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Case No. D52/05

Salaries tax — whether payment a sum arisng upon termination of employment — sdary
reduction — whether salary reduction supported by consideration — whether discharged burden to
prove that payment formed part of entitlement on termination — whether * gift’ or * gratuity’ under
section 9(1)(a) of the Inland Revenue Ordinance (‘IRO’).

Pand: Kenneth Kwok Hing Wai SC (chairman), Clement Chan Kam Wing and Marvin Chen.

Date of hearing: 1 September 2005.
Date of decison: 18 October 2005.

In October 2003, the gppdlant earned a monthly sadary of HK$73,390. On 16 October
2003, the appdlant accepted a reduction in sadary to HK$50,000 effective from 1 November
2003.

By letter dated 20 February 2004, the employer informed theagppdlant that her employment
would be terminated with effect from 1 March 2004. As part of her redundancy package, the
gopelant was offered, inter dia, an additiond sum which condituted the difference between
HK$73,390 and HK$50,000 for the period between 1 November 2003 and 31 January 2004.

Theissue before the Board was whether the sum of HK$93,650 arose from termination of
employment and should not be subject to salariestax. Thissum represented the difference between
the gppdlant’ s origind and reduced saary for the period between 1 November 2003 and 29
February 2004. The gppdlant did not give evidence a the hearing.

Hed:

1. Under sections 8(1) and 9(1)(a) of the IRO, in order for a payment to be ligble to
sdaies tax, it mus arise from the employment, be referable to services which the
taxpayer rendered by virtue of his office, and must be something in the nature of a
reward for services past, present or future. D60/97 applied.

2.  The agreement for a reduction of sdary was not supported by consideration. The
Board refused to attach any weight to the assertion, which was not supported by
evidence, that the gppdlant would be dismissed if she refused to agree to the dary
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reduction. It was questionable whether the agreement was binding on her in law in
view of her contractua entitlement to ahigher sdary.

3. If the agreement was not binding, the appellant was contractually entitled to be paid
HK$93,650 for the four month period. Accordingly, the payment would have
satisfied the test st out in D60/97 and be liable to sdlaries tax.

4.  Ontheother hand, if the agreement was binding on the gppelant, she would have no
contractual entitlement to the payment. The gopellant made no attempt to show that
the payment formed part of her entitlement under the employer/employee legidation
on termination of employment. Thus, the payment was in the nature of a gift or
gratuity which is expresdy included under section 9(1)(a) asincome liable to sdaries
tax.

Appeal dismissed.
Case referred to:
D60/97, IRBRD, vol 12, 367
Taxpayer represented by her husband.
Poon So Chi and Tsui Siu Fong for the Commissoner of Inland Revenue,

Decision:

1 Thisisan goped againgt o much of thedetermination of the Deputy Commissioner of
Inland Revenue dated 17 June 2005 which reduced salaries tax assessment for the year of
assessment 2003/04 under charge number 9-1578860-04-4, dated 19 November 2004, showing
net chargeable income of $641,226 with tax payable thereon of $107,901 to net chargesble
income of $632,057 with tax payable thereon of $106,205.

Therelevant facts

2. The agppellant objected to the sdaries tax assessment for the year of assessment
2003/04 raised on her and claimed that the sum of $93,560 received from her former employer
upon termination of employment should not be subject to salaries tax.

3. On 22 August 1989 the gppellant commenced her employment with a company.
Following the acquistion of that company by her former employer’ s group, the appelant was
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transferred to her former employer on 1 September 1999. The former employer changed its name
twice.

4. The letter of gppointment dated 31 August 1999 issued by the former employer
provided, among others that:

‘ After 4 June 2001 severance entitlements upon termination of employment will be
determined by the redundancy policy of the employer in force a the time’

5. By October 2003, the appdlant’ s monthly sdary was $73,390.
6. By letter dated 15 October 2003 the former employer wrote to the appellant as
follows

‘ Dueto the unsatisfactory result of the ... business in the past couple of years, asthe
senior management of the Company, we have to take whatever appropriate
measuresto turn the result of the Company around as soon aspossible. Assuch, the
Company has come to a painful decision to adjust your monthly sdary with effect
from November, 2003. In thisregard, please be informed that your basic monthly
sdary will be adjusted from HK$73,390 to HK$50,000 with effect from 1
November 2003. Notwithstanding this adjusment, your functiond title as
Director, ... Sdesand al of the other terms and conditions of your employment will
remain unchanged.

Pease sign both copies of thisletter and return the duplicate to us as confirmation of
your agreement to and acceptance of these revised terms of your employment.
Should you have any questions, please fed free to discuss with me!’

The gppellant countersgned on the duplicate dated 16 October 2003 indicating her agreement and
acceptance.

7. By two letters dated 16 February 2004 and 19 February 2004, the former employer
wrote to the gppdlant on termination of the gopellant’ s employment. These two letters were
superceded by the former employer’ sletter dated 20 February 2004 which read as follows:

* Further to the meetingson 16 February, 2004 and 18 February, 2004 between you
and your supervisor regarding your redundancy arrangement, we are pleased to set
out the following terms of your redundancy package. Please note that the terms set
out inthisletter supersedethe terms contained in our previous letter of 16 February,
2004 to you.
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Y our position will be made redundant with effect on and from 1 March, 2004. Asa
result, you will be compensated in accordance with the following terms. Wewould
like to draw your atention that athough your current basc monthly sdary is
HK$50,000, however, in appreciation of your long years of service with the
Company, we shdl use your basic monthly salary before your sdary reduction in
November 2003 [ Enhanced Sdary’ | i.e. HK$73,390 as the basis for cdculating
your compensation. Details of theterms are asfollows:

a) Anamount equivaent to one month of the Enhanced Sdary as payment in lieu
counted for the period from 1 March, 2004 to 31 March, 2004 (both dates
inclusve). Y our benefitsentitlement will beterminated with effect from 1 March,
2004.

b) Asmentioned previoudy, in appreciation of your long service with the Company,
we are prepared to pay you an additional sum cdculated as the difference
between the Enhanced Sdlary and your current basic monthly sdary for the
period from 1 November, 2003 to 31 January, 2004 [* Sum'’ ]. In addition to
that, we are also prepared to make a one-time contribution to your employer
contribution account of the retirement benefits provided to you by the Company.
Such contribution is calculated at 15% on the said Sum.

¢) Anamount of payment for your annua |eave ba ance that has been accrued but
not yet taken, up to and including 29 February, 2004.

d) An amount of severance payment to be cadculated in accordance with the
aoplicable provisons of the Employment Ordinance of Hong Kong. Y our year
of servicewill be counted from 22 August, 1989 to 29 February, 2004. Please
note that in accordance with the relevant provisons of the Employment
Ordinance and the MPFS Ordinance of Hong Kong, this severance payment
will be offset againg that part of your accrued benefits held in the retirement
scheme set up by the Company, which is attributable to contributions paid to the
scheme by the Company.

Y ou acknowledge and accept that upon receiving payment [ Payment’ | from the
Company in settlement of your above redundancy package, the Company shal be
absolved and released from any obligations or liahilitiesfor any damsor actionsthat
may be indtituted by you, your agents'representatives or any other persongentities
connected with you and on your behdf in connection with your employment and the
termination thereof. Asregardsdetails of caculation of the Payment, we will let you
have a copy of the calculation on the last day on which you leave the Company.
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On behdf of the Company, we would liketo thank you for your contributions made
inthepast. Inthe meantime, we ask for your cooperation to hand over any taskson
hand to your Supervisor directly.

May we wish you every successin your job search and your future endeavours.”

8. On or before 7 March 2004, the appellant recelved payment totaling $450,438.21
from the former employer. The former employer particularised the itemsin a checklist as follows:

‘Final Pay Calculation:

Enhanced Salary

13th Month Bonus

Outstanding Leave (9
days)

Others. Back Payment
on BMS

Others:

Employee M PF
Contribution

Employee MPF VOL
Contribution

Employee MPF VOL
Contribution

Payment in lieu of
Notice

Severance Payment

Final Pay Total:

HK$
$73390 (For the month of $73,390.00
February 2004)
$73390 x 9/29 $22,776.21
($73390 - $50000) x 3 For $70,170.00

Nov — Dec 2003 and Jan 2004

Reevant Income: $166,336.21

For the month of February, 2004 (%$2,000.00)
(73390 x 5% - $1000) For the ($2,669.50)
month of February, 2004
($2669.5 - $1500) x 3 For the ($3,508.50)
period November 2003 -
January 2004
Sub-totd: $159,158.21
1 month notice from 1 March, $73,390.00
2004
$22500 x 2/3 x 14.526 years $217,890.00
50,438.21

Note: The excess of your retirement benefit balance over the amount of severance
payment as set out above will be payable to you as soon as the redemption proceeds

areready.’

9. On 26 March 2004 the gppellant filed a claim in the Labour Tribund againg the
former employer for severance pay, long service payment and other claims totalling $525,902.10.
The appellant computed her claims for severance pay and long service payment on the basis of

monthly wages of $73,390.
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10. By order dated 23 April 2004, the Labour Tribund ordered, by consent of the
gppellant and the former employer, that the former employer should pay to the gppellant a sum of
$30,000 in full and find settlement of al the daims of the appellant.

11. In her 2003/04 individud tax return, the gppellant clamed exemption in respect of,
among others, the sum of $93,560 as four months  back pay.

12. The appdlant’ s claim was disallowed by the assessor and she objected.

13. The gppdlant’ s objection having faled before the Deputy Commissioner, the
appellant appeded.

The appeal hearing

14. The appdlant absented hersdf from the hearing of the apped. She was represented
by her hushand as her representative.

15. The respondent was represented by Ms Poon So-chi, assessor.

16. Neither party cdled any witness.

17. The issue was whether the sum of $93,560 which was the difference between

$73,390 (the monthly salary before the reduction which took effect from 1 November 2003) and
$50,000 (the monthly salary which took effect from 1 November 2003 as a result of the reduction)
for the period from 1 November 2003 to 29 February 2004 (the last day of employment), that is,
($73,390 - $50,000) x 4 = $93,560, isliable to s aries tax.

The Board' sDecision

18. Section 68(4) of the Inland Revenue Ordinance, Chapter 112, provides that the onus
of proving that the assessment gppeded againgt is excessive or incorrect shal be on the gppellant.

19. Section 8(1) provides that:
‘ 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 ... any office or
employment of profit ...’

20. Section 9(1)(a) provides that:
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‘ 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...’

21. In D60/97, IRBRD, vol 12, 367 at pege 374, a decison of a pand chaired by
Professor Andrew Halkyard, the Board quoted sections 8(1) and 9(1)(a) of the Ordinance and
summarised the law succinctly asfollows.

“On the basis of various authorities brought to our attention, including
Hochstrasser v Mayes (1959) 38 TC 673 per Viscount Smonds at 705, to be
liableto salariestax the Sum must arise from the employment, be referable to
the services the Taxpayer rendered by virtue of his office and must be
something in the nature of a reward for services past, present or future.’

22. The appdlant’ s agreement on or about 16 October 2003 to accept a reduction in
salary was not on the face of the letter dated 15 October 2003 supported by consideration. The
appdlant’ shushand asserted thet if the appellant did not agree, shewould be dismissed. Weattach
no weight to his bare assertion, not supported by any evidence. It is questionable whether the
gopelant’ s agreement to accept alower sdary was binding on her inlaw in view of her contractud
entitlement to ahigher sdary, see generdly paragraphs 3-065 — 3-075 and 3-115— 3-116, volume
1, Chitty on Contracts, 29" edition.

23. If the agreement to accept alower sdary wasin law not binding on the appdlant, the
appellant was entitled to be paid $73,390 per month for the 4-month period from November 2003
to February 2004. $93,560wasthe shortfal. $93,560 arose from the employment; wasreferable
to the services the appdlant rendered by virtue of her office; and wasin the nature of areward for
sarvices for the 4-month period. The sum was lidble to sdaries tax.

24, If the agreement to accept a lower sdary was in law binding on the gppdlant, the
appdlant had no contractud entitlement to the sum. The sum was on top of her entitlement under
theemployer-employee legidation. To put it a itslowes, the appd lant made no attempt to show
that the sum formed part of her entitlement under the employer-employee legidation on termination
of employment and the onus of proof was on her. The sum arose from the employment; was
referableto the services over the yearswhich the gppellant rendered by virtue of her office; and was
inthe nature of areward for her many years of past services. It wasin the nature of agift or gratuity
which is expressy included as income under section 9(1)(a). The sum was ligble to sdlariestax.

Disposition

25. The gppellant has failed to discharge her onus under section 68(4). We dismiss the
apped and confirm the assessment gppeded againgt as reduced by the Deputy Commissioner.
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