severance payment — whether tax-exempt or not
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and 9 of the Inland Revenue Ordinance (' IRO’).
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Date of decison: 20 August 2004.

On 27 September 1995, the Taxpayer, whilst having a non-HK employment with
Company C (the predecessor of Company B), was granted a 5-year share option to subscribe for
shares in Company B under Company C' s stock option plan (‘the Plar).

On 15 May 1996:

- Pursuant to the amendment of option agreement, should the taxpayer s
employment with Company B be terminated without cause, his option granted
under the Plan would be 100% vested and exercisable in full & the time of such
termination.

- Thetaxpayer entered into awritten employment agreement (‘ the Agreement”) with
and was gppointed by Company B asitsVice Chairman - Executive Director for a
period of two years from 1 July 1996 to 30 June 1998.

- The Agreement provided that should the taxpayer’ s employment be terminated
without cause by Company B, Company B would pay the taxpayer his base salary
(US$330,000 for thefirgt year and US$360,000 for the second year) through the
end of the then current term.

In March 1997, there was a change in control of Company B.

Thetaxpayer objected to the salaries tax assessment for the year of assessment 1997/98
raised on him in respect of the followings
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Share Option Gain

On 2 April 1997, thetaxpayer exercised the option and made again of HK$20,816,189.
The Revenue contended that since the taxpayer soent numerous days in Hong Kong
during the non-HK employment with Company C, time gpportionment basiswhich was proper and
appropriate should be adopted for computing the taxable share option gain.
The taxpayer contended that:
- Only the portion of the share option gain which was accrued to him when he had a
HK employment with Company B which commenced on 1 July 1996 would be
taxable.

- The vesting period should end on the date when the option was exercised on 2
April 1997 and not when the employment was terminated on 31 August 1997.

Severance Payment

On 8 May 1997, Company B served the taxpayer the notice of termination of his
employment to be effective on 31 August 1997.

On 7 July, 1997, Company B agreed to bring forward the taxpayer’ s last date on the
payroll to 31 July 1997.

Company B reported in the employer’ sreturn of the year ended 31 March 1998, alump
sum of US$363,000 (HK$2,811,435 — base sdlary for the period from 1 July 1997 to 30 June
1998) as severance payment (‘the Sum’) to the taxpayer.

The Revenue s case was tha the Sum was not compensation in nature. The taxpayer
surrendered no rights and received exactly what he was entitled to receive under the Agreement.

The taxpayer contended that:

- The Sum was acompensation for loss of office even though it was a pre- negotiated
Seitlement.

- His employment with Company B was terminated with cause which was by reason
of a change in control in which Company B was prevented from performing its
contractud obligations.
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Hed:

Share Option Gain

1. 8% of the shae option gan which was derived from the taxpayer’ s
HK -employment with Company B would be fully assessable to salaries tax.

2. For the 20% share option gain which was derived from the nor-HK employment
with Company C:

2.1 Thevesting period should be the period from 27 September 1995, the date
of the grant, to 30 June 1996, the date of termination of the taxpayer s
employment with Company C.

2.2 Section 8(1A)(a) extends the basic charge to sdaries tax to include dl
income derived from services rendered in Hong Kong even when the
employment is non-Hong Kong sourced.

2.3 Thetaxpayer spent numerous daysin Hong Kong during the vesting period
from 27 September 1995 to 30 June 1996, thus, subject to the 60 daysrule,
the portion of the share option gain atributable to the taxpayer’ s services
rendered in Hong Kong was assessable to sdaries tax.

Severance Payment

3. The labd placed upon a payment is not decisve of its character, dl the
circumgtances in which it was paid have to be examined carefully to determine
whether or not it was tax-exempt.

4.  The Sum paid by Company B to the taxpayer was in discharge of Company B’ s
obligation under the Agreement which was diginguishable from a payment of
damages or compensation for loss of office.

5.  The taxpayer’ s right to the Sum was part and parcel of and derived from the
Agreement with Company B rendering the payment an income derived from the
taxpayer’ s employment and was thus taxable.

Appeal allowed in part.

Casss referred to:
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Dalev de Soissons 32 TC 118
Williamsv Smmonds 55 TC 17
D19/92, IRBRD, vol 7, 156
D90/96, IRBRD, vol 11, 727
D24/97, IRBRD, vol 12, 195
D43/93, IRBRD, vol 8, 323
D16/95, IRBRD, vol 10, 144

Yeung Siu Fa for the Commissoner of Inland Revenue.
Elina Hung of Messs ElinaHung & Co, Certified Public Accountants, for the taxpayer.

Decision:

The appeal

1. Mr A (‘the Taxpayer') objects to the sdaries tax assessment for the year of
assessment 1997/98 raised on him in respect of the gain redized under theshare option scheme and
the sum of $2,811,435 being the* saverance payment’ (‘the Sum’) paid to him under his contract of
employment with Company B.

The background facts

2. In December 1989, the Taxpayer was employed by Company C, a predecessor of
Company B, as Vice Chairman.

3. In January 1993, the Taxpayer was appointed as Company C' s President.

4. Company B, alimited liability company incorporated under the laws of Country D,
wasformedin June 1995. On 26 September 1995, through an initia public offering, Company B
was liged on the Stock Exchange in Country E.

5. On 27 September 1995, the Taxpayer was granted an option to subscribe for
200,000 sharesin Company B under Company C' s 1995 stock option plan (the Plan’). The
option would be vested in the Taxpayer over aperiod of five years from the date of grant.

6. Pursuant to the amendment of option agreement dated 15 May 1996, should the
Taxpayer' s employment with Company B be terminated without cause, the Taxpayer’ s option
granted under the Plan would become 100% vested and exercisable in full at the time of such
termination.
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7. On 15 May 1996, the Taxpayer entered into a written employment agreement (‘ the
Agreement’) with Company B. Hewas appointed Vice Chairman-Executive Director for a period
of two yearsfrom 1 July 1996 to 30 June 1998.

8. The Agreement provided for the payment, inter dia, of base sdlary of US$330,000
for thefirgt year commencing 1 July 1996 and US$360,000 for the second year commencing 1 July
1997.

9. The Agreement a0 provided that the Taxpayer’ s employment might be terminated
without cause by Company B giving the Taxpayer 90 days notice of termination and in such evert,
Company B would pay the Taxpayer, inter dia, his base sdary through the end of the then current
term.

10. The Agreement further provided that the Taxpayer might terminate his employment at
any time during the one year period commencing on the date of achangein control asdefined in the
Agreement and upon termination, the Taxpayer would be entitled to saverance benefits equalled to
the benefits entitled by the Taxpayer upon termination by employment without cause.

11. In March 1997, there was a change in control of Company B.

12. In April 1997, payment of the share option gain was made to the Taxpayer’ s
designated bank account.

13. By aletter of 8 May 1997 from Company B to the Taxpayer which, as stated by

Company B, was served pursuant to the Agreement asthe Taxpayer’ s notice of termination of his
employment effective on 31 August 1997, Company B notified the Taxpayer that hewould be paid,
inter dia, his base sdary for the remainder of his current term of the Agreement, that is, 30 June
1998.

14. By aletter dated 7 July 1997, Company B agreed to bring forward the Taxpayer’ s
last date on the payroll to 31 July 1997.

15. Inan employer’ sreturn in respect of the Taxpayer of the year ended 31 March 1998,
Company B reported alump sum of US$363,000 (HK$2,811,435) representing the Taxpayer’ s
base sdlary for the period from 1 July 1997 to 30 June 1998 as severance payment.

The statutory provisions

16. The rdevant provisonsin the Inland Revenue Ordinance (' IRO’) are stated below.

17. Section 8
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‘(1) SalariesTaxshall, subject tothe provisionsof 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 —

(@ any office or employment of profit; and
(b) any pension.

(1A) For the purposes of this Part, income arising in or derived from Hong
Kong from any employment —

(@ includes, without in any way limiting the meaning of the expression
and subject to paragraph (b), all income derived from services
rendered in Hong Kong including leave pay attributable to such
Sservices,

18. Section 9
‘(1) Income from any office or employment includes —
(@ any wages, salary, leave pay, fee, commission, bonus, gratuity,

perquisite, or allowance, whether derived from the employer or
others...

(d) anygainrealized by theexercise of, or by theassignment or release
of, aright to acquire sharesor stockin a corporation obtained by a
person as the holder of any officein or an employee of that or any
other corporation.’

19. Section 68(4)

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

The Taxpayer’s case

20. The Taxpayer’ s stance is that he had a non-Hong Kong employment with Company
C and aHong Kong employment with Company B The Taxpayer' s representative (‘the
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Representative’) pleads that the portion of the share option gain which is taxable was the part
accrued to the Taxpayer when he had aHong Kong employment with Company B and not the part
accrued while he had a non-Hong Kong employment with Company C The Representative
stressed that the Taxpayer was employed by an overseas company and was assigned to oversee
the operation of Hong Kong, and, as such, the Taxpayer should not be subject to Hong Kong
sdariestax.

21. Initidly, the Taxpayer only objected to the’ numerator’ of the formula adopted by the
Revenue for the computation of the amount of the share option gain that should be assessable to
sdariestax, but now the Taxpayer aso objectsto the*denominator’ of the formula. It is proposed
that the find vesting period of the share option gain should end on the date when the option was
exercised, that is, 2 April 1997 and not on 31 August 1997 when the employment terminated.

22. Astothe‘ severance payment’, it is contended that it was a compensation for |oss of
office and was not adeferred wage nor an income from the Taxpayer’ s employment and the nature
of this payment could not be changed just because it was apre-negotiated settlement. It is disputed
that the Taxpayer's employment was terminated without cause by virtue of clause 8(b) of the
Agreement, as contended by the Revenue. The Representative maintains that it was terminated by
reason of achange in control under clause 8(e) which prevented the employer from performing its
contractud obligations.

The Revenue’s case

23. Initidly the Revenue contended that the Taxpayer’ s employment with Company C
wasaHong Kong employment. Only at alater age of the investigation, the Revenue agreed with
the Taxpayer that the Taxpayer was having a nort Hong Kong employment when the share option
was granted to him on 27 September 1995. Since the Taxpayer spent numerous days in Hong
Kong during the period from 27 September 1995 to 30 June 1996, that is, the date before the
Agreement became effective; the Taxpayer was the second highest executive of Company C; and
Company B, the successor of Company C, maintained its principa executive office in Hong Kong,
the Revenue contendsthat it isreasonable to presumethat the Taxpayer did perform dutieswhile he
was in Hong Kong and thus the share option gain could be partly attributed to the Taxpayer's
sarvicesrenderedin Hong Kong. It isasserted that the time gpportionment basis as adopted in the
determination isproper and appropriate for computing the taxable share option gain. However, in
view of the new evidence submitted by the Representative that the share option gain was vaued on
2 April 1997, the Revenueis prepared to re-compute the Taxpayer’ s taxable share option gain by
adopting thevauedate of 2 April 1997 instead of 31 August 1997 asthe option' sfind vesting dete.

24, It issubmitted that the * severance payment’ of $2,811,435 was not compensation in
nature. Itisargued that for something to be acompensation, it must be shown that thereisaloss or
surrender of right on the one Sde and alegd liability on the other to make the payment. Asto the
Taxpayer’s clam that he had the right to an employment which he had to give up on the changein
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control of the employer, it is contended that snce clause 8(b) provided that Company B was
entitled to terminate the Agreement without cause by giving 90 days prior notice, the Taxpayer
could not be said to havetheright to be employed for aterm of two years the termination of which
rendered him losing rights and being entitled to compensation.

25. It isasserted that on theauthority of * Dalev de Soissons 32 TC 118 and ‘Williars v
Smmonds55 TC 17, the payment under clause 8(b) or clause 8(e) of the Agreement wasincome
from the employment and is taxable. It was a 2Im agreed to be paid in consderation of the
Taxpayer accepting and serving as Vice- Chairman- Executive Director and consequently it was a
sum paid by way of remuneration for his services asdirector. The Taxpayer surrendered no rights
and hereceived exactly what he was entitled to recelve under the Agreement. As professed by the
Representative, that the provisons of clause 8(e) did induce the Taxpayer to enter into the
employment contract, thusthe payment under thisprovision isto be made in the nature of areward
for services to be rendered and not in the nature of compensation.

26. In the event that the Board finds that the ‘ severance payment’ was compensation in
nature, it is submitted that 1/12 of the amount should represent the Taxpayer’ s base salary for the
month of July 1997 and is chargeable to tax, since it is clear that the Taxpayer had rendered
sarvicesto Company B up to 31 July 1997 and he had only reported sdary and pro-rata bonus up
to June 1997.

Theissuesfor the Board’'s decision

27. The portion of the share option gain of $20,816,189 which should be chargegble to
sdariestax, and

28. Whether the sum of $2,811,435 which waslabelled as* severance payment’ received
by the Taxpayer upon his termination of employment should be chargegble to sdaries tax.

Conclusion

29. The Taxpayer appeared a the hearing of the appeal but chose not to give evidence on
his own behdf. He said he had nothing further to add to the evidence given in the course of the
investigation. Thus, in congdering the issues in this appeal, we modly rely on the documentary
evidence before us.

Share option gain

30. Section 8(1)(a) of the IRO is the basic charging section br sadaries tax which
providesthat saariestax should be charged on every person in respect of “hisincome arisng in or
derived from Hong Kong' ‘from any office or employment’. The expression ‘income arisng in or
derived from Hong Kong' insection 8(1)(a) isreferrableto thelocdlity of the source of income and
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not the place where the duties of the employee are performed. The place where the services are
rendered is not relevant to the inquiry under section 8(1)(a) as to whether income arisesin or is
derived from Hong Kong from any employment and should beignored. Hence, if the locdlity of the
source of incomeis Hong Kong, sdlariestax is payable on the whole of theincome arising from this
employment even if some of the duties of this employment were performed outside Hong Kong.

Thereisno gpportionment in thiscase. Nonetheless, if no services were performed in Hong Kong
in respect of an employment, liability to sdariestax does not arise. However, by virtue of section
8(1A)(a), the basic chargeto sdariestax is specifically extended to include dl income derived from
sarvices rendered in Hong Kong, including leave pay attributable to those services. As a

consequence, when aperson providesservicesin Hong Kong subject to the 60 daysrule, he or she
will beliableto sdariestax even though the source of his or her employment is not located in Hong
Kong. At the hearing, the Revenue submitted that since the Taxpayer had agreed that he had

derived ashare option gain of $20,816,189 and that a portion of it should be chargesble to salaries
tax, theissue on the share option gain only hinged on the method of gpportionment. In thisregard,
the Representative maintains on behdf of the Taxpayer that the portion of the share option gain

whichisligbleto sdariestax isthe portion arisen during the period when the Taxpayer had aHong
Kong employment commencing on 1 July 1996, and not the portion arisen during the period before
the Hong Kong employment.

31. It has dl dong been the Taxpayer’s case that the Taxpayer had a non-Hong Kong
employment with Company C prior to 1 July 1996 and a Hong Kong employment with Company
B commencing on 1 July 1996. The Taxpayer declared his sdary, leave pay and bonus received
from Company B in his 1997/98 sdaries tax return [fact 1(11) in the determinaion] and the
assessor accordingly raised saariestax assessment on the Taxpayer in repect of these three items
of income|[fact 1(19)(c) inthedetermination]. By assessing the Taxpayer fully on these threeitems
of income, the Revenue had accepted that the Taxpayer’ s employment with Company B was a
Hong Kong employment. Inthe Revenue’ s written submission, no denia was made in this respect.
It is dso our observation from the documents supplied for this apped that throughout the
Investigation and in the correspondence between the Representative and the assessor, the assessor
had never denied the Taxpayer’ sclam of having aHong Kong employment with Company B. The
assessor only asserted that the Taxpayer had a Hong Kong employment with Company C even
before his entering into an employment agreement with Company B.  Only in the response to the
questionsfrom the Board during the hearing, the Revenuefor thefirst timetook the sancethat Snce
Company C and Company B belonged to the same group and the Taxpayer’ s employment with
Company C was anon-Hong Kong employment, the Taxpayer’ s employment with Company B
wasthus anon-Hong Kong employment. However, we cannot agree to this stance of the Revenue.
Notwithstanding the fact that Company C and Company B bel onged to the same group, it does not
follow that because the Taxpayer's employment with Company C was a norn-Hong Kong
employment, hisemployment with Company B should remain anon-Hong Kong employment. We
would say that it dl depends on the facts of the case. Thus, as opposed to the Revenue's
submission that the issue of the share option gain only hinges on the method of gpportionment, there
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Is dso the question of whether the Taxpayer’ s employment with Company B was a non-Hong
Kong employment or aHong Kong employment to decide.

32. Having perused the documentary evidence before us, apart from the aforesaid facts,
we have aso found the following additiond facts upon which we come to the conclusion thet the
Taxpayer' semployment with Company B was a Hong Kong employment:

(& Itisprovided under clause 3(a) of the Agreement that the Taxpayer was to
report to the Chairman of the Board of managing director and to the Board
[B1-page 46]. The Chairman of the Board of managing directors was Mr F.
Itisaknown fact that Mr F lives and gtationsin Hong Kong. The Revenue dso
accepts the fact that Mr F s family isin Hong Kong [R1-page 14].

(b) Clause 7(b) of the Agreement provides that the Taxpayer was entitled to the
use of an automobilein Hong Kong [B1-page 49].

(c) Clause 19 of the Agreement provides that any dispute or controversy aisng
from or in connection with the Agreement should be submitted to binding
arbitration in Hong Kong [B1-page 55].

(d) Clause20 of the Agreement provides that notices to the Taxpayer wereto be
sent to the Taxpayer at the company’ s address or at his last known residence
inHong Kong. Thecompany’ saddresswasaso in Hong Kong [B1-page 55].
The Taxpayer was working and residing in Hong Kong a the materia times.

(© Inthe amendment of option agreement, the Taxpayer was described as a
resdent of Hong Kong [B1-page 43].

()  The Revenue was informed by the Representative that the Taxpayer did not
become an employee of Company B until 1 July 1996 when he took up the
pogition of ‘ Vice-ChairmanExecutive Director’ of asubsdiary *Company G
in Hong Kong [R1-page 1].

(@9 The Taxpayer's employment was to manage the operation of the hotel under
Company G in Hong Kong [R1-page 6].

(h) The Taxpayer was reocated to Hong Kong since his employment with
Company B on 1 July 1996 [R1-page 9].

(i)  Byhisletter of 6 July 2000 to the Representative, the assessor took the stance
that the Taxpayer had taken up aHong Kong employment since 22 September
1995 [R1-page 14]. Only in his letter of 4 September 2003, the assessor
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accepted that the Taxpayer was having an offshore employment when the
share option was granted [R1-page 38].

33. Itisclear from the dbovefactsthat the Taxpayer’ semployment with Company B was
Hong Kong sourced. If the Taxpayer’ semployment with Company B was Hong Kong sourced, dl

his income arisng from this employment would be subject to assessment of sdaries tax.
Consequently, if the share option gain or any portion of it did derive from the employment with

Company B, such part of the share option gain so derived should be fully assessable to salaries tax.
On the other hand, if the share option gain or any portion of it did not derive from the employment
with Company B but from the employment with Company C, on the basis that the Taxpayer did
perform duties in Hong Kong, subject to the 60 days rule, those days of services rendered by the
Taxpayer in Hong Kong during his employment with  Company C would be relevant for the
purpose of assessng the Taxpayer’ s share option gain o derived from his employment with

Company C but those days of services rendered by the Taxpayer in Hong Kong as from 1 July
1996 would not be relevant for the purpose of assessng the Taxpayer’ s share option gain 0
derived from the employment with Company C, because it would be logica to assume that the
Taxpayer’ ssarvices performed in Hong Kong as from 1 July 1996 were performed on account of
his employment with Company B and not on account of his non-Hong Kong employment with

Company C which had aready ceased. Section 11C of the IRO provides that for the purpose of

section 11B, a person shdl be deemed to cease to derive income from a source whenever he
ceasesto hold any office or employment of profit. Following from the above, it is necessary for us
to consider the source from which the share option gain derived, whether it from the employment
with Company C or from the employment with Company B or partly from Company C and partly
from Company B.

34. We have before us: the Taxpayer’ s Agreement with Company B of 15 May 1996,
the 1995 stock option plan, unanimous written consent of the board of managing directors of
Company B, asummary of theoption agreement for theCompany B’ s 1995 stock option plan and
the amendment of 15 May 1996 of the option agreement.

35. The Taxpayer’ s Agreement with Company B of 15 May 1996 was an employment
agreement for a term of two years commencing on 1 July 1996. There was the term that the
Taxpayer should continue to own options to purchase 200,000 shares of common stock of
Company B pursuant to and in accordance with the rules of Company B’ s 1995 stock option plan
and as provided in the Taxpayer’ s option agreement with Company B dated 27 September 1995
as amended with effect on 1 July 1996.

36. Some relevant terms and conditions of the grant of options under the 1995 stock
option plan of Company B are briefly asfollows

(@ the Company, that is, Company B will provide the optionee with a written
option agreement in the form approved by the adminisirator which sets out the
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type of option, the grant date, the number of shares of stock covered by the
option, the exercise price and the terms and conditions of exercise of the
option;

(b) Options granted under the plan are subject to the following terms and
conditions and such other termsand conditions not incons stent with the plan as
the adminigtrator may impose:

()  typeof option

(i)  exercise of option — ‘In order to exercise dl or any portion of any
option granted under this plan, an optionee must remain as an officer,
employee or director of the Company, or asubsdiary, until the Vesting
Date. The option shall be exercisable on or after each Vesting Date in
accordance with the terms set forth in the Option Agreement.’

(i)  option term
(iv) exerciseprice

(v)  method of exercise—* To the extent theright to purchase shares of stock
has accrued, options may be exercised, inwholeor in part, fromtimeto
time in accordance with their terms by written notice from the optionee
to the Company.’

(vi)  redriction on stock; option agreement
(vii)  non assgnability of option rights

(viii) exercise after termination of employment, death or disability.

‘If an optionee ceases to be the employed by the Company, or a
subgdiary, in the case of an incentive stock option, for a reason other
than cause, options held at the date of such termination (to the extent
then exercisable) and optionsthat otherwise would become exercisable
within one year after the date of such termination, may be exercised, in
whole or in part, a any time within one year after the date of such

termination,’

(iX)  compliance with securitieslaw

37. Under the unanimouswritten consent of theboard of managing directors of Company
B dated 22 September 1995, the Taxpayer was granted an option to purchase up to 200,000
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shares a an exercise price equd to theinitid public offering price per share in the offering and that
the option will vest ratably over a period of five years from the date of the offering.

38. The amendment of 15 May 1996 amended the option agreement effective as of 27
September 1995 between Company B and the Taxpayer. The amendment provided that

(@ paragraph 2 (d)(i) of the option agreement was amended and restated in its
entirety to read as follows:

‘() Teminaion of Employment With Cause or Voluntarily

If Grantee' s services to the Company are terminated by the Company
for Causeor if, prior to June 30, 1997, Grantee voluntarily ceasesto be
employed by or to be a consultant or director of the Company, or a
Subsidiary, the Option (to the extent then vested and exercisable) may
be exercised, inwhole or in part, a any time within thirty days after the
date of such termination (but in no event after ten years from the Grant
Date). If from and after June 30, 1997, Grantee voluntarily ceasesto be
employed by or to be a consultant or director of the Company, or a
Subsidiary, the Option shal become 100% vested and exercisable in
full immediately and may be exercised, in whole or in part, & any time
until ten years from the Grant Date.’

(b) paragraph 2(d)(ii) of the option agreement was amended and restated in its
entirety to read as follows:

‘(i) Terminaion of Employment Without Cause
If Grantee' s servicesto the Company are terminated by the Company
without Cause, the Option shal become 100% vested and exercissble
infull & thetime of such termination and may be exercised inwholeor in
part a any time until ten years from the Grant Date.’

39. The summary of the Stock Option Planincludesasummary of the material terms such

(@  Grant date: September 1995
(b) Expiration date
(©) Veding: 20% per year from the grant date (that is, on June 30 1996, 20% of

the option will be vested — on thefifth anniversary of the grant date the option
will be fully vested) (may be accelerated due to termination)
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(d) Purchaseprice
(e) Exerciseof options
()  Terminaion of employment
A.  With cause or voluntarily:

I Vested portion of option must be exercised within 30 days or
surrendered

. All unvested portions of option are surrendered
B.  Without cause:
I Option fully vests upon termination

i. Option must be exercised within one (1) year of termination or
surrendered

C.  Death or permanent or totd disability
Thereis dso afoot-note at the end of the summary which says that:

‘ This summary is not meant as a subgtitution for the Option Agreement itsdf and
should not be rdied upon as a definitive statement of the terms and conditions of the
Option Agreement. Please review the terms of the Option Agreement itsdf for the
definitive terms’

40. We have not been provided with the Taxpayer’ s option agreement. The
Representative informed the Revenue by her letter of 6 October 2001 that there was no ‘Option
Agresment’ as such but the stock option plan was legitimized in the unanimous written consent of
the board of managing directorsof Company B. However, we are uncertain as to whether this
representation was true. We take this view because in the amendment of 15 May 1996 of the
option agreement, paragraphs 2(d)(i) and 2(d)(ii) of the option agreement were specificaly
mentioned and were amended and restated in their entireties in the amendment of 15 May 1996.
The headings of those paragraphs ‘2(d)(i)’ and ‘2(d)(ii)’ referred to in the amendment did not
appear in thestock option plan or theunanimouswritten consent of theboard of managing directors
of Company B We dso note that the legd counsdl of the Company B group informed the
Representative that they sent her al documents which they could locate. Among them, there was
not an option agreement. Thisinformation from the lega counsd of the Company B group did not
suggest thet therewasin fact nooption agreement. 1t only said that al documents found were sent
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to the Representative. Further, with the remark in the foot-note of the stock option plan summary,
we believe it will be unsafe for us to gpply the terms as summarized in the stock option plan
summary asthetermsof the Taxpayer’ soption agreement. Thus, on the basis of the aforesaid, we
shdl not goply the terms summarized in the stock option plan summary to the Taxpayer’ s
employment with Company C. On the other hand, the 1995 stock option plan provided the terms
and conditions subject to which the options were granted and the other terms and conditions
Impaosed by the adminigtrator must not be inconsstent with those in the plan.

41. A term in the 1995 stock option plan provides that if an optionee ceases to be
employed by Company B or itssubsidiary for areason other than cause, options held at the date of
termination (to the extent then exercisable) and options that otherwise would become exercisable
within oneyeer after the date of terminationmay be exercised, inwholeor in part, a any timewithin
one year after the date of termination. Under the unanimous written consent of the board of

managing directors of Company B, the Taxpayer’ soptions should vest ratably over aperiod of five
years from the date of offering which was 27 September 1995. Thus, according to these

provisons, upon the Taxpayer’ stermination of hisemployment with Company C on 30 June 1996,

only 20% of the 200,000 shares became vested in the Taxpayer and exercisable by him within one
year after thedate of termination with Company C. However, the Taxpayer exercised 100% of the
share option on 2 April 1997.

42. The Taxpayer’ s Agreement with Company B of 15 May 1996 provides that the
Taxpayer shdl continue to own options to purchase 200,000 shares pursuant to the rules of the
1995 stock option plan and as provided in the Taxpayer’ s option agreement dated 27 September
1995 asamended with effect on 1 July 1996. Theamendment of 15 May 1996 providestheat if the
Taxpayer' s sarvicesto Company B shdl be terminated without cause, the option shdl become
100% vested and exercisablein full at the time of such termination. Asprovided in the 1995 stock
option plan, the termsin any option agreement should not be inconsstent with those in the plan.
Thus, dthough we have not been provided with the Taxpayer’ s option agreement, we bdlieve that
thosetermsinit must be consstent with thosein theplan. That being the case, upon the termination
of the Taxpayer’ semployment with Company C, only 20% and not 100% of the option granted to
the Taxpayer became vested and exercisable by the Taxpayer. If 100% of the share option were
to be vested and exercissble by the Taxpayer upon the termination of his employment with

Company C, theterm in the Agreement with Company B that he would continue to own option to
purchase 200,000 shareswould be unnecessary and would not be so provided. Thus; if it was not
for the Taxpayer’ s employment with Company B which granted him a right to continue to own

options to acquire 200,000 shares, the Taxpayer would not have been entitled to exercise the
remaining of the 100% of the share options after the termination of his employment with Company
C. Consequently, we do not accept thet the Taxpayer’ s share option gain wholly derived from his
employment with Company C. In reaching this view, we have taken into account the facts thet the
amendment of theoption agreement and the Agreement with Company B were both dated 15 May
1996 and theamendment came before the Agreement. However, notwithstanding the amendment
came before the Agreement, these two documents were to take effect smultaneoudy on 1 July
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1996 which was dso the commencement date of the Taxpayer’ s employment with Company B.
Hence with the amendment to take effect on 1 July 1996, there is no room for argument that the
terms of the option agreement as amended on 15 May 1996 were agpplicable to the Taxpayer’ s
employment with Company C becausethe Taxpayer’ semployment with Company C in fact ended
on 30 June 1996.

43. The amendment of the option agreement of 15 May 1996 provides that if the
Taxpayer’ s services to Company B shdl be terminated without cause, the option shal become
100% vested and exercisable in full at the time of such termination. In this regard, we have not
overlooked the fact that the value date was 2 April 1997, adate earlier than the date of the notice
of termination given to the Taxpayer by Company B and the date of termingation of the Taxpayer’ s
employment with Company B. This earlier date might suggest that 100% of the share option gain
could have derived from thefirst employment with Company C, otherwise, the Taxpayer would not
be entitled to exercise dl his entitlement prior to the termination of his employment with Company
B. Wedo not bdieveit wasthe case. We were informed by the Representative through her letter
to the Clerk of this Board of 24 December 2003 that the written notice of termingtion given in the
letter by Company H for Company B to the Taxpayer of 8 May 1997 was not meant to be anotice
snce it was well understood by the parties that upon the change of control of Company B, the
Taxpayer' semployment with Company B would terminate, and thus, after the change of control

which aready took place before the written notice in the letter of 8 May 1997, the Taxpayer

exercised the option on 2 April 1997. The change of control took placein March 1997. Under the
1995 stock option plan, clause 6(b)(v) provides that options may be exercised in whole or in part
to the extent the right to purchase shares has accrued. By virtue of the said understanding between
the parties, the parties had accepted that after the change of control of Company B, the Taxpayer’ s
employment with Company B wasto terminate and hisright to acquire the shares had thus accrued.
Accordingly, the right was so exercised by the Taxpayer on 2 April 1997. Wefind the Taxpayer’ s
right to acquire the remaining shares derived from the Agreement and in accordance with the
amendment of theoption agreement, the right became vested and exercisable when the Taxpayer’ s
sarvices to Company B wasto terminate.

44, We note that the Representative maintains on behdf of the Taxpayer that the portion
of the share option gain that should be assessable to sdaries tax is the portion derived during the
period when the Taxpayer had a Hong Kong employment commencing on 1 July 1996 and not
during the period when the Taxpayer had a non-Hong Kong employment with Company C. This
cdamismadeby the Representative notwithstanding the fact that in the course of the investigation,
she provided theinformation to theassessor that whilethe Taxpayer was an employee of Company
C, he was working on the restructuring of the hotel under Company G leading to the lising of
Company B in the Country E Exchange and for this purpose the Taxpayer visited Hong Kong
before and after the listing in September 1995. In this regard, in the absence of evidence to the
contrary, we agree with the Revenue that it is reasonable to assume that the Taxpayer did perform
duties under his employment with Company C while he was in Hong Kong.  On the basis of the
Representative’ s said contention, there is perhaps a misconception of law on the part of the
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Representative. The Representative seems to have taken the view that a taxpayer is not lidble to
sdariestax for income derived from a non-Hong Kong employment.  In this connection, she has
seemingly overlooked section 8(1A)(a) of thel RO which extendsthe basic chargeto sdariestax to
include al income derived from services rendered in Hong Kong even when the employment is
non-Hong Kong sourced. Itisby reason of this subsection that the Taxpayer’ s services rendered
in Hong Kong are relevant to the chargeahility of the share option gain to sdlaries tax even though
the Taxpayer’ semployment with Company C was a norn-Hong Kong employment.

45, Following from the above findings, we conclude that 80% of the share option gain
derived from the Taxpayer’ semployment with Company B which was Hong Kong sourced and is
thus fully assessable to saaries tax and 20% of the gain derived from the employment with
Company C whichwasnon-Hong Kong sourced. Asto the said 20%, we do not intend to disturb
the time gpportionment bas's adopted by the Revenue and as agreed by the Representative, which
we aso beieve is a proper and appropriate method under the circumstances to caculate the
portion of it which is assessable to sdaries tax in Hong Kong. However, we find that the vesting
period of these 20% gains should be the period from 27 September 1995, the date of the grant of
theright, to 30 June 1996, the date of termination of the Taxpayer’ semployment with Company C
when 20% of the right became vested and exercisable within one year after the termination of
employment with Company C pursuant to aterm under the 1995 stock option plan. Accordingly,
subject to the 60 days rule, the amount of this portion of the share option gain should be computed
asfollows

The number of days when the

Taxpayer wasin Hong Kong

during the vesting period

between 27-9-1995 and 30-6-1996 X 20% of the share option
The number of days during the vesting gain of $20,816,189.00
period between 27-9-1995 and 30-6-1996

Sever ance payment

46. The Revenue has provided us with the following legd authorities on the issue of ‘the
Severance payment’:

Ddev de Soissons 32 TC 118

Williamsv Smmonds55 TC 17

Board of Review Decison D19/92, IRBRD, val 7, 156
Board of Review Decison D90/96, IRBRD, vol 11, 727
Board of Review Decison D24/97, IRBRD, vol 12, 195
Board of Review Decison D43/93, IRBRD, vol 8, 323
Board of Review Decison D16/95, IRBRD, vol 10, 144

NogarMwDNE
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47. Itisthe Revenue's practice to exempt from sdaries tax severance payments madein
accordance with the Employment Ordinance. If the severance payment to an employee exceeds
theemployee' sentitlements under the Employment Ordinance, the excesswill be subject totax. A
payment made as compensation for theloss of employment or settlement of aclaim for damagesfor
wrongful dismissal isaso not assessable to salariestax. It is accepted that such payment does not
arise from employment because the employment has been terminated. However, to determine
whether a payment isindeed a severance payment or compensation for loss of office asopposed to
a payment for services rendered, a gratuity or some other taxable sum the circumstances under
which the payment is made must be carefully examined. It isimportant to ascertain the true nature
of the payment. Itisthered nature of the payment and not the label placed upon the payment that
will determine whether or not it is exempt from tax.

48. In this apped, the payment of $2,811,435 has been labeled as sdary, severance
payment and compensation. By aletter of 8 May 1997, Company B notified the Taxpayer that
upon termination of hisemployment, hewould be paid hissalary andbonus for the remainder of the
current term of hiscontract. Intheemployee’ sreturn in respect of the Taxpayer for the year ended
31 March 1998, the sum of $2,811,435 was described as* severance payment’. Clause 8(f) of the
Agreement stated that any amounts due under clause 8 were in the nature of severance payments.
In response to the assessor’ enquiries, Company H, the successor of Company B, informed the
assessor that there was a change in control of Company B as a result of which the Taxpayer's
employment was terminated and pursuant to clause 8(e) of the Agreement, the Taxpayer was
entitled to a lump sum payment of US$363,000 (Hong Kong dollar equivaent $2,811,435)
representing compensation for the rest of the contract term, that is, from 1 July 1997 through 30
June 1998. Thus, as can be seen, we cannot rely on the label placed upon a payment to decide its
character. It is necessary to examine carefully the circumstances in which it was pad as to
determine whether or not it is tax-exempt.

49, Clause 8(e) of the Agreement providesthat if a any time during the one year period
commencing on the date of a change in control the Taxpayer terminates his employment, the
Taxpayer shall be entitled to severance benefits provided in clause 8(b) (i)(ii) ad (iii). Clause
8(b)(i) provides payment to the Taxpayer of base sdary and bonuses through the end of the then
current term. Clause 8(b)(ii) provides the Taxpayer’ s entitlement to dl medicd, dentd and life
insurance coverage and dl other welfare benefits until the end of the then current term.  Clause
8(b)(iii) providesthe Taxpayer’ s entitlement to any amounts owing to the Taxpayer but not paid, by
way of reimbursement of business and other expenses or under any employee benefit programme
participated by the Taxpayer. By reason of this provison, in the event that the Taxpayer’ s
employment is terminated by reason of a change in control of the employer, the Taxpayer will be
entitled to al payments of salary, bonuses and any other sums due to him and any other employee
benefits which he would be entitled for the entire term of the employment contract as if his
employment had not been terminated. In other words, the Taxpayer will befully paid and will suffer
no loss as aresult of the early termination of his employment contract upon a change in control of
the employer. These entitlements of the Taxpayer upon a change in control of the employer were
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made aterm of hisemployment agreement with Company B. The Taxpayer’ sright to the payment
derived from the Agreement itsdlf. The payment of $2,811,435 was a contractua obligation on the
part of Company B This payment was made by Company B in discharge of its contractud

obligation under the Agreement. This payment is distinguishable from a payment of damages or
compensation for lossof office. A payment of damages or compensation for loss of office is made
not in compliance with aterm of the employment contract. On the contrary, it ismade asaresult of
non-compliance with a term of the employment contract. The natures of these two types of

payment aretotaly different. Oneiscontractua and the other isnot. The provision for payment of
$2,811,435waspart and parcel of the Agreement reached between the Taxpayer and Company B
rendering the payment of an income derived from the Taxpayer’ s employment and is thus taxable.

For the aforesaid reasons, the Taxpayer’ sapped in relation to the * severance payment’ falsand is
hereby dismissed.



