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Case No. D69/06

Salaries tax — gpportionment of assessable income from settlement award — relate back —
additiona assessment of accrued income when recelved — sections 11B, 11D and 68(4) of the
Inland Revenue Ordinance (‘IRO’) — section 10A of the Employment Ordinance Cap 57 — section
39(3) of the Labour Tribuna Ordinance Cap 25 [Decison in Chinesg]

Pand: Anthony So Chun Kung (chairman), Edward Cheung Wing Y ui and Dondd Choi Wun Hing.

Date of hearing: 24 October 2006.
Date of decison: 19 December 2006.

On 12 November 2003 the taxpayer, reying on section 10A of the Employment
Ordinance, deemed his employment contract with his employer, Company D, to have terminated
on 14 October 2003. The taxpayer filed a clam of $564,651.30 with the Labour Tribund for
wages due, payment in lieu of notice, annud leave pay, year end bonus and severance pay. The
Labour Tribunal ordered, inter dia, that * Upon agreement by both parties, Company D isto pay by
3instaments, $519,076 to (the taxpayer) asfull and find settlement of al (the taxpayer’ s) dams .
Company D only paid the first instalment of $100,000 on 28 January 2004. The Labour Tribuna
made a second Order confirming that Company D still owed the taxpayer $416,076 and awarded
Interests on the out standing sum under section 39(3) of the Labour Tribuna Ordinance. On 18 June
2004 the taxpayer received the balance payment of $416,076 together with interests and bailiff’ s
fees.

The assessor raised additiona assessment on the taxpayer in respect of te sum of
$416,076. Thetaxpayer objected and contended that part of the payment received from Company
D was not assessable to income tax and the remainder should be assessed for the year of
assessment 2004/05. At the hearing the taxpayer contended that the payment he received from
Company D was not the contract sum of his employment contract which had been dtered and on
12 December 2003 he reached a settlement agreement with Company D in respect of hisclamin
the Labour Tribund whereby he ordly agreed to take $100,000 as full and find settlement of his
claim of $564,651,30 for the period up to 14 October 2003. He further said that he had a new
agreement with Company D whereby Company D agreed to pay him $419,076 by two instalments
upon his completion of project E. The taxpayer objected the assessment of the sum of $419,076
for the year of assessment 2003/04. He contended that section 11D(b)(i) of the IRO dlowed him
to have the payment related back to the period in which the income accrued, in other words, he had
the right not to have the payment related back but to eect to have the income assessed to tax in
respect of the period in which it was received. Further, since section 11D(b)(i) afforded him the
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right to have the payment related back, the Inland Revenue could not have the payment related
back before he had exercised hisright.

The taxpayer aso contended that damages for the breach of covenant is consideration of
the contract. In order to observe the restrictive covenant of his employment corntract, he had no
other income for the period from Oct 2003 to Oct 2004. The opportunity costs he suffered, or the
performance of the contract terms was the services he provided to Company D. Therefore the
completion date of the contract was the last date of his employment and the payment he received
should be treated as having accrued on the completion date of his contract.

Hed:

1.

ThisBoard cannot accept the taxpayer’ s contention that the sum of $419,076 was
the contract sum under the new ora agreemert. The sum was clearly an award of
the Labour Tribund’ s order dated 3 March 2004 and not a contract sum of any
new ord agreement. The award of the Labour Tribund was a result of the
taxpayer’ s clam and a term of the order was : * Upon the agreement of koth
parties, the respondent (Company D) isto pay the clamant (the taxpayer) a sum
for thefull and final settlement of all claims.” Thereis no evidence to support
the contention of the taxpayer that the sum of $419,076 was the payment for his
servicesunder project E and that he had not completely terminated hisemployment
after 14 October 2003 and before May 2004. This Board found that the two sums
totalling $541,119.90 were from the termination of the taxpayer’ s employment
contract with Company D on 14 October 2004.

Apart from payment in lieu of notice and severance pay, the rest of the award was
assessable to income tax. However, the award did not itemise its different
components resulting in the argument as to whether the award included severance
pay and if so how much was it. The taxpayer contended that he would of course
reach settlement terms to his favour, that is, give up wages due and keep the
severance pay and that thiswasin fact the agreement he had with Company D. The
Board does not accept the taxpayer’ s contention and cannot accept his testimony
in this respect which was contradicted by the terms of the Labour Tribuna award.
The Board finds that the settlement isalump sum of amixed nature which satisfied
al the clams of the taxpayer. The Board agrees with the view taken by the Board
in D76/98 on gpportionment : the Commissioner is entitled to gpportion such a
payment between taxable and non-taxable components and a natura course to
acertain the taxable pat of the sum is to apportion it by reference to the
proportion the income items bear to the total claimed.
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3. The taxpayer contended that since the sum of $419,076 was a delayed payment
which was actudly paid on 18 June 2004, he was, pursuant to section 11D(b)(i),
entitled to have the sum assessed to tax for the year of assessment 2004/05 instead
of 2003/04. This is a matter of statutory interpretation. Section 11D(b)(i) does
provide the taxpayer a choice as to whether or not to relate back, but it does not
authorise or dlow thetaxpayer to have hisincome assessed to tax on the date of its
recaipt. It was the wishful thinking of the taxpayer to include such a phrase in
section 11D(b)(i). The interpretation of the Ordinance has to be faithful to the
origind passage. One cannot add into the Ordinance on€ s own interpretation
when the Ordinanceis Slent on certain matter. Subsections of section 11D, such as
11D(a) and 11D(b)(ii), are slent on authorising or dlowing ataxpayer to have his
income assessed to tax on the date of its receipt. Section 11D(a) providesthat an
additiona assessment shal be raised in respect of income which has accrued
during the basis period for a year of assessment but which has not been received
until such time as he shdl have recaived such income; “ additional assessment’
means assessed to tax in respect of the basis period for a year of assessment in
which it accrued and such income shall not be assessed to tax until it is received.
Section 11D(b)(ii) provides that adl payment made under 11D(b)(i) shal be
deemed to have accrued on the * last day of employment’ , and not * last day of
work’ or * last day of recaipt’ or any other day, and that * last day of employment’
Is the last day of the period during which he derived income. In this case, the
taxpayer’ s last day of employment was 14 October 2003. Although he only
received dl the payments on 18 June 2004, the payment must be, under the * last
day of employment’ rule, deemed to have accrued in the year of his last
employment — 2003/04 and not 2004/05.

4, 11D(b)(i) isa subsection of 11D, and together with 11D(a) and 11D(b)(ii), made
up 11D. 11D(a) and 11D(b)(i) must be read together. Thetitleof 11D is‘ Receipt
of income and the main dauseis‘ For the purpose of section 11B’ . Thetitle of
11B is* Ascertainment of assessable income . From the meaning of the passage,
the purpose of 11D isto put 11B into effect, that is to provide how assessable
income is ascertained in any year of assessment. The main clause of 11D(b) is
‘ income accruesto a person when he becomes entitled to dlaim payment thereof’ .
Subsections (i) and (i) thereunder are provisos and state in detaill how entitled
claims becomes accrued income. 11B clearly providesthat the assessable income
inany year of assessment shdl be the aggregate amount of income accruing fromdl
sources in that year of assessment. In this case, the assessable income of the
taxpayer for the year of assessment 2003/04 isthe aggregate amount of hisincome
in that period. This Board cannot accept his contention that under section
11D(b)(i) he was entitled to relate back and unless he exercised his right, the
Commissioner cannot have hisincome related back. The Board finds that the two
paymentstotalling $541,119.90 were income from his employment with Company
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D which terminated on 14 October 2003. The last day of employment wasin the
year of assessment 2003/04. Therefore $328,254 out of the settlement amount
was assessable income for the year of assessment 2003/04.

5. The taxpayer contended that he had to observe regtrictive covenants of his
employment contract. Observing covenants of the contract is not the same as
providing contract of service or earning wages. During the hearing, the taxpayer
agreed that hiswages and leave pay were cal culated in accordance with the period
of his employment and had nothing to do with the restrictive covenants or other
terms of his contract. The contract contained redtrictive covenants when it was
formed and would be past consgderation for the purpose of the settlement
agreement. The settlement payment received by the taxpayer from Company D
had nothing to do with the restrictive covenant and he cannot treat the payment as
having accrued on the completion date of the contract.

Appeal dismissed.

Casss referred to:
D76/98, IRBRD, vol 13, 420
D28/92, IRBRD, vol 7, 287
D28/95, IRBRD, vol 10, 169
D75/04, IRBRD, vol 19, 586

Taxpayer in person.
Chan SuYing and Lau Yuen Yi for the Commissioner of Inland Revenue,
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‘ Should any one of the above instaments not be paid on the due date, the whole of the
remaining balance of the awvard together with interest shal become immediatdly due
and payable. Defendant Company paid only the 1% instalment on 28.1.2004, but failed
to pay the 2" instalment on 28.2.2004, therefore, a balance of award amounting to
$419,076.00 together with interest as per S.39(3) of the Labour Tribunal Ordinance,

Cap. 25, Laws of Hong Kong is now outstanding and unpaid.

(i.e. $419,076.00 + interest on $519,076.00 from 12.12.2003 to 28.1.2004
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26.

D

D76/98, IRBRD, vol 13, 420, 432-3'®

45,

‘42.

Mairsv Haughey, TilleyvWales  Carter v Wadman

842,219.80 209,706

In the present case, although the Sumis a single payment, it is of a mixed
nature. If part only of the Sum represents income from employment, then
we must consider whether the Commissioner is entitled to apportion such
a payment between taxable and non-taxable components? In our view,
the answer should be yes. The decisions of Mairs v Haughey, Tilley v
Wales and Carter v Wadman point to the possibility of apportioning a
payment laid out for a combination of purposes, some being taxable and
some non-taxable.

The remaining question is whether the Commissioner’ s basis of
apportionment is fair and reasonable in the circumstances. Wethinkitis.
Just prior to the settlement, the Taxpayer’ s claims against Company B
(excluding cost and interest) amounted to $842,219.80. Of this, the only
item not in the nature of income from employment was the payment in lieu
of notice of $209,706. The other items all relate to income from
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employment. A natural course to ascertain the taxable part of the Sumis
to apportion it by reference to the proportion the income items bear to the

total claimed...
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‘Section 11B of the Inland Revenue Ordinance states that the assessable income
of a person in any year of assessment shall be the aggregate amount of income
accruing to him from all sources in that year of assessment. Section 11D(a)
provides a safeguard that income shall not be assessed to tax until it isreceived
but when it isreceived it is then assessed to tax in respect of the year in which it
accrued. Thesecond proviso to section 11D(b) then goes on to provide that if a
payment is made to an employee after his employment has ceased, such payment
shall be deemed to have accrued to that person on the last day of his
employment.’
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D28/95, IRBRD, vol 10, 169 174% 1991 3 13

A
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The combined effect of sections 11C and 11D(a) and (b)(ii) isfatal against
the Taxpayer’ s contention and we reject it.

By section 11C, the Taxpayer is deemed to cease to derive income from
Company A upon ter mination of hisemployment with Company A on 12 or
13 March 1991.

By section 11D(b)(ii), the various payments totalling $795,000 which were
made after 12 March 1991, that is, after the Taxpayer has been deemed by
section 11C to cease to derive income, are deemed to have accrued to the
Taxpayer on the last day of employment, that is, on 12 March 1991.

By the date of the determination, the Taxpayer had received $795,000 in
full. Section 11D(a) requires an additional assessment to be raised in
respect of such income...’
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50.
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‘The Appellant’ s case is wholly indistinguishable from that of the taxpayer in
D28/95.

By section 11C, the Appellant is deemed to cease to derive income from
Company A upon termination of his employment with Company A on 31 March
2003.

The sum of $275,264 was paid to the Appellant on 28 May 2003. Had such
payment been made on 31 March 2003 (the last day of the period during which
the Appellant derived income), the same would have been included in the
Appellant’ sassessableincomefor 2002/03, being the year of assessment in which
he ceased to derive income from his employment with Company A. By virtue of
section 11D(b)(ii), such payment shall be deemed to have accrued to the
Appellant on 31 March 2003 being the last of day of that employment.

As the sum of $275,264 was income that accrued in the year 2002/03 and given
the fact that the Appellant had received the totality of that sum, section 11D(a)
empowered the Commissioner to raise an additional assessment in respect of the
sum so received as part of the income that accrued to himin 2002/03.
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