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JUDGMENT

Hon RogersVP:

1 This is an gpped from a judgment of Deputy High Court Judge Poon given on
9 September 2005. The matter before the judge was an appeal by way of case stated dated
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9 December 2004 in respect of the decision of the Board of Review. At the concluson of the
hearing of this gpped judgment was reserved which we now give.

Background

2. Thetaxpayer, Ta Hing Cotton Mill (Development) Ltd, isawholly-owned subsidiary
of Ta Hing Cotton Mill Ltd which will be referred to in this judgment as the parent company. The
parent company’ s business lay in the production of cotton. It had a cotton mill on what has been
referred to as Sitel. It had quarters and other buildings on what have been referred to as Sites |
and I11. 1t no longer wished to retain dl the land but wished to have anew mill on Sitelll and to
have Site |1 redevel oped together with Site |, once that Site had been cleared. To this end the
parent company and the taxpayer entered negotiations with Hang Lung Development Company
Ltd (“Hang Lung’) asto how that would take place. Assummarised in paragraphs 11-13 of the
case stated there were three agreements which were entered on 18 December 1987. These were
asfalows

a) The Stel and Stell agreement. This was a sale and purchase agreement
between the taxpayer and the parent company for the purchase of Sites| and 11.
The congderation for the sdle of the land was identified in clause 2 as being:

i) payment of $346,309,452.06 and interest thereon;

ii)  anobligation on the part of thetaxpayer to build or procure the building of a
new indudrid building on Site I11 with congtruction costs of gpproximeately
$193 million;

i) a further sum of $400 million which was to be subject to the taxpayer
redisng net profits of that amount together with an additional sum equd to
50% of any such profits redised by the taxpayer from the development of
the properties. This aspect was termed “ the Baance Consideration”. The
Badance Condderation was to be paid only after findisation of the audited
development accounts.

b) There was then an agreement for the sdle and purchase of Sitelll to another
subsdiary of the parent company. That agreement gpparently reserved the right
to redevelop the land and committed the parent company to the obligation to
build or procure the building of a new industrid building to be built on the Ste.

¢) Thethird agreement made on that day was between the taxpayer, Hang Lung and
a subsidiary of Hang Lung which had been formed for the purpose of the
development of the three Sites namdy Stanman Properties Ltd (* Stanman”).
This agreement was ajoint venture agreement. Under this agreement Hang Lung
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agreed in principle with the taxpayer to procure the redevelopment and
congtruction on Sites| and 1l of commercid and residential complexes to be
known as Ta Hing Gardens and for the congruction on Stelll of the
replacement indudtrid building. The industria building was to be provided at no
cost to the taxpayer. Stanman was to be the developer and would finance the
costs, expenses and charges in carrying out and completing the development of
thethree Sites. The salesproceedsto be derived from the development would be
applied firs to reimburse the taxpayer and Stanman of the codsts of the
development and the balance would be shared between those two parties.

3. Over the course of the next 10 years or so the development of the Sites proceeded.
The taxpayer paid the parent company various sums at various times in accordance with the
provisons of the Site | and Site Il agreement. In short there was an initid sum of $196,309,452
which had been paid in the period leading up to 18 December 1987. The remaining $150 million
which formed pat of the condderation referred to in 2 a) (i) above was not pad until
February 1991. Over aperiod between September 1994 and November 1995 various payments
were made which totalled $400 million. Then in March 1996, 1997 and 1998 3 payments were
made which totalled $337,775,000.

The determination by the Commissioner

4. In his determination the Commissioner gpproached the matter on the basis that the
market vaue for Sites| and |1 as at 18 December 1987 had been atotal of $800 million. Taking
that into account and based on the fact that the audited accounts of the taxpayer ended 31 March
1989 had shown the land cost at $746,309,452 he said:

“In redlity, | consgder that the payments which exceed the market vaue of the two
Steswere not payments for the land but appropriation of the profitsto THCML [the
parent company] which the [taxpayer] derived from the development of the Tai

Hing Garden. Therefore such payments madeto [the parent company] being in the
nature of appropriation of profits were not deductible under section 16 of the IRO.”

5. The determination then turned to section 61A of the Inland Revenue Ordinance (“the
Ordinance’). In that respect it concluded that the purchase of the land by the taxpayer from the
parent company on the terms which had been set out in the Site |l and Site Il agreement was a
transaction which fell within the scope of section 61A namely that the sole or dominant purpose had
been that of enabling the taxpayer either done or in conjunction with othersto obtain atax benefit.
The determinaion set out the various subsections of section61A(1) and in doing so the
Commissoner referred to the consderation as being “commercidly unredisic and grosdy
excessve’, the claim to deduction of the cost paid by the taxpayer as being “ excessive payments
for thedtes’ andthe* purported sde of theland by THCML at anexorbitant price’. | would smply
add that asfar asthis caseis concerned there appears to have been no further referenceto the sale
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of the land being “purported’” and no further argument or suggestion to that effect has been
advanced.

The Board of Review decision

6. Crucidly important in the decison of the Board was the finding of fact thet the
condderation under the Site | and Site Il agreement was “not excessive and was redidtic from a
business or commercia point of view”. The Board was well aware that there was agreement
between the parties that the market vaue of the Sites as a 18 December 1987 had been
$800 million. There were reasons why the Board was prepared to reach the conclusion that the
condderation payable under the Site | and Site |1 agreement was not excessive and was redigtic
from business and commercid point of view.

7. One of the reasonsreferred to by the Board was the fact that in repect of the bulk of
the congideration payable under clause 2 of the Site | and Site |1 agreement, namely, the Balance
Congderdion, no interest was payable a least until 60 days after finaisation of the audited
development accounts.

8. Condderation dso has to be given as to the circumstances that existed both in Hong
Kong and e sewherein 1987. There had been agtate of flux since the early 1980s when the future
of Hong Kong was under consderation. Theresfter, no doubt, there had been an appreciation in
thevaueof land but it isawel-known fact that in October 1987 there had been a somewhat eratic
fluctuation in stock market prices in many countries which has been referred to commonly as
“Black Monday”. Whatever price might have been obtained for the Sites on the open market did
not necessaxily reflect the vaue of the Sitesin the eyes of the management of the parent company.
Clearly, the parent company intended not only to continue business but to do so in entirely new
premises. Thereis no indication that the parent company would have been awilling sdler at the
open market price,

9. In relation to section 16 of the Ordinance the Board observed that no reference to
section 16 had been made in the written submissions on behdf of the Commissoner. The smple
finding by the Board was that once it had been decided that the consideration under the Site | and
Site Il agreement was not excessve and was redistic from abusiness or commercia point of view,
section 16 could not assist the Commissioner.

10. Inrelationto section 61A the Board was careful to consider what was the impugned
transaction. Onthebasisthat it wasthe Site | and Site |1 agreement, the Board considered that no
profit arose therefrom and in the absence of profit there was no question of atax benefit. The
Board went on to refer to the fact that it was the Site |l and Site Il agreement which gave the
taxpayer theinterest in the land without which it could not have entered the joint venture agreement
with Hang Lung and Stanman and that it was the joint venture agreement which enabled the
taxpayer to earn the profit which isthe subject of thiscase. The Board had considered the effect of
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the Site | and Site |1 agreement in the context in which it had occurred, namely, the context of the
two other agreements which were entered into on 18 December 1987 together with the
background of the parent and taxpayer and set out their findingsin paragraph 61, 62 and 63 of the
case stated. In paragraph 92 it was said that:

“The Board' s overd| conclusion was that the sale or dominant purpose was not the
obtaining of atax benefit. Any possible purpose of obtaining atax benefit paled in
sgnificance to the purposes referred to in paragraphs 61, 62 and 63 above.”

11. It was in those circumstances that the Board remitted the various assessments made
to the Commissioner to revise them onthe bass that the Commissioner should not have charged the
taxpayer as having made a profit in repect of the amount which had been deducted as having been
paid to the parent company in excess of $800 million. The Board was then asked to Sate acase.
The questions of law in the case stated were as follows:

“Section 61A

1. (1) WhethertheBoard eredinlaw infaling to hold thet “the transaction”
(as defined in section 61A) impugned, namdy, the Sitel and Sitelll
agreement, did or would have the effect of conferring a tax benfit on
the Taxpayer;

(2) whether the Board erred in law in its holding that the “ the impugned
transaction did not have, and would not have had but for
section 61A, the effect of conferring a tax benefit ... on the
appellant” (paragraph 74 of the Decision). Hence, whether the Board
further erred in its concluson that “ section 61A is not relevant”
(paragraph 74 of the Decision);

(3)  whether the Board erred in law in holding that “ there was no question
of a tax benefit” (paragraph 75 of the Decison); and whether the
Board erred initsholding by taking the view that* no profit accrued to
the appellant under the Stel and Stell agreement” (paragraph 75
of the Decison).

2. Whether the Board erred in law in tregting as rdlevant the matters set out in
paragraph 76 of the Decison.

3. If, contrary to the Board’ s decison, the Sitel and Sitell agreement did or
would have the effect of conferring atax benefit on the Taxpayer, whether the
Board erred in failing to come to the true and only reasonable conclusion that
the sole or dominant purpose of entering into the Site | and Site Il agreement
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wasindeed for that relevant purpose, namely, to enablethe Taxpayer to obtain
a“tax benefit” as defined in section 61(3).

4. Inholding that “the sole or dominant purpose” of entering into the Site | and
Site Il agreement was not that provided for under section 61A (paragraph 92
of the Decision), whether the Board erred in tregting as relevant the following
matters:

(1) “the consideration under clause2 of the Stel and Stell
agreement was not excessive and was realistic from a business or
commercial point of view” (paragraph 85 of the Decison);

(2) “neither the appellant nor the parent company knew whether the
redevel opment would be profitable” (paragraph 85 of the Decision);

(3) “the effect of interest on the deferred payment of the balance
consideration” (paragraph 85 of the Decison).

Section 16

5. Whether the Board erred in law in falling to hold that the payments ultimately
made to the parent company under the Site | and Site |1 agreement, insofar as
they exceeded the agreed open market vaue (HK$800 million) of Stel and
Sitell on 18 December 1987 (*the excess’ ), was not an outgoing or expense
within the meaning of section 16.

6. In respect of the disdlowance of the excess by the Commissoner or her
assessor's by reason that it was not an outgoing or expense within the meaning
of section16, whether the Board ered in taking the view that such
disalowancewas an act by the Commissioner or her assessors* to reduce the
amount of consideration to what [the Commissioner] considers to be
reasonable’ (paragraph 97 of the Decison). Hence, whether the Board
consequently aso erred in its conclusion by taking the view that “ section 16
confers no authority” on the Commissioner or her assessors to do so
(paragraph 97 of the Decison).”

The judgment in the court below
12. The judge answered dl the questions in the case dated in the affirmative and

accordingly alowed the appeal by the Commissioner. In doing so, dthough the judge cited at
length from the judgment of Bokhary PJ in Kwong Miles Service Limited v CIR [2004]
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3 HKLRD 168in relation to the approach by the court when thereis an gpped on law, hefelt able
to overrule the Board of Review' sfindings of fact.

13. When deding with section 16 the judge started with the proposition that the main

Issue was whether the Balance Consideration had been incurred in the production of profits of the
taxpayer. Hereferred to anumber of decided cases and was clearly troubled by the fact that the
Baance Consderation was referable to profits which had been made. In paragraph 108 of the
judgment he referred to the necessity of giving section 16 a purposive condtruction and have a
redigtic andyssand objective assessment of thefacts. Thishewent on to construe asrequiring the
meatter to belooked at on the basisthat the redevel opment of the Siteswas ajoint venture between
the Ta Hing Group on the one hand and the Hang Lung Group on the other for mutud profits.

Having done that he then said:

“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. It is not a
“ payment necessary for the purpose of enabling the company or the trader to earn the
profitsof itstrade’ : seeBritish Sugar, per Romer LJ at p.239. Further, whether the
Badance Consderation was eventually paid to the Parent Company would have made
no differenceto the whole redevel opment, which isthe Taxpayer’ ssourcefor earning
the profits, or the profits derived therefrom. It is clearly not for the purpose of

producing profits. It iseither asharing of profits simpliciter or, put a its highest, a
payment by the Taxpayer to acquire aright or opportunity to earn profits. In either
casg, it isnot deductible.”

14. The judge accepted the argument on behdf of the Commissioner that the Baance
Congderation in clause 2 of the Stel and Stell agreement had the effect that the proceeds
represented by it were derived by the taxpayer from the development of the property and would
not attract liability to profitstax. Thiscongtituted reducing the amount of tax and thereforewas atax
benefit. In paragraph 51 of the judgment the judgedowngraded the Board' sfinding of fact that the
consderaion under the Sitel and Site |l agreement was not excessive and was redidtic from a
business or commercid point of view to amere®obsarvation”. Having done that he said that it was
not rlevant as to the question whether entering into the agreement had or would have the effect of
areduction inthe amount of tax by the taxpayer. Hethen went onto say “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’.

15. In paragraph 71 of the judgment the judge referred to three points made on behdf of
the Commissioner, namely, that the taxpayer had not commenced business until October 1987,
that there had been no formd vauation of the Sites and no evidence of any feashility study of the
project to be undertaken or the commercid risks involved and, lastly, that the taxpayer’ s capita

was only $10,000 and yet the parent company was gill willing to pay sdl the land for avery high
price.
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Thisappeal

16. On this apped, Mr Flesch QC, who appeared on behdf of the taxpayer, submitted
that the judge had not been entitled to ignore the findings of fact made by the Board and to
subdtitute hisown findingswhich were* clearly and demongrably” inerror. Mr Goldberg QC, who
appeared on behdf of the Commissioner, for his part did not seek to support the reasons given by
the Commissioner for hisdetermination and smilarly made absolutely no reference to the judgment
in the court below. Rather he sought to argue the matter virtudly asif it were an gpped from the
Board of Review directly.

Section 16

17. Although thejudge below, and indeed Mr Hesch in this court, dedlt with the question
of section61A before deding with section 16, it appears to me that it is more gppropriate to
consder first the gpplication of the provisions of section 16 to the facts of this case. The relevant
provisons of that very lengthy section as regards this case may be condensed down to the
requirement that the taxpayer is entitled to deduct “ outgoings and expenses to the extent to which
they are incurred during the bass period for that year of assessment by such person in the
production of profitsin respect of which heis chargegbleto tax...”

18. As dready indicated, the Board' s gpproach was smple. From a business and
commercid point of view the condderation paid by the taxpayer to the parent company under
clause 2 in respect of itsobligationsof the Site | and Site |1 agreement were not excessive and were
redigtic. In other words the consideration paid by the taxpayer and sought to be deducted as a
legitimate expense was a perfectly proper amount. If that be right then, for my part, | can see no
legitimate reason for denying the taxpayer the ability to take that amount into account when
ascertaining its profits.

19. Mr Goldberg sought to deflect this finding of fact with which he was faced on the
bas sthat what the court must congider isameatter of quality and not quantity. In part this argument
depended on the proposition that the Balance Consideration was a portion of the profits. That may
be so, but it is clear that that is not afundamental objection. The matter of payments based on a
percentage of profits has arisen in a number of cases. The decison of the Court of Apped,

Sr Wilfred Greene MR, Romer LJ and McKennan LJin British Sugar Manufacturers Limited
v Harris (HM Inspector of Taxes) (1937) 21 TC 528 was in my view probably of the most
assigance. In an illuminaing judgment Sr Wilfred Greene MR drew the distinction between

payments of “profits’, in that case for services to be rendered, but in other cases perhaps for

physica goods or other matters which might be regarded as stock-in-trade, and payments which
samply represented the share of the profits which had been purchased by some contract whether it
be afranchise or otherwise. Romer LJ said at page 549 that the question could be stated thus: “is
the payment that has to be made by the trader under the contract whichisin questionin truth amere
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divison of profits with another party or isit in truth the payment to the other party, the amount of
which is ascertained by reference to the profits?’

20. In this case the Commissioner gpproached his determination on the basis that the
condderation paid by the taxpayer was excessve and exorbitant. On that basisit wasquiteright to
disregard theterms of the contract and consider them merely adisguisefor anillegtimate transfer of
profits. But once it is established that the price paid is a proper price, and in my view thereisno
basisfor upsetting that finding of fact, thereisno ground for disallowing the amount paid to be taken
into condderation in the caculation of the profits.

21. Indeed it might be observed that even the Commissioner in his determination was
prepared to dlow that part of the consderation which had been arived a by caculaing a
percentage of the profits of, namely, the difference between $800 million which was taken as the
market value and the $746,309,452.06, which had been pad in the period up until
November 1995, as dlowable. At a glance it might be said that this mere $50+ million was
irrelevant. Further consderation, however, must undoubtedly give rise to the concluson thet it was
asubgtantiad amount. What, in effect, the Commissoner sought to do wasto rewrite the Site | and
Site |l agreement subgtituting the consideration with a new consideration.

22. Infairnessto Mr Goldberg, however, it hasto be Stated that he argued the point with
less than enthusiasm and, in the end, indicated that the Commissioner was concerned that guidance
should be given as to how the matter should be considered.

23. The judge s approach to the issues on section 16 which centred on what he
congdered was a purposive congruction were in my view wrong. It was not legitimate to regard
the matter as Smply a joint-venture between two groups of companies. Whatever companies
comprised those groups were Ssmply not defined. In paragraphs 60, 61 and 62 of the case stated
the Board had set out the commercid redity of the Situation. What the judge purported to do went
far beyond giving a purposve congtruction to section 16 but was tantamount to gpplying the
Ramsay doctrine in circumstances where there was no judtification to do so. It remainsonly to be
sad that questions 5 and 6 of the case stated should have been answered in the negative.

24, Section 61A is an anti-avoidance provison which gpplies where a transaction has
been entered into which has, or would have had but for the section, the effect of conferring a tax
benefit on aperson. It requiresthetaking into consderation of anumber of specified mattersfor the
purpose of determining whether itwould be concluded that the taxpayer or one of the personswho
entered into or carried out the transaction, did so for the sole or dominant purpose of enabling the
relevant person, ether alone or in conjunction with other persons, to obtain a tax benefit. Tax
benefit is defined in subsection (3) as meaning “the avoidance or postponement of the liability to
pay tax or the reduction in the amount thereof.”
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25. The first matter to be consdered is what was the transaction. In this respect there
was no difference between the parties, who approached the matter on the basisthat the transaction
isthe Site | and Sitell agreement. Having established that, the next consideration iswhether there
has been a tax benefit. That latter matter is the subject of the first question in the case Stated.

Mr Goldberg sought to argue that any deduction from profits whether it be a legitimate business
expense or otherwise would condtitute a tax benefit. In my view, that argument as gpplied to the
facts of this case is unsugtainable. Put quite smply when income is generated in abusness as a
result of the use of stock-in-trade, the capital acquisition cost of that stock-in-trade is a business
expense. If thecapita acquisition cost of that stock-in-trade was not excessive and redidtic from a
business and commercid point of view it falls to be taken into account in ascertaining profits. If in
those circumstances there can be no objection to the capital acquisition cost of stock-in-trade being
taken into account in ascertaining profits arisng out of the use that stock-in-trade, to construe the
words tax benefit asincluding that capitd acquisition cost when the only use and effect of that cost
for fiscal purposes has been, in accordance with section 16, for the purposes of ascertaining profits
arisng fromthe useof therdevant gock-in-trade, is not to construe the Ordinance but to abuse the
language of the statute as Cross J, as he then was, said in Commissioner of Inland Revenue v
Kleinwort, Benson Ltd (1968) 45 Tax Cases 381 at page 382 F-G.

26. As pat of his submisson in this court Mr Goldberg sought to emphasise that the
whole arrangement arrived at by the parent company, the taxpayer, Hang Lung and Stanman

condtituted blatant tax evasion. Thisform of jury point was sought to be bol stered by the notion that
garting with the case of the Commissioner of Inland Revenue v Burmah Oil Co. Ltd (1981)
54 TC 200, particularly at page 214 D-E, there had been a sgnificant change in the approach

adopted by courtsin relation to schemes which the courts might consider were tax evason. It was
sad that this new gpproach had been adopted in many jurisdictions. In my view, whatever the
application or effect of the Ramsay doctrine with which Lord Diplock was concerned &t the time,
the fact remains that words in legidation must be given their proper meaning. It has long been the
case that interpretation of tax legidation has been regarded as being neutrd: there should be no
attempt to favour either the Revenue or the taxpayer. It is not the function of the Court to Sraina
congtruction of tax legidation to try to close any perceived deficiencies on behdf of the Revenue.
When section 61A speeks of tax benefit it is not spesking of the capital acquisition cost of

stock-in-trade which isthe basis of theincome generated as aresult of its use, unlessit can be sad
that that capita cost has been inflated or is otherwise not genuine, in which case it would probably
not be deductible as an outgoing or expense in ascertaining profitsin accordance with section 16.

27. TheBoard' sapproachin paragraph 76 of the case sated isreferable to the argument
advanced. The taxpayer, supported by the finding of fact by the Board, contends that the
consderation under clause 2 of the Site | and Site |1 agreement was a proper price to pay for the
stock-in-trade, namey theland. The argument advanced both below and in this court on behaf of
the Commissoner wasthat it was atax benefit. The Board found it was a payment without which
the profits in question could never have arisen by reason of the fact that without the benefit of the
Stel and Site Il agreement the taxpayer could not have entered into the joint venture with Hang
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Lung and Stanman and if that had not happened there would have been no devel opment and hence
no profit.

28. If it were necessary, the andysis might be taken further. Although, as Mr Goldberg
was a painsto emphasise, under section 14 profits tax is charged on every person carrying on a
trade, profession or businessin Hong Kong, itisonly in repect of hisassessable profitsarisngin or
derived from Hong Kong from such trade that profits tax becomes payable. Hence if thereisno
profit there is no tax under section14. As dready pointed out, in accordance with section 16,
legitimate outgoings and expenses are the subject of deductions in ascertaining profits. Hencethe
gtuation of aliahility to profitstax does not arise until after profits have been ascertained by taking
Into account outgoings and expenses.

29. Reference was made to the statement made by Lord Diplock in Europa Oil v IRC
[1976] 1 WLR 464 at 475C-D where he said in construing a Smilar but not identically worded
provison in New Zedand tax legidation:

“ Secondly, the description of the contracts, agreements and arrangements which are
liable to avoidance presupposes the continued recei pt by the taxpayer of incomefrom
an exiding source in respect of which his liability to pay tax would be dtered or
relieved if legd effect were given to the contract, agreement or arrangement sought to
be avoided as againgt the commissioner. The section does not strike at new sources
of income or redtrict theright of thetaxpayer to arrange hisaffairsin relaion to income
from anew sourcein such away asto attract the least possible ligbility to tax. Nor
doesit prevent the taxpayer from parting with a source of income.”

30. He was there andysing the logic of the rlevant provison in the context of a Stuation
wherethe Revenue was arguing that aprofit arrived at as aresult of a dividend paid by a company
outsde the jurisdiction should be treated as profit for the purpose of computation of the New
Zedand tax. Hence, dthoughit is perfectly trueasWoo JA, as he then was, said in Cheung Wah
Keung v CIR [2002] 3 HKLRD 773 paragraph 48, p.791D-E:

“... preexiding’ liability to tax or circumstances do not gppear in S61A(3) or
anywheredsein the Ordinance having any bearing onthemeaning of the* transaction’
referred to in that section.”

that isastatement that the wordsin issue do not appear in the legidation; it looks at the matter from
adrictly verba point of view but does not address the conceptua point which is derived from the
reasoned andysis of the effect of dl the provisons of the legislation, such as was undertaken by
Lord Diplock.

3L Our attention was aso drawn to the Austrdian Federal Court decison of Bunting v
Federal Commissioner of Taxation 90 A.L.R. 427 where at page 437 Gummow J said:
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“The concept of * source isonewhichisof great importance to the operation of s 25
of the Act, but it isthere used asageographicd discrimen. For mysdf, | find it difficult
to see how what was said by Lord Diplock (when deding with the New Zedand
legidation) derives support from the terms of s 260. That provison, on its face,
gppliesto each year of income (there are four yearsinvolved in this case) and asksin
respect of each year whether there has been a contract, agreement or arrangement,
made or entered into (one should note) at any time, which has the purpose or effect
described. There is, on the face of the section, no necessity for there to be any
derivation of income at dl before the arrangement is made or entered into. The
question will be whether in respect of the given year of income the arrangement has
the purpose or effect which attractsthe * annihilating’ operation of the section.”

32. It is, perhaps, unnecessary for the purpose of this case to decide the question as to
whether section 61A ispredicated on the existence of an existing source of income. To do so may
risk overlooking some unforeseen circumstances.

33. | would put the matter thus: tax benefit as defined in section 61A(3) is predicated on
aliability to tax. If theliability in question has arisen because of the generation of income from the
employment of stock-in-trade, the capital acquisition cost of that stock-in-trade is the root of the
income. When properly consdered it isthe cause of theincome and hencetheroot of the particular
profits and hence aso of the liability to tax. It cannot therefore be said that the incurring of the
capita acquisition cost is an avoidance of aliability to tax when it is the root cause of it.

34. It might be possble that other sources of income might arise after the creation of the
arrangement which is said to give rise to the tax benefit. If that be the case, the same reasoning
would not gpply to that arrangement because the particular costs would not be the root of, and
henceanintegra part of, theincomeand profit. Again there are many costswhich aredeductible as
outgoings or expenses under section16(1), for example research and development costs,
depreciation costs and financing costs to name but a few, and these too, because they are not the
foundation of and thusan integrd part of the generation of the income could possibly fal within the
meaning of tax benefit.

35. Whilgt, for my part, | consder that Lord Diplock’ s logical analyss of section 108,
which he was conddering, is correct and that Gummow J s andyss does not, in fact, address the
point made by Lord Diplock, | am content to confine mysdlf to what is necessary for the decisonin
this case.

36. What is, perhaps, of more interest is the statement made by Lord Diplock at
page 475H-476B of the Europa Oil case:
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“Ther Lordships finding that the moneys paid by the taxpayer company to Europa
Refining are deductible under s 111 as being the actud price paid by the taxpayer

company for itsstock-in-trade under contractsfor the sale of goods entered into with
Europa Refining, isincompatible with those contracts being liable to avoidance under
section 108. In order to carry on itsbusiness of marketing refined petroleum products
in New Zedand the taxpayer company had to purchase feedstocks from someone.

In respect of these contracts the case is on dl fours with Cecil Bros Pty Ltd v
Federal Comr of Taxation (1964) 111 C.L.R. 430 inwhich it was said by the High
Court of Audrdiaat 434: * itisnot for the court or the commissioner to say how much
ataxpayer ought to spend in obtaining hisincome ;

37. Inshort Lord Diplock’ s approach was the same asthat in paragraph 25 above. The
point may be put in ancther way: there can be no tax benefit without aliability to pay tax; there can
be no tax unless there have been profits generated; if the profits arose from a specific transaction
and had been ascertained having taken into account outgoings and expensesincurred asthe capita
cogt of the initid and indispensable step in generating the particular profits, those outgoings and
expenses cannot then be treated as atax benefit in relation to the transaction in question. Whilgt, of
course, the legidation could have been framed such that any outgoing or expense would fall within
the purview of section 61A, | do not consider that has been done. Such a course may have been
adopted in tax avoidance provisons in legidation in other countries, but a comparison of such
legidation does nat, in my view, assg.

38. | appreciatethet it was argued that a“ purposive’ congtruction of “ tax benefit” would
encompass the capital cost of stock-in-trade to be on sold, as in the Kleinwort, Benson case.
However, | associate mysdlf with what Cross J said that it was a very tendentious argumert. In
other words it is not a purposve condruction in the sense used in other judgments, it is a
congruction with an underlying purpose of promoting a particular point of view. Asdready sated
it is not the function of the courts to remedy perceived deficiencies in tax legidaion. In my view
Cross J did not decide that the argument was correct, he Smply pointed out that it was fruitless
because taken to itslogica concluson as part of the section it led to aridiculous result.

39. On that basis section 61A has no application because there was no tax benefit. But
even if it were right to consder that the Balance Congderation, or at least part of it, was a tax

benefit, | do not consder that it was open to the judge below to interfere with the finding by the
Board that the sole and dominant purpose was not the obtaining of atax benefit. In thelight of the
matterstaken into consideration by the Board, in particular the mattersreferred to in paragraphs 60,
61, 62 and 63 of the case stated, there were clearly sound commercia reasons for the parties to
enter into the various agreementsincluding the Site | and Site |1 agreement. None of the matters
referred to in paragraph 71 of the judgment whether taken separately or together would lead to the
conclusion that the Board had reached an erroneous conclusion, till less one that would justify the
court in disregarding it and subgtituting its own findings of fact.
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40. One of the matterswhich the judge consdered irrdlevant and as“ distracting” asit was
wrong was the question of interest that might otherwise have been paid on the Baance
Condderation. TheSite | and Site |1 agreement provided that the consderation for payment of the
land would be deferred for a considerable period of time. Obvioudy in December 1987 no one
would have known exactly how much interest might have been paid even on the deferred

$400 million. The fact is however, that if the parent company had chosen to sdll the Sites on the
open market it would have received a cash payment then and there of $800 million. By being kept
out of the Balance Congderation for many yearsit lost opportunity cost on working capita or, at
the very minimum, substantia amounts of interest.

41. In my view dl the questions in the case stated should have been answered in the
negative and therefore this gpped must be allowed and the assessments on the taxpayer for the
years 1995/96, 1996/97 and 1997/98 be remitted to the Commissioner for revision to give effect
to the Decision of the Board dated 29 March 2004. | would make an order nisi that the costs of
this gpped and in the court below be to the taxpayer to be taxed if not agreed.

Hon Tang VP:

42. This apped concernsthat part of the purchase price which was represented by 50%
of any profits redlized by the taxpayer from the development of the properties (the 50% profits).
By thetime of the assessments, the subject of the gpped, the amount paid in respect of this portion
of the purchase price amounted to $290 million.

43. However, in principle, | do not believethis part of the purchase priceisdigtinguishable
from the other parts of the purchase price which included a payment of $346,309,452.06 and
interest thereon, payable by ingaments, aswell asthe further sum of $400 million which wasto be
subject to the taxpayer redizing net profits of that amount.

44, The revenue accepted that both $346,309,452.06 and $400 million were deductible
for the section 16, and not caught by section 61A.

45, Although the further payment of $400 million wasonly payableout of the profitsof the
development, the Commissoner in his Determination, with commendable common sensg,

proceeded on the bass, since the open market value of the Site as at the relevant date was

$800 million, the $400 million should be deductibleaspart of the purchase price. But he regarded

the totd price then paid of $1,090 million as exorbitant, and such that the additiona $290 million

paid enabled the taxpayer to Sphon off that sumtoits parent in the form of non-taxable capital gains.
See page 22 of the Determination.

46. However, the Board came to the view that the consderation for the Sites which
included the 50% profits “was not excessve and was redigtic from a business and commercia
point of view”. Seepara 96 of the case Stated.
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47. | agree with Rogers VP that thiswas afinding of fact which the Board was entitled to
make and which the judge was not entitled to overturn.

48. For that reason | would aso alow the appeal. However, | would say a few words
about section 61A though it would have no impact on the outcome of the appeal. For that reason,
| will dedl with it briefly.

49, | am of the view that dthough the $290 million was part of the purchase price, and as
such deductible under section 16, it might still be covered by the definition of tax benefit under
section 61A.

50. Tax benefit is defined as “ the avoidance or postponement of the liability to pay tax or
the reduction in the amount thereof;”. In my opinion, * tax benefit' as defined, can cover the
deduction of the purchase priceincurred for the purchase of assetsused in the production of profits.

51 Section 16 isnot acharging section. The charging section is section 14, under which
profits tax shal be charged on:

“... every person carrying on atrade, profession or businessin Hong Kong in respect
of hisassessable profitsarising in or derived from Hong Kong for that year from such
trade, profession or business (excluding profits arisng from the sale of capita assats)
as ascertained in accordance with this Part.”

52. * Assessableprofits isdefined in section 2 as* the profitsin respect of which aperson
is chargeable to tax for the basis period for any year of assessment, calculated in accordance with
the provisonsof Pat IV;”.

53. Section 16 permits deduction of “al 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 is chargegble to tax under this Part for any period.”
However, the conditions of section 16(2) must dso be satisfied.  This means that an interest
expense, deductible under norma accounting practice, may for the purpose of caculation of
assessable profits under section 16 be disregarded. Thus, for tax purposes assessable profits may
be different from actua accounting profits.

54, As Lord Millett explained in Commissioner of Inland Revenue v Secan Limited
and Anor [2000] 3 HKCFAR 411 at 420:

“Sections 16 and 17 (which disdlows certain deductions) are enacted for the
protection of the revenue, not the taxpayer, and in my opinion s16istobereadina
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negative sense. It permits outgoings to be deducted only to the extent to which they
areincurred in the relevant year.”

55. Section 16 and section 61A have different functions. An outgoing or expensewhich
Is deductible under section 16 is covered by the definition of tax benefit under section 61A, since
such an expense or outgoing would ordinarily have the effect of reducing the amount of the tax
payable.

56. In Peterson v CIR [2005] STC 448, the Privy Council was concerned with section
99 of the Income Tax Act 1976 of New Zedland, a generd anti-avoidance provison, which was
described by Lord Millett, in the following terms:

“I4] Section 99 is a genera anti-avoidance provison which entitles the
Commissioner to adjust ataxpayer’ sassessableincomein order to counteract
a tax advantage which he has obtained by a tax avoidance scheme. Their
Lordships observe that reliance by the Commissoner on the section
presupposes that he acceptsthat but for its provisons the scheme would have
succeeded in achieving its object; for, if not, the taxpayer has not obtained a
tax advantage and there is nothing for the Commissioner to counteract. As
Richardson P sad in Comr of Inland Revenue v BNZ Investments Ltd
[2002] 1 NZLR 450 at [41]:
‘... It is inherent in the section that, but for its provisons, the impugned

arrangements would meet dl the specific requirements of the income tax

legidation.’”

57. So thefact that the purchase price was deductible under section 16 for the calculation
of assessable profits would not take it outside the definition of tax benefit under section 61A.
Indeed if adeductionisnot permissible under section 16, section 61A will not be needed. Thefact
that a deduction is alowable under section 16, not only would not preclude the application of
section 61A, that would normdly be the trigger.

58. Tax benefit hasadefined meaningin section 61A. 1t caninclude deductionsalowable
under section 16. Therelevant person would normaly be the person who has taxable income, out
of which, deductions could be made. However, section 61A does not require that the actua tax
dollars saved, should remain with the rlevant person. Thus, payment of interest on abonafideloan
could be atax benefit as defined, athough, the interest, once paid, would leave the relevant person.
If dl the requirements of section 61A are stisfied, the interest would normaly be paid directly or
indirectly to aperson, within the group but out of thereach of the Revenue. In other words, the fact
that for accounting purposes the interest expense has been incurred in the production of profitsis
not an answer to the gpplication of section 61A. As noted, that fact alone does not ensure
deductibility under section 16(1) since the conditions of section 16(2), which is adso an anti



(2006-07) VOLUME 21 INLAND REVENUE BOARD OF REVIEW DECISIONS

avoidance provison, must be satisfied. | believe tax benefit as defined in section 61A may include
expenseswhich are otherwise deductible for norma accounting purposes. If itiscorrect that under
section 61A, it does not matter that the* tax benefit” in the sense of money gained or saved does not
remain with the rlevant person, then in principle, | do not believe the definition of “tax benefit” in
section 61A requiresany digtinction to be drawn being different types of deductions. In the case of
the purchase price of an asset in the production of profits or interest paid in its acquisition,

deductibility of interest paid under section 16(1) would depend on the conditions of section 16(2)
being satisfied. In respect of both the purchase price and the interest, assuming the conditions of

section 16(2) are satisfied, the application of section 61A would depend on its conditions being
satisfied.

59. Indeed, Mr Goldberg submitted that every deduction for the purpose of the
caculation of assessable profitsisatax benefit within the meaning of section 61A.

60. Some support for this view can be found in Commissioners of Inland Revenue v
Kleinwort, Benson Ltd [1968] 45 TC 369, a decision of Cross J (as he then was).

61. There, the issue was whether the taxpayer had obtained a tax advantage in
circumstances covered by section 28(2)(b) of the Finance Act 1960. If so, unlessthetaxpayer can
show that “ the transaction or transactionswere carried out either for bona fide commercia reasons
or in the ordinary course of making or managing investments, and that none of them had as their
main object, or one of their main objects, to enable tax advantages to be obtained”, the tax

advantage would be counteracted.

62. The respondent, the well-known merchant bank, as a deder in securities, purchased
in 1962 certain mortgage redeemable debentures stock, on which no interests had been paid snce
1939, but on which it was expected that full payment of the principa, premium and arrears of

interest would shortly be made. There wastax advantage because asadedler, the respondent was
entitled to keep the interest dement out of histax return and so was able to pay a higher price than
an ordinary taxpayer and gtill make a profit.

63. Section 43(4)(g) of the Finance Act 1960 defines* tax advantage’ as follows:

“* tax advantage means ardief or increased relief from, or repayment or incressed
repayment of, income tax, or the avoidance or reduction of an assessment to income
tax or the avoidance of a possible assessment thereto, whether the avoidance or
reduction is effected by rece pts accruing in such away that the recipient does not pay
or bear tax on them, or by a deduction in computing profits or gains.”

64. Thisiswha Cross J said:
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“The Specid Commissioners have held that it was one of the main objects of the
Company in purchasing this stock to obtain the right to diminish its taxable profits by
deducting the sum of £156,000 odd. Section 28 was, of course, aimed primarily a
purey artificia transactions into which no one would have thought of entering gpart
fromthewishtoregp a‘ tax advantage , but it is clear that the section is so framed as
to cover bona fide commercia transactions which are combined with the securing of
atax advantage. ... Heretherewas only asingle indivisble transaction, and it was an
ordinary commercia transaction, a smple purchase of debenture stock. As the
purchaser was a dedler, he was entitled to keep the interest lement out of his tax
return and so was able to pay a higher price than an ordinary taxpayer would have
been ableto pay. Smilarly, acharity, because it would have been able to reclam the
tax, would have been able to pay an equally large price and still make a profit. But it
Isto my mind an abuse of language to say that the object of adeder or a charity in
entering into such a transaction is to obtain a tax advantage. When a trader buys
goodsfor £20 and sdllsthem for £30, he intendsto bring in the £20 asadeductionin
computing his gross receipts for tax purposes. If you choose to describe hisright to
deduct the £20 (very tendentioudy beit said) asa* tax advantage , you may say that
he intended from the first to secure this tax advantage. But it would be ridicuous to
say that his object in entering into the transaction was to obtain thistax advantage. In
the same way | do not think that you can fairly say that the object of a charity or a
deder in shares who buys a security with arrears of interest accruing on it isto obtain
atax advantage, smply becausethe charity or the dedler in calculating the pricewhich
they are prepared to pay proceed on the footing that they will have the right which the
law givesthem elther to recover thetax or to excludetheinterest, as the case may be.
One may, of course, think that it iswrong that charities and deders should be in this
privileged position. But if the Crown thinks so it ought to dedl with the maiter by trying
to persuade Parliament to insert provisonsin a Finance Act depriving them of their
privileges, not by seeking to achieve this result by aback door by invoking s. 28. So
if | had thought that the case fell within s. 28(2)(b) | should have held that the gaining
of atax advantage was not the object or a main object of the transaction.”

65. In my opinion, athough one would not normally describe the payment of £20 for
goods sold for £30 as a tax advantage or tax benefit, but it would neverthdess fdl within the
definition of tax benefit, when it is congtrued purposively. Of course, the fact that tax benefit is
capable of such awidereach would only matter, if the other conditions of section 61A are satisfied.
It isdifficult to conceive of acase where, in such circumstances, the sole or dominant purpose was
to confer atax benefit. However, | would not underestimate the ingenuity of tax professonds.

66. The other conditions are:

“1) identification of the transaction by reference to which the section applies;
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2)  identification of the rlevant person — in every case the taxpayer;

3)  toasceatan whether the effect (not the purpose) of the transaction isto confer
the tax benefit; and

4)  to conclude whether, with reference, only to the seven matters mentioned in
section 61A —dl of which must betaken into account — one of the actorsin the
identified transaction has a sole or dominant purpose of enabling the taxpayer
to obtain the tax benefit identified at (3).”

67. In this case, at para. 92 of the case stated, the Board said that having “ ... looked at
thematter globally. The Board' soverdl conclusion wasthat the sole or dominant purpose was not
the obtaining of atax benefit.” Therefore, Sncethisvita eement in section 61A was not satisfied,
the apped must be dlowed. This is question of fact and 5 a matter for the Board, upon a
condderation of dl the relevant evidence and the proper inferencesto be drawn from that evidence.
Unless, the decision could be said to be perverse, otherwise whichever way the Board decided i,
ahigher court could not properly say that they werewrong. Since the Board has held that the price
was not excessive and was redlistic from abusiness and commercid point of view, thereisno basis
upon which | can conclude that the decision of the Board, that the sole or main purpose of the
purchase was not to confer atax benefit, could be overturned.

Hon Le Pichon JA

68. | have had the advantage of reading in draft the judgments of Rogers and Tang VPP
and agreethat the gppeal should be dlowed. | gratefully adopt the facts set out in paragraphs 1 to
15 of thejudgment of Rogers VP and agreefully with hisanalysisand reasoning in paragrgphs 16 to
23 onthe application of section 16 to the facts of the present case. This judgment is confined to a
consderation of section 61A only.

Section 61A

69. Section 61A is an anti-avoidance provison adopted in 1986. For the section to
apply at al, there has to be (1) a transaction; and (2) the transaction has to have the effect of
conferring a tax benefit on the taxpayer (referred to as “the rdevant person”). It isonly if those
conditions are satisfied that one would proceed to the next stage to see if one would conclude, by
having regard to the seven matters set out in paragraphs (a) to (g) of subsection (1), that the sole or
dominant purpose of one or more of the personswho had entered into or carried out the transaction
was to enable the relevant person to obtain atax benefit.

70. It is common ground that the transaction in the present caseis the entering into of the
Stel and Site |l agreement. In view of the conclusion reached that the consderation paid by the
taxpayer isan expense within section 16 of the Ordinance, the questionswhich arise are whether an
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expense that is allowable under section 16 is capable of being a tax benefit for the purposes of
section 61A and, if so, whether in this case there was atax benefit.

Tax benefit

71. “Tax benefit” isdefined in subsection (3) as meaning “ the avoidance postponement of
the liability to pay tax or the reduction in the amount thereof”. Subsection(3) therefore
contemplates three respects in which a tax benefit could be achieved, namely, by “avoidance’,
“pogtponement” and “reduction”. | would observe that it matters not whether “reduction” is
referable to the amount of tax or to the liability to pay tax asto which there had been some debate.

72. Section 14 of Part 1V imposes acharge for profitstax on “assessable profits’ arisng
in or derived from Hong Kong for that year from the relevant trade, profession or business "as
ascertained in accordance with [Part 1V]”. “Assessable profits’ means those profits that are
chargeable to tax under Part IV. Section16(1) provides for the deduction of outgoings and
expenses to the extent to which they are incurred during the relevant period in the production of
profits in respect of which the taxpayer is chargeable to tax under Part 1V. Under the Statutory
framework, deductions form part of the process of ascertaining chargeable profits. 1n the absence
of chargeable profits being generated, no ligbility for profitstax could arise. Assessable profitsare
therefore arrived at, as it were, post-deductions alowable under section 16.

73. Mr Flesch QC submitted that as ametter of plain language adeduction that is part of
the process for computing chargeable profits cannot be or congtitute a reduction of aliability so as
to be atax benefit within section 61A(3). It was also said that “ligbility” in subsection (3) must
mean an exising or accrued liability to tax or, dternativey, there must be pre-exiding
circumstances which might have been expected to giveriseto aliability to tax in the absence of the
impugned transaction.

74. Inthe context of the avoidance of theliability to pay tax, “ ligbility” isnot confinedto an
exiging or accrued lighility. In Newton v Commissioner of Taxation of the Commonwealth of
Australia[1958] AC 450, the Privy Council had to consder the meaning of the words “avoiding”
a“liability imposed” in the Audrdian anti-avoidance legidation (section 260 of the Income Tax
Assessment Act). It rgected the gppellants argument that in order that an arrangement should be
avoided, it must be one which sought to displace a ligbility which had dready come home to a
taxpayer - in respect of income which had aready been derived by him. As Lord Denning
explained (at page 464),

“... the word “avoid” wes used in its ordinary sense ----- in the sense in which a
person is said to avoid something which is about to happen to him. He takes sepsto
get out of theway of it ... To " avoid aliability imposed” on you meansto take epsto
get out of thereach of aliability which isabout to fdl on you. If the submisson of [the
appd lants] were accepted, it would deprive the words of any effect: for no one can
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digplacealiahility to tax which has dready accrued due, or in repect of incomewhich
has dready been derived.”

| would respectfully agree. It would follow on Lord Denning’ s andyss thet “liability” would
encompass a potentid liability to tax.

75. A person who carries on atrade is potentidly ligble to be taxed on dl of his profits.
Although hisliahility to tax would depend on the amount of his assessable profits and that in turn
would depend on whether the amount of deductions alowable under section 16 exceeds receipts,
asamatter of practica redity, that person doeshave apotentid tax liability. In my view, dlowable
deductions could be said to have the effect of reducing that potentid liability.

76. The ‘pre-exising circumstances submission agppears to have been based on
Lord Diplock’ sobservationsin Europa Oil (N.Z.) Ltd v Inland Revenue Commissioner [1976]
1 WLR 464 where he referred to the need for a pre-existing source of income. That case
concerned, inter alia, section 108 of the Land and Income Tax Act 1954 which was the New
Zedland anti-avoidance provison:

“... Every contract, agreement, or arrangement made or entered into, whether before
or after the commencement of this Act, shdl be absolutdy void as agang the
Commissioner for income tax purposes in so far as, directly or indirectly, it has or
purports to have the purpose or effect of in any way dtering the incidence of income
tax, or relieving any person from hisliability to pay incometax.”

In ddivering the mgority judgment Lord Diplock stated (at page 475C-D) that:

“There must be some identifiable income of the taxpayer which would have been
liableto betaxed if none of the contracts, agreements or arrangements avoided by the
section had been made.

Secondly, the description of the contracts, agreements and arrangements which are
liable to avoidance presupposes the continued recei pt by thetaxpayer of incomefrom
an exiding source in regpect of which his liability to pay tax would be dtered or
relieved if legd effect were given to the contract, agreement or arrangement sought to
be avoided as againgt the commissioner. The section does not strike at new sources
of income or redtrict theright of thetaxpayer to arrange hisaffairsin relaion toincome
from anew sourcein such away asto attract the least possible ligbility to tax.”

77. Reference has dready been made in paragraph 31 of the judgment of Rogers VP to
the decision of Gummow Jof the Federal Court of Audtraliain Bunting v Federal Commission of
Taxation [1989] 90 ALR 427. The passage quoted in paragraph 31 shows that Gummow J
consdered that what was said by Lord Diplock regarding the need for a pre-existing source whilst
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gpplicable to the New Zedland anti-avoidance provison was not gpplicable to the Audradian
anti-avoidance provison. For my part, given my view that * ligbility’ includes a potentid liability to
tax, | do not consider that there hasto be a pre-existing source of income before section 61A can
apply.

78. Europa Oil isdso rdevant to what, as a shorthand reference, may be called the
incompatibility issue. Inthat case, Lord Diplock stated that afinding that an expense is deductible
being the actua price paid by the taxpayer for its sock-in-trade under a contract is incompatible
with that contract being liable to avoidance under section108. That was the mgority view.

Lord Wilberforce who dissented on the issue of deductibility, holding that the deduction was not
alowable under section 111, expressed no view on section 108 snce, on his view of the case on
deductibility, it did not arisefor consderation. | do not consider that Lord Diplock wastherelaying
down a genera proposition that an expense that is deductible can never be a tax benefit. His
statement has to be read in context. He was deding with the acquisition cost of stock-in-trade
employed in the taxpayer’ sbusinesswhich was deductible until section111. Inmy view, it hasno
wider gpplication.

79. The next rlevant decision is that of Cross J (as he then was) in Commissioner of
Inland Revenuev Kleinwort, Benson Ltd (1968) 45 TC 369. At the outset it should be said that
the decision was not about the meaning of a“tax advantage” as defined in section 43(4)(g) of the
Finance Act 1960 since in that case the taxpayer had conceded that t had as a result of the
transaction obtained a“ tax advantage” in that its assessment had been reduced by a deduction in
computing itsprofitsor gains(at 3801). The court was there concerned with, first, whether the tax
advantage had been obtained in the circumstances mentioned in section 28(2)(b) and if so, whether
the object or main object was the gaining of the tax advantage.

80. Although Cross J concluded that the tax advantage had not been obtained in the
circumstances of section 28(2)(g) which would have disposed of the appeal, he went on to express
aview on the second point. For that purpose it had to be assumed that the transaction fell within
section 28 which was* amed primarily a purdy artificid transactionsinto which no onewould have
thought of entering gpart fromthewishtoregp a‘tax advantage’ ” dthough it was so framed it dso
covered “bona fide commercid transactions which are combined with the securing of a tax
advantage’. Cross J noted that the transaction in question was “ agngle indivisble transaction ...
an ordinary commercid transaction, a smple purchase of debenture stock” rather than a
transaction that could be divided into severd parts. The question for determination waswhether in
entering into such a transaction the object of the taxpayer was to obtain a tax advantage. To
illugtrate his point, Cross J gave the example of atrader acquiring stock at £20 to be resold at a
profit a £30. He went on to say this (at 382G):

“1f you chooseto describe hisright to deduct the £20 (very tendentioudly beit said) as
a “tax advantage’, you may say that he intended from the first to secure this tax
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advantage. But it would be ridiculuous to say that his object in entering into the
transaction was to obtain this tax advantage.”

81. As noted above, whether a deduction can be atax advantage was not itsdf an issue
for decison in the Kleinwort, Benson case. Cross Js remarks suggest that he did not regard it
correct to describe the trader’ sright to deduct the cost of the stock in the example he gave asatax
advantage. In any event, even if it could be so described, it would make no difference because |
agreethat it would be inconcelvable that the gaining of atax advantage through the right to make a
deduction was the main object or purpose of the taxpayer in acquiring the stock.

82. Although | do not condider that there is any authority for the propostion that an
expense that is deductible under section 16 can never be a tax benefit, equaly Lord Diplock’s
statement in Europa Oil and Cross J s gpproach in the Kleinwort Benson case support the view
that certain deductions cannot properly be regarded asatax benefit. 1 am inclined to the view that
whilgt thereis no intringc impediment or difficulty that would prevent a deduction from being atax
benefit, not every deduction isatax benefit.

83. As to whether in this case there was a tax benefit, | find myself in agreement with
Rogers VPthat itisnot. | agreewith the statement of principlein paragraph 33 of hisjudgment with
one proviso, namely, that * ligbility’ isto be read asincluding a potentid liability to tax.

Sole or dominant purpose

84. If contrary to my view, section 61A appliesto the present case on the basisthat every
deduction isatax benefit, it will be necessary to consder the further requirement that, by reference
only to the seven matters set out in section 61A (1), the sole or dominant purpose of one or more of
the personswho had entered into or carried out the transaction wasto enable the taxpayer to obtain
atax benefit.

85. The darting point has to be the Board' s findings. Of particular relevance and
importance are the following:

“61l. Under the 3 agreements, the parent company: -

(& would continue, without any stoppage, to carry on its core business of
cotton spinning and yarn manufacturing in Hong Kong, initidly a the old
indudtrid building on Ste | and subsequently a the new industria building
on Sitelll;

(b) would nolonger own any of the 3 Sites, but would have 2 wholly owned
subsdiaries, the Taxpayer (carrying on business in property trading and
investment) and the co-subsdiary (a property holding company);
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62.

63.

(©) would have aresdentid edtate (i.e. Ta Hing Gardens) initsname at Site
| and Site Il a no cost to the parent company;

(d) would receive a minimum of $346,309,452.06 and a new industrid
building a a construction cost of approximately $193,000,000, and (if
the redevelopment of Stel and Sitell was profitable) the baance
consderation under the Site | and Site Il agreement for its sde of Site |
and Site |1 to the Taxpayer;

(e) would be put in funds under the Sitel and Site |l agreement, sourced
from Stanman, to acquire new, more compact and less labour-intensve
meachinery for use a the new indudtrid building; and

(f) would, presumably, receive consgderation from the co-subgdiary for the
parent company’ ssde of Stelll to the co-subsidiary.

Under the 3 agreements, the Taxpayer-

(& wouldacquire Sitel and Site Il & no cogt to itsdlf, the acquisition being
financed by Stanman;

(b) would probadly go into liquidation if it should sugtain any loss in the
redevelopment, its paid up capita being $10,000; and

(c) would enjoy any net profit in excess of the balance consideration under
the Sitel and Site |1 agreement and would retain co-ownership (whether
directly or through shareholding of another company) of the commercia
portion of the redevelopment.

Under the 3 agreements, the co-subsdiary would acquire Site 111 with anew
indugtrid building.”

The Board then dedlt with the 7 matters to which regard is to be had in paragraphs 78 to 91.

Paragraph 85 read:

“85.

In any event, the Board found that the consideration under clause2 of the Site |
and Site |l agreement was not excessive and was redlistic from a business or
commercid point of view. Therdevant time mugt bethetime of making of the
Stel and Site Il agreement. The Board reiterated that neither the Taxpayer
nor the parent company knew whether the redevel opment would be profitable.
If the redevelopment should turn out to be very profitable, then the
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condderation would be increased accordingly. But, as ConsJ sad in
Commissioner of Inland Revenuev D. H. Howe[1977] HKLR 436 at 441
[(1977) 1 HKTC 936 at p.952] -

“What the taxpayer loses on the roundabouts he makes up on the swings’.

TheBoard reiterated paragraph 81 above. The Board also took into account
the effect of interest on the deferred payment of the balance consideration.”

The Board' s overdl conclusion appesrs at paragraph 92:

“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 paed in dgnificance to the purposes referred to in
paragraphs 61, 62 and 63 above.”

86. [tistritelaw that the Board' sfindings or conclusons of fact cannot be overturned on
apped unless they were perverse or wholly unreasonable. An appellate court cannot disturb the
fact-finding tribuna’ s concluson even if its own preference is for a contrary concluson. See
Kwong Miles Services Ltd v Commissioner of Inland Revenue [2004] 3HKLRD 168 at
para. 37. It isapparent from the judge s treatment of the 7 matters contained in section 61A that
hefailed to adhereto that fundamenta principle. Thefollowing example sarvestoilludratethe point:
notwithstanding the Board' sfinding at paragraph 85 of the case stated that the consideration under
clause 2 of the Sitel and Il agreement “was not excessive and was redistic from a business or
commercid point of view”, the judge consdered that the proceeds “far exceeded of the market
vaue of theland” (at paragraph 74), that the consideration was “ excessive’ (at paragraph 75).

87. Therewereother errorsof law inthejudgment. It would suffice, for present purposes,
to give afew examples. The judge opined (at paragraph 66) that the interposition of the taxpayer
was “commercidly unredigic’. But it is a commonplace phenomenon in Hong Kong to use a
specid purpose subsidiary company in property development projects. Indeed, as Mr Flesch
pointed out, Stanman was itself such a specid purpose vehicle. At paragraph 72, the judge
accepted, inter alia, the Commissione’ s criticiss of (a) the absence of any formd vauation for
Stes| and |1 and (b) the Board failing to take into account the fact that the parent company was
prepared to sell Sites | and 11 to thetaxpayer involving millions of dollarswithout taking any security
when the taxpayer had a paid-up capital of only $10,000 as being supportive of the view that the
circumstances under which the Site | and Site 11 agreement was entered into were “commercidly
unredigtic’. But it would gppear that the judge had overlooked relevant evidence: asto (a), there
was evidence in the form of a letter from Ddoittes referring to vauation advice from Chesterton
Petty given oraly which was agreed and accepted by the joint venture parties and asto (b), there
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was Hang Lung’ s guarantee of performance by Stanman. Accordingly, those criticisms being
misplaced could not have undermined the Board' s findings and conclusions.

88. | would aso mention that the judge consdered as irrdevant the question of interest
that might otherwise have been paid on the Baance Consderation. | do not agree. It was a
pertinent and materia consideration for the reasons explained by Rogers VP in paragraph 40 of his
judgment with which | agree.

89. At paragraph 87 of the judgment, the judge sad this:

“87. Inmy view, the above commercid purposes are not the dominant purpose of
theSitel & 11 Agreement when the matter is viewed objectivey and globaly.
Themain objectiveof theSte | & 11 Agreement istointerposethe Taxpayer to
effect a sdle and purchase of the Sites between the Parent Company and the
Taxpayer (within the same group) so that the land cost is structured in such a
way that a sgnificant portion the proceeds of the redevel opment (represented
by the Baance Consderation) can be converted into a purported item of
expenditure. The dominant purpose of the Site | & 11 Agreement istherefore
to enable the Taxpayer to obtain a tax benefit in the form of reduction in the
amount of tax, although there exist other legitimate commercid purposes. The
Board had erred in arriving at a contrary concluson.”

| agree with Mr Flesch that what the judge sought to do there was to subgtitute his own views for
those of theBoard. DespiteMr Goldberg QC'’ sefforts, no case has been made out for impugning
the Board' s findings or conclusions on the basis of perversty or otherwise. Accordingly, those
conclusons must stand.

90. In conclusion, | agree with what is proposed in paragraph41 of the judgment of
Rogers VP.

Hon RogersVP:

91. The apped will therefore be dlowed with a direction that the assessments of the
taxpayer for the years 1995/96, 1996/97 and 1997/98 be remitted to the Commissioner for
revisonto giveeffect to the Decison of the Board of Review dated 29 March 2004. There will be
an order nis that the costs of this gpped and in the court below beto the taxpayer to betaxed if not
agreed.



(2006-07) VOLUME 21 INLAND REVENUE BOARD OF REVIEW DECISIONS

(Anthony Rogers) (Robert Tang) (Doreen Le Fichon)
Vice-Presdent Vice-President Justice of Apped

Mr David Goldberg QC & Mr Eugene Fung, indructed by Department of Judtice, for the
Appd lant/Respondent

Mr Michae Hesch QC, Mr Clifford Smith SC & Mr Nell Thomson, instructed by Messrs
Johnson, Stokes & Magter, for the Respondent/Appellant



