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JUDGMENT

Mr Justice Bokhary PJ :

1 | agree with the judgment of Lord Scott of Foscote NPJ.
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Mr Justice Chan PJ :

2. | agree with the judgment of Lord Scott of Foscote NPJ.
Mr Justice Ribeiro PJ :

3. | agree with the judgmernt of Lord Scott of Foscote NPJ.
Mr Justice Mortimer NPJ :

4. | agree with the judgment of Lord Scott of Foscote NPJ.
Lord Scott of Foscote NPJ :

5. Thisisatax agpped. The gppellant, Zeta Edtates Limited, isajoint venture company
incorporated in Hong Kong in 1970 for the purpose of purchasing and devel oping Hong Kong redl
edate. Therearethreejoint venturers, namely, Chime Corporation Limited, Harte Etates Limited
and Dawna Range Company Limited. Each of thejoint venturersheld, either directly or indirectly,
3,300 fully paid-up shares of $100 eechin Zeta. The equity capita invested in Zetawas, therefore,
$990,000. In addition, however, thethreejoint venturers madeloansto Zetaand, until 1994, bank
loans, aso, were obtained. The loans from the shareholders were, initidly, interest free. The
capital thus obtained was deployed in purchasing and developing for sde or rental Hong Kong
properties. By March 1996, the bank |oans had been repaid and a steady stream of rental income
that enabled Zeta to commence paying interest on the shareholders  1oans was being received.

6. In addition to the rental income that Zetawas receiving, profitswere earned also from
sdesand, in 1991, Zeta declared and paid dividends to its shareholders. The evidence does not
disclose how these dividend payments were financed. Dividends were not declared again until
1998 and the following years. Itisin relaion to the dividends declared in 1998 that the tax issue
now beforethis Court hasarisen. The sameissue arises, however, in respect of dividends declared
in 1999 and in some of the following years and this Court’ s decision regarding the 1998 dividends
will settle the same issue in rdation to the subsequent years dividends.

7. The principd issuefor decison can be very shortly stated. After the 1998 dividends
had been declared, no money was actudly paid to the shareholders in discharge of Zetal sliability
that the declaration of the dividends had created. Instead the amount of the dividend payable to
each shareholder wastreated asaloan at acommercia rate of interest by that shareholder to Zeta.
Zeta sliability to pay the dividend was tregted as discharged by theloan. Interest was paid on the
loan accordingly. Initstax return for the 1998/1999 year of assessment, Zeta sought to deduct
from its assessable profits the interest it had paid on these new shareholders loans. The
Commissioner disallowed the deduction. Zeta appeded to the Board of Review but the Board
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uphed the Commissoner’ s ruling. So, on a case stated for the opinion of the Court of First
Instance, did Deputy High Court Judge Muittrie. The Court of Apped dismissed Zetd s apped
from the Deputy Judge’ sjudgment but leave for afurther gpped was given and the issue must now
be findly laid to rest by this Court. The issue is whether the interest paid by Zeta on the
shareholders  loans dtributable to the payment, or the discharge of Zetd s liahility to pay, the
1998/1999 dividendsis deductible from Zetal s assessable income.

8. The issue turns on the congtruction of and the effect to be given to s.16 of the Inland
Revenue Ordinance, Cap. 112. The section provides, so far asis reevant for the purposes of this
case, asfollows,

“(1) Inascertaining the profits in respect of which a person is chargesble to tax
under this Part for any year of assessment there shall be deducted dl outgoings
and expenses to the extent to which they are incurred during the basis period
for that year of assessment by such person in the production of profitsin
respect of which he is chargeable to tax under this Part for any period,
induding-

(@ wherethe condition for the gpplication of this paragraph is satisfied under
subsection (2), ... , sums payable by such person by way of interest on
any money borrowed by him for the purpose of producing such
profits, ...

It is common ground that the subsection (2) “ condition” referred to in para(a) is stisfied. The
question, therefore, is whether it can be said that the borrowings by Zeta from its shareholders,
mede for the purpose of discharging Zeta s liability to pay the 1998/1999 dividends, were
borrowings*® ... for the purpose of producing profits.”

9. The details of Zeta' s baance sheet and profit and loss account for the year ended
28 February 1999 are, in my opinion, highly important. They werein evidence beforethe Board of
Review and some of the detailsarereferred to in the case stated. Noneisin dispute. The accounts
show that dividends of alittle under $400 million weredeclared. At the commencement of the year
(i.e. 1 March 1998), Zeta s net assets stood at nearly $863 million of which nearly $408 million
represented accumulated profits and over $454 million represented shareholders unsecured loans.
The $863 million included net current assets of just over $354 million ($892 million odd current
assets less $38 million odd current lighilities). The $392 million odd current assets included red

estate valued at cost at $840.5 miillion or thereabouts (see Note 4 to the accounts). These figures
show acompany with very substantial net assets, very subgtantia accumulated profits but very little
liquidity. Zeta was highly profitable but highly illiquid. It could not have paid the 1998/1999
dividends of $400 million otherwise than by sdling off some part of its profit-earning red estate
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portfolio, which would have reduced itsincome, or by additiond borrowing, the interest on which
would reduceitsincome. A reduction of income attributable to the declaration of the dividendswas
inevitable.

10. The arrangement agreed to by the joint venturers, each of which was represented on
Zetd sboard of directors, wasthat the payment of the 1998/1999 dividends should be financed by
means of shareholders loans. Each shareholder was to leave the amount of its dividend with Zeta
as an interest bearing loan. The arrangement was implemented and, accordingly, Zetal s baance
sheet as at 28 February 1999 shows unsecured loans from shareholders at $853 million odd (an
increase of about $400 million over the 28 February 1998 figure) and the profit and loss account
for theyear ended 28 February 1999 shows* interest charges on unsecured loanswholly repayable
within 5 years’ rising from $41.36 million odd for the previous year to $34.5 million odd for
1998/1999. The bulk, if not the whole, of this increase must have been attributable to the new
shareholders  loans by means of which the 1998/1999 dividends were treated as paid.

11. The Board’ s case stated, as drafted, asked :

“Whether, having regard to dl the factsfound by the Board of Review and onthetrue
congruction of the Inland Revenue Ordinance (Cap.112) and in paticular
section 16 thereof, the Board of Review was correct in holding that the interest
payments made by the Appdlant [in respect of the new shareholders |oans] were not
deductible outgoings or expensesincurred in respect of loan transactions undertaken
for the purpose of producing profits chargeable to profits tax?’

Two additiond questions were added by Deputy Judge Muittrie in the course of the hearing of the
appedl to the Court of First Instance. It is not necessary to set out the text of those additional

questions the purpose and effect of which was to enable the gppellate court to regard erroneous
findings of fact by the Board asindicative of an error of law (see para.14 of the judge’ sjudgment
and hisreferencesto Edwardsv. Bairstow [1956] AC 14 at 36 and Kwong Mile Services Ltd v.
Commissioner of Inland Revenue (2004) 7 HKCFAR 275 at para.37).

TheBoard’ sfindings of fact

12. The findings of fact made by the Board, as set out in the case stated, are important.
Some of them are chalenged by Zeta but it is accepted that an gppellate court cannot disturb the
Board' sfactua conclusonsunlessthe contrary conclusion contended for isthe only reasonable one
that could be reached on a proper consderation of the primary facts (see Bokhary PJ, in the
Kwong Mile Services case at para37). The Board' s factua conclusions are to be found in

paras 17, 18 and 19 of the case stated but some of the Board’ s comments on the primary facts
mede earlier in the case Sated illuminate the factua conclusions and deserve mention.

13. In para.7(b) of the case stated, the Board noted that by 1993 Zeta had completed
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two property devel opments and had commenced earning profits from rentasand sales of unitsand,
in para.7(d), referred to Zetd s* assartion” that following the completion of the developments, the
accumulated profits — $407 million odd by 1 March 1998 and on the basis of which the 1998
dividends had been declared— *“ had been retained as working capita for the appelant’ s continuing
busness of maintaining its portfolio of rentd properties’. Zetd s “assartion” is shown by the
1998/1999 accountsto betrue. Itisplain beyond any doubt or contradiction that Zeta sworking
capital was tied up in its property portfolio. But the Board commented “ However, by that date
[1.6.1998] the appdlant had completed the developments’. An inference capable of being drawn
from that comment isthat the Board did not regard the capitd tied up in the property portfolio once
the devel opments had been completed as* working capital”. 1t is congstent with that inference that
the Board, in para.18 of the case stated, said this:

“... therewas no evidentid bass to support the argument that fresh working capita

was needed in the light of the continuing operations of the Appellant having regard to
itsfinancid circumstances and, if such working capita was needed, then the directors
should not have recommended paying a dividend, since the Appellant was not in a

position to pay one.”

14. In para.17, the Board concluded that :

“... the effect of the transactions (declarations and loans) was to create aliability of
the taxpayer and ultimately reduce its profits.”

and that :

“... the purpose [of the transactions] was not to produce the chargesble profits of the
taxpayer but to reduce them.”

And in para.19 the Board expressed the conclusion thet :

“... theloans were obtained for the purpose of paying the dividends and the interest
expenses were therefore attributable to the dividend payments - so that they could
not be said to have been incurred in the production of the Appellant’ s profits.”
(emphasis added)

15. The Board' s factud conclusions in these three paragraphs were, broadly spesking,
accepted both in the judgment of Deputy Judge Muittrie in the Court of First Instance and in the
judgment of Tang JA, with whose judgment Le Pichon JA and Chu J agreed, in the Court of
Apped (see paa20 of Deputy Judge Muttri€' s judgment and paras 33 to 37 of Tang JA' s
judgment). The Boad s factud conclusons, in my respectful opinion, indicate some
misunderstanding about the concept of “working capitd” and itsrelevanceto thetax issuewhich the
Board had to answer. Deputy Judge Muittrie, in para.21 of hisjudgment, said, correctly, that :
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“... Ultimately the question is whether the Board [wag] right to find that the moneys
borrowed by the gppellant from its shareholders or their associates were not
borrowed for the purpose of producing profits.”

“Working capitd” isaterm used to describe the capita employed in abusinessin order to produce
the profits of the business. Working capita was used by Zetato purchase and then to develop its
properties. Once the acquisition and development of the properties had been completed, the
“working capita” expended by Zetato arrive at that profit-earning stage did not disappear. The
developed properties represented the “ working capita”. And subsequent expenditure by Zetain
order toretain, and maintain, the properties as profit-earning assets would be expenditure “for the
purpose of producing such profits’ (sees.16(1)(a)). TheBoard appears, inparas 17 and 18 of the
case dated, to have concentrated on the question whether “ fresh working capital was needed ...”
(emphasisadded). Thiswasthewrong question. Whether fresh working capital was needed, and
whether or not adividend should be declared out of accumulated net profits, were questionsfor the
commerciad judgment of thedirectors. They were no possible concern of the Commissioner, or the
Board of Review, or the courts. The question rdevant to Zetal stax liability and to the deductibility
of the interest paid on the borrowings to raise the fresh working capitd is why the capitd was
rased. If thefresh capitd wasraised by Zetain order to retain, or maintain, itsprofit-earning assets
the interest on the borrowings would, in my opinion, in principle be deductible under s16(1)(a)
whether or not the Commissioner or the Board, or anyone else, gpproves of the commercia

judgment of the directors in deciding to raise the fresh working capitd.

16. Section 16(1)(a) refers to “... the purpose of producing ... profits’ (emphasis
added). However, the word “ producing” should not, in my opinion, be given a restricted literd

meaning. If the purpose of the borrowing is to maintain an existing profit producing capecity, the
requirement of the statutory provisonwould, in my opinion, be satisfied. Take, for example, acase
where acompany with considerable assets but little liquidity incursatrading ligbility and, in order to
avoid Hling of someof its profit-earning assetsin order to fund the payment of the debt, persuades
thetrade creditor to leave the debt outstanding on termsthat monthly interest at agenerous rate will

be pad until payment of the debt. Would the Commissioner chalenge the deductibility of the
interest under s.16(1)(8)? 1t might be argued that what would be, in effect, aborrowing on interest
terms of the amount of the debt was not a borrowing to produce profits. It plainly would be,

however, aborrowing to maintain profits, to prevent the reduction of profitsin consequence of a
forced sdeof profit-earning assets. At the opening of thisgpped | put thisexample, with others, to
counsdl and asked whether theinterest would be deductible. Mr Ambrose Ho SC, counsd for the
Revenue, did not, in his submissons to the Court, indicate what the Revenue' s answer would be.
Another example would be the case of a company, smilarly asst rich but illiquid, which hed

incurred aliability to one of its employees who had been injured a work. Suppose the employee
were to recover a damages award subgtantialy in excess of the company’ s insurance cover and
that the company werefaced with thedternaive dther of sdling sufficient of itsprofit-earning assets
to meet the debt or borrowing the requisite sum on interest terms from its shareholders. The
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company choosesto borrow fromitsshareholders. Would theinterest payable to the shareholders
be deductible under s.16(1)(a)? The borrowing would have been made for the purpose of paying
the damages but, dso, in order to avoid having to sel profit-earning assets. In my opinion, unless
thereferenceto“ borrowed ... for the purpose ...” in s.16(1)(a) must be construed as “ borrowed
wholly and exclusively for the purpose ...” —apossible congtruction that | must consider later —
the statutory requirement that the borrowing be“ for the purpose of producing ... profits’ would be
satisfied. A third exampleisthat of acompany that takes out loansto repay existing borrowings. It
is accepted that interest paid on borrowings made for the purpose of producing profits are
deductible under s.16(1)(a). Supposethat borrowingsfrom abank are made in order to assist the
company to establish itself as a profit-earning enterprise. And suppose after the company has
established itsdf and the bank is pressing for repayment, the company agrees with its shareholders
that they will make loans to enable the company to repay the bank. How could it be sensbly
contended that interest on these shareholders  |oans would nat, in principle, be deductible under
s.16(1)(a)? Thiswas another example | put to counsel, but here, too, Mr Ho did not indicate what
the Revenu€e' s response would be.

17. These examples indicate, in my opinion, that if it is goparent that the purpose of the
borrowing in question is to maintain the profit-earning capacity of the company by avoiding the
need to sdl profit-earning assets, or, as the case might be, to preserve in some other way the
profit-earning capacity of the assets, the borrowing should be regarded — subject to the point of
congruction | have dready mentioned— as satisfying the s.16(1)(a) requirement that the borrowing
be for the purpose of producing profits, and the interest on the borrowing should be deductible
accordingly.

18. TheBoard' sfactua conclusion in para.17 that the declaration of the dividend and the
loans congtituted asingle transaction the purpose of which was not to produce profits but to reduce
them was based, in my opinion, on amisconcelved andysis of the primary facts. It was reasonable
for the Board to regard the dividend declaration and the loans as a single transaction in the sense
that but for the dividend declaration the loans would not have been needed. And, of course, Zetal s
witnesses, Mr Chan and Mr Fung, accepted in their evidence that that was so. But it was not
permissble, in my opinion, for the Board to try to attribute a Sngle purpose to that composite
transaction. The purpose of the declaration of dividendswasto return some of Zetal saccumulated
net profit to the shareholders. That that was the purpose istoo obviousto require to be supported
by evidence. The purpose of the loans was to fund the payment of the dividends. Thét, too, was
too obvious to require to be established by evidence. But the Board' s conclusonin para.17 that
the purpose of the composite transaction was not to produce profits but to reduce them is
unacceptable. 1t would have been fair, and obvious, to say that the effect of the composite
transaction wasto reduce profits, but that was because the effect of the dividend declaration wasto
impose a ligbility on Zeta, a debt enforcesble againgt Zeta by the shareholders, that had to be
funded in one way or ancther. The liability arose out of a norma and permissible exercise by the
directors of their powers of management of Zeta. | have dready said, and repest, that the
directors decison to declare the dividend was a decision the propriety of which is not open to
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chdlenge by the Revenue.

19. The effect of the directors decison to declare the dividend was, given the illiquid
dtate of Zeta, to produce a need for the payment of the dividend to be funded. Zeta had only two
ways of doing 0. Either Zetawould have to sdll sufficient of its profit-earning assets to pay the
dividends, i.e. to reduce part of its working capitd into liquid form and use that part to pay the
dividends, or Zeta would have to borrow a sufficient sum to pay the dividends, i.e. to rase
additional working capital for that purpose. That these were Zetal s only options is gpparent from
its 1998/1999 accounts. It chose the borrowing option, i.e. it chose to fund the payment of the
dividend by raisng fresh working capitd rather than by sdling profit-earning assets, using the
proceeds of sale and thereby reducing itsworking capitd. The Board' s conclusion in para. 18 that
“there was no evidentid basis to support the argument that fresh working capital was needed ...”
must ether have been based on a fairly fundamenta misunderdanding of Zetal s 1998/1999
accounts or on the misconceived notion that if the dividends could not be paid without ether salling
assats or borrowing the dividends ought not to have been declared.

20. In my opinion, the Board' s para.18 conclusion that there was no evidentia basis that
Zeta needed fresh working capital was a conclusion to which no tribuna properly directing itself
could have come.

21. There remains theimportant question of law to which | have dreedy referred, namdly,
in order for interest on borrowing to be deductible under s.16(1)(a), is it necessary for the
borrowing to have been raisedwholly and exclusively for the purpose of producing profits? The
view of the Board seemsto have been that this* wholly and exclusively” requirement should beread
into s.16(1)(a). | so assume from para.19 of the case stated where the Board say that because the
new shareholders  |oans had been obtained for the purpose of paying the dividends, they therefore
“could not be said to have been incurred in the production of profits’.

22. A particular transaction may have different purposesat different levels. A parent pays
school feesto hisor her child’ sschool for the purpose of discharging a debt incurred to the schooal,
but aso for the purpose of having the child educated and, sometimes, for the purpose of obeying a
court order to pay the fees. In the example of the loan incurred to pay atrade debt (see para.16
above), the immediate purpose of taking out the loan would be to pay the debt but an underlying
purpose would be to avoid having to sdl profit-earning assets, or, it may be, to avoid legd
proceedings being taken for recovery of the debt or the assets being taken in execution of a
judgment for payment of thedebt. If aborrowing taken out to acquire profit-earning assetsiscaled
in, anew borrowing taken out to discharge the previous borrowing may a so be said to be taken out
for the purpose of avoiding asde of the profit-earning assets. Any number of smilar examples can
be congtructed. It isatogether too smplistic to say that because aloan istaken out for one purpose
it cannot be regarded astaken out for some other underlying purpose or purposes. It must be kept
in mind, however, tha the question whether the Board' s approach in para.18 was right depends
upon the congtruction of s.16(1)(a).
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23. In summary, therefore, the concluson, based on the contents of the 1998/1999
accounts, that the $400 million odd raised by the new shareholders loans represented capita
borrowed for the purpose of meeting Zeta s liability to pay the declared dividends and in order to
avoid raigng that sum by a sde of some of Zeta s profit-earning assets, is, in my opinion,
inescgpable. The borrowing was incurred in order to enable Zetato retain its profit-earning assets
and accordingly to maintainitsprofits. | regard thefactua conclusonsreached by the Board, to the
extent that they are incongstent with the conclusions above- stated, as being conclusions not open
to be reached on the evidence before the Board. | turn now to the issue of construction.

24, Before the Board, before Deputy Judge Muittrie and before the Court of Appedl
South African and Audtralian case law was relied on, the South African case law by the Revenue,
the Audrdian case law by Zeta. The leading South African case was Ticktin Timbers CC v.
Commissioner for Inland Revenue [1999] (4) SA 939, a case in the South African Supreme
Court of Apped. Theissue, likethat in the present case, waswhether interest, paid by the taxpayer
company on adividend that had been declared but retained in the taxpayer’ sbusinessasan interest
bearing loan in order to finance the taxpayer’ s business operations, could be deducted from its
assessableincomefor tax purposes. Hefer JA, with whose judgment the other four members of the
court agreed, held it could not. In paras 7 and 8 of hisjudgment Hefer JA explained why :

“7. ... The liadility for the interest was ... not incurred in the production of the
[taxpayer company’ 5] income. But, evenif it was, theloan plainly served adud
purpose, one of which had no bearing on [the company’ 9 trade. Thededuction
of the interest was thus prohibited by s.23(g) ...

8. ... Itistrite that interest paid on aloan which was raised in order to endble a
dividend to be paid is not expenditure incurred in the production of income and
istherefore not deductible ...”

Section 23(g) of South Africa s Income Tax Act 58 of 1962, to which Hefer JA had referred,
prohibits the deduction of expenditure “not wholly or exclusvely lad out or expended for the
purposes of trade’ (see para.2(a) of Hefer JA’ sjudgment). Section 16 of the Hong Kong statute
has no corresponding prohibition. So afinding that the purpose of the loan was to enable declared
dividends to be paid would not necessarily be fatal in Hong Kong.

25. The Audrdian saute, like Hong Kong' ss.16, has no “whally or exclusvely ... for
the purposesof trade...” requirement. Under s51(1) of Audrdia sIncome Tax Assessment Act
1936 outgoings are deductible —

“... to the extent to which they are incurred in gaining or producing the assessable
Income, or are necessaxily incurred in carrying on abusinessfor the purpose of gaining
or producing such income....”
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Federal Commissioner of Taxation v. Roberts and Federal Commissioner of Taxation v.
Smith (1992) 23 ATR 494 were conjoined appealsraisng the sameissue. Thetaxpayers, Roberts
and Smith, had been partnersin afive-partner firm of solicitors that had borrowed $125,000 from
a bank and used the money to return $25,000 to each partner so as to reduce the capita
contribution required from prospective incoming partners. The issue was whether the interest on
theloan was deductible under s.51(1). Taxpayer Smith had been apartner when the loan had been
taken out. Taxpayer Roberts was an incoming partner who had joined the firm after the loan had
been taken out. The Federd Court underlined theimportance of identifying “ the essential character
of the expenditure’ in order to determine “whether it isin truth an outgoing incurred in gaining or
producing the assessable income or necessarily incurred in carrying on a business having the
purpose of gaining or producing assessable income” (per Hill J a 501). And at 504 Hill J
described the issue as being “ whether the interest outgoing was incurred in the income producing
activity or ... in the busness activity which is directed towards the gaining or producing of
assessable income”  He sad that “the characterisation of interest borrowed will generdly be
ascertained by reference to the objective circumstances of the use to which the borrowed funds
wereput” and then gave an example of what he had in mind, an example particularly pertinert to the
issuein the present case:

“For example, let it be assumed that there are undrawn partnership distributions
avallable at any timeto be called upon by the partners. The partnership borrowsfrom
abank at interest to fund the repayment to one of the partners who has caled up the
amount owing to him. That partner uses the moneys so recelved to purchase ahouse.
A tracing approach, if carried beyond the payment to the partner, encourages the
argument raised by the Commissoner in the present casethat the funds were used for
the private purpose of the partner who received them. But that fact will not preclude
the deductibility of the outgoing. The funds to be withdrawn in such a case were
employed in the partnership business; the borrowing replaces those funds and the
interest incurred on the borrowing will meet the statutory description of interest

incurred in the gaining or production by the partnership of assessable income.

In principle, such acase is no different from the borrowing from one bark to repay
working capita origindly borrowed from ancther; the character of the refinancing
takes on the same character as the origina borrowing and gives to the interest
incurred the character of aworking expense ...”

The above cited passage was cited by Deputy Judge Muittrie but distinguished on the ground that
Hong Kong' s s.16(1)(a), unlike the Audraian s51(1), did not have two limbs and was “only
concerned that the funds be borrowed for the purpose of producing profitsrather than for useinthe
business generdly” (para47 of the judge sjudgment). The judge expressed a preference for the
South African gpproach rather than the Austrdian. The gpproach of the former, he sad, “while
based on arguably more redrictive legidation is more suited to the wording of the Hong Kong
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provison”. My own preference would be the reverse. The South African tatutory requirement
that the borrowing be “wholly and exclusvely” for the purpose of producing profits was
fundamentd to Hefer JA’ s conclusion but is a requirement absent from the corresponding Hong
Kong and Australian statutory provisions.

26. In the Court of Apped, Tang JA disagreed with the basis on which Deputy Judge
Muittrie had distinguished the Roberts and Smith case. He (Tang JA) said that in his opinion the
s.16(1) words * incurred in the production of profits’ covered both limbs of the Austrdian s.51(1)
(seeparad?2 of Tang JA’ sjudgment). He sad that, on the hypothetical assumption

“... that the capitd requirement of the gppellant was funded prior to the declaration of
dividends by theretained profits of $407 million aswell asthe old shareholders  loans
of approximately $400 million, and [thet] they were used and required for the
profit-making activity of the appdlant ...” (para39 of his judgment),

he would be of the opinion that the interest paid on the new shareholders loans would be
deductible under s.16(1)(a) (see his para46). Tang JA had dready come to a conclusion on the
factsthat wasincong stent with the hypothetica assumptionexpressed in hispara.39. However, for
the reasons | have dready expressed, | think his conclusion on the facts to have been wrong and,
consequently, that his para.39 assumption was correct and well-founded.

27. In para54 Tang JA went on to expand and explain his para46 concluson in terms
with which | am in respectful agreement. Hesad this:

“So the quedtion ... is under what circumstances would the deduction of interest
[payable on aloan taken out in order to pay a dividend] be permitted. | am of the
view that under section 16(1)(a), the answer depended on whether the borrowing
was necessary for the [purposes of the] business of the taxpayer. In other words, if
the retained earningsin respect of which the dividend was declared was surplusto the
business requirement of the company and the subsequent borrowing was smilarly
aurplusto the requirement of the company, the interests paid on the borrowing would
not be deductible. But if the retained profits were required by the business of the
company (that however would not prevent the declaration and payment of dividend,
if the company remained in a sound financid footing afterwards), interest on
shareholders  loans made to replace the retained profits would be deductible.”

Inthe case, aspostulated by the learned Justice of Apped, where the interest would be deductible,
the new shareholders |oans would represent additiona working capita for the company, needed
to replace the working capital by means of which the dividends had been paid.

28. Tang JA’ s para39 assumption, on the basis of which he had postulated the case in
which theinterest paymentswould be deductible, is made good, in my opinion, by the primary facts
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of this case and, in particular, by Zetal s 1998/1999 accounts. The accounts sow that Zeta s
retained earnings in respect of which the dividends were declared were not surplus to Zetd s
requirements but weretied up in Zetd s profit-earning assets. The accounts show that new |oans
werethe only means by which the dividends could be paid without selling some of the profit-earning
assts. All the conditions for deductibility of theinterest on the new loans, as set by Tang JA in his
para.54, seem to me to be shown by the accounts to have been met. So | am left in some
puzzlement why it wasthat the learned Justice of Appedl felt constrained to accept that Zetahad not
produced evidence to show that the new shareholders loans were indeed required as additiona

working capitd for its business (see his para.33).

29. Itisinteresting to notice that VVolume 2 of Rulings and Guiddines, promulgated by the
Audrdian Federd tax authorities, contains a ruling and guidance particularly directed to the
deductions permitted under s.51(1) of the Income Tax Assessment Act 1936 following upon the
decison intheRoberts and Smith case. Under the sub-heading “ Companies’, paras 12, 13 and,
particularly, 15 are, for present purposes, pertinent. They contain the following passages :

“12. In determining whether interest is deductible, regard must be given to the
commercid context in which the company borrowed the rlevant funds ...

13. ... interest on a borrowing by a company may be deductible where the
borrowing is used to fund a repayment of share capitd to the shareholdersin
circumstances where the repaid capitd was employed as capita or working
capitd in the business carried on by the company for the purpose of deriving
assessable income. ..

15. Smilaly, interest on a borrowing by a company is likely to be deductible
wherethe borrowing isused to fund the payment of a declared dividend to the
shareholders in circumstances where the funds representing the declared
dividend are employed as capitd or working capitd in the business carried on
by the company for the purpose of deriving assessable income. In
circumstances where the ligbility to pay the dividend reduces the amount to the
credit of the unappropriated profits account and the reduction isreplaced in the
company’ s accounts by the loan, there will usudly be a nexus between the
interest expense and the carrying on of a business for the purpose of deriving
asessableincome.”

30. Paragraph 15 of the ruling expresses much the same idea as para54 of Tang JA’ s
judgment with which | have dready expressed my agreement. Paragraph 151is, of course, directed
to asssting in the gpplication of s.51(1) of the Austrdian statute but, in my opinion, could servedso
as a useful guide to the application of Hong Kong' s s.16 to a case, like the present, where an
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interest- bearing loan has been taken out for the purpose of paying adeclared dividend.

3L For the reasons | have given this gpped should, in my opinion, be dlowed. To the
origina question asked in the case stated | would answer “No”. Asto the further questions added
by Deputy Judge Muittrie, | agree with Tang JA that the question relating to paral7 of the case
stated does not need to be answered. Asto the Board' s conclusion that there was no evidentia
bass to support the assertion on behaf of Zeta that the new shareholders loans were to provide
Zeta with the additiona working capita needed to pay the dividends that had been declared, |
would hold that, on the evidence before the Board, and, in particular, the 1998/1999 accounts, the
conclusion was onethat no tribunal properly directing itsalf could have reached. | would order the
respondent to pay Zeta' s costs here and below.

Mr Justice Bokhary PJ :

32. The Court unanimoudy alows the gpped with costs here and below.
(Kema Bokhary) (Patrick Chan) (RA.V. Ribeiro)
Permanent Judge Permanent Judge Permanent Judge
(Barry Mortimer) (Lord Scott of Foscote)
Nor+Permanent Judge Non-Permanent Judge

Mr Denis Chang SC, Mr Ramesh Sujanani and Mr Newman Lam (instructed by Messrs Ford,
Kwan & Co.) for the gppellant
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Mr Ambrose Ho SC and Mr Stewart KM Wong (instructed by the Department of Justice) for the
respondent



