(2005-06) VOLUME 20 INLAND REVENUE BOARD OF REVIEW DECISIONS

Case No. D44/05

Profits tax — whether initia sgning fees and monthly bonus of insurance agents are advance
payments — section 16(1) of the Inland Revenue Ordinance (‘IRO’).

Pand: Jat Sew Tong SC (chairman), Francis T K |p and Kenny Suen Wa Cheung.

Date of hearing: 8 June 2005.
Date of decison: 14 September 2005.

Thegppdlant carried on an insurance agency business under the name of * Company B’ .
By a standard form contract (* LOU’ ) entered into between the gppdlant and Company A, the
appdlant agreed to remain an insurance agent of Company A for a minimum of five years. The
LOU contained expressterms by which Company A agreed to pay thegppdlant, upon the mesting
of certain conditions, an initid sgning fee and a monthly bonus. The LOU dso provided for the
refund of the actua signing fee and monthly bonus paid in the event the contract was terminated.

The gppdlant fulfilled the conditions specified in the LOU and received from Company A
theinitid sgning fee, the bdance of Sgning fee and monthly bonuses. No ground for repayment of
any part of the said fees and bonuses had arisen and no part of those sums had been repaid to
Company A. Therewas no dispute that the above sumswere chargeable for profitstax. The issue
was whether the entirety of the sums should be so charged for a particular assessment year. The
gopellant contended that those sums were in the nature of advance payments or deposits covering
five years of service with Company A and should therefore be spread over the five years for the
purpose of determining her assessable profits.

Hed:

1.  TheBoard wasof theview that pursuant to the clear terms of the LOU the signing
fees and monthly bonus would only be repayable wholly or in part in the event of
termingtion of the agent’ s contracts with Company A during the five years. The
Board therefore concluded that any repayment obligation under the LOU was a
contingent ligbility only, but the contingency had not arisen.  If and when the
contingency should arise subsequently, the amount that the agent would have to
repay to Company A would be deductible in the assessment year when the
repayment obligation arose under section 16(1) of the IRO.
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2. Onthe evidencethe Board found that the Initid Signing Fee and the monthly bonus
for aparticular month were accrued or were deemed to have accrued to the agent
in the previous assessment year and not during the year of assessment in question.
The assessment for the year of assessment in question was reduced accordingly.

Appeal dismissed.
Casereferred to:
B/R 131/04 (Decision reported D18/05, IRBRD, val 20, 323)

Taxpayer in person.
Chan Man Onand Tsui Nin Md for the Commissoner of Inland Revenue.

Decision:

I ntroduction

1. In this apped the Appellant taxpayer objected to the profits tax assessment and
persona assessment for the year 2002/03 raised on her.

2. The facts of this gpped and the issue for determination are materidly Smilar to those
indecison B/R 131 of 2004 (D18/05, IRBRD, val 20, 323), dated 25 May 2005. The Appdlants
in both cases are insurance agents of Company A. They received advanced payments upon

commencing their servicewith Company A pursuant to standard form contracts. The soleissuefor
determination in this apped, asin B/R 131 of 2004, is whether the advance payments received by
the Appd lant from Company A between 1 March 2002 and 1 March 2003 were chargeable for
profitstax for the assessment year in full (asis contended by the Commissioner of Inland Revenue),
or whether only 20% thereof should be so charged (as contended by the Appellant).

Relevant facts

3. Therdevant facts (which arelargdly not in disoute) asfound by the Board after taking
into account al the documentary evidence and the ord evidence of the Appellant are as follows.

4, At al materid times, the Appellant carried on an insurance agency business under the
name of ‘Company B'.
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5. By astandard form contract entitled ‘ Letter of Understanding’ dated 15 November
2001 (‘the LOU") entered into between (inter aios) the Appellant and Company A, the Appellant
agreed to remain an insurance agent of Company A for aminimum of five years. The LOU
contained the following express terms.

‘3.

Subject to Clause 8 and Clause 9 below, after the Applicant [ie the
Appdlant] has(i) sgned the Contracts [as defined in the LOU], (i) registered
with the Hong Kong Federation of Insurers as an agent of the Company [ie
[Company A]] and (iii) commenced services as an agent of the Company (the
“ Commencement Date’), the Company agreesto pay the Applicant an Initid

Signing Fee based on proof of income provided by the Applicant, amounting
to HONG KONG DOLLARS four hundred fifty one thousand and five

hundred and fifty four only (HK$451,554.00)...

The Applicant agrees to faithfully perform dl obligations of the Contracts and
to remain as a bona fide insurance agent of the Company for aminimum of 60
months from the Commencement Date.

(&) Subject to Clause 8 and Clause 9 below, the Company agreesto pay to the
Applicant the Baance of Signing Feefor Year 1 a the end of the twelve (12)
month period immediatdy after the Commencement Date provided that this
amount does not exceed 100% of the Initid Signing Fee.

Subject to Clause 8 and Clause 9 below, the Company will pay the Applicant
aMonthly Bonus in the sum of Hong Kong Dallars thirty seven thousand and
six hundred and thirty only (HK$37,630.00) at the end of each month for a
maximum period of 12 months subject to the Applicant’ s meeting the following
vaidation requirementsin reaion to theannudized first year premiums net after
terminations for individua life and persond accident business written with the
Company by the agency managed by and including the applicant at the end of
the following dates (measured from the Commencemert Date).

End of

1% Quarter | 2" Quarter | 3 Quarter | 4™ Quarter

Percentage of the Amount 20% 45% 70% 100%

Payment of the Monthly bonuswill ceaseimmediatdly upon the Applicant’ sfallureto
meet the above vaidation requirement on atimely basis for any reason...

8.

In the event that any of the Contractsis terminated for any reason by either the
Applicant or the Company within twelve (12) months after the Commencement
Date, the gpplicant agreesto refund to the Company (i) the whole of the Actua
Sgning Fee paid in Clause 3 and Clause 6 above, and (i) al of the Monthly
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Bonus paid in Clause 7 above from the Commencement Date up to the date of
termination, immediately and unconditiondly.

9. Intheevent that any of the Contractsisterminated for any reason by ether the
Applicant or the Company within the period from thefirst (1%) year to fifth (5™)
year after the Commencement Date, the Applicant agreesto refund part of the
Monthly Bonus paid and Actud Signing Fee as defined below to the Company
immediately and unconditiondly, as follows

Termination of Contracts after the Percentage of Monthly Bonus and

Commencement Date actud Signing Fee to be refunded
Within the 2" year 80%
Within the 3 year 60%
Within the 4" year 40%
Within the 5" year 20%

The Actud Sgning Fee shdl mean the sum of the Initid Signing Fee and the Bdance
of Sgning Feefor Year 1if any.’

6. Thereisno dispute thet the Appd lant fulfilled the conditions specified in the LOU and
commenced services as an insurance agent of Company A on 1 March 2002.

7. Itisnot disputed that the Appe lant received from Company A by way of loan thesum
of HK$903,108 in about November 2001 (comprising the ‘Initid Signing Fee of HK$451,554
and ‘Baance of Signing Fee for Year I' of HK$451,554), and that such ‘loan’ was repaid by
Setting off the same sums paid or payable to the Appellant pursuant to the LOU.

8. Further, the Appellant received the Monthly Bonus of HK$37,630 for the month of
March 2002 at the end of that month. Shethen received in advance the Monthly Bonuses for April
2002 to February 2003 in around April or May 2002.

9. Thereis aso no dispute that the Appdlant satisfactorily completed her services with
Company A for*Year 1’ garting on 1 March 2002, and remainsan insurance agent of Company A
to date. No ground for repayment of any part of the Initial Signing Fee, the Balance Signing Feefor
Year 1 or theMonthly Bonusesfor‘Year 1’ has arisen and to date no part of those sums have been
repaid to Company A.

10. Accordingly, the Board is of the view that the Appellant recelved or should be
deemed to have received by way of trading receipts arising in or derived from her trade or business
atota of HK$1,354,668 on the following dates:
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10.1. ‘Initid Signing Fee of HK$451,554 pursuant to clause 3 of the LOU on or
about 1 March 2002;

10.2. ‘Bdanceof Signing Feefor Year 1’ of HK$451,554 pursuant to clause 6(a) of
the LOU on or about 28 February or 1 March 2003 (for the purposes of this
aoped it isimmaterial whether it was 28 February or 1 March 2003); and

10.3. ‘Monthly Bonus' of HK$451,560 pursuant to clause 7 of the LOU from 31
March 2002 to 28 February 2003 at HK$37,630 per month.

11. There is no dispute that the above sums are chargedble for profitstax. Theissueis
whether the entirety of the sums should be so charged for the assessment year 2002/03. The
Appdlant contended before the Deputy Commissioner of Inland Revenue that those sumswerein
the nature of advance payments or deposits covering five years of service with Company A, and
should therefore be spread over thefive yearsfor the purpose of determining her assessable profits.

12. By a determination dated 18 March 2005, the Deputy Commissioner of Inland
Revenue determined that al three sums stated in paragraph 10 above should be fully assessed to
profits tax in the assessment year 2002/03. From that determination the Appellant gppedsto this
Board.

13. In awell prepared presentation, the Appellant contended before this Board, as she
did before the Deputy Commissioner, that the sum of HK$1,354,668 should be charged for profits
tax over five years.

Thedecison in B/R 131/04

14. In decison B/R 131/04, this Board (differently condituted) rejected a smilar
argument raised by the Appdlant in that case that smilar payments received from Company A
under materidly identica contractua terms were in the nature of a prepayment or deposit paid by
Company A to the agent. The Board rgjected the argument and held that:

14.1. Pursuant to the clear terms of clause 3 of the LOU, the Initid Signing Fee was
payable to the agent upon the fulfillment of the conditions stated in thet clause,
which took place on 1 March 2002.

14.2. Further, the Bdance of Signing Fee for Year 1 was payable to the agent
pursuant to clause 6(a) of the LOU at the end of the12™ month of serviceswith
Company A, which occurred on 28 February 2003 or 1 March 2003.

14.3. Moreover, the Monthly Bonusdid not form any part of the ' Initid Sgning Feg
or ‘Baanceof Signing Feefor Year 1’ as provided under clauses 3 and 6(a) of
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theLOU. It wasthetotad sum payable to the agent under clause 7 of the LOU
for the 12 months beginning 1 March 2002 on account of business generated
during that period.

15. In so holding, the Board aso rgected a congtruction of clauses 7, 8 and 9 of the LOU
advanced by the Appellant in that case that the entire advance payments or portions thereof would
be repayable to Company A in the event of the agent’ s falure to meet the minimum business
requirements under the contractswith Company A for any of theminimum5-year term. The Board
was of the view that pursuant to the clear terms of clauses8 and 9 of the LOU, the Signing Feesand
Monthly Bonus would only be repayable wholly or in part in the event of termination of the agent’ s
contractswith Company A during the five years.

16. The Board therefore concluded that any repayment obligation under the LOU was a
contingent ligbility only, but the contingency had not arisen. If and when the contingency should
arise subsequently, the amount that the agent would have © repay to Company A would be
deductible in the assessment year when the repayment obligation arose under section 16(1) of the
Ordinance.

17. The Board, however, consdered that the ‘Initid Sgning Fee accrued or was
deemed to have accrued to the agent on 1 March 2002, and that the Monthly Bonus for March
2002 accrued or was deemed to have accrued to the agent on 31 March 2002. The relevant year
of assessment being 2002/03, that is, the 12 months commencing 1 April 2002 and ending on 31
March 2003, those two sums did not accrue to the agent during the assessment year but the
previous assessment year.

Decision

18. This Board finds no reason to depart from B/R 131 of 2004. Since the facts of the
ingtant gpped are indigtinguishable from those in B/R 131 of 2004, that is determinative of this

appedl.

19. Therepresentatives of the Commissioner did not dissent from thedecisonin B/R 131
of 2004 and accepted that in accordance with that decision, the Appdlant’ s assessment for the
assessment year 2002/03 should be reduced by deducting the entirety of the‘ Initid Signing Fee' of
HK$451,554 and the ‘Monthly Bonus' of HK$37,630 for March 2002.

20. The assessment for the assessment year 2002/03 is reduced accordingly.



