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Case No. D34/06

Salaries tax — severance pay or specid retention bonus — concesson to exempt statutory
severance payments— section 8(1) of the Inland Revenue Ordinance (‘IRO’) — section 31G(1) of
the Employment Ordinance.

Pand: Jat Sew Tong SC (chairman), Eric T M Kwok SC and Dieter Yih.

Date of hearing: 21 February 2006.
Date of decison: 6 July 2006.

The employer of the taxpayer, the Hong Kong branch of a Japanese bank, decided to
closethe Branch and, in order to urgeits employeesto stay with the Branch until its closure, offered
to itsthen employees, including thetaxpayer, agpecia retention bonus. Before concluding theterms
of the specid retention bonus, the Assistant Generd Manager of the Branch enquired with the IRD
as to whether the IRD would accept as non-taxable * saverance payments equa to one month’ s
saday per year of employment without set-off againg the employer’ s portion of provident fund
entitlement under the Provident Fund Scheme of which the taxpayer wasamember. The AGM was
told by an officer of the IRD that there would be * no problem’ with such payments.

In the notice of the taxpayer’ s cessation of employment filed by the Branch it was declared
that the taxpayer received * severance pay’ inthe Sum A. The taxpayer in her tax returns did not
declare Sum A as she was under the belief that the same was not taxableincome. The* Caculation
of Severance Pay to Employee prepared by the Branch stated that Sum A had been paid to the
taxpayer due to closure of the Branch. Further, in aletter from the Bank providing informéation to
the IRD, Sum A was described as ‘ severance pay compensaing [the ex-daff’ 9 loss of

employment’ .

The assessor followed D73/04 and assessed 6/10 of Sum A as the taxpayer’ s taxable
income. The Commissioner upheld the determination and the taxpayer gppeded contending that
Sum A wasin the nature of * severance pay’ and thus not taxable. She aso raised an argument that
the IRD had not treated her case fairly and was forced to accept a settlement with the IRD on fear
of costs conseguences and also due to the stress of litigation. The Commissioner contended that
under the IRO there is no exemption for * severance payment’ paid in accordance with the
provisons of section 31G(1)(a) of the Employment Ordinance but as a matter of concession, the
Revenue would exempt gtatutory severance payments from sdaries tax, any amount in excess of
the statutory severance payment would be taxable. The main point at issue was whether Sum A
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received by the taxpayer upon termination of her employment is assessable income for the purpose
of salariestax under section 8(1) of the IRO.

Hed:

1.

This Board was of the view that the principlesto be gpplied in determining whether
a payment received by an employee upon termination of service is taxable under
section §1)(@ of the IRO are those summarised in D80/00. Applying those
principles, and having considered dl the evidence in the round, the Board came to
the concluson that the true nature of Sum A was compensation pad to the
taxpayer for the loss of her employment and non-taxable. The labe * specid

retention bonus  rather than * severance pay’ used was not determingtive. It was
very clear that the common intention of both the employer and the employees was
that the employees should recelve * severance pay’ of one month per year of

sarvice, without set-off againgt the employer’ s contribution to the Scheme.

The Board observed that the * concesson’ as contended by the Commissioner,
that is, that the IRD would only treet the statutory amount of severance pay as
non-taxable, did not appear to have been consistently gpplied.

The Board dd not consder it necessary to condder the taxpayer’ s ‘ fairness
argument.

Appeal allowed.

Cases referred to:

B/R 94/02 (reported D107/02, IRBRD, vol 18, 32)
D126/02, IRBRD, val 18, 188

D80/00, IRBRD, val 15, 715

D73/04, IRBRD, val 19, 571

D24/97, IRBRD, vol 12, 195

D37/05, IRBRD, val 20, 563

Taxpayer in person.
Wong Ka Cheong for the Commissioner of Inland Revenue.

Decision:
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I ntroduction

1 The Appellant Taxpayer appeds againg the determination dated 23 August 2005
(‘the Determination’) whereby the Commissioner upheld an additiond salaries tax assessment for
the year of assessment 1999/2000 raised on the Taxpayer.

2. Themain point at issue in this gpped is whether a sum of $451,684.93 received by
the Taxpayer upon termination of her employment is assessable income for the purpose of sdlaries
tax under section 8(1) of the Inland Revenue Ordinance (‘IRO’).

3. Thisgpped isof someinterest because there have been four previous appeals to the
Board arisng from essentidly the same factud background. The Board in the first two of these
gopeds held in favour of the taxpayer, but the subsequent panes held in favour of the
Commissioner.

Relevant facts

4, The Taxpayer gave evidence under oath. She dso cdled one factud witness, Mr L,
who aso gave evidence under oath. The Board finds the Taxpayer and Mr L to be truthful
witnesses and has no hesitation in accepting their evidence.

5. The materid facts as found by the Board are asfollows.

6. The Taxpayer commenced her employment with the Hong Kong branch (the
Branch') of a Japanese bank (‘the Bank’) on 14 January 1987. The Branch operated a defined
contribution Provident Fund Scheme (‘the Scheme’) and the Taxpayer was a member of the
Scheme.

7. By letter dated 2 November 1998 (‘the I Letter’), the Branch announced to its
employees that its head office had decided to close the Branch not later than June 1999. In the
|letter, the Branch urged its employees to stay with the Branch until the closure and in turn offered
the following incentive to the employees:

7.1. Under paragraph 2a: ‘ Severance pay’ equivdent to the employee s monthly
sdary x length of servicex 2/3, which amount wasto be set off by the Branch' s
portion of the employee’ s entitlement under the Scheme;

7.2. Under paragraph 2b: Payment in lieu of notice corresponding to the
employee srank (two months for the Taxpayer); and

7.3. Under paragraph 2c: A further sum equivaent to 50% of the tota sadary
(including basic sdary and posdition dlowance but excluding bonus or overtime
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alowance) to be paid to the employee from 1 November 1998 to the last day
of employmen.

8. The 1 Letter further provided that if the employee resigned, for whatever reason,
before the closure of the Branch, he/she would only be entitled to the ‘severance pay’ under
paragraph 2a and only haf of the further sum under paragraph 2c.

9. After theissue of the 1% Letter, there was afeding of discontent among the Branch' s
gaff. In particular, the effect of the ‘ severance pay’ offered was that the longer an employee was
employed, the less the employee would receive by way of ‘severance pay’ because the amount to
be set- off againgt theemployee’ sportion of provident fund entitlement under the Scheme would be
proportionately larger.

10. The Taxpayer was not satisfied with the offer contained inthe 1% Letter because due
to her length of service she would receive nothing by way of the proposed ‘ severance pay’. She
learnt that many of her colleagues were smilarly dissatisfied with the proposd. Eventudly, a
number of staff meetings were convened to discuss the feasibility of seeking better severance pay
from the Branch.

11. Mr L was the Assstant General Manager of the Branch a the time. He actively
participated in the discussons between the gaff and the senior management in relation to the
severance package. He made anumber of enquirieswith people from other Japanese bankswhich
were dso closng down at around that time, and found out that the amount of ‘severance pay’
offered by other banksto their employeesranged from one month’ s sdary per year of employment
to three months per year of employment.

12. Mr L aso made enquirieswith the Inland Revenue Department (‘IRD’) as to whether
the IRD would accept as non+taxable ‘ severance payments equa to one month’ s sdary per year
of employment without set-off againgt the employer’ s portion of provident fund entitlement under
the Scheme. Hewastold over the phone by an officer of the IRD, who said that she was handling
the Branch’' scase, that therewould be‘ no problem’ with such payments. It is pertinent to note that
this evidenceis not chalenged by the Commissioner.

13. Based on the information obtained from hisenquiries, Mr L on behdf of the saff put
forward arevised proposd to the senior management of the Branch asking for ‘ severance pay’ of
one month’ s salary per year of service without set-off againg the employer’ s portion of provident
fund entitlement under the Scheme.

14. The management was receptive to the proposd as is evidenced by an
Approval/Record Form dated 1 March 1999.



15.
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Mr L then prepared afurther letter to the staff dated 10 March 1999 (‘the2™ Letter’),

which was signed by the Generd Manager, setting out the revised incentive scheme.

16.

The materia parts of the 2™ Letter provided as follows:

‘Re: Branch Closure— Special Retention Bonus

Further to my letter of November 2, 1998 to dl of you concerning the closure of HK
Branch and rdated trangt arrangements ...

In recognition of your loydty and support to [the Bank], and dso as a means to
further smoothening our operations for the months to come, | have had a series of
conversations with Head Office and it is my pleasure to announce here today that
following incentive payments will be added to employees who sdisfied our
requirements as follows.

1. Special Retention Bonus

Subject to (2) below, in addition to the packages mentioned in our letters dated
November 2, 1998 to respective employees, following payments will be added:

a. A sumequivdent to your monthly salary x length of service x 1/3, plus

b. A further sum equivdent to employer’ s portion of your Provident Fund
[entitlement under the Scheme].

2. Conditiong/Restrictions

In principle, the above payments applied to all employees..... However, to be digible
to the additiona payments, employeesmust al so satisfy [the Bank] with thefollowing
points:.

a. Employees must continue to work for [the Branch] through the very last day until
[the Branch] takes the initiative to terminate their services.

b. Employees must continue to perform their duties to our satisfaction up to end of
ther sarvicess Ther performance will be evaluated by respective
superiors, which will be taken into condderation when determining on€' s
entitlement of bonus mentioned in (1) above, which may result in reduction of the
above payments.
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c. Employeesmust continueto attend their duties punctualy. Asameasureto keep
thismorae, your specid payment asdetermined in (1) above will be deducted by
asum derived from the following formula

(StL+2) x monthly salary x 1/20

where S=no. of 9ck leave & L = no. of lateness, counted from 11/3/1999 until
your last date of employment

d. Thisspecial retention bonus was gpproved separately by the Head Office taking
into account of the unique situation of HK Branch. To ensureits smoothness, no
information _contained in this letter shall be divulged to unrelated parties
including, but not limited to ex-[Bank] d<aff and other overseas
branch/subsidiaries of [the Bank]. Any breaches of that will not only lead to
non-payment of the above, but may also affect other benefits they are entitled.’
(origind emphasis)

17. The2™ Letter did not refer to* severance pay’ but to * Specia Retention Bonus'. But
the combined effect of paragraph 2a.of the 1% Letter and paragraph 1 of the 2™ Letter is that the
gaff would get an amount equa toone month’ ssdary per year of service ontop of their entitlement
under the Scheme.

18. In relation to the added ‘ conditions’ set out in the 2™ Letter, Mr L’ s evidence is that
by thetime of the 2™ L etter, the staff morale was|ow and while the management wanted to improve
the severance pay, it aso wanted to add some terms so as to encourage the staff to work harder in
the remaining months, such as arriving punctudly to work, not leaving early and not gpplying for
sck leave unnecessarily, etc.

19. Also, dthough the 2™ Letter referred to a‘ Specid Retention Bonus' as a means to
‘further smoothening’ the Branch' s operations prior to its closing, the Taxpayer was on maternity
leave during the relevant period. Hence the incentive did not apply to her anyway.

20. On 28 June 1999, the Branch filed a natification regarding the Taxpayer’ s cessation
of employment. In the natification, the Branch declared that the Taxpayer received ‘ severance
pay’ of $451,684.93, made up asfollows:

$36,250 (last month salary) x 12 /565 (year of service) x 1=451,684.93[' SUm A']

21. The Taxpayer in her tax returns for the assessment year 1999/2000 did not declare
Sum A as shewas under the belief that the same was not taxable income. It isnot necessary to go
into the details of the subsequent correspondence between the Taxpayer and the IRD. Sufficeto
say that by aletter dated 11 October 2001, the Assessor proposed to revise the assessment raised
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onthe Taxpayer to assessone-third of Sum A astaxableincome. This assessment was eventudly
revised to 6/10 of Sum A on 6 May 2005 after the assessor had considered the decison of the
Boardin D73/04, IRBRD, vol 19, 571. It will be necessary to return to this and other relevant
decisons of the Board later on in this Decison.

22. Two documentsrequire specific mention. Thefirs isa’ Calculation of Severance Pay
to Employee dated 26 June 1999 prepared by the Branch. It stated that:

‘DUE TO CLOSURE OF THIS BRANCH, THE FOLLOWING PACKAGE HAS BEEN PAID TO
THE [TAXPAYER] ASSEVERANCE PAY:

(1) SEVERANCEPAY ACCORDING TO YEARS OF SERVICE (NOTE 1)
EQUIVALENT TO ONE MONTH’ SSALARY FOR EACH YEAR OF SERVICE
HK$36,250.00 X 124603 (YEARS) X 1 451,684.93
(NOTE 1): THIS COMPANY WILL WITHDRAW ITS BUSINESS FROM HK AND HAD
ANNOUNCED ITS CLOSURE ON 1/11/98. ACCORDINGLY, ALL EMPLOYEES HAVE BEEN
ARRANGED TO BE LAID OFF ON VARIOUS STAGES DEPENDS ON SCHEDULE OF EACH
DEPARTMENT.

THE AMOUNT INDICATES ON ITEM (1) IS A SEVERANCE PAY BASED ON YEARS OF
SERVICE OF EMPLOY EE CONCERNED.’

23. Further, in a letter dated 6 December 2001, the Bank provided information to the
IRD on ‘severance pay’ paid to ex-employees of the Branch. The letter described the additiona
payment under paragraph 1 of the 2™ Letter as * severance pay compensating [the ex-t&ff’ 5 loss
of employment’.

24, On 23 August 2005, the Deputy Commissioner affirmed the 6 May 2005 assessment,
hence this gppedl.

Previous decisions of the Board

25. There are four previous appeds to the Board arisng from the termination of
employment of the Branch’ s employees.

1) B/R 94/02
26. Mr L himsdlf was the appdlant in the firdt case, B/R 94/02 dated 9 January 2003, a
decision of the Board chaired by Mr Patrick Fung Pak-tung SC, with members Mrs Daisy Tong
Y eung Wai-lan and Mr Stephen Yam Chi-ming.

26.1. Inthat case, the Commissioner accepted that athough the ‘ severance pay’
paid to the taxpayer under the 1% Letter was larger than the severance pay
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26.2.

26.3.

(2) D126/02

which the taxpayer would have been entitled to under section 31G(1) of the
Employment Ordinance, the entirety of that sum would not be taxable.

The Commissioner contended that the amount payable to the taxpayer under
the 2™ Letter was taxable because it was not in the nature of a true
‘severance pay’ . The Commissioner mainly ried on the wording of the I
and 2" Lettersin support of that contention.

The Board concluded that the amount in question was in nature ‘ severance
pay’ and the same was not taxable. The gpped was accordingly alowed.

27. The second case is an gpped by another employee of the Branch, Mr A, in B/IR
125/02 dated 11 March 2003, a decison of Mr Benjamin Yu SC (chairman), with members Mr
Dennis Law JP and Ms Agnes Ng.

27.1.

27.2.

27.3.

The facts of the case are maeridly indistinguishable from the facts of the
instant gpped. Mr L was dso cdled as a witness in that gpped and his
evidencewas essentidly the same asthat hegaveto thisBoard. TheBoardin
that case accepted his evidencein adl materid respects.

The Board referred to D80/00, IRBRD, val 15, 715, in which the Board
reviewed a number of previous decisons and formulaied the following
principles in determining whether a payment received by an employee upon
termination of employment is taxable under section 8(1) of the IRO:

(& A payment would be taxable if it isin the nature of a gift on account of
past services. The word ‘gratuity’ connotes a gift or present usudly
given on account of past services.

(b) A payment made on account of compensation for loss of employment
or apayment in lieu of or on account of severance pay is not taxable.

(c) Itisnotthelabd, but the red nature of the payment, thet isimportant.

(d) Theway inwhich thesumin question was arrived a isamaterid factor
in determination the red nature of the payment.

The Board, gpplying those principles to the evidence, found that the true
nature of the payment was compensation to the taxpayer for the loss of his
employment. The Board also held that both the taxpayer and the employer
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regarded the payment as severance pay for the reasons set out in paragraph
19 of the decision.

27.4. In s0 holding, the Board rgected the Commissioner’ s arguments which are
largdly the same arguments advanced before this Board in the instance apped:
see paragrgphs 18 and 20- 21 of the decision.

28. The IRD appeded againgt both decisions by way of Case Stated. Eventudly, the
IRD reached settlement with Mr L and Mr A after the Board' sdecisonin D73/04, IRBRD, vol 19,
571. ThisBoard isnot informed of the terms of those settlements.

(3) D73/04

29. In this case the Board (chaired by Mr Ronny Wong Fook-hum SC, with members
Mr Arthur ChanKaPui and Mr Michad Seto Chak-wah) heard the gppedl in January 2003 but by
agreement of the parties ddivery of decison was deferred pending the appeds by way of Case
Stated in thetwo previous appeds. The Board eventudly delivered its decison dated 21 January
2005 when no decision had yet been delivered by the Court of First Instance.

29.1. The Board observed that Mr L who testified in B/R 94/02 and D126/02,
IRBRD, vol 18, 188 was not called to give evidence in that case, S0 that
those decisions were not grictly binding on the Board.

29.2. TheBoard referred to D24/97, IRBRD, vol 12, 195 and D80/00, IRBRD,
vol 15, 715 but expressed resarvations on the generad excluson of
compensation for loss of employment and severance pay from the tax net.

29.3. The Board dated the issue thus. ‘were Sum A ... paid in consderation of
sarvices, padt, present or future or were they paid for a consderation wholly
unrelated to the Appdlant’ s servicelfemployment or were they paid for mixed
congderations?

29.4. Onthefacts, the Board cameto the view that a number of factors prompted
the payments promised under the 2 Letter. The Board then apportioned
Sum A asfollows:
(@ 3/10 thereof as payment in recognition for past services.

(b) 3/10 thereof asinducement for future services.

() 3/10thereof aspayment for the dleviation of the difficulties arigng from
the then economic climate experienced by the appdllant.
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(d) 1/10thereof for other considerationincluding the Non-disclosure clause
inthe 2™ Letter.

29.5. The Board therefore adlowed the gppedl to the extent of 4/10 of Sum A, that
IS, affirming that 6/10 thereof was taxable.

(4) D37/05

30. Findly,inD37/05, IRBRD, vol 20, 563 a decison dated 9 August 2005, Mr Ronny
Wong Fook-hum SC again chaired the Board, with members Professor Smon Ho Shun-man and
Mr Peter Nga Kwok-hung. The Board basicdly followed the decison on thisissuein D73/04.

Taxpayer’ scontentionsin thisappeal

3L The Taxpayer, who acted in person, put her case primarily on the basisthat the entire
Sum A wasin the nature of ‘ severance pay’ and thus not taxable.

32. Inany case, sherdlieson thefact that Mr L had been advised by the IRD that the IRD
would accept as nor+taxable severance pay of up toone month’ ssdary per year of service without
set-off againg the employer’ s contribution under the Scheme,

33. The Taxpayer aso raised an argument that the IRD had not treated her case fairly.
Her argument is, in essence, that the IRD should follow the decisons of this Board in Mr L’ sand
Mr A’ scases, or pursue the gpped sto the High Court for adecision a itsown costs. Instead, she
complains, the taxpayer is forced to accept a settlement with the IRD on fear of codts
consequences and aso due to the dress of litigation, while the IRD is able to rely on decisons
favourableto it and leaving the burden on the taxpayer to challenge the correctness of the decisons
0 relied upon.

The Commissioner’ scontentions

34. Mr Wong, on behaf of the Commissioner, argued that Sum A was ‘income’ within
the meaning of section 9(1) of the IRO received by the Taxpayer from her employment in Hong
Kong and hence taxable under section 8(1) of the IRO. He understandably placed heavy reliance
on D73/04 and D37/05. It has dready been noted above that in coming to the assessment in this
case, the assessor had followed D73/04 in assessing 6/10 of Sum A as the Taxpayer’ s taxable
income.

35. Secondly, Mr Wong pointed out that under the IRO there is no exemption for
‘severance payment’ paid in accordance with the provisons of section 31G(1)(a) of the
Employment Ordinance but as a matter of concesson, the Revenue would exempt statutory
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severance payments from salaries tax. Any amount in excess of the statutory severance payment
would be taxable.

36. For these and other reasons advanced by Mr Wong in hishe pful written submissions,
it is contended that this Board should follow the decisonsin D73/04 and D37/05, and uphold the
Determination.

Issuesfor determination

37. The main issue for determination is the true nature of Sum A: whether it isin nature
‘severance pay’ or compensation for loss of employment. [Issue 1: True nature of Sum A]

38. Thereisasecondary issuearising if Sum A isfound to be‘ severance pay’: in o far as
SUm A exceeds the statutory amount of severance pay under sction 31G of the Employment
Ordinance, whether the ‘excess part isliable to sdlariestax. [I ssue 2: the concession point]

39. This Board does not consider it necessary to condder the Taxpayer’ s ‘farness
argument.

Issue 1: Truenatureof Sum A

40. This Board is of the view that the principles to be gpplied in determining whether a
payment received by an employee upon termination of service is taxable under section 8(1)(a) of
the IRO are those summarised in D80/00.

40.1. Firg, it should be noted that previous decisions of the Board are not binding
on thisBoard.

40.2. Secondly, this Board has carefully considered the principles summarised in
D80/00 and agrees that they correctly summarise the law. This Board has
a o carefully consdered the reservations expressed in D73/04 over D80/00
(and D24/97). However, such reservations do not persuade this Board that
the principles as summarised in D80/00 are incorrect.

40.3. Thirdly, in the insant apped, the Commissioner’ s written submissonsin fact
referred to and relied on the principles summarised in D80/00 without dissent.
Certainly no argument was advanced before this Board as to why and to
what extent those principles summarised in D80/00 are incorrect.

40.4. For thesereasons, thisBoard proposesto apply the principles summarised in
D80/00.
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41. Applying those principles, and having consdered dl the evidence in the round, this
Board comes to the conclusion that the true nature of Sum A was compensation paid to the
Taxpayer for the loss of her employment and non-taxable.

41.1. Althoughthe2™ Letter described the payment under paragraph 1 as ‘ Specid
Retention Bonus' rather than ‘severance pay’, the labe used is not
determinative. This Board entertains no doubt that the intended effect of the
‘Specid Retention Bonus' under the 2™ Letter was to dleviate the staff’ s
disstifaction over the origind proposd for ‘severance pay’ under
paragraph2aof the 1% Letter. Accordingly, the1* and 2™ Letters should be
read together, and due regard must be given to the statements made and
notification filed by the employer aswell asthe’ Calculation of Severance Pay
to Employee dated 26 June 1999 prepared by the Branch in relation to the
purpose of the payment.

41.2. Once the matter is looked & in this way, it is very clear that the common
intention of both the employer and the employees was that the employees
should receive ‘severance pay’ of one month per year of service, without
set-off againgt the employer’ s contribution to the Scheme.

41.3. ThisBoard, while attaching proper weight to the wording used in the 1% and
2" Letters, declines to adopt a literdl approach. In this connection, the
different evidence adduced before the Board in D73/04 may explain why in
that case the Board adopted a more litera approach and attached
condderable weight, probably predominant weight, to the wording used. In
any case, it seemsto this Board that the Board in D73/04 probably read far
too much into the labels used.

42. It is unnecessary to address each of the arguments advanced by the Commissioner,
most of which have been advanced and rglected in D126/02. This Board respectfully adopts the
decison of the Board in that case where appropriate.

43. Findly on this issue, this Board wishes to mention that it does not find the
gpportionment of Sum A in D73/04 convincing. It seems to this Board that the apportionment
exerciseis subjective and rather arbitrary. However, it is not necessary to express an opinion on
the correctness of that exercise in this decison.

I ssue 2: the concession point

44, Given thisBoard' s concluson on the true nature of SUm A, it is gtrictly spesking not
necessary to determine the concession point.
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45, Neverthdless, this Board would observe that the ‘concession’ as contended by the
Commissioner, that is, that the IRD would only treet the statutory amount of severance pay as
non-taxable, does not appear to have been consistently gpplied.

45.1.

45.2.

Conclusion

It hasdready been noted that in B/R 94/02, the Commissioner had accepted
that the entire amount of ‘ severance pay’ under the 1% L etter was not taxable
dthough it was larger than the statutory amount. If there had been a
consistent concession as contended by the Commissioner before this Board
(and apparently accepted by the Board in D73/04: see paragraph 23 of that
decison), the Commissone’ spositionin B/R 94/02 isdifficult to understand.

Further and in any case, the clear unchdlenged evidence of Mr L to this
Board isthat he had been advised by the IRD that the IRD would accept as
non-taxable saverance payment up to one month per year of service. We
obsarve tha Mr L gave smilar evidence in D126/02 which was aso
accepted by the Board. Such evidence is contrary to the existence of a
congstent concession as clamed by the Commissioner.

46. For these reasons, the apped isdlowed. It only leaves usto thank the Taxpayer and
Mr Wong for the Commissioner for their very helpful assistance.



