(2008-09) VOLUME 23 INLAND REVENUE BOARD OF REVIEW DECISIONS

Case No. D25/08

Salaries tax —whether or not payment in lieu of notice rembursed from the employer is taxable
income — sections 8(1)(a), 9(1)(a) and 12(1)(a) of the Inland Revenue Ordinance (‘IRO’) —
whether or not payment in lieu is deductible expense. [Decision in Chinese]

Pand: Anthony So Chun Kung (chairman), SusannaW 'Y Lee and David Yu Hon To.

Date of hearing: 3 January 2008.
Date of decison: 10 September 2008.

The appellant was employed by Company A as Operating Manager. The employment
contract stated that either party could give 2 months’ notice or payment inlieu of notice to terminate
the contract of employment. Because the gppellant has faled to give 2 months' notice of
resgnation to Company A, she had to pay Company A payment in lieu of notice. The gppellant
thereafter was employed by Company B. Company B promised to pay the appellant for her
payment in lieuof notice, but the condition wasthe appellant had to render service for the company
for a least 6 months. Since the appellant had rendered service for Company B for less than 6
months and the notice of resgnation given to Company B was aso less than 1 month, the appdlant
not only could not receive any reimbursement from Company B for her payment in lieu of notice
givento Company A, she had to pay another payment in lieu of notice to Company B. Findly the
appellant was employed by Company C. Company C a so promised to reimburse the gppellant the
two sums of payment in lieu of naotice.

The appellant objected to the Commissoner’s sdlaries tax assessment.  The gppdlant
clamed that she should be entitled to deduct two sums of money paid to her previous employers as
payment in lieu of notice so asto obtain the new job. The appedlant dso clamed that these two
sumsof money paid to her previous employers as payment in lieu of notice was money reimbursed
by her new employer for the expenses she had paid for the new employer. This rembursement
should not be considered as her income for tax assessment. The mgor issue in the present case
was on two points: (1) Whether or not the money reimbursed from Company C to the gppd lant for
payment inlieu of notice was taxable income? (2) Whether or not the payment in lieu of notice to
Company A and Company B were deductible expenses of the appd lant?

Hed:

1. According to the Inland Revenue Ordinance, al incomes from employment are
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subjected to sdaries tax. Income includes any wages, sday, leave pay, fee,
commission, bonus, gratuity, perquisite, or alowance etc.

2. Inthe present case the new employer has not directly paid the payment in lieu of
notice to the gppdlant’ s previous employers, but the concerned payment in lieu of
notice redly was the sum of money provided to the appellant to discharge her
respongibility owed to her previous employers. This amounts to perquidte
received by the gppellant from her new employer for her employment. As aresullt,
the Board finds that under sections 8(1)(a) and 9(1)(a) of the Inland Revenue
Ordinance, the concerned payment in lieu of notice are subjected to salaries tax
(David Hardy Glynn v Commissioner of Inland Revenue 3 HKTC 245, D124/02,
IRBRD, vol 18, 175 followed).

3. Under section 12(1)(a) of the Inland Revenue Ordinance, deductible expenses
need to fulfill two conditions. Firdly, the expenses should be whally, exclusvely
and necessarily incurred in the production of the assessableincome. Secondly, the
expenses should not be domestic or private or capitd expenditure. If the firg
condition could not be fulfilled, it certainly would not require to study whether the
second condition issatisfied. The concerned expenses could not be deducted. It
IS not enough to just satisfy the first condition. It should aso satisfy the second
condition in order to have the expenses be deducted. As a result, in order to
deduct the expenses, it should satisfy these two conditions.

4.  TheBoardfindsthat the payment in lieu in the present case was not incurred in the
production of the income from her new employment. It does not stisfy the firg
condition for deduction under section 12(1)(a) of the Inland Revenue Ordinance.
The concerned expenses could not be deducted. Since the first condition cannot
be satisfied, there is no need to study further whether the payment in lieu of notice
IS or is not domestic, private or capital expenditure so as to satisfy the second
condition under section 12(1)(a) of the Inland Revenue Ordinance (Commissoner
of Inland Revenue v Humphrey 1 HKTC 451, Nolder v Walters 15 TC 380,
Commissioner of Inland Revenue v .Sin Chun Wah 2 HKTC 364 and D15/88,
IRBRD, val 3, 223 followed).

5. The gppdlant agreed that the concerned payment in lieu of notice is the expense
incurred to obtain the new employment and there is no different from the
investment for poduction. The expense for investment certainly is the capita
expenditure. Under section 12(1)(a) of the Inland Revenue Ordinance, capita
expenditure is not deductible in sdary tax. As aresult, the Board finds that the
concerned payment inlieu inthe present caseis the expense in the nature of capita
expenditure. It does not fulfill the second requirement for deduction. The
concerned expenses could not be deducted.
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Appeal dismissed.
Casesreferred to:

David Hardy Glynn v Commissoner of Inland Revenue 3 HKTC 245
D124/02, IRBRD, vol 18, 175

Commissioner of Inland Revenue v Humphrey 1 HKTC 451

Nolder v Waters 15 TC 380

Commissioner of Inland Revenue v Sin Chun Wah 2 HKTC 364
D15/88, IRBRD, val 3, 223

Taxpayer represented by her father.
Chan Sze Wa and Taui Nin Méi for the Commissoner of Inland Revenue.
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‘...When a service agreement is under negotiation, the employer decides what
the employee is worth to the employer. If the employer decides that the
employee isworth £ 40,000 a year, it matters not to the employer how this
sumis expended, so long as it serves the purpose of obtaining and rewarding
the servicesfor which the sumisto be paid. It would be absurd if an employee
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engaged at £ 40,000 paid tax on that sum whereas an employee engaged at
£ 35,000 plus a covenant to spend £ 5,000 for his benefit in the manner
specified in the service agreement is only liable to tax on £ 35,000. In both
casesit could truly be said that the employee obtained a sum of £ 40,000 as a
salaryfor hisservices. Inthelatter caseit could also be said that the employee
obtained a salary of £ 35,000 and a perquisite of £ 5,000. In both cases
salariestax is chargeable onf 40,000...
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‘ Although a perquisite must mean the payment of money common sense
requiresthat a perquisite must also include money which can be obtained from
property which is capable of being converted into money. A perquisite also
includes not only money which is actually paid to an employee but money
which is paid in discharge of a debt of the employee’
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‘ We are of the view that the sum of $243,780 is taxable as a perquisite which
arosein or was derived fromthe Appellant’ s employment with the Company.
By tendering hisresignation on 26 April 2000 with effect from 22 May 2000,
the Appellant had incurred a liability to pay the Association salary in lieu of
notice. The Company expended $243,780 in partial discharge of such liability
of the Appellant.’
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372 R2/65

‘.. [l]tisclear fromthe authorities ... that expenditure for the purpose of the
production of assessable income is to be distinguished from expenditure in
gaining or for the production of assessable income...

In the light of the guidance afforded by those authoritiesin my judgment [the
payment made to [ex-employer] in lieu of notice] was not expenditure
incurred in the production of the emoluments the Taxpayer earned from the
[new employer]; a fortiori it was not wholly, exclusively and necessarily
incurred in the production of that assessable income.’
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