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JUDGMENT

Hon RogersVP:

1 Thiswas an appedl by way of case stated under the provisons of section 69 of the
Inland Revenue Ordinance Cap. 112 (“the Ordinance’). The decison of the Board, dated 28
October 2003, was in respect of the appelant’ s gpped from the determination of the Acting



(2005-06) VOLUME 20 INLAND REVENUE BOARD OF REVIEW DECISIONS

Commissioner relating to additiona profits tax assessment in respect of 4 types of income. An
order was made by one of the members of this court on 22 February 2005 that the Board should
st out fully the facts of the case. At the conclusion of the hearing of this gpped judgment was
reserved which we now give.

2. The appd lant isincorporated in Hong Kong and amember of the Hong Kong Stock
Exchange. It would gppear that it has at dl times been awholly owned subsidiary of one or other
Singapore company and is now owned by Kim Eng Holdings Ltd which is liged in Sngapore.
There are anumber of other companies around the world, including Kim Eng Securities (Private)
Ltd (“*KES") in Singapore, which are also owned by Kim Eng Holdings Ltd. They will bereferred
to collectively asthe Group.

3. The managing director of KES, at least at the rdevant time, was Mr Ooi Thean Yat
Ronad Anthony. He isresdent and works in Singapore. He was aso the managing director of
Kim Eng Holdings Ltd. He was responsble for the strategy and direction of the Group and
oversees the conduct of the Group’ s business as well as the daily operations of KES. Another
important person in the Group’ s afars is Ms Gee Gek Leng, who was a dl materid times a
director of both Kim Eng Holdings Ltd and KES. She oversaw the finance, operations,

compliance, internd audit, administration and other matters of the Group.

4, Themattersinissuein this caserdate to dedingsin respect of stocks traded on stock
exchanges in overseas countries including Sngapore, Mdaysa, the Philippines, Shangha and
Indonesia. Asset out in the case stated, in about 1990, the Kim Eng Group adopted a system to
circumvent the minimum commisson rules prescribed by the Singgpore Stock Exchange.
Stockbrokersin Singapore were permitted to rebate one half of the commission to foreign brokers.
Aswill be explained beow, | consder that much of the difficulty in this case slems from the use of
theword“ rebate’ . Unlessthefactsset out in the case stated have been misunderstood, it would be
more accurate to say that KES charged foreign brokers 50% of the minimum commisson. A
foreign broker was one who was not amember of the Singapore Stock Exchange but onewho held
adede’ slicence from another exchange. The appdlant fell into that category. In consequenceit
was redlised that the Group as a whole could provide a chegper, and thus more compstitive,
sarvice to their dients if the appellant were to place orders for trades on the Singapore Stock
Exchange on behdf of clients.

5. The operation of the system was that overseas clients would open accounts with the
appdlant. Many of those overseas clientswere origindly clients of KES, but other members of the
Group were dso what has been termed “ source” brokers. Indeed, there were source brokers who
were overseas and not members of the Group. There were thus account executives in Singapore
and other places. They were employed by companieswithin the Group, or by the outside brokers.
They would arrange for customers to sign account opening forms of the gppellant. Blank forms
were kept at various Group offices. The completed formswould be sent to the gppellant in Hong
Kong which would open an account in respect of the customer keeping account information on
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their computers in Hong Kong. It would seem that sometimes the account opening was fairly

informdl: at paragraph40Z of the case stated it was said that where the account opening formswere
incomplete, or not returned, the gppellant would input account informationinto its computers based
on information it obtained from other sources.

6. The account executive who sourced the customer would service the customer by
updating the customer with information and research materids produced by various Group
companies. He would make recommendations, take orders and relay those orders to the
gppropriate stock exchange by liaisng with the customer, the gppellant and the executing broker.
The account executive did so on behdf of hisown employer who was acting dso on its own behaf
to earn income in the event that the customer placed an order for a trade on a stock exchange
outside Hong Kong.

7. After execution of an order, where the account executive was not employed by KES,
the gppdlant would send atrade confirmation to the customer. Where the account executive was
aKES account executive, KES would send atrade confirmation to the customer in the name of the
appdlant and copy the appdlant. The account executive, or the dealer in cases where the account
executive was a KES account executive, would fax a booking sheet/trade confirmation
summarisang details of the executed order to the appdlant’ s settlement department. The gppel lant
would then generate bought/sold notes and send them to the customer directly by post and would
a0 generate an “ unsettlement” report of dl the outstanding transactions of the day to be settled and
fax that to the executing broker to handle settlement. The generation of the bought/sold notes
would gppear to be aparticularly sgnificant fact because it meant that the client was billed by the

appellant.

8. The net effect of the transactionswas that KES would obtain one haf of the minimum
commission and leave the other haf, termed the rebate, to be shared between the gppd lant and the
customer. In some ingances, the customer apparently had a sgnificant bargaining power.
Specificaly, fund managers were entitled to a 25% rebate of commission if they dedt directly with
a Singapore stockbroker, such as KES. Thus the amount that the appellant could charge a fund
manager was limited by the fact that unless the fund manager recelved at least a 25% discount or
more on the commission, the Group would be giving him no advantage.

9. Theway that settlement was made was set out at paragraph40AH of the case stated.
Sometimes the customer would pay KES. In those cases KES would pay the clearing house the
amount due, keep what the gppellant had to pay KES and pay the balanceinto the gppellant’ sbank
account in Singapore. 1n the cases where the customer paid the appdlant by cheque, KES would
pay the cheque into the gppellant’ s bank account in Singapore and withdraw the purchase price
and what the gppd lant had to pay KES. Where there was settlement of sde by a“ ddivery against
payment customer” KES would pay the gppellant’ s share into the gppellant’ s bank account in
Singapore after it had recaived payment from the buyer through the clearing house. Therewasa
running account kept between KES and the gppellant and payments were made on an end of day
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basisrather than on atransaction by transaction basis. It would appear from paragraph40Al of the
case dated that the custodian customers would be paid from the appdlant’ s bank accounts in

Singapore.

10. Whilst the Singgpore Stock Exchange permitted some securities to be dedt with on

margin, stockbrokers in Singgpore were not permitted to provide margin facilities in repect of the
remai ning securities quoted on the stock exchange. Part of the reason for routing tradesthrough the
appdlant was o that the gppdlant could provide margin facilities in repect of “non-marginadle’

securities. It would seem that Mr Ooi and Ms Gee made the decisions as to whether to provide
margin facilities. The funds to provide those facilities came from outsde Hong Kong specificdly
ather from Kim Eng Holdings Ltd, the Madaysian company in the Group or the gopellant’ s own

bank accounts in Singapore or Madaysa. Nevertheless, it was the appelant who would bill the
clients.

11. As st out in paragraph 8 of the case gtated, it was the gppellant that would charge
“contango commission” which was charged if a cusomer did not settle the baance due on the
purchase of shares within 90 days of the date of purchase. It did so under the terms of the
agreement it had with the clients.

12. The remaining category of charges related to those where the appellant was engaged
so that it could charge the same rate of commission for each account when acustomer was dedling
on behalf of severd accounts which would otherwise have to be charged d separate rates

depending on the volume for each account. Charging at separate rates presented a problem with

regard to the United Kingdom compliancerules. Routing the dedl through the gppellant enabled the
same rate of commission to be charged in respect of each account. There was thus no difficulty

with the United Kingdom rules and no difficulty with regard to the rules of the stock exchange on

which the trade was done.

13. Thecrucid part of the reasoning of the Board was set out in paragraph 51 of the case
Stated:

“Inthe Board’ s Decision, the gppellant was not brought into the picture, did not earn
Its share of the minimum commission and was not pad for “ effecting and executing
the trades outsde Hong Kong” . Of course, the appellant would not have earned its
ghare of the minimum commission if the overseas brokers had not executed the
relevant transactions, and these took place abroad, but this does not tell uswhy the
gopelant cameinto the picture at all. What the gppellant wasdoing to earniits share
of the commission was bringing together the complementary needs of the customer
(to pay less than the minimum commission) and the overseas broker (to earn a
portion of the minimum commission from customers who were not prepared to pay
theminimum commission), and that bringing together the gppellant didin Hong Kong
by:-
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opening a trading account for a customer upon natification by an oversess
account executive, or in the case of a customer solicited by its own account
executive;

taking note of settlement procedure/ingructions,

booking trades as confirmed by the overseas account executive and executing
broker;

meatching confirmations,

generating contract notes and rel ated settlement and accounting documentsfor
trade;

following up on settlement of trades with the account executive and the
executing broker (if necessary) and updating records accordingly;

making book entries of the transactions and reconciling satements, and

preparing/generating reports on commission.”

14. The question of law was framed as.

“Whether, having regard to al the facts asfound by the Board of Review, and on the
true congruction of section 14 of the Inland Revenue Ordinance (Cap. 112), the
Board of Review was correct in holding that the rdevant profits of Kim Eng
Securities (Hong Kong) Ltd. for the years of assessment 1995/96 and 1996/97
arose in or were derived from Hong Kong.”

15. There was a second question as to whether the Board should have considered the
question of gpportionment.
16. The garting point of the consderation of the first question must be section 14 of the

Ordinance which provides.

“ Subject to the provisons of this Ordinance, profitstax shall be charged for each year
of assessment at the standard rate on every person carrying on atrade, profession or
businessin Hong Kong in respect of his assessable profitsarisng in or derived from
Hong Kong for that year from such trade, profession or business (excluding profits
arising from the sale of capitd assets) as ascertained in accordance with this Part.”
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17. In my view, the question involved in this case is answered Smply by the fact that the
appellant made a profit because it charged its customers, more than it was charged by KES or the
other overseasbrokers. It wasable to do so becauseit had contracts with the customers. Aswas
explained by the Privy Coundcil in the case of Commissioner of Inland Revenue v Hang Seng
Bank Ltd [1991] 1 AC 306 at 322H — 323C:

“ But the question whether the gross profit resulting from aparticular transaction arose
in or derived from one place or ancther isawaysin thelast andysisaquestion of fact
depending on the nature of the transaction. It isimpossible to lay down preciserules
of law by which the answer to that question isto be determined. The broad guiding
principle, attested by many authorities, isthat onelooksto see what the taxpayer has
done to earn the profit in question. If he has rendered a service or engaged in an
activity such asthe manufacture of goods, the profit will have arisen or derived from
the place where the service was rendered or the profit making activity carried on.
But if the profit was earned by the exploitation of property assets as by letting
property, lending money or dedling in commodities or securities by buying and
resdling at aprofit, the profit will have arisen in or derived from the place where the
property was let, the money was lent or the contracts of purchase and sale were
effected. There may, of course, be cases where the gross profits deriving from an
individua transaction will have arisen in or derived from different places. Thus, for
example, goods sold outsde Hong Kong may have been subject to manufacturing
and finishing processes which took place partly in Hong Kong and partly oversess.
In such a case the aisence of a specific provison for gpportionment in the
Ordinance would not obviate the necessity to gpportion the gross profit on sde as
having arisen partly in Hong Kong and partly outside Hong Kong.”

18. In explaining the gpproach to congtruction of the section the Board referred to Atkin
LJ sjudgmentin F. L. Smidth and Company v F. Greenwood (Surveyor Of Taxes) [1921] 3
KB 583 at 593. Inthat case the Court was not dedling with the question of where profits arose or
were derived from but was dedling with the question:

“.....whether the profits brought into charge are “ profits arising or accruing” to the
respondents “from any trade ... exercised within the United Kingdom” within the
meaning of Sch. D of the Income Tax Act, 1853. The question is not whether the
respondents carry on businessin this country. It iswhether they exerciseatradein
this country so that profits accrue to them from the trade so exercised.”

19. Lord Atkin had used the expresson “I think that the question is, where do the
operations take place from which the profitsin substance arise?” Thiswas taken up by the Board
in Commissioner of Inland Revenue v HK-TVB International Ltd. [1992] 2 AC 397
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“Thus Lord Bridge s guiding principle could properly be expanded to read “one
looks to see what the taxpayer has done to earn the profit in question and where he
has doneit.” ”

20. Recognisng thet it isthe provisons of section 14 which are dl important and that the
guidance offeredin the cases are useful tools but not the provisions of the Satute, in my view in this
case the question of where the profits arose can only be answered one way. The profits arose
because of the contractua arrangements between the gppellant and the customers. These were
contracts of the gppellant in Hong Kong. The profit arose or were derived from the various charges
raised in the bought/sold notes. These documentswere crested in and sent deliberately from Hong
Kong.

21. Theargument on behdf of the gppelant that the profitsarosein Singapore or the other
countries where the securities were purchased or sold because it was those trades which generated
the profits is attractive but misses the point. It misses the point because the bill presented to the
customer camefrom the gppellant in Hong Kong. As mentioned above, the use of the word rebate
has perhaps added to confusion in the case. If it had been the Singapore or other executing

brokerage that had billed the client and then deposited some money into the appdlant’ s bank
account oversess there might be some vdidity in the argument that the profit arose oversess by

reason of a transaction which was entirely an overseas transaction or a transaction carried out

entirely overseas by an agent of the gppdlant. But that is not the case here. In this case the profit
arose because it was the gppellant that charged the customer and, in effect, had to pay lessto the
oversess broker than it charged the customer.

22. In these circumstances, it gppears to me that it matters not that the gppellant’ s bank
accounts were maintained abroad, nor that the important controlling minds of the appellant namely
Mr Ooi and Ms Gee were overseas. Nor from the other perspectivedo | consider it determinative
that the appellant’ s records and other back-office operations were in Hong Kong.  Some of the
mattersreferred toin paragraph 51 of the case stated could be classified as back office operations.
What métters is that the gppellant was deriving its profits from its Hong Kong business namely its
Hong Kong contractua arrangements with the customers.

23. There remains only the second question, namely asto whether the Board should have
consdered the question of apportionment. The Board refused to do so because the issue as to
whether there should be apportionment was raised very late during the hearing before the Board.
Moreover, the Board had little or no materid on which to assess the matter. In my view, the
Board’ s approach was correct. | would add, however, that it would appear that the overseas
elements in the transactions had aready been catered for by reason of the commission that would
be received by KES and the other brokers engaged by the gppellant to perform the various trades
on the stock exchangesin Singapore and e sewhere and by the share of commission that any source
brokers would be entitled to.



(2005-06) VOLUME 20 INLAND REVENUE BOARD OF REVIEW DECISIONS

24, | would therefore answer the questions accordingly, dismissthis apped and make an
order nis infavour of the Commissioner.

Hon Le Pichon JA:

25. | agree that the apped be dismissed for the reasons given by Hon Rogers VP.
Hon Cheung JA:
26. | agree with Rogers VP that this gppeal should be dismissed.

Profitsarisngin or derived from Hong Kong

27. This apped raises once again the familiar but often difficult question of the location of
the source of income for the purpose of taxation.

28. Section 14(1) of the Inland Revenue Ordinance (' IRO’) levies profits tax on a
person who carries on atrade, profession, or businessin Hong Kong in respect of his assessable
profits* arigng in or derived from Hong Kong' from such activities

Theprinciples

29. In order to determine whether the assessable profitsare “ arigng in or derived fromy
Hong Kong or dsewhere it is worth repeeting the following guiddines.

(1) Thedarting point is that three conditions must be satisfied:
1) thetaxpayer must carry on atrade, professon or businessin Hong Kong

2) the profits to be charged must be from the trade, professon or business
carried on by the taxpayer in Hong Kong

3) theprofits must be profits arigng in or derived from Hong Kong

(Commissioner of Inland Revenuev. Hang Seng Bank Limited[1991] 1 AC
306)

(2) In order to determine whether gross profits resulting from a particular
transaction arose in or derived from aparticular locdity, one looks to see what
the taxpayer has done to earn the profits in question and where he has doneit.
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(Hang Seng Bank Limited and Commissioner of Inland Revenuev. HKTVB
International Limited [1992] 2 AC 397)

(3) The ascertaining of the actud source of incomeisa* practica hard matter of
fact’ (Liquidator, Rhodesia Metals Ltd v. Commissioner of Taxes [1940]
AC 774). Thiseffectively meansthat while one must not disregard the accurate
legal analysis of transactions, one must grasp the redlity of each case, focusing
on effective causes without being distracted by antecedent or incidental matters
(Kwong Mile Services Ltd v. Commissioner of Inland Revenue (2004) 7
HKCFAR 275)

30. Itisasoimportant to bear in mind the stricturesthat areimposed on agppealsfrom the
Board of Review which are confined by statute to points of law only.

(1) The congant theme from Edwards (Inspector of Taxes) v. Bairstow [1956]
AC 14 toBegumv. Tower Hamlets London Borough Council [2003] 2 AC
430 has dways been:

“ A decison may be quashed if it isbased on afinding of fact or inference from
thefactswhichisperverse or irrationd; or there was no evidence to support it;
or it was made by reference to irrdlevant factors or without regard to relevant
factors. It is not necessary to identify a pecific error of law; if the decison
cannot be supported the court will infer that the decison-making authority
misunderstood or overlooked relevant evidence or misdirected itself in law.”

per Lord Millett in Begum.

(20 AsBokhary PJin Kwong Mile Services Ltd observed the three relevant
propogtionsin thisexercise are:

“(1) In an goped on law only the gopelate court must bear in mind what
scope the circumstances provide for reasonable mindsto differ asto the
conclusion to be drawn from the primary facts found.

(2) If thefact-finding tribuna’ s conclusion is a reasonable one, the gppellate
court cannot disturb that conclusion even if its own preference is for a
contrary conclusion.

(3) Butif the gppdlate court regards the contrary conclusion as the true and
only reasonable one, the appelate court is duty-bound to subgtitute the
contrary conclusion for the one reached by the fact-finding tribund.”
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Commissions

3L The taxpayer chalenged the contention that its share of commissons which was
derived from security transactions in overseas countries is subject to Hong Kong tax.  Although

such transactions included transactions in Singapore, Mdaysa, Shangha and the Philippines, Mr

Stewart Wong, counsd! for the taxpayer, focused hischallenge entirely on transactionsin Singapore.
As| understand it, the effect of this gpproach is that this apped will be determined by referenceto
the Singapore transactions.

Thetaxpayer’ scase

32. The crux of the case of the taxpayer, which has been thoroughly put forward by Mr
Wong, is that the operative or effective cause which enabled taxpayer to earn its share of the
commission was the execution of the orders for the purchase/sde of securitiesin Singapore. The
execution was done by the taxpayer, through its Singapore counterpart (as its agent) in Singapore.
On that basisthe profit, namely the taxpayer’ s share of the commission which isthe subject matter
of the assessment, arose in and derived from Singgpore and not in Hong Kong. The other acts
done by the taxpayer were antecedent or incidental matters.

Basis of the taxpayer’ sinvolvement

33. Thisisan atractiveargument and a first brush tallieswith the gpproachin Hang Seng
Bank Limited. However, itisimportant to bear in mind that it was the taxpayer’ s own casethat it
was involved in these security transactions for two reasons.

1) It will endble the dient to pay less commission than otherwise it would be
required to do so if it directly ingtructed the taxpayer’ s Singapore counterpart.
At the same time the Singapore counterpart will till be able to comply with the
Singgpore datutory requirement of charging the * minimum’ or dandard
commissons  This ‘win-win' dStuation is achieved because the Singapore
counterpart is entitted under Singapore law to pay from its ‘ minimum
commisson’ rebatesto the taxpayer as an overseas sock broker. Thisrebate
in turn is shared between the taxpayer and the customer. The effect is that the
client will in substance pay lessthan the* minimum commisson’ to the Singapore
counterpart.  This system was described as the * circumvention scheme’ and
according to thefinding of the Board of Review it beganin 1990 by theKim Eng
Group of Companies of which the taxpayer isamember.

2) Itwill dso enablethe dliernt to receive margin facilities which otherwise it would
not be able to do if it instructed the Singapore counterpart directly because
Singapore Stock Exchange redtricted the provison of margin facilities to
securitiesonitsprescribed list. But if the client isacustomer of thetaxpayer then
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the taxpayer is able to extend margin facilities to enableit to trade in Singapore
Securities.

34. The second reasonis, of course, related to the gpped on the interest received by the
taxpayer on the margin accounts.

Thecrucial connection

35. On the bags of the firgt reason, in my view the Board of Review was entitled to find
that it was crucid that the account through which the client traded was with the gppellant in order to
achievethecircumvention scheme. Andonthisbags in my view it isextremdy atificid to say that
the contract between the taxpayer and the client merely provides an * opportunity’ but not the
‘ effective cause for the taxpayer to earn its share of the commission, or that the acts done by the
taxpayer were merely antecedent or incidental matters. To do so would lead one to ignore the
redity of the Stuation and ignore some very important evidence when one * looks to see what the
taxpayer hasdoneto earn the profitsin question and where he hasdoneit’ . Thiswill be contrary to
the* practicd hard matter of fact’ inquiry gpproach.

36. In my view the Board was correct when it decided that,

“What the gppdlant was doing to earn its share of the minimum commission was
bringing together the complementary needs of the customer (to pay less than the
minimum commission) and the overseas broker (to earn a portion of the minimum
commisson from customers who were not prepared to pay the minimum
commission), and that bringing together the gppd lant did in Hong Kong by:-

(@ opening atrading account for a customer upon natification by an overseas
account executive, or in the case of a customer solicited by its own account
executive;

(b) taking note of settlement procedure/ingructions,

(c) booking trades as confirmed by the overseas account executive and executing
broker;

(d) matching confirmations;

(e) generating contract notes and related settlement and accounting documents for
trade;

(f) following up on settlement of trades with the account executive and the
executing broker (if necessary) and updating records accordingly;



(2005-06) VOLUME 20 INLAND REVENUE BOARD OF REVIEW DECISIONS

(90 making book entries of the transactions and reconciling statements; and
(h) preparing/generating reports on commisson.”

37. At the very lead, this was clearly a reasonable decison which was opened to the
Board to find based on the facts of thiscase. | am not persuaded that the finding that in relation to
the taxpayer’ s share of the commission it arosein or derived from Hong Kong was an error at dl.

Interest on margin accounts
38. By parity of reasons, the Board' sfinding thét,

“what the appelant was doing to earn its income from margin accounts and
commission from trades of the margin account customers was bringing together the
complementary needs of the customer (to obtain margin trading facilities with
“non-marginable’ securities as securities) and the overseas broker (to earn
commission from transactions on the overseas stock exchange), and that bringing
together the gppelant did in Hong Kong.”

wasacorrect one and was also areasonable decison that it was entitled to make on thefacts of this
case.

Sour ce of funding

39. The fact that the funds of the facilities were sourced in Singgpore and used in
Singapore could not be determingtive of the issue whether the interest from the facilities was of a
foreign source. To do so would turn the example given by Lord Bridge in Hang Seng Bank
Limited that * if the profit wasearned by.... lending $..... the profit will have arisenin or derived from
the place where... themoney waslent,’ into aprinciple of law whentheinquiry on thelocation of the
source is fact sengtive in nature.

Commissioner of Inland Revenuev. Wardley | nvestment Services (Hong Kong) Ltd

40. Mr Wong had submitted that the decison of this Court (Cons VP, Fuad VP and
Penlington VP) in Commissioner of Inland Revenue v. Wardley Investment Services (Hong
Kong) Ltd (1992) 3HKTC 703 waswrong. It washeld by amgority that the rebate commission
given by an oversess broker to the taxpayer was subject to tax. The taxpayer was an investment
adviser for clients and gave ingtruction to the overseas broker to execute security transactions on
behdf of clients. Fuad VP for the mgority held that:
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“.... the Taxpayer did nothing abroad to earn the profit sought to be taxed. The
Taxpayer would be acting in precisdy the same manner, and in the same place, to
ean its profit, whether it was giving ingructions, in pursuance of a management
contract, to abroker in Hong Kong or to one overseas. The profit to the Taxpayer
was generated in Hong Kong from that contract although it could be traced back to
the transactions which earned the broker a commission.”

41. Itisimportant to bear in mind that the question whether an incomeisfrom an oversess
source or not will depend on the individud facts of the case. The present apped dso turnsonits
unique facts. Thisbeing the case, the correctness or otherwise of Wardley Investment Services
(Hong Kong) Ltd is not something this Court needs to ded with in this gpped.

Apportion

42. | agree with the views of Rogers VP on the question of gpportionment.

Hon RogersVP:

43. There will therefore be an order in turns of paragraph 24 above.
(Anthony Rogers) (Doreen Le Fichon) (Peter Cheung)
Vice-Presdent Justice of Appedl Justice of Appedl

Mr Steward K M Wong, instructed by Messrs Lee & Li, for the Appellant

Mr John Bleach SC & Mr Jin Pao, ingtructed by Department of Justice, for the Respondent



