INLAND REVENUE BOARD OF REVIEW DECISIONS

Case No. D74/02

Salariestax—sections 8, 9 and 68(4) of the Inland Revenue Ordinance (‘IRO’) — whether or not
the bonus was part of the remuneration payable and paid to the taxpayer under the employment
agreament.

Pand: Patrick Fung Pak Tung SC (chairman), Barry J Buitifant and C Roger Moss.

Date of hearing: 5 September 2002.
Date of decision: 25 October 2002.

The taxpayer entered into the employment of Company A asfrom 11 April 1994. The
bonus award under the incentive plan of the employment agreement will be pro-rated based on the
length of service from commencement date to 31 December 1994. In January 1999, Company A
and the taxpayer entered into a termination agreement.

The issue is whether sdaries tax is payable on the bonus in the sum of $119,160. The
taxpayer’s case is that the said sum was a redundancy payment payable and paid to him upon the
termination of hisemployment and therefore not taxable. The Commissoner’s caseis that the said
sum was part of his remuneration under his employment contract with Company A and therefore
taxable.

Hed:

1.  TheBoard wasof theview that the sum of $119,160 was part of the remuneration
payable and paid to the taxpayer under the employment agreement. The Board
did not agree with the taxpayer’ s assertion that the said sum was paid to him asa
matter of discretion on the part of Company A and that if Company A were not to
pay him that sum, there was nothing he could do abouit it. In his evidence, the
taxpayer confirmed that he had been paid smilar sums dong the same line under
the ‘loca Incentive Plan in previous years, dthough there were fluctuations. The
Board bdieved that if Company A were not to pay him the said sum, he would
have been able to sue for the same. He would have been dle to rey on the
practice of payments dong the same line in previous years and say that his bonus
could and should be caculated on the same basis as in the previous years.
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2.  TheBoadwasof the view that the termination agreement was redly in the neture
of astatement of account worked out between the parties to set out the rights and
entitiement of the taxpayer under the employment agreement s0 as to avoid any
possible dispute in future.

3. In dl the circumgances, the Board was not satisfied that the taxpayer had
discharged the necessary onus on him.

Appeal dismissed.

Fung Ka Leung for the Commissoner of Inland Revenue.
Taxpayer in person.

Decision:

1 Thisisan gpped by the Appdlant (‘the Taxpayer’) against an assessment dated 23
November 1999 for sdaries tax for the year of assessment 1998/99 issued by the Respondent
(‘the Commissioner’). Anobjection was lodged by the Taxpayer against such assessment. By his
letter dated 26 February 2002, the Commissioner made a determination againgt the Taxpayer
whilst reducing thenet chargeableincome of $797,516 with tax payable thereon of $125,077 to a
net chargeable income of $640,782 with tax payable thereon of $98,432. The Taxpayer has
brought this apped againgt such determination.

L ateness of the appeal

2. The Commissoner took a preiminary objection againg the Taxpayer for filing the
notice of gppeal out of the one-month period alowed under section 66(1) of the IRO for the
lodging of anotice of gpped.

3. The Taxpayer admitted that he was late in filing his notice of gpped but asked the
Board to grant him an extension of time under section 66(1A) of thelRO on the ground that he was
prevented from lodging the same by his absence from Hong Kong a the materid time.

4, We heard argument by the parties on this point and decided that we would ded with
the matter together with the merits of the case. We then proceeded to hear evidence and
submissions on the merits.

Thefacts
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5. By an agreement entered into between Company A and the Taxpayer in March 1994
(‘the Employment Agreement’), the Taxpayer agreed to enter into the employment of Company A
asfrom 11 April 1994 on the terms set out therein.

6. Two of the terms of the Employment Agreement reed as follows.
“ Incentive Plan

You will participate in the local Incentive Plan to receive up to a maximum of two
months salary which will be based on your performance againgt objectives to be
agreed upon between you and your supervisor. For 1994, your bonus award will
be pro-rated based on your length of service from your commencement date to
December 31, 1994.

Termination

Terminaion notice will be in writing and in accordance with Company policy.
Current policy requires a one month notice period to be provided in the event of
termination of an employee’ s employment.’

7. In January 1999, Company A and the Taxpayer entered into atermination agreement
(‘the Termination Agreement’) whereby the Taxpayer agreed to terminate his employment with
Company A on 6 January 1999 on the terms set out therein.

8. The relevant parts of paragraph 2 of the Termination Agreement read as follows:
‘2. Bendfits

Employee and the Company agree that termination benefits shal be limited to
the following:

201  Employeewill receive a30-day notice period on Jan. 6, 1999. The
30-day notice payment-in-lieu for the notice period Jan. 6, 1999 to
Feb. 5, 1999 will be paid on or around Jan. 25, 1999.

2.02  Employee will receive sdlay payment for five days worked in
January 1999 (Jan. 1, 1999 to Jan. 5, 1999 indlusve). This payment
will be paid on or around Jan. 25, 1999.

2.03  Employee will receive a Termination Payment of HK$71,250
representing severance payment as required by Law. This payment
will be paid on or around Jan. 25, 1999.
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2.04

2.05

2.06

2.07

2.08

2.09

Employee will receive the benefits which will be made payable to
Employee by the Trustee ([Bank B]) in accordance to the rules and
regulations of the Retirement Plan of [Company A]. Employee and
Employer Plan contributions will cease on Jan. 31, 1999 in
accordance to Plan contribution guidelines.

Employee will recelve a prorated 13~ month bonus for the period
Jan. 1, 1999 to Jan. 5, 1999 (five days). This prorated payment will
be paid on or around Jan. 25, 1999.

Employee will be compensated for any gpproved unused vacation
carried over from 1998 and prorated vacation days for the period
Jan. 1, 1999 to Jan. 5, 1999 inclusive.

Upon Company recaving Employegs Signed Termingtion
Agreement, Employee shdl be entitled to locd incentive payment
(LIP) for 1998. This payment amount isto be determined according
to company guidelines and will be paid on or around Mar. 1, 1999.

Upon Company receiving Employees Sgned Termination
Agreement, Employee shdl be entitled to an additiond Termination
Payment of HK$34,988 to be paid on or around the 25 of each
month beginning Feb. 25, 1999 and ending May 25, 1999.

Upon Company recaving Employegs Sgned Termingtion
Agreement, Employee shdl continue to paticipate in the
Company- provided medica/group insurance coverage from Jan. 6,
1999 until May 31, 1999. Such insurance shdl automaticaly be
terminated if Employee starts to work for any other company or
entity, either on afull time or part time basis.

And for the avoidance of doubt Employee hereby acknowledges and agrees
that receipt by Employee of the above-mentioned sums is in full and find
settlement of dl clams which Employee has or may have againg Company
arisng out of or in connection with Employee' s employment by Company
and/or this termination thereof.

Employee acknowledges that Employee has received concurrently herewith a
written statement explaining the caculaion of al amounts pad to Employee
under Paragraph 2 above’
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9. The Taxpayer did not produce a copy of the ‘locd Incentive Plan referred to in the
Employment Agreement or of the ‘company guiddines referred to in paragraph 2.07 of the
Termination Agreement or of the‘ written atement explaining the calculation of al amounts paid to
Employee referred to at the end of paragraph 2 of the Termination Agreement.

10. The rdevant amounts of the various payments made by Company A to the Taxpayer
are conveniently set out in the determination, the relevant parts of which read asfollows:

‘4 (@ [Company A] filed a natification under section 52(5) of the Inland
Revenue Ordinance and reported the following particularsin respect of
the Taxpayer:

() Reasonfor cessation . Termination

(i)  Capacity inwhichemployed : Planning Manager

(i)  Period of employment : 01.04.1998 to 06.01.1999
(iv) Paticularsof income—
Sdary $364,930
Leave pay 41,618
Bonus 215,498 (note)
Gain redlized under share
option scheme 40,920
Allowance 118,824
Excess severance payment
($34,988 ° 4)(Fact (3)(b)(ii)) 139,952 [“the Additiond SP”]
$921,742

(v)  Quartersprovided — A flat in Hong Kong for the period

01.04.1998 to 06.01.1999
Rent paid to landlord by employee $432,096
Rent refunded to employee $354,273

Note: The bonus comprised the following —
13» month sdary for 1998$88,927
Prorated 13~ month sdary

for the period 01.01.1999
to 05.01.1999 (Fact (3)(b) (iii)) 7,411
The Sum 119,160

$215,498
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(b) [Company A] aso declared that the Taxpayer received the following
payments upon termination of employment in accordance with the
Employment Ordinance which was not included in the remuneration
reported in Fact (4)(a)(iv):

Severance payment (Fact (3)(b)(ii))
$22,500 " 2/3" 4.75 (years of service) $71,250 [“the SP’]
Payment in lieu of notice (Fact (3)(b)(1)) 88,927
$160,177

(5) InhisTax Return - Individuds for the year of assessment 1998/1999, the
Taxpayer declared the following particulars of income:

Salary ($364,930 + $41,618) $406,548
Bonus 88,928
Stock options 37,902
Allowances 88,425

$621,803

The Taxpayer aso reported the same particulars of quarters provided by
[Company A] asin Fact (4)(a)(v), save the amount of rent refunded to him by
[Company A] was declared as $353,696.

(6) TheAssessor raised on the Taxpayer thefollowing salaries tax assessment for
the year of assessment 1998/1999:

Income asin Fact (4)(a)(iv) $921,742
Rentd vadue
$921,742 " 10% - ($432,096 - $353,696) 13,774
935,516
Less Sdf education expenses 30,000
905,516
Less. Basic dlowance 108,000
Net Chargesble Income $797,516
Tax Payable thereon $125,077
11. As said in paragraph 1 above, the net chargesable income and tax payable thereon

were revised downwards by the Commissioner to $640,782 and $98,432 respectively. Such
revison by the Commissioner isnot in issue.

Theissue
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12. The issue is whether sdaries tax is payable on the bonus in the sum of $119,160
(forming part of the sum of $215,498) referred to in fact 4(8)(iv) and the note thereto in the
determination set out in paragraph 10 above.

The case of the respective parties

13. The Taxpayer’ s caseisthat the sum of $119,160 was aredundancy payment payable
and paid to him upon the termination of his employment and therefore not taxable.

14. The Commissioner’ s case is that the sum of $119,160 was part of his remuneration
under his employment contract with Company A and therefore taxable.

Therelevant sectionsinthe IRO
15. The relevant parts of section 8 of the IRO provide as follows:
‘8. Charge of salariestax
(1) Salaries tax shall, subject to the provisions of this Ordinance, be
charged for each year of assessment on every person in respect of
hisincomearising in or derived fromHong Kong fromthe 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 services'.

16. The rdlevant parts of section 9 of the IRO provide asfollows:

‘9. Definition of income from employment

(1) Income from any office or employment includes —
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(@) anywages, salary, leave pay, fee, commission, bonus, gratuity,
perquisite, or allowance, whether derived fromthe employer or
others...

Our finding

17. We are of the view that the sum of $119,160 was part of the remuneration payable
and paid to the Taxpayer under the Employment Agreement.

18. Wedo not agreewith the Taxpayer’ s assertion that the said sumwaspaid to him asa
matter of discretion on the part of Company A and that, if Company A were not to pay him that
sum, there was nothing he could do abouit it. In his evidence, the Taxpayer confirmed that he had
been pad amilar sums dong the same line under the ‘loca Incentive Plan in previous years,

athough therewerefluctuations. Webeievethat if Company A were not to pay him the said sum,
he would have been able to sue for the same. He would have been able to rely on the practice of

payments aong the same line in previous years and say tha his bonus could and should be

caculated on the same basis asin the previous years.

19. Furthermore, the Taxpayer's assertion is contradicted by what is sad by
Accountants Firm C acting for Company A in a letter to the Commissioner dated 11 February
2002:

‘[The Taxpayer's] employment with [Company A] ceased on 6 January 1999.
Hence herecelved apro-rated 13~ month salary for the period from 1 January to 5
January 1999 in the amount of HK$7,410.60. In addition, [the Taxpayer] received
discretionary bonus of HK$119,160 which relates to the divisons and his
performance for the year 1998 under the local incentive plan. [The Taxpayer]
would be entitled to recelving these bonuses regardiess he remained as the
employee of [Company A].’

20. We are of the view tha the Termination Agreement was redly in the nature of a
statement of account worked out between the parties to set out the rights and entitlement of the
Taxpayer under the Employment Agreement so asto avoid any possible dispute in future.

21. In any event, the evidence which might have asssted the Taxpayer in hisassertion was
the ‘loca Incentive Plan’ referred to in the Employment Agreement, the ‘company guidelines

referred to in paragraph 2.07 of the Termination Agreement and the *written satement explaining

the caculation of dl amounts paid to Employee’ referred to at the end of paragraph 2 of the
Termination Agreement. Unfortunately, the Taxpayer did not seefit to produce any of those three
items. The only inference which the Board can draw from such failure to produce is thet they are
not favourable to his case.
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22. Section 68(4) of the IRO provides that:

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

23. In dl the circumstances, we are not satisfied that the Taxpayer has discharged the
necessary onus on him.
24, Having found againgt the Taxpayer on the merits, it is not necessary for usto decide

on the preliminary objection regarding the lateness of the appedl.

25. Accordingly, we dismiss the apped of the Taxpayer. We aso confirm the
Commissioner’s determination that the net chargesble income is $640,782 with tax payable
thereon by the Taxpayer in the sum of $98,432.



