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JUDGMENT

1 Thisis an apped by the Commissoner of Inland Revenue (* the Commissone™) by

way of case stated pursuant to section 69 of the Inland Revenue Ordinance, Cap.112 (“the
Ordinance’) againg the decision of the Board of Review (“the Board”).
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2. For convenience, thisjudgment is divided into the following sections.
SECTION PARA. NOS.
l. BACKGROUND FACTS 3-14
A. TheTa Hing Group 3-5
B.  Theredevelopment 6-7
C. Thethree agreements 8-12
D. Paymentsto the Parent Company 13-14
Il. DETERMINATION BY THE COMMISSIONER 15-16
[l. DECISION OF THE BOARD 17-24
A.  Theimpugned transaction 18
B.  Decisgonon section 61 A 19-21
C. Decisononstion16 22-23
D. Concluson 24
V. QUESTIONS OF LAW 25-26
V. GENERAL APPROACH ON APPEAL 27-29
VI. APPLICATION OF SECTION 61A 30-89
A. Issuel: What isthe impugned transaction? 32
B. Issue2: Any tax benefit conferred on the Taxpayer? 33-52
(1) Thetax benefit identified 34-35
(2) The benefit conferred 36 — 52
C. Iswue 3 : Sole or dominant purpose to obtain a tax 53-72
benefit?

(1) Subsection (1)@ : Manner in which the 59-72
transaction was entered into or carried out

(@ Interpodtion of the Taxpayer 66 — 66
(b) Players perspective 67
(¢ Referenceto profit 68 — 69
(d) Mattersin paragraph 85 of the Case Stated 70
(e) Other rdevant matters 71-72

(2) Subsection (1)(b) : Theform and substance of the 73-74
transaction

(3) Subsection (1)(c) : Result in reldion to the 75

operation of the Ordinance, that but for this
section, would have been achieved by the
transaction
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(4) Subsection (1)(d) : Any change in the financid 76
position of the relevant person that has resulted,
will result, or may reasonably be expected to
result, from the transaction
(5) Subsection (1)(e) : Any change in the financid 77
position of any person who has, or has had, any
connection (whether of abusiness, family or other
nature) with the relevant person, being a change
that has resulted or may reasonably be expected
to result from the transaction
(6) Subsection (1)(f) : Whether the transaction has 78-179
cregted rights or obligations which would not
normally be created between persons deding with
eech other at arm’ slength— under atransaction of
the kind in question
(7) Subsection (1)(g) : The participation in the 80
transaction of a corporation resdent or carrying
on business outsde Hong Kong
(8 Sole or dominant purpose for obtaining a tax 81-89

benefit
VII. APPLICATION OF SECTION 16 90-116
A. Themanisue 90-93
B. TheBoad seror 94
C. Nature of the Baance Condderation 95-108
D. Other submissons 109 -114
E. Concluson 116
VIII. ORDERS 117-118

l. BACKGROUND FACTS
A. The Tai Hing Group

3. Ta Hing Cotton Mill Limited (“the Parent Company”) wasincorporated in 1975. [t
has been carrying on the business of cotton spinning and yarn and manufacturing.

4. Ta Hing Cotton Mill (Development) Limited (“the Taxpayer”) is a wholly owned
subsidiary of the Parent Company. It was incorporated in January 1981 with apaid up capital of
HK$10,000. It commenced its businessin land development on 16 October 1987. There is no
evidence to suggest that it had previoudy engaged in any substantive land development business.
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5. Ta Hang Land Deveopment and Invesment Company Limited (“the
Co-Subsdiary”) is another wholly owned subsidiary of the Parent Company that festured in this
case.

B. The redevel opment

6. In 1958, the Parent Company acquired certainland in Tuen Mun. 1n1986 and 1987,
through exchange and surrender, the Parent Company becamethe registered owner of TMTL 310,
312 and 315 (“ Sitel”, “Stell” and “ Site l11” respectively).

7. The mill then operated by the Parent Company, over 30 years old, was standing on
Stel. Sitesll and I11 contained the workers  quarters and other buildings. The Parent Company
desired to build anew mill on Site Il and redevelop Sites| and 11 by putting up commercid and
resdentia buildings. Sitel could not be redeveloped until after the new mill had been built on Site
[1l. Sitell could be redeveloped immediately.

C. The three agreements

8. On 18 December 1987, three agreements were made to implement the plan of
redevel opment.

9. Thefirst agreement was made between the Parent Company and the Taxpayer for the

sde and purchase of Stes | and Il (“the Site | & Il Agreement”). Under Clause 2, the
consideration provided by the Taxpayer to the Parent Company was.

(1) HK$346,309,452.06 (“ Initid Sum™) and interest thereon;

(2) to build or procure the building of a new indudrid building on Ste Il for a
construction costs not exceeding HK$193 million;

(3) afurther sum of HK$400,000,000 (“ Further Sum™) subject to the Taxpayer
redlizing net profits of such amount; and

(4) anadditiond sum of 50% of the find net profits redized by the Taxpayer from
the development of the propertiesat Sites| and 11.

Items (3) and (4) are collectively referred to as “the Balance Consderation’ in the ret of this
judgment.

10. The second agreement was made between the Parent Company and the
Co-Subsdiary for the sde and purchase of Ste Il (“the Ste Il Agreement”). Under this
agreement, the Parent Company reserved the right of redevelopment and was obliged to build or
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procure a new replacement industrid building to be built on Ste Il for the benefit of the

Co-Subsidiary.

11. The third agreement was a joint venture agreement made between the Taxpayer,
Hang Lung Development Co. Ltd (“Hang Lung’) and its whally owned subsdiary, Stanman
PropertiesLtd (* Stanman”) relating to the development of Sitesl, 11 and 111 (“the JV Agreement”).

12. Pursuant to the JV Agreement:

D

2

©)

(4)
(©)

(6)

Hang Lung agreed in principle with the Taxpayer to procure such
redevelopment and congtruction on Sites | and 11 into a commercid/resdentid
complex under the name of Tal Hing Gardens and Site I11 into a replacement
industrid building.

Asregards Sitelll, the indudtria building was built o asto enable the Taxpayer
to sidfy its obligation towards the Parent Company to stisfy in turn its
obligation to the Co-Subsdiary under the Site 111 Agreement.

The indugtrid building was to be ddivered to the Taxpayer a no cost to the
Taxpayer.

Hang Lung nominated Stanman to be the devel oper.

Stanman agreed to finance al the costs, expenses and charges in carrying out
and completing the development of Sites|, Il and 111.

The sde proceeds derived from the development would be gpplied firg in
reimbursing the Taxpayer and Stanman of the costs of the development and the
ba ance would be shared between Stanman and the Taxpayer equally.

D. Payments to the Parent Company

13. Pursuant to Clause 2 of the Site | & 11 Agreement, the Taxpayer made the following
payments to the Parent Company as consderation of the Sites:

Referenceto
Date Nature of Amount Tota Sitel & Il
E— Payment (HK$) (HK$) Agreement
16.09.87 Initid Sum (part) 6,000,000 C12()&(3)(a)
16.09.87  Initid Sum (part) 100,000,000 C12()&(3)(a)
17.12.87  Initid Sum (part) 90,309,452 196,309,452 C12()&(3)(a)
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04.05.89 Interet on land 6,197,421 C13(1)

premium
28.02.91  Initid Sum (part) 150,000,000 C1 2()&(3)(a)
07.09.94  Further Sum (part) 100,000,000 C1 2(iii)
07.12.94  Further Sum (part) 70,000,000 C1 2(iii)
05.05.95  Further Sum (part) 100,000,000 C1 2(iii)
26.07.95  Further Sum (part) 100,000,000 C1 2(iii)
08.11.95  Further Sum (part) 30,000,000 400,000,000 C1 2(iii)
31.03.95  Share of 50% profit Nil

(94/95)
31.03.96  Share of 50% profit 111,775,000

(95/96)
31.03.97  Share of 50% profit 190,000,000

(96/97)
31.03.98  Share of 50% profit 36,000,000

(97/98)

1,090,281,873

14. According to the Taxpayer’ saccounts, thetota market value of the Sites| and |1 was,

as at 18 December 1987, HK$746,309,452 (which is the aggregate of the Initiad Sum and the
Further Sum). At the hearing before the Board and for present purposes, the Commissioner
accepted that the then total market vaue of the Sites was HK$800 million. Thus, by the end of
March 1998, the total amount that the Taxpayer had paid to the Parent Company as land cost
pursuant to Clause 2 of the Site | & 11 Agreement exceeded the aggregate of the Sites market
value by HK$290,281,873 (HK$1,090,281,873 — HK$800,000,000).

. DETERMINATION BY THE COMMISSIONER

15. The Commissioner accepted that the cost of acquiring the land should be deducted
when computing the profits chargeable to tax. However, she determined that as the fair market
vaueof Sitesl and |1 at the time of acquisition was HK$800,000,000, the payments made by the
Taxpayer to the Parent Company in 1996, 1997 and 1998, representing a half share of the profits
(“the Payments’), were not deductible as part of the land cost. She made the determination on the
ground that if paymentswereto betreated aspart of theland cog, the consideration would havefar
exceeded the fair market vaue of the Sitesin December 1987, namely HK$800,000,000.

16. In reaching her determination, the Commissoner relied on (dternatively) sections 16,
61 and 61A of the Ordinance. In each case, it was a necessary part of her reasoning that the
Taxpayer had paid out more than HK$1,090,281,873 for the land vaued a only
HK$800,000,000. The Commissioner determined that:
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(1) The Payments exceeded the market value and were not payments for the land
but an appropriation of profits, which were not deductible under section 16.

(2) Thepurchase of Sites| and Il was a transaction to which section 61A applied.

(3) The transaction was artificid within the meaning of section 61 because it was
commercidly unredidtic.

1. DECISION OF THE BOARD

17. Aggrieved, the Taxpayer appeded to the Board againgt the Commissone’ s
determination.

A The impugned transaction

18. At the hearing before the Board, the Commissoner identified the impugned
transactionto be“ theentry intothe Sitel & 11 Agreement”, that is, theentire Site | & 11 Agreement,
and argued that its terms looked odd and that a significant part of the income or profit which the
Taxpayer derived from the development of Sites | and |1 was transformed into expendituresin the
Taxpayer' s hands and capitd gainsin the hands of the Parent Company.

B. Decision on section 61A

19. The Board first consdered if theimpugned transaction had, or would have had but for
section61A, the effect of conferring atax benefit (i.e. avoidance or postponement of the ligbility to
pay tax of the reduction in the amount thereof) on the Taxpayer. The Board noted that leading
counsd then appearing for the Commissoner did not address the issue of tax benefit but went
draight into the factors (a) to (f) in section 61A on the question of dominant purpose. The Board
found that to be awrong approach because unless there was atax benefit, section 61A would not
be relevant or the subject matter of consderation: Yick Fung Estates Limited v. CIR [2000] 1
HKLRD 381, per Rogers JA (as he then was) at p.399.

20. The Board neverthd ess proceeded to find that the impugned transaction did not have,
and would not have had but for section61A, the effect of conferring atax benefit on the Taxpayer.
Section 61A was therefore not relevant. (See paragraph 74 of the Case Stated.) The Board
apparently relied on two reasons.

(1) No profit accrued to the Taxpayer under the Site | & Il Agreement. In the
absence of any profit, therewas no question of atax benefit. (Seeparagraph 75
of the Case Stated.)
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(2) Without the Site | & 11 Agreement, the whole of which (not just Clause 2) was
impugned, the Taxpayer would have had no interest in the land.  Without any
interest in the land, it was inconceivable that Hang Lung and Stanman would
have entered into the JV Agreement with the Taxpayer. Without the V
Agreement, the Taxpayer would not have earned the profit which it did in this
case. (See paragraph 76 of the Case Stated.)

21. The Board then went on to consider the question of sole or dominant purposein case
itsdecisgon on thetax benefit waswrong. After going through the relevant factors, the Board found
that the consderation under Clause 2 of the Site | & 11 Agreement was not excessve and was
redigtic from abusiness or commercid point of view. Therdevant time must be thetime of making
of the Stel & Il Agreement. Nether the Taxpayer nor the Parent Company knew whether the
redevel opment would be profitable. The Board aso took into account the effect of interest on the
deferred payment of the Balance Consideration. (See paragraph 85 of the Case Stated.) The
Board concluded that the sole or dominant purpose was not the obtaining of atax benefit. (See
paragraph 92 of the Case Stated.)

C. Decision on section 16

22. The Board next considered section 16. It noted that the Commissoner made no
referenceto section16 inthewritten submissions. (Seeparagraph 95 of the Case Stated.) Inlight
of thefinding thet the consderation under Sitel & 11 Agreement was not excessive and wasredistic
from abusiness or commercia point of view, section 16 would not assist the Commissioner. (See
paragraph 96 of the Case Stated.)

23. The Board further found thet even if the consderation was excessve, section 16
conferred no authority on the Commissioner to reduce the amount of consderation to what she
considered to be reasonable. (See paragraph 97 of the Case Stated.)

D. Conclusion

24, The Board concluded that the Taxpayer had discharged the onus under section 68(4)
of the Ordinance of proving that the assessments for the years of assessments 1995/96, 1996/97
and 1997/98 were excessive and incorrect. The Board therefore remitted the assessments to the
Commissoner for revison to give effect to its decison.

V. QUESTIONSOF LAW

25. The Commissioner now gppeds againg the Board' sdecison. Six questions of law
are dated for the opinion of thiscourt. They are:

“Section 61A
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1@

e

©)

Whether the Board erred in law in failing to hold thet * the transaction’ (as
defined in section61A) impugned, namdly, [the Sitel & 11 Agreement], did
or would have the effect of conferring atax benefit on the Taxpayer.

Whether the Board erred in law in its holding thet the ‘ impugned
transaction did not have, and would not have had but for section 61A, the
effect of conferring atax bendfit ... on [the Taxpaye]' (paragraph 74 of
[the Case Stated]). Hence, whether the Board further erred in its
concluson that * section 61A is not rlevant’ (paragraph 74 of [the Case

Stated]).

Whether the Board erred in law in holding that * there was no question of a
tax benefit’ (paragraph 75 of [the Case Stated]; and whether the Board
ared in its holding by taking the view tha ‘ no profit accrued to [the
Taxpayer] under [the Site | & 11 Agreement]’ (paragraph 75 of [the Case

Stated]).

Whether the Board erred inlaw in tregting asrelevant the matters set out in
paragraph 76 of [the Case Stated)].

If, contrary to the Board' s decison, [the Site| & 1l Agreement] did or
would have the effect of conferring atax benefit on the Taxpayer, whether
the Board ered in failing to come to the true and only ressonable
conclusion that the sole or dominant purpose of entering into [the Site | &
[ Agreement] was indeed for that relevant purpose, namely, to enable the
Taxpayer to obtain a* tax benefit’ as defined in section 61A(3).

Inholdingthat * thesole or dominant purpose’ of entering intothe Site | and
Stell Agreement was not that provided for under section 61A (paragraph
92 of [the Case Stated]), whether the Board erred in tregting as relevant
the following matters:

(1) ‘thecondderationunder clause 2 of [the Site | & 11 Agreement] was
not excessve and was redistic from a business or commercid point
of view' (paragraph 85 of [the Case Stated]);

(2) * nather [the Taxpayer]nor [the Parent Company] knew whether the
redevelopment would be profitable (paragraph 85 of [the Case

Stated]);
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(3) ‘the dfect of interest on the deferred payment of the baance
consderation’ (paragraph 85 of [the Case Stated]).

Section 16

5. Whether the Board erred in law in faling to hold that the payments
ultimately made to [the Parent Company] under [the Ste | & I
Agreement], insofar as they exceeded the open market value (HK$800
million) of Stel and Sitell on 18 December 1987 (* the excess' ), was hot
an outgoing or expense within the meaning of section 16.

6. In respect of the disallowance of the excess by the Commissioner or her
ases30rs by reason that it was not an outgoing or expense within the
meaning of section 16, whether the Board erred in taking the view that
such disalowance was an act by the Commissioner or her assessors ‘ to
reduce the amount of consideration to what [the Commissoner] consders
to bereasonable’ (paragraph 97 of [the Case Stated]). Hence, whether
the Board consequently aso erred in its conclusion by taking the view that
‘ section 16 confers no authority’ on the Commissoner or her assessorsto
do so (paragraph 97 of [the Case Stated]).”

They are referred to as Question 1(1), 1(2), 1(3), 2, 3, 4, 5 and 6 respectively below.

26. The Board had resarvations if the Commissoner is entitled to raise the aiove
questions of law. It stated:

(1) Whether it is open to the Commissioner to argue Questions 1, 2 and 4 (and
hence Question 3) on apped having regard to her fallure to identify the tax
benefit for the purpose of section 61A is a matter for the court if and when
objection should be raised. (See paragraph 102 of the Case Stated.)

(2) Whether it is open to the Commissioner to argue Questions 5 and 6 on apped
having regard to the matters stated in paragraph 95 (that is, no reference to
section 16 inwritten submissons) isameiter for the court if and when objection
should be raised. (See paragraph 103 of the Case Stated.)

V. GENERAL APPROACH ON APPEAL
27. Section 69 of the Ordinance Stipulates, inter alia, that the decison of the Board shall

befina, provided that elther the gppdllant or the Commissoner may make an gpplication requiring
the Board to state a case on a question of law for the opinion of the Court of First Instance.
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28. The bagis of intervention in an goped on law only has been recently summarized by
Bokhary PJin Kwong Miles Service Ltd v. CIR [2004] 3 HKLRD 168, at paragraphs 31 to 37
a pp.179E to 181G thus:

“Basis of intervention in an appeal on law only

31.

32.

33.

Appeds from the Board of Review to the courts lie only on questions of law.
But intervention in an gpped onlaw only isnot confined to indancesin which it
Is gpparent on the face of the record that the determination gppedled againgt
resulted from a specificaly identifiable error of law. Just because thereis no
appeal on facts, it does not mean that the appellate court is precluded from
detecting and correcting errors of law buried benesth conclusions ostensibly of
fact. Sometimes, asLord Raddiffeputitin Edwardsv. Bairstow a p.36, ‘ the
true and only reasonable concluson contradicts  the determination appeded
agang. If so, the gppelate court will assume that the determination resulted
from an error of law. And that opens the way for the gppellate court to
intervene on the ground of an error of law.

Mr John Griffiths SC for the Commissioner placed rlianceon ? - dthough not
0ldy on ? what Lord Millett said in his speech in Runa Begum v. Tower
Hamlets LBC [2003] 2 AC 430 at p.462G-H. There Lord Millet
summarised the Edwards v. Bairstow bass of gppelate intervention in this

way:

* A decison may be quashedif it is based on afinding of fact or inference from
the factswhich is perverse or irrationa; or there was no evidence to support
it; or it was made by reference to irrdevant factors or without regard to
relevant factors. It is not necessary to identify a specific error of law; if the
decison cannot be supported the court will infer that the decision-meking
authority misunderstood or overlooked relevant evidence or misdirected
itdf inlaw.

Mr Kotewdl sad that taking irrdlevant factors into account and leaving
relevant ones out of account are groundsfor judicia review asexplained by the
English Court of Apped in Associated Provincial Picture Houses Ltd v.
Wednesbury Corporation[1948] 1 KB 223 rather than groundsfor appel late
interventionon theEdwardsv. Bairstow basis. | can see Mr Kotewdl’ s point.
But, asit seemsto me, taking irrdlevant factorsinto account or leaving relevant
ones out of account can lead afact-finding tribuna so far astray asto reach a
conclusion contrary to the true and only reasonable one.
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34.

35.

36.

L ord Raddliffe, having noted various ways of putting it, ultimately preferred to
put it in terms of the determination gppealed againgt being contradicted by the
true and only reasonable conclusion. And | respectfully share that preference.
But | of course acknowledge, ashedid, that there are other ways of saying the
samething. Toimpugn adetermination by saying that a contrary conclusion is
the true and only reasonable one is in substance the same as saying that there
was no evidence upon which the impugned determination could be reached.

An observation to this effect appears in Viscount Smonds s peech in
Griffithsv. J.P. Harrison (Watford) Ltd [1963] AC 1 at pp.10-11. Itisof

coursewell-established that whether there isevidence upon which to find afact
iIsaquestion of law. The essence of the exercise was, if | may say S0, neetly
captured by Nourse J (as he then was) in Cooper v. C&J Clark Ltd [1982]

STC 335. Building on the reference in Lord Simon of Qasdde s peech in
Ransomv. Higgs[1974] 1WLR 1594 at p.1619 C-D to‘ a“no-man' sland’

of fact and degree’ , Nourse J said (at p.341d) that the appdllate court ‘ can

only interferewherethe degree of fact isso inclined towards onefrontier or the
other as to lead it to believe that there is only one concluson to which [the
fact-finding tribunal] could reasonably have come’

Y et another way of putting it isto be found in the judgment of the English Court
of Apped in Coker v. Lord Chancellor [2002] IRLR 80 ddivered by Lord
Phillips of Worth Maravers MR. At p.82 the Magter of the Rolls said that an
eror of law can ‘* congg in afinding of fact which is parverse .

Ddivering the judgment of the Court of Apped in CIR v. Magna Industrial

Co Ltd [1997] HKLRD 173, Litton VP (later Mr Judtice Litton PJ) said at
p.181D that ‘ [t]he words ‘ profits arising in or derived from Hong Kong' in
s.14 have a wide meaning and can accommodate a variety of Stuations in
whichit could not be said to bewrong to arrive at a concluson one way or the
other’ . Mr Kotewall is anxious that we bear that in mind. And | certainly do.
Mr Griffiths, on the other hand, is anxious that we aso bear inmind ? as|
certainly aso do ? what Lord Griffiths said in Lee Ting-sang v. Chung
Chi-keung [1990] 1 HKLR 764, an employees compensation gpped from
Hong Kong to the Privy Council. Delivering their Lordships advice, Lord
Griffiths said (a p.769F) that ‘ an appelate court must not abdicate its
responsibility and it is worth bearing in mind the words with which Lord
Raddliffe concluded his speech in Edwards v. Bairstow at pages 38 and 39.

There Lord Raddliffe, dedling with the duty of gppellate courts in gppeds on
law only, sad:

‘ Thelr duty isno more than to examinethose facts with adecent respect for the
tribunal gppealed from and if they think that the only reasonable concluson on
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37.

the facts is inconsstent with the determination come to, to say so without
more ado.’

Mr Griffiths so drew our atention to Lord Nolan' sspeechin R (Alconbury
Ltd) v. Environment Secretary [2003] 2 AC 295 at p.323C-E where Lord
Nolan cited Edwards v. Bairstow * to illudrate the generogty with which the
courts, including [the House of Lordg], haveinterpreted their powersto review
questions of law.’

In an apped on law only the gppellate court must bear in mind what scope the
circumstances provide for reasonable mindsto differ asto the conclusion to be
drawn from the primary factsfound. If the fact-finding tribund’ scondusionis
areasonable one, the gppellate court cannot disturb that concluson even if its
own preferenceisfor acontrary conclusion. Buit if the appellate court regards
the contrary conclusion asthe true and only reasonabl e one, the appd late court
isduty-bound to substitute the contrary conclusion for the one reached by the
fact-finding tribund. The correct gpproach for the gppdlate court is
composed essentidly of the foregoing three propositions. These propositions
complement each other, dthough the understandable tendency is for those
attacking the fact-finding tribuna’ s conclusion to dress the third one while
those defending that conclusion stressthe first two.”

I will respectfully apply the above principleswhen congdering the sx questions of law

now beforeme. | will beginwith Questions 1 to 4, which dl relate to the gpplication of section 61A
of the Ordinance.

APPLICATION OF SECTION 61A

The relevant parts of section 61A read:

‘()

This section shdl apply where any transaction has been entered into or
effected ... and that transaction has, or would have had but for this section, the
effect of conferring atax benefit on aperson (in this section referred to as ‘the
relevant person’ ), and, having regard to—

(& themanner in which the transaction was entered into or carried out;
(b) theform and substance of the transaction;

(c) theresult in rdation to the operation of this Ordinance that, but for this
section, would have been achieved by the transaction;
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©)

(d) any changeinthefinancid pogtion of the relevant person that hasresulted,
will result, or may reasonably be expected to result, from the transaction;

(e) any changein the financia pogtion of any person who has, or has had,
any connection (whether of a business, family or other nature) with the
relevant person, being a change that has resulted or may reasonably be
expected to result from the transaction;

(f)  whether the transaction has created rights or obligations which would not
normally be created between persons dedling with each other a arm’ s
length under atransaction of the kind in question; and

(g theparticipationinthetransaction of acorporation resdent or carrying on
bus ness outside Hong Kong,

it would be concluded that the person, or one of the persons, who entered into
or carried out the transaction, did so for the sole or dominant purpose of
enabling the rdlevant person, ether aone or in conjunction with other persons,
to obtain atax benefit.

In this section—

‘ tax benefit’ meansthe avoidance or postponement of the liability to pay tax or
the reduction in the amount thereof;

Three principa issues arise when section 61A is gpplied to the present case:

D
e

©)

What is the impugned transaction?

Whether the impugned transaction has, or would have had but for section 61A,
the effect of conferring on the Taxpayer a tax benefit within the meaning of
sub-section (3)?

If the answer to (2) isin the affirmative, was the impugned transaction entered
into or carried out for the sole or dominant purpose of enabling the Taxpayer,
either done or in conjunction with other persons, to obtain the tax benefit.

| will look at them in turn.
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A. Issue 1: What is the impugned transaction?

32. Mr Ho, SC, appearing for the Commissioner, reiterated the stance of his predecessor
appearing before the Board that the Commissioner seeks to impugn the entire Site | & I
Agreement. Thisisnot controversd.

B. Issue 2 : Any tax benefit conferred on the Taxpayer?

33. Theanswer to Questions 1(1), (2), (3) and 2 depends on how thisissueis determined.
Two sub-issuesarise, namely, (1) what isthetax benefit; and (2) whether the Sitel & 11 Agreement
conferred the tax benefit on the Taxpayer.

(1) Thetax benefit identified

34. Mr Ho submitted that the tax benefit conferred on the Taxpayer was the reduction of
amount of tax. Thisunfortunately had not been clearly identified by Mr Ho' s predecessor before
the Board. But | do not understand Mr Smith, SC, appearing for the Taxpayer, is serioudy
objecting to Mr Ho raising it now. In any event, this tax benefit must have been apparent on the
evidence and submissions before the Board. For the whole proceedings before the Board were
centred on the very question whether the Payments were chargeable to tax. In these specid

circumstances, | do not think thefailureto clearly identify the tax benefit before the Board isfata to
the Commissioner’ s gppedl.

35. There is a further and perhaps less controversd point arisng from the parties
submissions on the meaning of “tax benefit” insofar as * reduction of amount” is concerned. On a
proper reading, it must mean “reduction in the amount of tax” as opposed to “reduction in the
amount of the liability to pay tax”: see dso Board of Review Appeal No. BR45/03, D97/04, 21
March 2005, at p.44.

(2) Thetax benefit conferred

36. The substantive debate relating to tax benefit that the parties engaged before meison
the question whether the Site | & 11 Agreement had, or would have had but for section 61A, the
effect of reducing the amount of tax that the Taxpayer would otherwise be lidble to pay.

37. Asnoted, the Board has apparently relied on two reasons in determining thet the Site
| & 11 Agreement had or would have had conferred no tax benefit on the Taxpayer: see paragraph
20 above. To recap, the two reasons are:
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(1) No profit accrued to the Taxpayer under the Site | & |l Agreement. In the
absence of any profit, therewas no question of atax benefit. (Seeparagraph 75
of the Case Stated.)

(2) Without the Ste | & Il Agreement, the whole of which (not just the
consderation clause) wasimpugned, the Taxpayer would have had nointerest in
the land. Without any interest in the land, it was inconcaivable that Hang Lung
and Stanman would have entered into the JV Agreement with the Taxpayer.
Without the IV Agreement, the Taxpayer would not have earned the profit
whichit didinthiscase. (See paragraph 76 of the Case Stated.)

38. Mr Ho made two points on the Board' s first reason  First, what the Board meant
gppears to be this the Taxpayer could not earn a profit by the mere entering into the Site | & 11
Agreement and no tax benefit therefore resulted in favour of the Taxpayer. Second, if thisis what
the Board’ sreasoning, it is serioudy flawed. The question is not whether the entering into the Site
| & 11 Agreement per se amountsto atax benefit. The question is whether the Agreement had, or
would have had the effect of conferring atax benefit on the Taxpayer. This can only be answered
by consdering both the fact of entering into the Agreement aswell asthe effect of itsterms. | fuly

agree.

39. Asto the second reason, Mr Ho submitted that the Board had in effect embarked on
an exercise of comparing the Taxpayer’ sligbility to pay tax with the Site | & 11 Agreement on the
one hand, withits ligbility to pay tax without such Agreement on the other. Mr Ho contended that
thisapproachisclearly erroneous. In support, herelied on Cheung Wah Keung v. CIR [2002] 3
HKLRD 773 where Woo JA (as he then was) said at paragraphs 47 to 48 at p.791B-E thus

“Ground 2b

47. Ground 2b dleges that the Judge erred in determining that there was a tax
benefit when the definition of tax benefit in S 61A(3) predicates that there must
ather be (i) some pre-exigting liaaility to tax which is being avoided, or (ii)
some pre-exising circumstances which would give rise to, or might be
expected to give rise to, a liadility to pay tax, when nether of such
circumstances were present.

48. The argued ‘ pre-exising’ liability to tax or circumstances do not gppear in
S.61A(3) or anywhere e sein the Ordinance having any bearing on the meaning
of the* transaction’ referred toin that section. Wedo not think it isnecessary to
dedl with this ground except to say that it has no substance whatsoever.”

40. Mr Ho went on to submit that for there to be a tax benefit, there is absolutey no
requirement that the relevant reduction in the amount of tax should arise separady and
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independently from the very transaction in question. Here, Clause 2 inthe Sitel & |1 Agreement
wasdrafted in away so that the Balance Considerationwould only be payableif the redevel opment
became profitable. Theeffect of theSitel & 11 Agreement isthat the proceeds represented by the
Baance Congderation derived by the Taxpayer from the redevel opment would not aitract liability
to profitstax. This hasthe effect of reducing the amount of tax.

41. Mr Smith supported the Board' ssecond reason. He argued that having regard to the
definition of tax benefitin section61A(3), it could not gpply unlessthere was aliahility to pay tax in
the absence of the impugned transaction. If, absent the transaction, there would have been no
liahility to tax, the transaction could not have the effect of avoiding, postponing or reducing tax and
therefore the transaction could not have conferred atax benefit for the purposes of section 61A(1).
Mr Smith cited Yick Fung, supraand Europa Oil v. IRC [1976] 1 WLR 464 in support. He also
sad that the definition of tax benefit in section 61A(3) find its equivaent in Section 117C(1)(b) of
the Audrdian Income Tax Assessment Act 1936, which required a comparison of the relevant
person’ s liability to tax with and without the impugned transaction.

42. Mr Smith accordingly contended thet inthe present casg, if the Site | & |11 Agreement
had not been entered into there would have been no income or profitsin respect of which aliability
to pay tax could have been avoided, postponed or reduced. In must follow that the transaction did
not have the effect of conferring any tax benefit within the meaning of section 61A(3).

43. Counsd’ s debete raises the fundamenta question whether in consdering if a tax
benefit has or would have been conferred under section 61A(3) one needsto find aliability to tax
which “pre-exised” the impugned transaction. This has to be answered by properly consiruing
section 61A(3).

44, For my part, | do not see how section 61A or indeed the entire Ordinance, on a
proper congtruction, imposes any requirement to search for “pre-exising” lidbility to tax. |
respectfully agreewithWoo JA’ sjudgment in Cheung Wah Keung. Mr Smith submitted that what
Woo0 JA sadin paragraphs 47 and 48 in Cheung Wah Keung wasobiter. | disagree. Itisclearly
part of the ratio of the case and is binding on me. It is therefore illegitimate to search for such
“pre-exiging” ligbility and then to compare the relevant person’ s tax postion before and after the
impugned transaction.

45, Thetwo casesrdied on by Mr Smith, Yick Fung and Europa Oil, do not support his
proposition. Mr Smith relied on the following speech of Rogers JA at p.399C-D in Yick Fung:

“ ... Onaclear congtruction of the subsection, the Section [ie section 61A] would not
be relevant or the subject matter of consideration unless there was a tax benefit, in
other words, the avoidance or postponement of the liability to pay tax or the
reduction in the amount thereof ...”
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Rogers JA did not ded with the need toidentify any “ pre-exiging” liability to tax in determining atax
benefit a dl.

46. Europa Qil isdisinguishable on thefacts. There the Privy Council was dedling with
Section 108 of the New Zedland Land and Income Tax Act 1954. The relevant part of Section
108 read:

“ ... Every contract, agreement, or arrangement made or entered into, whether before
or after the commencement of this Act, shdl be absolutdy void as againg the
Commissoner for income tax purposes in o far as, directly or indirectly, it has or
purportsto havethe purpose or effect of in any way atering theincidence of income
tax, or relieving any person form his liability to pay income tax.”

47. The Privy Council held that Section 108 could not take effect unless there was an
identifiable source of income which would have been ligble to be taxed if none of the contracts or
arrangement avoided by the section had been made. Thewordings of Section 108 are sgnificantly
different from thet in section 61A(3). What the Privy Council said on Section 108 of the New
Zedland Act does not apply to section 61A(3). Thisis agood reminder that the court should be
careful in goplying authorities on foreign fiscd provisons: see dso Yick Fung, per Rogers JA at
pp.401H, Board of Review Appea No. BR45/03, at p.43.

48. The same reminder gpplies to Mr Smith’ s reliance on Section 177C(1) of the
Ausdrdian Income Tax Assessment Act. The relevant part of Section 177C(1), which Mr Smith
referred to, read:

“177C(1) Subject to this section, a reference in this Part to the obtaining by a
Taxpayer of atax benefit in connection with ascheme shall beread asa
reference to—

(b) adeduction being dlowable to the Taxpayer in relaion to a year of income
wherethewhole or apart of that deduction would not have been alowable, or
might reasonably be expected not to have been dlowable, to the Taxpayer in
relationsto that year of incomeif the scheme had not been entered into or
carried out;

..." (Emphasis supplied)

49, The phrase*“ if the scheme had not been entered into or carried out” highlighted above
also appeared in other sub-paragraphs in Section 177C(1), which dealt with other scenarios in
which a tax benefit might be obtained. It is therefore clear that Section 177(1) required a
comparison of the positions with and without the impugned scheme. No similar phrase, however,
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appears in section 61A(3) of the Ordinance. Mr Smith’ s rdiance on Section 177(1) is, with
respect, misplaced.

50. In my view, the second reason relied on by the Board in paragraph 76 of the Case
Stated is clearly wrong.

51 Mr Smith findly took a separate point that in light of the Board' s conclusion that the
consderation under the Sitel & 11 Agreement was not excessive or commercidly unredlistic, there
was no tax benefit. However, asrightly pointed out by Mr Ho, the Board' s observation asto the
non-excessive or commercia redigtic nature of the consderation should not be relevant to the
question whether the entering into the Site | & 11 Agreement had or would have the effect of a
reduction in theamount of tax of the Taxpayer. When Clause 2 thereof is properly understood (as
described in paragraph 40 above), it must have such effect when part of the proceeds of the
redevel opment were converted into a purported item of expenditure.

52. For the above reasons, | am of the view that the Site | & 11 Agreement did have the
effect of conferring atax benefit on the Taxpayer as contended by Mr Ho. It followsthat the Board
dderinlawin:

(1) itsholdingthet theStel & 11 Agreement did not have, and would not have had
but for Section 61A, the effect of conferring atax benefit;

(2) itsconcluson that section 61A isnot rlevant;
(3) itsholding that there was no question of atax benefit;

(4) itsview that no profit accrued to the Taxpayer under the Site | & 11 Agreement;

and
(5) itstaking into account the matters set out in paragraph 76 of the Case Stated as
relevant.
53. Accordingly, Questions 1(1), (2), (3) and 2 must al be answered in the affirmative.
C. Issue 3: Sole or dominant purpose to obtain the tax benefit?
54, | nextturntothethirdissueif the Stel & 11 Agreement was entered into or carried out

with the sole or dominant purpose of enabling the Taxpayer to obtain atax benefit. Thisrelatesto
Quedtions 3 and 4.

55. I will preface my discusson with an observation on the generd agpproach in
determining the sole or dominant purpose under section 61A. Section 61A(1) obliges the court to
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condder seven matters listed in sub-paragraphs (@) to (g) objectively. The test is whether having
regard, as objective facts, to the seven matters in section 61A(1), a reasonable person would
conclude that the transaction in question was entered into or carried out for the sole or dominant
purpose of enabling the taxpayer to obtain atax benefit: see FCT v. Spotless Services Ltd (1996)
168 CLR 404, per Brennan CJ, Dawson J, Toohey J, Gaudron J, Gummow J and Kirby J at
p.422.

56. InYick Fung, Rogers JA explained the proper approach in consdering these matters
at p.339F-1 thus:

“Inthis Court, there was some discussion as to whether it is necessary for more than
one item in matters (a) to (g) to indicate the sole or dominant purpose for it to be
possible that that conclusion be arrived a. In my view, the posing of the question
itself possibly indicates an erroneous gpproach to the section. Clearly, what must
happen isthat those matters must be considered and the strength or otherwise of the
various resulting condusons from considering those maiters must be looked at
globaly. On the basis of that assessment, it must be decided whether the sole or
dominant purpose was the obtaining of a tax benefit. It may be observed, for
example, that one or other of the mattersin (a) to (g) may be strongly or weskly
suggestive of a purpose of obtaining a tax benefit or may be strongly or weakly
suggestive of some other purpose. The Assstant Commissioner who undertakes
such task hasto use hisown common sense and apply theresults of his ddiberations
in respect of each matter and come to an overdl concluson.”

57. A amilar gpproach can dsobefoundin Puzey v. FCT (2003) 53 ATR 614, (Federal
Court of Audrdia), per Hill and Carr JJ at paragraph 67 at p.629:

“ Itisthen necessary to consder the 8 matters set out in s.177D(b) [of the Income Tax
Assessment Act 1936] and determined whether it would be concluded that either
the Taxpayer or aperson who had entered into or carried out the scheme did so for
the purpose or the dominant purpose of obtaining the relevant reductions. It is
convenient to consder each of the 8 matters separatdly, while noting, that some of
them might point in the one direction and others in the other direction and thet the
task isto weigh thetotdity of these mattersin reaching the conclusion asto dominant
purpose...”

58. With theseprinciplesinmind, | will consider the seven mattersin section 61A(1)(a) to
(9) inturn.
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(1) Subsection (1)(a) : Manner in which thetransaction was entered into or carried
out

59. The word “manner” encompasses many things. It includes the time and timing of
whatever transaction is under condderation: Yick Fung, per Rogers JA a p.399J. Mr Smith
argued that thereisnothing unusua or uncommercid with regard tothetime a whichthe Site | & 11
Agreement was entered into, which was dictated purdly by the commercia congderations leading
to the decison to modernize the mill and develop the Sites. | agree.

60. The red quedtion is whether the Site | & Il Agreement was entered into in
circumstances which were commercidly unredigic. The Board answered this question in the
affirmative. TheBoard' sreasoning took thispath. The Board first looked at the effects of thethree
agreements made for the purposes of redevelopment. (See paragraph 78 of the Case Stated,
referring to paragraphs 53t0 63.) The Board then considered the matter from the respective view
point of the Parent Company and the Taxpayer. (See paragraphs 79 to 81 of the Case Stated.)
The Board further took the view that it was not wrong in law for the consideration of a contract to
be framed with reference to profit. (See paragraph 83 of the Case Stated.) Findly, the Board (in
paragraph 85 of the Case Stated) took into account the following matters:

(1) The congderation under Clause 2 of the Site | & Il Agreement was not
excessve and was redigtic from abusness or commercia point of view.

(2) The rdevant time must be the time of making of the Site | & Il Agreement.
Nether the Taxpayer nor the Parent Company knew whether the
redevel opment would be profitable.

(3) Notiond Interest on the deferred payment of the Balance Consideration.

61. | will dedl with the Board' s reasoning point by point.
@ Inter position of the Taxpayer
62. A specid feature semming from the entire transaction for the redevelopment of the

Sites that calls for immediate attention and hence a closer examindtion is the interpostion of the
Taxpayer in the entire transaction. One would inevitably ask: why was it deemed necessary or
desirable to interpose the Taxpayer to acquire Sites | and |1 from the Parent Company when the
latter could, on its own, contribute the land for redevelopment?

63. In Section I(C) (paragraphs 8 to 12 above), | have summarised the effects of these
agreements. Assuming that the bargain between Ta Hing Group on the one hand and Hang Lung
Group on the other remained the same (other than the interposition of the Taxpayer), the position
without the interpogition of the Taxpayer isin substance asfollows:
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(1) Without sling Sites| and 11, the Parent Company contributed the Sites, which
were worth HK$800 million, for the redevel opment project.

(2) The Parent Company would have to bear the initid land premium (HK$26.7
millionfor Stell and HK$50 million for Sites| and 111) but would earn interest
on the premium payable by Stanman. (See Clause 2.02 of the JV Agreement.)

(3) All the cogts, expenses and charges(including excessland premium and interest)
in carrying out and completing the development on the three Sites would be
borne by Stanman.

(4) TheParent Company would acquire anew industrid building on Site 111 without
any cost.

(5) TheParent Company and the Hang Lung Group would share the net profits out
of the sale proceeds of the development in Sites | and |1 on an equal basis after
deducting all the costs, expenses and charges incurred by the Parent Company
and Stanman.

64. When the redevelopment on Sites| and |1 generated profits, the net profits that the
Parent Company receives minus the land cost of Sites | and 11 (HK$800 million) and other
deductible expenditure, would attract tax.

65. With theinterposition of the Taxpayer, the Parent Company sold Sites| and 11 to the
Taxpayer pursuant to the Site | & 11 Agreement. The cost of the Sites to be payable by the
Taxpayer was not the market value of HK$800 million but was structured in the way as it was
under Clause 2 thereof. When the redevelopment generated profits and when the Taxpayer
received its share, it had to pay over 50% of the profits to the Parent Company. The Taxpayer
could then claim that such profits form part of theland cost. In other words, such proceedswould
then be converted into land cost insofar as the Taxpayer is concerned and into capitd gain insofar
as the Parent Company is concerned. In elther case, no tax is chargeable on the proceeds.

66. When it is S0 andyzed, the interposition of the Taxpayer is strongly indicative of the
obtaining of atax benefit. It is commercidly unredigtic. With respect, the Board had failed to
consider why it was necessary to interpose the Taxpayer and its ramifications when it consdered
the effects of the three agreements for redevelopment including the Site | & 11 Agreement. It had
ered infailing to do so.
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(b) Players perspective

67. The Board had next erred in consdering the transaction from the respective view of
the players, the Parent Company and the Taxpayer. The matter had to be viewed objectively and
redigticaly from the perspective of areasonable person: see Spotless, supra, at p.423; Eastern
Nitrogen v. FCT (2001) 46 ATR 474.

(© Reference to profit

68. The Board relied on British Sugar Manufacturersv. Harris (1937) 21 TC 528 at
pp.546-548 to support itsview that it was not wrong in law for the consideration of acontract to be
framed with reference to profit. In British Sugar, the taxpayer paid 20% of net profits to two
bodiesin congderation of their giving to the taxpayer “ the full benefit of their technical and financid

knowledge and experience’ and “ advice to the best of their ability...on al questions rdaing to
manufacture and finance and disposd of [the taxpayer’ 5| products’. It was held that such a
payment should be adlowed as a deduction as being “money wholly or exclusvely laid out or

expended for the purposes of the trade’. The payment was in the nature of remuneration for

servicesand not for profit- sharing: see Sir Wilfred Greene MR at pp.233-234. Inmy view, British
Sugar offered little if any assstance to the Taxpayer here, where the Baance Congderation that it
paid to the Parent Company for Sites | and 11 had the effect of converting profitsinto land codt. (I

will return to British Sugar in greater detail when | come to section 16.)

69. Before proceeding to the find point in the Board' s reasoning, it is convenient to
dispose of the observations by the Board in paragraph 84 of the Case Stated. There the Board
dated that if reference to profit was objectionable, the Commissoner should have complained
about the Further Sum (HK$400 million). Mr Ho submitted that the Further Sum is objectionable
asamatter of principle but the Commissioner did not raise any objection because she had regarded
that sum as part of the genuine land cost of the Sites. | agree. As noted, the evidence from the
accounts of the Taxpayer isthat theland cost of Sites| and |1 was, before the Payments, stated to
be HK$746,309,452. Thisisexactly the aggregate of the Initiadl Sum (HK $346,309,452) and the
Further Sum payable by the Taxpayer to the Parent Company under Clause 2 of the Ste | & I
Agreement. The Commissioner had very fairly raised no objection to the Further Sum. She should
not be blamed for taking such a pragmatic view of the matter. The Board then noted that if the
Commissioner was objecting to any sum in excess of market value, the Commissoner should have
taken the congtruction costs of the indudtrid building on Ste Il into congderation. In my view,
when the whole transaction is viewed redigticdly, nothing realy turns on such congruction codts.
Even the Taxpayer’ s own account did not treat such construction cogts as part of the land cogt.
And Mr Smith has not relied on it at the hearing before me either.
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(d) Mattersin paragraph 85 of the Case Sated

70. | now cometo the mattersrelied on by the Board in paragraph 85 of the Case Stated:
Mr Ho submitted that the consideration of the Sitel & 11 Agreement was structured in away o that
the Baance Congderation would solely depend on the profitability of the Taxpayer in the
redevelopment project. Thiswould clearly confer atax benefit on the Taxpayer in that such profits
earned by the Taxpayer (if materiaized) would not atract any ligbility totax. Thusthethree metters
referred to in paragraph 85 of the Case Stated are irrdlevant. They do not and cannot determine
whether the sole or dominant purpose of entering into the Ste| & |1 Agreement was to enable the
Taxpayer to obtain atax benefit. | fully agree.

(e Other relevant matters

71. Mr Ho submitted that there are three additiona factors which the Board had failed to
take into account. They are;

(1) The Taxpayer commenced business on 16 October 1987, only two months
beforethe execution of the Sitel & 11 Agreement. Thereis no evidence that the
Taxpayer had any track record as a property devel oper.

(2) Therewasno formd valuation for Stes| and 1. Therefore, the consderation
for Sites | and Il cannot be said to be caculated by reference to a forma
vauation. Further, there is no evidence of any feashility sudy of profits
projection or commercid risks involved with the devel opment.

(3) The Taxpayer's pad up capitd was only HK$10,000. Yet, the Parent
Company was dill willing to sdl Sites| and 11 to the Taxpayer for huge sums of
money intheregion of hundreds of million dollars. Thereisno evidencethet the
Parent Company took any security for the performance of the Taxpayer’ s
obligations under the Site | & |1 Agreement.

72. In my view, these matters were supportive of the view that the circumstances under
which the Site | & 1l Agreement were entered into were commercidly unredigic. Unfortunately,
the Board had failed to take them into account.

(2) Subsection (1)(b) : The form and substance of the transaction
73. This sub-section cdls for adetermination if thereis any ditinction between the lega

nature of the transaction and the substance related to the practica or commercia end result of the
transaction: Yick Fung, supra, per Rogers JA at p.400D-E.
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74. Thelegd form of the transaction in question is a sale purchase agreement in the form
of the Stel & Il Agreement. Its substance is that a Significant portion of the proceeds which far
exceeded the market value of the land as a 18 December 1987, that is, HK$290,281,873
(HK$1,090,281,873 — HK$800,000,000) was converted into deductible expenses in the
Taxpayer’ s hands and capitd gains in the Parent Company’ s hands. There is ared didtinction
between the form and substance, which is indicative of enabling the Taxpayer to obtain a tax
benefit.

(3) Subsection (1)(c) : Result in relation to the operation of the Ordinance, that but
for this section, would have been achieved by the transaction

75. But for section61A, under the Sitel & 1 Agreement, the Taxpayer would be able to
deduct its excessve payment for Stes | and |l from its assessable profits derived from
redevelopment. The corresponding receipts by the Parent Company would be non-taxable capita
gans. Agan, itisindicative of obtaining atax benefit by the Taxpayer.

(4) Subsection (1)(d) : Any change in the financial position of the relevant person
that has resulted, will result, or may reasonably be expected to result, fromthe
transaction

76. If theStel & Il Agreement were taken at face vaue, the Taxpayer would be ableto
claim adeduction of itsexcess payment for the year of assessment 1995/96 and would not have to
pay tax on the HK$400 million profits and 50% of its net profits in excess of the HK$400 million
from the development of Sites| and I1. Accordingly, the Taxpayer’ s financid position would be
improved. Itisasoindicative of obtaining atax benefit.

(5) Subsection (1)(e) : Any change in the financial position of any person who has,
or has had, any connection (whether of a business, family or other nature) with
the relevant person, being a change that has resulted or may reasonably be
expected to result from the transaction

77. If the Site | & 11 Agreement were taken at face vaue, a substantial portion of the
Taxpayer’ s profits would be siphoned off to the Parent Company as non-taxable capitd gains.
Therefore, the Parent Company’ s financia position would aso be improved in that it would not
have to pay tax in respect of the capital gains.

(6) Subsection (1)(f) : Whether the transaction has created rights or obligations
which would not normally be created between persons dealing with each other
at arm’ slength under a transaction of the kind in question

78. There is no evidence that the Parent Company had satisfied itsdlf that the Taxpayer
hed the financia resources to fulfil its contractud obligations. This would especidly be the case
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where Sites | and || were substantia assets and the development thereof would take years. The
Taxpayer plainly lacked the resourcesto pay for the Sites. The Board aso found that the Taxpayer
“would probably go into liquidation if it should sustain any loss in the redevelopment, its paid up
capita being $10,000.”

79. Accordingly, that the Taxpayer could purchasethe Sitesfrom the Parent Company at
a price which the Taxpayer could no way be able to afford and which could only be determined
years later must have been soldy due to the fact that the Taxpayer was whally-owned and
controlled by the Parent Company. Inthese circumstances, the Site | & 11 Agreement clearly gave
rise to rights and obligations which would not normally be created between persons dedling with
each other a am’ slength.

(7) Subsection (1)(g) : The participation in the transaction of a corporation
resident or carrying on business outside Hong Kong

80. Both the Taxpayer and the Parent Company reside and carry on business in Hong
Kong. Thisfactor istherefore irrdevant.

(8) Soleor dominant purpose for obtaining a tax benefit

8l In my view, the seven matters, in one way or the other, are dl indicative of obtaining
atax benefit. That is, however, not theend of thematter. | am il required to weigh the totdity of
these mattes globdly in reaching the concluson asto the sole or dominant purpose. In thisregard,
the Board stated in paragraph 92 of the Case Stated thus:

“92. Having conddered the drength or otherwise of the various resulting
conclusons from consdering the factors, the Board looked at the matter
globdly. The Board' s overdl concluson was that the sole or dominant
purpose was not the obtaining of a tax benefit. Any possble purpose of
obtaining a tax benefit paled in sgnificance to the purposes referred to in
paragraphs 61, 62 and 63 above, ...”

In paragraphs 61 to 63 of the Case Stated, the Board looked at the effects of three agreementsand,
in particular, the commercia purposes the Parent Company, the Taxpayer and the Co- Subsidiary
might achieve thereunder.

82. Where the impugned transaction carried multi-purposes, some of which were
tax-avoidance and some were commercia, the question is whether a reasonable person would
conclude that the taxpayer entered into or carried out the transaction for the dominant purpose of
enablingit to obtain that tax benefit. This question has to be decided by taking into account al the
circumgtances of the case and viewing them objectively and globdly. It turns on the identification,
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among various purposes, of that whichisdominant. Initsordinary meaning, dominant indicates thet
purpose which isthe ruling, prevalling, or most influentid purpose: Spotless, supra, at p.416.

83. If the transaction as a whole was clearly carried out for a dominant commercia
purpose, the fact that one eement in the scheme carries with it a tax advantage does not detract
from that dominant purpose as awhole: Peabody v. FCT (1993) 25 ATR 32 at 47 per Hill J
(Federd Court of Augrdia); affirmed by the High Court of Austrdiain FCT v. Peabody (1994)
28 ATR 344 at 350. Likewise, in Eastern Nitrogen, supra, the Federd Court of Audrdia
concluded that dthough the obtaining of a tax benefit was an important factor, neverthdess the
dominant purpose was the commercia one of obtaining a financid facility o the best terms
available.

84. In Hong Kong, the Board of Review had dso reached smilar concluson in cases
involving multi-purpose transactions. In D67/95 11 IRBRD 44, the Board decided that where a
compositetransaction (i.e. one having both tax and non-tax advantages) isentered into primarily for
non-tax commercial reasons, this would not attract the operation of section 61A. Even though
certain geps in the transaction produce a tax advantage, thisis only incidental. In that case, the
Board a so took note of the Inland Revenue Departmental Interpretation & Practice NotesNo.15
(Revised) which stated that section 61A should be used to strike down “ blatant and contrived
arrangements but should not cast unnecessary inhibitions on norma commercid transactions by
which taxpayers legitimately take advantage of opportunities available for the arrangement of their
affairs’ (p.5: Part C, paragraph 19). In D44/92 7 IRBRD 324, the Board decided that regard must
be had to dl saven of the matters set out in section 61A and not just the tax consequences of the
transaction. The Board decided at p.335 that in amulti- purpose Situation, for the tax purposeto be
dominant it must outweigh dl the non-tax purposes combined.

8b5. On the other hand, a person may carry out a transaction from the dominant purpose
of enabling the relevant taxpayer to obtain atax benefit where that dominant purposeis consstent
with the pursuit of commercid gain in the course of carrying on abusiness. In atransaction which
IS0 “tax-driven” and bears the characteristics of arational commercia decision, the presence of
the latter characteristics does not determine the answer to the question whether a person entered
into atransaction for the dominant purpose of enabling the taxpayer to obtain atax benefit: Spotless
at pp.415-416. Thefact that the overal transaction was aimed at a profit making does not make it
artificial and ingppropriate to observe that part of the structure of the transaction isto be explained
by reference to adominant purpose of obtaining atax benefit: FCT v. Constituted Press Holdings
Ltd [2001] 47 ATR 229 at paragraph 96 at p.243.

86. Mr Smith argued that the non-tax purposes in the present case are manifold. They
include the provision of areplacement and modernised mill, the commercid redevel opment of land
(both financed by the commercia developer by means of profit sharing arrangements) and the
retention of the land and the commercid properties within the group, hence the involvement of the
Taxpayer as well as the commercia developer. There were ample commercid judtifications for
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entering into the transaction. The Board was therefore justified in concluding that the dominant
purpose was not the obtaining of atax benefit.

87. In my view, the above commercid purposes are not the dominant purpose of the Site
| & 1l Agreement when the matter is viewed objectively and globdly. The main objective of the
Stel & Il Agreement is to interpose the Taxpayer to effect a sde and purchase of the Sites
between the Parent Company and the Taxpayer (within the same group) o that the land cost is
structured in such away that asignificant portion the proceeds of the redevelopment (represented
by the Balance (nsderation) can be converted into a purported item of expenditure. The
dominant purpose of the Site | & 11 Agreement is therefore to enable the Taxpayer to obtain atax
benefit in theform of reduction in the amount of tax, athough thereexis other legitimate commercid
purposes. The Board had erred in arriving at a contrary conclusion.

88. For the above reasons, Question 3 mugt be answered in the affirmative. Further, for
thereasons set out in paragraph 70 above, Question4 hasto be answered in the affirmative aswell.

89. Thisdisposes of dl the four questions of law in relation to section 61A.
VII.  APPLICATION OF SECTION 16
90. | now come to Questions 5 and 6, which relate to section 16.

91. | first ded with the reservation raised by the Board if the Commissioner is entitled to
rase Questions 5and 6 in this apped in the absence of reference to the written submissons. | am
told by Mr Ho that according to the contemporaneous notes of the hearing taken by those
ingtructing him, his predecessor did make oral submissions on section 16 to the Board. This point
had not been abandoned. Mr Smith did not now recdl if that wasthe case. That being the position,
theBoard' sreservation if the Commissioner isentitled to raise Questions 5 and 6 in the apped is of
no consequence. | will proceed to look at their substance.

A The main issue
92. Section 16 provides:

“(1) In ascertaining the profits in respect of which a person is chargeable to tax
under this Part for any year of assessment there shdl be deducted dl outgoings
and expenses to the extent to which they are incurred during the basis period
for that year of assessment by such person in the production of profits in
respect of which heis chargesble to tax under this Part for any period,
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93. The man issue is whether the Baance Congderation had been incurred in the
production of profits of the Taxpayer.

B. The Board' serror

94, The Board decided that section 16 did not apply because the consideration under
Clause 2 of the Sitel & 1| Agreement was commercidly redistic and not excessve. With respect,
whether or not the congderation was commercidly redigtic or excessve is not the test which
determinesif it had been incurred in the production of profits. It is the nature of the payment that
matters. “It isnecessary to...attend to the true nature of the expenditure, and to ask onesdlf the
question, Isit apart of the Company’ sworking expenses; is it expenditure laid out as part of the
process of profit earning?’: Tata Hydro-Electric Agencies Ltd Bombay v. CIT, Bombay
Presidency and Aden [1937] AC 685, at p.696. One does not smply look at the quantum of a
purported expenditure to determineits true nature. The Board had clearly erred in this repect.

C. Nature of the Balance Consideration

95. Here, the Balance Consideration would only be incurred if net profits were redlised
by the Taxpayer from the development project. Itiscontingent upon and quantified by referenceto
potentia profits of the redevelopment. The authorities relied on by counsel demongrate how
difficult it isto discriminate between expenditure which is, and expenditure which isnat, incurred in
the production of profits, when the expenditure is so referable to profits.

96. Two genera propositions are relevant to the present case.

97. Firg, adiginction has to be drawvn between an expense incurred in earning profits,
whichisdeductible, and a payment of expenses after the profits have been ascertained, whichisnot
deductible because it is Smply an gppropriation of profits. As Danckwerts LJ sad in Harrods
(Buenos Aires) Ltd v. Taylor-Gooby (1964) 41 TC 450 at 467:

“Thereareanumber of authorities upon the question of deductible expenses and the
guiding principle gppears to me to be that if the expense has to be incurred for the
purposes of gaining the company profits, it is a deductible expense; on the other
hand, if the payment of the expenses or charges is made after the profits have been
ascertained, then the expenseisnot deductible, becauseit is Smply an application of
the profits which have been earned.”

98. Second, in determining whether apayment in question is deductible, it is necessary to
see whether it is for the acquigtion of a right or opportunity to earn profits, which will not be
deductible, or it isfor the purpose of producing profitsin the conduct of the business, which will be
deductible. This propogition is derived from Tata Hydro-Electric, supra. There, the taxpayer
caried on the business of managing agents of Company A and received for their services a
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commission of 10% on the annud net profitsof A with aminimum of Rs.50,000 whether A should
made any profit or not. The taxpayer acquired the agency business from B under an assgnment
whereby B transferred to the taxpayer their whole rights and interests as agents for A. That
assgnment was subject to B’ s obligations under two agreementswith D and E whereby B, while
the managing agents of A had borrowed money from D and E, had to pay to each of D and E
12.5% of the commission earned by D under their agency agreement withA. 1n short, the taxpayer
cameinroom and place of B indl respects both asregardstheright to recaeivefrom A the tipul ated
agency remuneration and asregardsthe obligation to pay out of that remuneration 12.5% to each of
D and E. Thequestion waswhether the taxpayer was entitled to deduct the 25% of the commission
earned and received from A which they paid over to D and E as expenditure incurred solely for the
purpose of earning profitsand gains of their busnesswithin the meaning of the relevant provison of
the Indian Income-tax Act 1922. Lord Macmillan sad at p.695:

“ ...Inthe present case their L ordships have reached the conclusion that the payments
In question were not expenditure so incurred by the gppellants. They were certainly
not made in the process of earning ther profits...; they did not arise out of any
transactionsin the conduct of their business... In short, the obligation to make these
payments were undertaken by the appellants in consideration of their acquisition of
the right and opportunity to earn profits, that is, of the right to conduct the business,
and not for the purpose of producing profits in the conduct of the business...”

99. InIndian Radio and Cable Communication Co. Ltd v. ITC, Bombay Presidency
and Aden [1937] 3 All ER 709, the Privy Council seemed to have gpplied the same reasoning in
determining if a payment of profits was a proper deduction. There the taxpayer carried on the
business of communication by wirdess in India Another company carried on the business of

communication by cable in India  The two companies entered into an agreement whereby the
companies, the future operation and control of both businesses were to be conducted by the
taxpayer for some 12 years. Asconsderation the taxpayer wasto pay to the other company, inter
alia, onehdf of the net profits of the taxpayer for each of itsfinancid years. The Privy Council hed
that the half share of the net profits payable under the agreement was not a proper deduction to be
dlowed in computing the taxpayer’ s profits. Lord Maugham said at pp.714:

“Their Lordships have had the advantage of a learned argument on behaf of the
appdlant company, but they have found themsel ves unable to come to a conclusion
different from that of the High Court. It may be admitted that...it is not universdly
trueto say thet apayment, the making of whichisconditiona on profitsbeing earned,
cannot properly be described as an expenditure incurred for the purpose of earning
such profits. Thetypical exceptionisthat of apayment to adirector or amanager of
acommisson on the profits of acompany... Ther Lordships do not think that there
IS, in the present case, any sufficient ground for holding thet the sum in question is of
thenature of arent... Thesumisin truth made payable as part of the considerationin
respect of a number of different advantages which the gppellant company derives
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from the agreement, and not al of them can be shown to be of a purely temporary
character...

Ther Lordships recognize the difficulty which may often exist in deciding whether
expenditure not in the nature of capitd expenditure has been incurred solely for the
purpose of making or earning ‘ income, profits, or gains and they agree that it may
be impossble to formulate a test which will dways suffice to discriminate between
the expenditure which is and that which is not dlowable for the purpose of income
tax; but in the present case, they havelittle hesitation in coming to the conclusion that
the proposed deduction is not allowable...”

It would appesar that the payment of profits wastreated as the consderation for carrying on ajoint
venture over aperiod of years, and thus are a payment for an opportunity of earning profits and not
apayment for the purpose of producing the profits.

100. Mr Smith first submitted that there is ample authority to the effect that a payment
quantified by reference to potentiad profits does not make that payment an appropriation of profits
as opposed to an expenseincurred in the production of profits. Hecited British Sugar, supra and
Union Cold Storage Co. Ltd v. Adamson 16 TC 293 in support.

101. In my view, whether or not a payment quantified by referenceto potentid profitsisan
appropriation of profits or an expense incurred in the production of profits depends ultimately on
the nature of the payment. | agreewith Mr Ho' s submission thet thereisno generd principle of law
that such apayment will or will not, per se, be treated as appropriation of profits or as deductible
expense. The courts invariably need to inquire into the nature of the payment and then determine
whether it isin fact incurred for the production of the profits, an gppropriation of profits, or a
payment for acquiring aright or opportunity to earn profits: Tata Hydro-Electric, supra at p.696.
That was exactly what the courts did in British Sugar and Union Cold Storage.

102. In British Sugar, the taxpayer, which was carrying on business as manufacturers of

beet sugar, agreed to pay to two bodies in each of four years for divison between them as they
mutudly agreed “ 20 per cent of the net profits of the company in consideration of their giving to the
company the full benefit of their technicd and financid knowledge and experience and giving to the
company and its directors advice to the best of their ability respectively on dl questions relating to
manufacture and finance and disposd of the company’ s products’. The English Court of Apped

held that such payments to the two bodies should be deductible. Sir Wilfred Greene MR
determined thetrue nature of the payment as the commission incurred for the service of the agents
who provided the technical and financia knowledge for the operation of the business. Thus the
payment, though caculated by reference to profits, was not sharing of profits. see pp.233-235.

103. In Union Cold Storage, the taxpayer leased lands and premises abroad under a
deed reserving arent of certain sum per annum. The deed provided that if at theend of any financid
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year it was found that after providing for this rent the result of the Company’ s operations was
insufficient to pay certain items, therent for the year wasto be abated to the extent of the deficiency,
repayment of rent dready paid being made if necessary. The taxpayer damed in computing its
profitsfor 1922 and 1923, there should be alowed as deduction the abated amount for 1922 and
the rent paid in 1923. The case went dl the way up to the House of Lords. In dlowing the
deduction, Lord Buckmaster, with whom other Law Lords agreed, said at p.330:

“ But whether the whole sum or part of it is paid, the payment in the rent of business
premises and nothing but rent.”

104. When they are properly understood, British Sugar and Union Cold Storage do not
support the genera proposition as contended by Mr Smith.

105. Mr Smith in particular relied on the speech of Romer LJ delivered in the Court of
Apped in Union Cold Storage at p.328:

“...inorder to succeed in their contention that the payments were redlly payments of
profits, they must establish the following proposition : That where acompany, for the
purpose of enabling it to carry on its trade and earn profitsin its trade, placesitsdlf
under an obligation to make money payments, the amount of which is dependent
upon the profits earned, or the payment of which is contingent upon certain profits
being earned, payments made in discharge of that obligation are payments made out
of the profits or gains of the Company, within the meaning of Rules 3(1). In my
opinion, for that proposition thereis no foundation at dl in principle or no authority.”

Romer LJ s speech was quoted with approva by Sr Wilfred Greene MR in British Sugar at
pp.235 and 236, where his Lordship said that the reasoning and expressions of Romer LJequdly
applied to the case where the payment to be made was a commission or a percentage of profits
earned.

106. As| understland Romer LJ s gpeech, it supportsthe proposition that when a payment,
which is contingent upon and the amount of which isdependent on profits, is made for the purpose
of producing profits, it is deductible as a genuine expenditure. It does not establish the generd
proposition as contended by Mr Smith that a payment quantified by reference to potentid profits
does not make that payment an appropriation of profits as opposed to an expense incurred in the
production of profits.

107. Mr Smith next argued that the Balance Congderation is part of the consideration for
the acquigition of theland, the devel opment of whichlater gaveriseto the profits. Thusthe Baance
Congderation is an expense which produced the profits and therefore deductible under section 16.
Mr Ho submitted, and | agree, that the mere fact that the payment is described as consderation for
the acquistion of theincome-producing asset (and for no other purpose) is not sufficient to lead to
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theconcluson. For example, in Indian Radio, part of the consideration was paid by the taxpayer
to acquirethevery operationitself. Thisfact did not preclude the court to look at the true nature of
the consideration and conclude that it was not a proper deduction.

108. An inquiry into the true nature of the Baance Condderation involves a purposve
congtruction of section 16 and a redistic anays's and objective assessment of the facts and the
transaction in question: see Collector of Stamp Revenue v. Arrowtown Assets Ltd (2003) 6
HKCFAR 517 at 536C-D (per Ribeiro PJ) and 554E—H (per Lord Millett NPJ). See also
Barclays Mercantile Business Finance Ltd v. Mawson [2004] 3 WLR 1383 at 1392H-1393B
and 1394A-C (per the House of Lords in ajoint opinion). When this unblinkered gpproach is
applied to the present casg, it becomes clear that the redevelopment was ajoint venture between
the Ta Hing Group on the one hand and the Hang L ung Group on the other for mutud profits. The
redevelopment did not in any way depend on the manner in which the Parent Company and the
Taxpayer structured the land cost between them. Itisnot a* payment necessary for the purpose of
enabling the company or the trader to earn the profits of itstrade’ : see British Sugar, per Romer
LJ a p.239. Further, whether the Balance Consderaion was eventudly paid to the Parent
Company would have made no difference to the whole redevel opment, which is the Taxpayer’ s
source for earning the profits, or the profits derived therefrom. It is clearly not for the purpose of
producing profits. Itiseither asharing of profitssimpliciter or, put a its highest, a payment by the
Taxpayer to acquire aright or opportunity to earn profits. In either case, it is not deductible.

D. Other submissions

109. Other than the main submissions on the nature of the Balance Consderation, Mr amith
has made a number of additiond points. For completeness, | will ded with them briefly in turn
below.

110. Fird, in hisora submissons, Mr Smith seemed to have suggested that whether the
balance Condderation is deductible is to be determined by the fact that this was “ an agreement
between the parties’. This cannot be right. For whether a particular outgoing or expense is
incurred in the production of profitsisto be examined objectively: So Kai Tong v. CIR [2004] 2
HKLRD 416, per Chu J at 427H-1 and 429E.

111. Second, Mr Smith sought to digtinguish the authorities cited by Mr Ho on the basis
that the payments in those cases were made for a purpose or reason different from the acquigition
of the assets which earned the profits. As rightly point out by Mr Ho, this distinction is plainly
wrong. The authorities Smply do not make the distinction between an expenditure for an asset
which produces profits, and an expenditure for some other purpose or reason. Even British Sugar
and Union Cold Sorage, which Mr Smith heavily relied on, do not support such adigtinction. In
Union Cold Storage, the expenditure was for rent, which was not an acquisition of assets which
produced profits. Nonetheless, the House of Lords held that the payment was deductible. In
British Sugar, the expenditure in question was for service rendered, which was aso not an
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acquidtion of assets which produced profits. Again, the English Court of Apped held that the
payment was deductible.

112. Third, Mr Smith referred to paragraph 83 of the Case Stated. But that paragraph is
not part of the Board' sreasoning on section 16. In any event, that paragraph is hardly an andysis
of the nature of the Baance Congderation.

113. Findly, Mr Smith aso referred to paragraph 85 of the Case Stated. He sought to
support the Board' s conclusion by relying on the Board' s conclusion that the congderation under
theSitel & 11 Agreement was not excessve and was redistic from abusiness or commercia point
of view. | am unable to accept this argument for a number of reasons. Firdt, as note above,
whether the congderation was “ excessve’ or “redigic’ does not, of itsdlf, determine its nature.
The question is whether the payment in question was incurred for the purpose of producing the
profit. Second, | agreewithMr Ho' ssubmissionthe vaue of the land contributed for devel opment
(Sitesl and I1) wascrystdlized asat 18 December 1987. And itsthen market value stood at $300
million. Thereferenceto” notiona interes” on the deferred payment of the Balance Congderation
Is as digracting as it iswrong. The land costs did not increase by reference to “interest”. The
aleged “interet”, admitted by the Taxpayer to have been worked out with the benefit of hindsight
cannot be used to determine whether the “land costs’ as of December 1987 were excessive.

114. | now cometo section 16(1), which entitles the Commissioner to ascertain the extent
to which an expenseisincurred in the production of chargeable profits, and whether the expense is
incurred soldy or partly for the production of profits see So Kai Tong, supra, per Chu J at
427F-G. Where the Commissioner comesto the view that only part of the outgoing or expensein
question isincurred for the production of chargeable profits, she is under a duty to ascertain the
extent to which such outgoing or expense is 0 incurred: So Kai Tong, supra, per Chu J at p
428J-429A.

115. On the authority of So Kai Tong, which was decided after the concluson of the
hearing before the Board, the Board did err in taking the view as stated in paragraph 97 of the Case
Stated.

E. Conclusion
116. For the above reasons, both Questions 5 and 6 must be answered in the affirmative.
VIIl. ORDERS

117. For the above reasons, | will dlow this gpped.
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118. Onthequestion of cogts, | see no reason why costs should not follow the event. | will
therefore make an order nis that the Commissioner shal have the costs of this gpped, to be taxed
If not agreed.

(J. Poon)
Deputy High Court Judge

Mr Ambrose Ho, SC and Mr Eugene Fung, ingtructed by Department of Justice, for the Appelant

Mr Clifford Smith, SC and Mr Nell Thomson, instructed by Messrs Johnson, Stokes & Master, for
the Respondent



