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[Court Case Study]|

Payment for “going away
quietly” NOT subject to
Salaries Tax

Commissioner of Inland Revenue v
Poon Cho-ming, John [FACV 1/2019]

Background of the case

The taxpayer has been employed as the
Group CFO and executive director of a Hong
Kong listed company since 1999. In 2008, his
contract was terminated by his employer
with immediate effect. The taxpayer refused
to accept the termination and planned to
take legal actions. After hard negotiations,
both parties agreed on the termination
terms under a “Separation Agreement”.

Under the “Separation Agreement”, a total of
six sums would be made by the employer to
the taxpayer, out of which the taxability of
the following two sums was submitted to
courts for determination:

a.  Payment in lieu of a discretionary
bonus (“Bonus”); and

b. A notional share option gain, which
was derived from early exercise of
share option which was not
supposed to be vested as at the
employment  termination date
(“share Option Gain”).

Held in favor of

Commissioner of Inland
Revenue (“CIR")

Board of Review (“BoR")

Court of First Instance (“CFI”) CIR

Court of Appeal (“COA")

Court of Final Appeal (“CFA")

The Taxpayer

The Taxpayer
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The judges of both BoR and CFI held in
favour of the CIR on the basis that the
termination payment were related to the
employment services of the taxpayers.
However, the decisions were overturned by
COA and further confirmed by CFA because
of the payments were made “for something
else”.

It is considered that the payments were
made due to the legal actions proposed by
the taxpayer and were made to let the
taxpayer “go away quietly”. From our
perspective, the timing of payment
agreement was of paramount importance.
As the payment was negotiated and
concluded after the termination decision
was held, it was not related to the past
employment of the taxpayer.




Lastly, the CFA considered the below arguments are
also relevant:

Bonus: The amount was determined arbitrarily and
there was no evidence to support that it was related
to the employment performance. The bonus review
process was after the termination date;

Share Option Gain: The acceleration of vesting was
obviously not for the employment performance of
the taxpayer, but an incentive for the taxpayer to “go
away quietly”.

| Points to note

We consider that the facts that the employer is a
listed entity and the important role undertaken by
the taxpayer are two exceptional factors giving rise
to the favorable decisions by the CFA.

Having said that, taxability of termination payments
are often controversial which implies room for tax
planning. While the “substance-over-form” principle
has been used in this court case, the way in which
the employment contract and other relevant
agreements are drafted are usually the first
Eefere)nce point of the Inland Revenue Department
“IRD").

On the other hand, besides the payments
highlighted in this case, some other termination
payments like payment for non-competition after
the employment contracts are usually treated as
capital in nature and thus non-taxable. The court
decision has explicitly pointed those payments “for
something else” should not be subject to Hong Kong
Salaries Tax, while the employer may still pursue tax
deduction on such termination payments.

In view of the above, it is recommended that,
taxpayers should ensure that accurate wordings
and all the relevant details should be in place when
the employment contracts and termination
agreements are drafted. Otherwise, the potential
non-taxable claim of termination payments would
be missed out. You are advised to consult with your
tax advisors if necessary.
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8.25% Tax Rate available
for Hong Kong Insurance
Business corporations

Effective from 19 March 2021, the Inland
Revenue  (Amendment)  (Profits  Tax
Concessions for Insurance-related
Businesses) Ordinance 2020 aims to extend
the concessionary profits tax rate of 8.25% to
the following insurance-related businesses:

1. all general reinsurance business of a
direct insurer;

2. certain types of general insurance
business of a specified insurer; and

3. certain types of insurance brokerage
business of licensed insurance broker
companies.

The new bill is going to extend the tax
benefits to a significant portion of the
insurance-related business corporations in
Hong Kong. Having said that, the following
five types of risk and liabilities are excluded
from the tax concessions:

Health Risk

Mortgage Guarantee Risk

Motor Vehicle Damage Risk

Employees Compensation Liability
Owners’ corporation third party liability

GENISINES

In order to qualify for the concessionary
regime, the taxpayers must meet the below
substantial activity threshold requirements:

No. of full-time
qualified employees in

I

] Points to note

We welcome the New Bill as it is going to
enhance the competitiveness of Hong Kong
Insurance Business. We expect more
corporations to relocate their hubs from
other low-tax jurisdictions to Hong Kong
given the attractive tax rate.

Based on our observations, most of the
corporations maintained sufficient number
of personnel and incurred adequate amount
of operating expenses. The only question is
that insurance agents are generally self-
employed rather than employed as a full-
time in practice in Hong Kong. Turning the
insurance agents into full-time employees
may significantly increase the tax liability of
these “employees”. As such, it depends on
whether the IRD would apply strict rules on
the Minimum Employee Requirement.

The only question left is whether the
insurance products offered fall within the
above excluded lists. While five types of
products are specifically excluded, we
consider that quite a number of insurance
products in the market may still qualify for
the tax concession. We would be pleased to
assist you to examine whether any of your
current income is eligible for the 8.25% tax
rate.

Operating expenditure
incurred in Hong Kong

Hong Kong
Specified insurer — 4
Mutual Insurance corporation
Specified insurer — 7

Non-Mutual Insurance corporation

Insurance brokerage company 3

HK$2 million

HK$4 million

HK$1 million




Profits Tax Treatment of
Leases accounted for
under HKFRS 16

On 17 September 2020, the IRD published
guidance on tax treatment of leases
accounted for under Hong Kong Financial
Reporting Standard (“HKFRS”) 16.

Upon the adoption of the HKFRS 16, lessee is
required to recognize the right-of-use
("ROU”) asset and lease liability in its
statement of financial position and recognize
depreciation of ROU asset and interest
expense on lease liability in its statement of

profit or loss and other comprehensive
income.
Under the guidance, lease expenditures

could be deducted in one of the following two
approaches:

a) tax deduction in respect of the
depreciation of ROU asset and interest
expense on lease liability charged to
the profit and loss account in
accordance with HKFRS 16; or

b) tax deduction in respect of the agreed
contractual lease payments.

The above two approaches will eventually
result in the same tax implications over the
whole lease term, even though the total
amount of depreciation of ROU and interest
expense on lease liability may not equal the
contractual lease payments for one

I

particular year of assessment. It simply
reflects a matter of timing difference. As
such, both approaches will be accepted by
the IRD.

| Points to note

While many of us should be familiar with the
basic tax treatments under HKFRS 16, we
would like to draw your attention to the
following complex situations:

First Adjustments in
1 Adoption of Retained Earnings
HKFRS16 Carried Forward
Impairment  Deductible straight-
2 loss on ROU line over the lease
asset terms

Tax adjustments must be made in the above
situations. Please feel free to contact us for
the profits tax treatment tailor-made to your
situations if you encounter the above
situations.
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Contact Us.

For further information regarding the above,
please feel free to contact us.

WAEUEN - RIS MEE -

HENRY KWONG
Tax Partner

\\ (852) 39620114
A henry kwong@chengtax.com.hk

ELENA NG KEITH CHUNG

Tax Manager Tax Manager

\\ (852) 39620116 \\ (852) 39620136

@ elena.ng@chengtax.com.hk M keith.chung@chengtax.com.hk

Cheng & Cheng Limited
M EAMEHBEFRARAE

https://www.chengcpa.com.hk

Cheng & Cheng Taxation Services Limited
HMERBZARL S

https://henrykwongtax.com/zh-hk/

Levels 35 & 36,

Tower 1, Enterprise Square Five,

38 Wang Chiu Road,
Kowloon Bay, Kowloon, Hong Kong
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