INLAND REVENUE BOARD OF REVIEW DECISIONS

Case No. D83/04

Salaries tax — sum received under recognized provident fund scheme — whether variation or
rescisson of employment contract — sections 8(2)(cc) and 9(1)(ab) of the Inland Revenue
Ordinance (‘IRO’).

Pand: Ronny Wong Fook Hum SC (chairman), James Kwan Y uk Choi and Winnie Lun Pong
Hing.

Date of hearing: 9 December 2004.
Date of decison: 17 February 2005.

The gppdlant commenced employment as adirector of Company A on 1 July 1988. On
1 July 1990, Company A edtablished a plan, a mandatory provident fund scheme within the
meaning of sections 8(1) and 9(1)(ab) of the IRO.

On 12 July 2000, the appdlant received a letter from Company A that his employment
will cometo an end by 30 November 2000 and the plan will terminate by August 2000.

In August 2000, the gppdlant received a sum of $1,117,836 of which $443,711 was
Company A’s contribution.

On 1 December 2000, the appdlant was employed by Company A as director again.

The issue is whether the sum of $443,711 should by section 8(2)(cc) of the IRO be
excluded in computing theincome of thegppellant under section 8(1) on the ground that it isa sum
‘received from the gpproved trustee of a mandatory provident fund scheme on ... termination of
sarvice or whether the same should be regarded as income under section 9(1)(ab) of the IRO as
an amount received by him under a recognized occupationd retirement scheme ‘ otherwise than
because of termination of service'.

Hed:

The Board found the partiesin this case clearly intended to bring the employment contract
that subsisted on 12 July 2000 to an end. Three months notice was served for such
termination. The employment contract came to an end on 30 November 2000. Asa
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result, the gppelant became entitled to the payment in question in accordance with the
terms of the plan. (D101/89 distinguished).

Appeal allowed.
Case referred to:
D101/89, IRBRD, vadl 6, 375

Yeung Siu Fa for the Commissioner of Inland Revenue.
Taxpayer in person.

Decision:

Thefactsand theissue

1. The Appdlant commenced employment as adirector of Company A on 1 July 1988.
There was no written document regulating the terms of his engagement.

2. On 1 July 1990, Company A established a ‘[Company A] Group Provident Fund
Scheme’ with the Insurance Company B. This was revised in April 1996 to become the ‘ Group
Retirement Plan for Sdaried Employees of [Company A]’ [‘the Pla]. It is common ground
between the parties that the Plan was a* mandatory provident fund scheme’ within the meaning of
sections 8(1) and 9(1)(ab) of the Inland Revenue Ordinance [‘the IRO’].

3. The Plan provided asfollows:

(@  Foreachmonthandinthe case of afull-time service director, Company A was
to contribute an amount equa to 15% of that director’ s monthly salary.

(b) Company A reserved the right to terminate the Plan by written agreement with
Insurance Company B. Upon termination of the Plan due to discontinuance at
Company A’'s written request ‘the total unallocated assets under the Group
Retirement Plan will be dlocated to each Member a the date of
discontinuance pro rata as his and the Employer’ s Accumulaion on his behdf
are of the totad Member’'s and Employer’s Accumulations of al Members,
Such alocated amount will only be paid to the Member ... in the event of the
Member’ s subsequent termination of employment ...’
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(©0 ‘Member’ wasdefined to mean ‘an individud in the employ of [Company A]
and shdl include adirector in the full time service of [Company A].

4. On 12 July 2000, Company A sent to the Appdllant aletter in these terms:

* Werefer to the discussionsin between the saffs and the Company Directors, dueto
enactment of MPF by end of 2000, it is the Company’s decison that we have
arranged to terminate the ORSO Scheme by 15 Augus 2000, and the present
employment contract will be ceased by 30 November 2000.

1. Terminaion of ORSO scheme— 15 August 2000.
(Group Palicy No. [XXXXXXX-XXX]
(ORSO Regigtration NO. [YYYYYYYY]

2. Last month contribution to ORSO Scheme — June, 2000

3. Notice of Employment Termination — 3 months
(September 2000 — November 2000)

4. Dateof Termination of Employment Contract — 30 November 2000

5. BenditdService Payment — Upon termination of the employment, [Insurance
Company B] will arrangethe payment of dl vested benefitsinfull or the service
payment under Labour Department Employment Ordinance which one is
greater (SC).

Pease confirm the acceptance of the above by sgning of thisletter’.
The Appdlant confirmed acceptance of these terms by signing on acopy of this|etter.

5. On 28 July 2000, Company A and Insurance Company B agreed to terminate the
Plan. Between 18 and 23 Augus 2000, Insurance Company B paid the participating Members
their vested benefits. The Appellant received $1,117,836 which included a sum of $443,711.
That sum of $443,711 was Company A’'s contribution in accordance with the provisions of the
Aan.

6. On 1 December 2000, the Appelant and Company A entered into a written
agreement [‘the Written Contract’] whereby Company A agreed to employ the Appellant as
director with effect asfrom 1 December 2000 at a monthly salary of $35,000. Each of Company
A and the Appdlant isto contribute 5% of the Appelant’ s basic sdary to the Mandatory Provident
Fund Scheme up to a maximum of $1,000. In response to the Revenue’s enquiries dated 1 April
2003 asto whether there was any changein the Appdlant’ s terms of employment before and after
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1 December 2000 other than the change in the rate of contribution by Company A, Company A
informed the Revenue by letter dated 15 April 2003 that there was ‘change in the rate of
contribution and workout proper employment contract’. By letter dated 9 Augugt 2004, the
Appdlant informed the Revenuethat there was no changein his duties before and after 1 December
2000.

7. The issue before us is whether the sum of $443,711 should by virtue of section
8(2)(cc) of the IRO be excluded in computing the income of the Appellant for the purposes of
section 8(1) on the ground that it is a sum ‘received from the gpproved trustee of a mandatory
provident fund scheme on ... termination of service' or whether the same should be regarded as
income under section 9(1)(ab) of the IRO as an amount received by the Appelant under a
recognised occupationd retirement scheme * otherwise than kecause of termination of service'.
Both Company A and the Appe lant maintain that the same should be excluded. Company A did
not indudethissumin the Employer’ s Return of Remuneration and Pensions for the year 2000/01.

Contentions of the Revenue

8. The Revenue's case rests on the decision of this Board in Case No. D101/89,

IRBRD, vol 6, 375. That caseinvolved two written contracts. Under the first written contract, the
taxpayer was employed as an officer of aloca indtitution on gratuity contract terms. In the course
of the first written contract, he was seconded to become a lecturer of an academic department.

The second written contract provided for his employment as alecturer and back-dated his period
of probation under the second written contract to the date when he was seconded to become such
alecturer under thefirst written contract. Thetaxpayer and hisemployer each filed areturn with the
Revenue drawing no distinction between the first and the written contracts. The issue before the
Board was whether the leave pay and gratuity which he received should be excluded from the
computation of ‘rentd vaue' under section 9(2) of the IRO. The taxpayer drew the Board's
attention to the existence of two clear and distinct employment contracts. He further pointed out
that he held different poditions under the two employment contracts. ‘ The representative for the
Commissioner submitted that a distinction must be drawn between a contract of employment and
theemployment itsdf. She pointed out that a person can be employed over aperiod of time under
anumber of different employment contracts but this does not terminate the employment. She said
that it frequently happens that employees have contracts renewed, extended, or modified with

different terms and conditions but this does not terminate the employment’. The Board accepted
the submission of the Revenue and held that thereisadistinction between a contract of employment
and the employment itsdlf. On the facts of that case, the Board held that there was no termination
of employment. The Board relied on the fact that part of the service under the first written contract
was deemed to have been probationary service under the second written contract and the fact that
the taxpayer and his employer did not draw any distinction between the two contracts in ther

returns.
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9. Mr Yeung for the Revenue dso drew our attention to sections 31B(1), 31D(2),
31R(1) and 31T(2) of the Employment Ordinance (Chapter 57). Those provisons provide in
relation to severance payments and long service payments that an employee shdl not betaken to be
‘dismissed’ by his employer if he is re-engaged by the same employer under a new contract of
employment and the re-engagement takes effect immediatdy on the ending of this employment
under the previous contract.

Contentions of the Appellant

10. Mr C appeared on behdf of the Appdlant. He made repeated references to the
notice of termination and thewritten contract. Asalayman, he could not give us any assstance on
the arguments advanced by the Revenue.

Our decison

11. Three different concepts are involved: the concept of ‘service', the concept of
‘employment’ and the concept of * contract of employment’. The IRO does not define any of these
concepts.

12. The Oxford English Dictionary defines‘ service' to mean ‘ The condition, station, or
occupation of being a sarvant’ or ‘A particular employ; the serving of a certan mester or
household’. On the basis of these definitions, we are content to adopt the tacit gpproach of this
Board in Case No D101/89, IRBRD, val 6, 375 in equating the concept of service with the
concept of employment.

13. We do however entertain reservations in accepting the aleged distinction between a
contract of employment and the employment itsdf. Wefind the fallowing definitionsin the English
Employment Rights Act 1996 as summarised in § 2 of Vol 16 Halsbury's Law of England 4"
edition of assstance in our andyss.

(@ ‘Employer, inrdation to an employee or worker, meansthe person by whom
the employee or worker is, or, where the employment has ceased, was,
employed.

(b) ‘Employeg means an individua who has entered into or works under, or,
where the employment has ceased, worked under, a contract of employment.

(© ‘Employment’ inrelation to an employee, means employment under a contract
of employment and, in rdation to a worker, means employment under his
contract.
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(d) ‘Contract of employment’” means a contract of service of gpprenticeship,
whether express or implied, and if it is express, whether it isord or in writing.

14. It isonly in exceptiond circumstances one finds an employment thet is not under a
contract of service. Asexplained by 8 542 of Hasbury (above cited), they include employment
remunerated out of the revenue of the Duchy of Lancaster or the Duchy of Cornwal and
employment remunerated out of the Queen' sCivil Lig. Inthe context of the labour market in Hong
Kong, the contract of employment is the foundation which creates the nexus of employment.

15. Contract of employment is no different from any other contract. The initid contract
that establishes the relationship can be rescinded or varied by subsequent mutua agreement. As
indicated by § 22-026 of Chitty on Contracts 29" edition Vol 1 * A contract which is rescinded by
agreement is completely discharged and cannot be revived'. Variation serves a different function.
Itisthe process of modifying or atering theterms of an existing contract by mutua agreement. The
pre-existing contract so dtered or modified remains binding between the parties.

16. We are of the view that the true digtinction is not between employment and the
contract of employment. The true issue is whether the subsequent agreement merely varied the
exiding agreement or whether itwent to the root and rescinded the same. We are of the view that
Case N0 D101/89 isexplicable on that basis. The returns filed by the parties in that case coupled
with thefact that part of the services previoudy rendered were expressly retained led the Board to
conclude that there was only a variation but not a rescisson.

17. The partiesin this case clearly intended to bring the contract that subsisted on 12 July
2000to an end. Three months notice was served for such termination. That contract regulated the
employment and service of the Appellant. Termination of that contract brought the employment
and the service to an end on 30 November 2000. As aresult of that termination the Appellant
became entitled to the payment in question in accordance with the terms of the Plan. The returns of
the parties and the terms of the 1 December 2000 Written Contract lent no support to the
continuance of the previous contract.

18. We are of the view that the provisons in the Employment Ordinance provide no
assgance to the Revenue. They ded with the concept of ‘dismissa’ and the provisons are
designed to negate the consequencesthat flow from the application of the common law inrelationto
rescisson that we outlined above. There is no equivdent provison in the IRO.

19. For these reasons, we dlow the Appellant’ s appeal and set aside the assessment on
the sum in question.



