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

FACV No. 11 of 2006
IN THE COURT OF FINAL APPEAL OF THE
HONG KONG SPECIAL ADMINISTRATIVE REGION

FINAL APPEAL NO. 11 OF 2006 (CIVIL)
(ON APPEAL FROM HCIA NO. 7 OF 2004)

BETWEEN
KIM ENG SECURITIES (HONG KONG) LIMITED Appdlant
and
COMMISSIONER OF INLAND REVENUE Respondent

Court : Mr Justice Bokhary PJ, Mr Justice Chan PJ,

Mr Justice Ribeiro PJ, Mr Justice Mortimer NPJ and Lord Scott of Foscote

NPJ
Date of Hearing : 12 March 2007
Daeof Judgment: 29 March 2007

JUDGMENT

Mr Justice Bokhary PJ:



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

1 Two aspects of revenue law are before the Court. Thefirst isthe oft-litigated one of
whether profits are of Hong Kong source so asto be taxable here or of foreign source so as not to
betaxable here. All the profits concerned are those of aHong Kong stockbroker (“ the Taxpayer”)
from four types of income earned on its customers  dedlings on foreign stock exchanges. Thefirgt
typeis net commission or brokerage on those dedlings. Each of the other three types flow from
margin facilities granted by the Taxpayer to its customersfor those dedlings. More particularly, the
second typeis contango commission; the third typeis sub-underwriting commisson or commitment
fee; and the fourth type isinterest income.

2. Of those four types of income, the only one which cdls for explanation a once is
contango commission. Contango is, | think, generally understood as a percentage paid by a buyer
of shares for being allowed to postpone taking ddivery. But the word is dso used to mean the
premium payable under a continuation arrangement whereby a seller of shares agreesto re-buy a
smilar number of such shares a a future date at the same price plus apremium. And there are, |
believe, other meanings or shades of meaning of the word. In its printed case the Taxpayer says
that the contango commisson herein question is* commisson charged for margin accounts which
had been inactive for 90 days based on the notiond, not actua, trading of shares subject to that
account”. Thebest thing to doiis, | think, to set out at once the contractua provison under which
the Taxpayer’ s customers were charged contango commission. It is clause 9 of the margin

agreements which reads :

“If no demand for payment is received by [the customer] ..., [the customer] shall

within ninety (90) days of the purchase of the shares pay to [the Taxpayer] dl

outstanding credit facilities. However, if [the customer failg] to do, [the Taxpayer]
shdl without noticeto [the customer] and in addition and not in derogetion of the other
conditions herein, be entitled at [the Taxpayer's] sole discretion to sdl a [the
Taxpayer’ 5| own judgement asto timing the shares through the Stock Exchange and
immediately thereafter purchasethe sharesagainin likewise manner (this process shdl
hereinafter be referred to as “ contango”) and thereupon, [the customer] shal have,
subject to condition 1 hereof, a further ninety (90) days to stle al the new
outstanding credit facilities. [The customer] further [agrees] thet -

(c) [the Taxpayer] at [its] sole discretion further contango the shares held by [the
Taxpayer] after each period of ninety (90) days for any multiple of times until
[the Taxpayer] hear from [the customer] to the contrary;

(b) acommission of one per cent (1%) of the vaue of the shares at the date of the
contango shal be paid by [the customer] to [the Taxpayer] in respect to each
contango transaction.”
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3. As for the second aspect of revenue law before the Court, it is generated by an
argument which the Taxpayer runsin the dterndive to its primary argument that dl of the income
concerned is of foreign source and therefore not taxable in Hong Kong. Shortly dated, this
dternative argument of the Taxpayers is that there should be an gpportionment if the income
concerned or any of it isto be seen as of amixed source, meaning a source which is partly Hong
Kong and partly foreign.

4. Thisisthefirst caseinwhich the subject of gpportionment hasreached this Court. But
there is thiswdl-known dictum in the CIR v. Hang Seng Bank Ltd [1991] 1 AC 306 at p.323
B-C:

“There may, of course, be cases where the gross profits deriving from an individud

transaction will have arisen in or derived from different places. Thus, for example,
goods sold outsde Hong Kong may have been subject to manufacturing and finishing
processes which took place partly in Hong Kong and partly oversess. Insuch acase
the absence of a specific provison for gpportionment n the Ordinance would not

obviate the necessity to gpportion the gross profit on sale as having arisen partly in

Hong Kong and partly outside Hong Kong.”

Apportionment is dedlt with in Jefferson VanderWolk : The Source of Income : Tax Law and
Practice in Hong Kong (2002). In addition to the Hang Seng Bank case, the author cites the
cases of Commissioner of Taxation v. Kirk [1900] AC 588, Commissioner of Taxation v.
Hillsdon Watts Ltd (1937) 57 CLR 36, CIR v. Hong Kong & Whampoa Dock Co. Ltd (No.2)
[1960] HKLR 166 and CIR V. IndosuezW Carr SecuritiesLtd[2002] 1 HKLRD 308. Having
done 50, he offers (at p.122) this neat statement of the net effect of the Whampoa Dock case and
the Hang Seng Bank case :

“... if it is determined that a given profit arose partly in Hong Kong and partly
e sawhere, a determination of how much of the profit arose in Hong Kong must be
mede if it is possble to do 0 on a rationd bads in light of dl of the facts and
circumstancesof thecase. If itisnot possibleto do so, then the profit must be viewed
asarising either whally in or wholly outside Hong K ong, depending on where the most
important eements of the source of the profit were located.”

5. Section 68(4) of the Inland Revenue Ordinance, Cap. 112, provides that “[t]he onus
of proving that the assessment gppedled againgt is excessve or incorrect shal be on the gppellant” .

Asto that, the Taxpayer points to the Court of Apped’ sdecisonin Wing Tai Development Co.
Ltdv. CIR[1979] HKLR 642. Asone sees at p.646, the Crown argued that a taxpayer did not
discharge its onus under s.68(4) merely by proving that an assessment was excessive, but had to
provethe extent to which it was excessve. The assessment in that case proceeded on the basisthat
certain shares which the taxpayer had sold on 4 or 6 April 1973 a an average price of $3.84 per
share were worth $1.00 per share on 23 February 1973 which was the date of the agreement
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pursuant to which the shareswere dlotted to the taxpayer. If they wereworth morethan $1.00 per
share on 23 February 1973, then the assessment would be excessive.

6. The Board of Review found that those shares were worth more than $1.00 per share
on 23 February 1973, but neverthel ess affirmed the assessment. Remitting the caseto the Board of
Review, the Court of Appeal held (at p.648) that the Board of Review were duty-bound to reach
afinding asto the true vadue of the shares on 23 February 1973 * however difficult it might beto do
30 and however much it would be a matter of guesswork”. In 0 holding, the Court of Apped
relied on what DanckwertsJdidin ReHolt, dec’ d, Holt v. IRC [1953] 1 WLR 1488, namdly find
the value of shares by (ashe sad a p.1502) making “the most intelligent guess’ that he could.

7. Inthe present appedl, the Taxpayer submitsthat if an gpportionment iscaled for, then
we should make a rough and ready apportionment of say 50:50 or remit the case to the Board of
Review for it to make an gpportionment however difficult it might be to do so and however much it
would be a matter of guesswork.

Proceedings below

8. The assessmentsin question are assessments of the Taxpayer to additiond profitstax
for the years of assessment 1995/96 and 1996/97. Those assessments were made and confirmed
on the view taken by the Revenuethat dl of the income concerned is of Hong Kong source rather
than of foreign source asthe Taxpayer contended. The Taxpayer launched an appedl to the Board
of Review againg those assessments on the ground that dl of the income concerned is of foreign
source. At the hearing before the Board of Review, counsel for the Taxpayer applied for leaveto
add an dternative ground to the effect that dl of the income concerned is of mixed source and that
there should be an gpportionment. The gpplication was opposed by counsd for the Revenue. In
the case which it stated, the Board of Review said this: “ Both counsdl were content that the Board
deferred the decision on the gpplication until our * main’ decison on the gpped”. When it cameto
giveitsdecisonon the apped, the Board of Review refused the Taxpayer leave to add the “ mixed
source’ dternative ground.

9. So the Board of Review did not entertain the apportionment question on the merits.
Asfor the source question, the Board of Review decided it in favour of the Revenue and againgt the
Taxpayer, holding that dl of the income concerned is of Hong Kong source. Accordingly, the
Board of Review dismissed the Taxpayer’ s gpped.

10. The Taxpayer’ s gpped from the Board of Review proceeded, by way of a
“legp-frog” order made by Cheung JA, directly to the Court of Apped. Initidly the case which the
Board of Review stated for the opinion of the Court of Appeal posed only one question. It wasthe
source question, which isformulated thus in the Case Stated :
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“Whether, having regard to dl the facts asfound by the Board of Review, and on the
true condiruction of section 14 of the Inland Revenue Ordinance (Cap.112), the
Board of Review was correct in holding that the relevant profits of [the Taxpayer] for
the years of assessment 1995/96 and 1996/97 arose in or were derived from Hong
Kong.”

Thewords* arosein or were derived from Hong Kong” come of course from the generd charging
provision for profits tax, namely s.14 of the Inland Revenue Ordinance, Cap.112. Like the Hang
Seng Bank case and Kwong Mile ServicesLtd v. CIR (2004) 7 HKCFAR 275, the present case
does not cdl for adecison onwhat (if any) difference thereis between the phrases“ arigng in” and
“derived from” asusadins.14. IntheHang Seng Bank case the Privy Council did not accept that
any such difference could possbly provide a bass for diginguishing Commissioner of
Income-Tax, Bombay Presidency and Aden v. Chunilal B Mehta of Bombay (1938) LR 65 Ind
App 332. And just as there had been no suggestion in the Kwong Mile case that the result could
turn on any such difference, so is there no such suggestion in the present case.

11. Pursuant to another order made by Cheung JA, the Case Stated was amended to
date the Board of Review’ sfindings of fact more fully and to include the apportionment question,
which question is formulated thus in the Amended Case Stated :

“Whether, having regard to dl the facts asfound by the Board of Review, and on the
true congtruction of section 14 of the Inland Revenue Ordinance, if, which is not
accepted [by the Taxpayer], any activitiesin Hong Kong were to be consdered asa
source of the profits in question in this case, the Board of Review erred in law in
refusing to consder the question of gpportionment.”

12. The Court of Apped (Rogers VP and Le Pichon and Cheung JJA) dismissed the
Taxpayer’ s gpped from the Board of Review. On the source question, the Court of Apped

appear to share the Board of Review’ s thinking or at least accept it as reasonable. And on the
gpportionment question, the Court of Apped took the view that the Board of Review was correct
not to entertain the gpportionment question on the merits. Thiswas because, the Court of Apped
said, the apportionment question was raised “ very late during the hearing” before the Board of

Review and, moreover, the Board of Review had “little or no materiad on which to assess the
meatter”. The Court of Apped added that “it would gppear that the overseas dements in the
transactions had aready been catered for by reason of the commission that would be received by
KES and the other brokers engaged by [the Taxpayer] to perform the various trades on the stock
exchanges in Singapore and elsawhere and by the share of commission that any source brokers
would be entitled to”. What that refersto will become clearer in due course.

Outline of rival contentions before us
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13. Appeding to us from the Court of Apped, the Taxpayer does so primarily on the
source question and, aternatively, on the apportionment question.  In respect of each of the four
types of income concerned, the Taxpayer contends that, contrary to the view taking by the Board
of Review and the Court of Apped, the sourceisforeign or, ternatively, mixed so asto call for an
gpportionment.

14. The Revenue contendsthat, asthe Board of Review and Court of Appeal thought, the
source of each of those four types of income is Hong Kong. As to apportionment, the Revenue
contends that the Taxpayer offered no rationd bass as to how such an exercise should be
performed, thus leaving the Board of Review with no opportunity to investigate whether, and if so
how, any gpportionment ought to be made in the present case.

Kim Eng group : stock exchanges here and abroad

15. | turn now to the sdient facts a dl materid times. The Taxpayer was a company
incorporated under the laws of Hong Kong; was a member of the Hong Kong Stock Exchange;
carried on the business of a stockbroker here; and was not a member of any foreign stock
exchange. It was, however, amember of an internationa group of companies known as the Kim
Eng group. At onetimethe Taxpayer had been awholly-owned subsdiary of Kim Eng Securities
(Private) Ltd (* KES’), acompany incorporated under the laws of Singapore and a member of the
Singapore Stock Exchange. By 31 March 1995, however, both the Taxpayer and KES had
becomewholly-owned subsdiaries of the holding company of the Kim Eng group, namdy Kim Eng
Holdings Ltd (* KEHL"), a company listed on the Singagpore Stock Exchange.

16. And by that date KEHL aso had : a 30% holding in a company of which KE-ZAN
Securities Sdn Bhd (“ KE-ZAN") wasawholly-owned subsidiary; a40% holding in PT KES Sinar
Mas Securities (“ PT KES’); and a52% holding in Kim Eng Securities (Philippines) Inc. (“KEP’).

17. As| have dready mentioned, KES was amember of the Singagpore Stock Exchange.
Asfor KE-ZAN, PT KES and KEP, they were members of the stock exchanges in Maaysia,
Indonesia and the Philippines respectively. So the Taxpayer was a member of the stock exchange
here and, as a company in the Kim Eng group, was associated with members of the stock
exchanges in Singapore, Madaysa, Indonesiaand the Philippines.

Factsfound by the Board of Review

18. After dedling with the facts which | have summarised so far, the Board of Review
identified certain Kim Eng group companies and personnel. The Board of Review then found facts
which, however tediousthat may be, | cannot avoid setting out dmost infull. Insodoing, | will refer
to the Taxpayer and to KEP wherever the Board of Review referred to the gppellant and to Kim
Eng Securities (Philippines) Inc. | will use square brackets to indicate the other dterationswhich |
have made to the wording employed by the Board of Review. And | will indicate deletions by way
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of dlipsis. Such dterations and deletions do not affect the substance of what the Board of Review
sad. Onthe bass of what | have just indicated, | set out the following findings of fact from the
Amended Case Stated (using little Roman numerds rather than the origind numbering) -

“0)

(i)

(il

)

v)

The Taxpayer did not dispute that net commission and brokerage earned by
the Taxpayer for dealings on the Hong Kong Stock Exchange, irrespective
of whether the orders came from account executives employed by the
Taxpayer or by an overseas company, was taxable. It contended that net
commission and brokerage from dedlings in respect of stocks traded on
stock exchanges in Singapore, Maaysa, the Philippines, Shanghai and
Indonesia... was not taxable, irrespective of where the orders came from,
including orders from the Taxpayer’ s account executives.

There was no dlegation that the Kim Eng group had any interests in the
employer company or companies of the Jgpanese account executives.

There was no evidence about the orders sourced by Japanese account
executives.

Excluding the customer, the number of partiesinvolved in atrade on astock
exchange ranged from one, i.e. the Taxpayer (in cases of orders sourced by
the Taxpayer’ s account executives to trade on the Hong Kong Stock
Exchange), to three, i.e. the Taxpayer, the overseas source company and
the overseas stock exchange member company (in cases of orders sourced
by account executives of an overseas company to trade on another
overseas stock exchange, e.g. aNew Y ork order to trade on the Singapore
Stock Exchange). In a one-company scenario, the Taxpayer did not
dispute that net commission and brokerage wastaxable. In atwo-company
scenario, the Taxpayer took part in two transactions, one with the customer
and the other with the overseas broker. In athree-company scenario, the
Taxpayer took part in three transactions, one with the customer, one with
the executing broker and one with the overseas source company.

Therewas no dlegation and no evidence that any of the companiesinvolved
in atrade on an overseas stock exchange did not earn any income.

The Kim Eng group provided brokerage services to its customers for
trading in shares on locd and overseas stock exchanges through fellow
membersin the group and through independent brokers. Where acustomer
was sourced by an account executive employed by, say, KES, that
customer would, in the albsence of any reason for taking a different course,
open an account with KES and trade through his account with KES,
whether on the Singapore Stock Exchange or on stock exchanges outside
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()

(vii)

(viii)

Singgpore. Where a customer wished to trade in, say, the Philippines, he
would, in the absence of any reason for taking a different course, open an
account with KEP. The Taxpayer’ s casewas that apart from the following
3 reasons, there was no other reason why accounts were opened with the
Taxpayer, instead of thelocd broker or the source company, for customers
to trade on stock exchanges outside Hong Kong -

(8 to drcumvent the minimum commisson rates prescribed by the
Singapore Stock Exchange, so asto dlow alower commission rateto
be charged to the customer and increase the competitiveness of the

group;

(b) to dlow the provison of margin fadlities to cugtomers for
‘ non-marginable’ securities, and

(c) toadlow for aggregation of orders of acustomer dedling for a number
of sub-accounts.

Inthe stock exchangesin Singgpore, Mdaysaand the Philippines, minimum
commission ratesfor individua cusomersweretheninforce. In Singapore,
stock brokers were dlowed to give rebates to foreign stock brokers, but
not individua cusomers. ...

Thus, where a customer sourced by KES traded on the Singapore Stock
Exchange through KES, the cusomer must pay the minimum commission
and no rebate was dlowed. However, where a foreign (in rdation to
Singapore) broker (e.g. the Taxpayer) came into the picture, KES was
alowed to grant the foreign broker (eg. the Taxpayer) arebate. In this
scenario, the foreign broker (e.g. the Taxpayer) took part in two (or more)
transactions, a transaction with the customer and a transaction with KES
[and atransaction with the source company where the trade was sourced by
an account executive of acompany other than KES and the foreign broker
(e.g. the Taxpayer)].

In about 1990, the Kim Eng group began a system to circumvent the
minimum commission rates prescribed by the Singapore Stock Exchange.
To participatein this circumvention scheme, acustomer who did not have an
account with the Taxpayer must open an account with the Taxpayer, evenin
cases where he had dready had one or more account or accounts with any
other group company. It was crucid that the account through which the
customer traded was with the Taxpayer.
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(ix)

)

(x1)

(i)

(xiii)

Sharing or rebate of commission was permitted ... in relaion to transactions
with foreign brokers in respect of stocks quoted on the Singapore Stock
Exchange. The relevant transactions were transactions between KES and
the Taxpayer. In atransaction between KES and the Taxpayer, both KES
and the Taxpayer contracted with each other as principa. KES had to
perform its Sde of the bargan to earn its commisson (the minimum
commission less up to the maximum permissible rebate to foreign brokers).
If KES did not perform its Sde of the bargain in its transaction with the
Taxpayer, the Taxpayer would not have earned its net commisson and
brokerage in the Taxpayer’ stransaction with the customer. Likewisg, if the
Taxpayer did not contract with KES as foreign (in rdation to Singapore)
broker and if the Taxpayer did not perform its Sde of the bargain, KES
would not have been competitive and would not have earned KES

commisson.

As the permitted rebate under the relevant Singapore Stock Exchange
bye-law was one-hdf of the (minimum) commission, KESwould get thelion
share (i.e. one-hdf) of the (minimum) commisson, leaving the rebate of
one-hdf of the (minimum) commission to be shared between the Taxpayer
and the customer (and an overseas source company in a three-company
scenario).

The drcumvention of the minimum commission reason could only explain
trades on the Singapore Stock Exchange sourced by account executives of
KES, i.e. around 20% of the net commisson and brokerage in issue
[$6,492,447 out of $36,680,198 (i.e. $9,271,005 + $27,409,193) ... for
the year of assessment 1995/96 and $7,144,451 out of $34,141,903 (i.e.
$3,694,291 + $30,447,612) for the year of assessment 1996/97].

The arcumvention of the minimum commission reason did not explain the
Taxpayer’ sinvolvement in trades on the Singapore Stock Exchange where
orders were sourced by account executives outside Singapore (e.g. New

York). Therewas no allegation and no evidence that any of the companies
involved in a three-company scenario (i.e. an overseas source company, a
different overseas stock broker, and the Taxpayer) did not earn any income.
Each of the three companies, i.e. the source company, the executing broker

and the Taxpayer must perform their respective Sdes of the bargain to earn

their respective income,

The account executive, wherever Situated, would arrange for the customer
to 9gn the account opening forms of the Taxpayer by using blank forms kept
a group offices. This activity was performed by the employer of the
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(xiv)

(xv)

(xvi)

account executive on behdf of the Taxpayer and dso on itsown behdf asto
enable the employer to earn itsincome in the event of the customer placing
an order for atrade on a stock exchange outside Hong Kong.

The completed forms would be sent to the Taxpayer in Hong Kong. The
Taxpayer would open an account with the customer and input the account
information into the computer in Hong Kong. Where the account opening
formswereincomplete or smply not returned (e.g. in the case of inditutional
customers) and where the customer reationship was accepted, the
Taxpayer would input account information based on information obtained
from other sources. The Taxpayer’ scomputer dataiincluded information on
whether or not the customer was a margin customer, the customer’ s
settlement indructions, including custodianship of the securities purchased;
the commission to be charged by the overseas brokers and the agreed
commission to be charged by the Taxpayer. These actswere performed in
Hong Kong by the Taxpayer’ s employees on behdf of the Taxpayer. The
commission to be charged by the overseas brokers was decided by KES,
based on the rates prescribed by the overseas stock exchange rules. This
was part of agreement making process in respect of the sharing of fees
among the source company, the executing broker and the Taxpayer.

The account executive who sourced the customer would service the
customer, by updating the customer with information and research materias
produced by various group companies, by making recommendations, by

taking orders, by relaying the orders to the appropriate stock exchange and
by liaisng with the customer, the Taxpayer and the executing broker. The
account executive did so on behdf of his employer who did so on itsown

behdf to earn itsincomein the event of the customer placing an order for a
trade on a stock exchange outside Hong Kong.

In Singapore, Mdaysia and the Philippines, the executing broker would be
KES, KE-ZAN, and KEP respectively. As some Mdaysan stocks were
also quoted on the Singapore Stock Exchange, some dedings on Mdaysan
stocks took place on the Singapore Stock Exchange. Tradesin Mdaysia
were routed through and controlled by KES. There was no direct contact
between the Taxpayer and KE-ZAN. In Shanghai, the broker would be an
Independent broker in Shanghal or in Hong Kong. Execution and settlement
of a trade was performed by the executing broker on its own behaf in

performance of its transaction with the Taxpayer asaforeign (in relaion to
the executing broker’ sterritory) broker. The executing broker, whether a
related or unrelated party, did so on its own behaf to earn itsincome.
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(xvi)

(xviii)

(Xix)

After execution of an order on an overseas stock exchange, the account
executive (or the dedler in cases where the account executive was a KES
account executive) would fax to the Taxpayer’ s settlement department a
booking sheet/trade confirmation summarising details of the executed order.
If the account executive was employed by the Taxpayer, he would send a
dedling ticket to the settlement department and the executing broker would
send trade confirmation to the Taxpayer’ s settlement department.  All
London ordersin al Asan markets were also faxed to KES. The account
executive or the deder did so on behdf of his employer who did so on its
own behdf to earn itsincome.

Where the account executive was not a KES account executive, the
Taxpayer would send a trade confirmation to the customer. Where the
account executive was a KES account executive, KES would send atrade
confirmation to the customer in the name of the Taxpayer, copied to the
Taxpayer. KES did so as part of the bargain between KES and the
Taxpayer in the transaction between KES and the Taxpayer.

On receipt of the booking sheet/trade confirmation, the Taxpayer would
perform the following in Hong Kong -

(& check if the details matched and input the details of the trade into its
computer system;

(b) use the computer to generate a client/broker matching list, check the
records on the custodian details and manualy write the settlement
ingructions on the matching list;

(c) faxthelist with the manuscript ingructions to the executing broker for
them to ded with the actud settlement by ddlivery or retention of the
scripts as appropriate;

(d) fax aconfirmation to the account executive where he was not at the
same place as the executing broker;

(e) generate bought/sold notes and send them to the customer directly by
post;

(f) generate an unsettlement report (which would not include any trade by
margin customers as such trade was settled using the margin account)
of dl the outstanding transactions of the day to be settled and fax it to
the executing broker to handle settlement;
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(%)

(o)

(ooxii)

(oxiii)

(9 receive from the executing broker the unsettlement report with notes
on settlement dates and update the settlement data in the computer
accordingly;

(h) generate daily settlement reportsfor its accounts departmentsto make
the necessary book entries,

() download from the internet daily statements of the Taxpayer’ s bank
accounts in Singapore and Maaysiaand to reconcile on adaly bass
these bank statements with the settlement reports; and

() generate monthly commission reports.

The Taxpayer maintained bank accounts in Singgpore and Madaysa, with
certain officers of KES resdent and dationed in Singapore being
sgnatories.

Settlement in Singgpore was done between a broker and a centra clearing
house.

For settlement of a purchase by a ddivery against payment customer, the
customer might pay KES or the Taxpayer the full purchase consderation
dueto the Taxpayer which included commission and other transaction costs.
Where the customer paid KES, KES would pay to the sdller through the
clearing house the sum dueto the sdller, keep what the Taxpayer had to pay
KES, and pay the Taxpayer’ s share into the Taxpayer’s bank account in
Singapore. Where the customer paid (e.g. by cheque) to the Taxpayer,
KES would pay the cheque into the Taxpayer’ s bank account in Singapore
and withdraw the purchase price and what the Taxpayer had to pay KES.
For settlement of sde by a ddlivery against payment customer, when KES
received payment from the buyer through the clearing house, KES would
pay the Taxpayer’ s share into the Taxpayer’ s bank account in Singapore.
KESwould not pay the Taxpayer transaction by transaction but anet figure
a theend of aday’ strades. KES operated the Taxpayer’ s bank accounts
in order to operate and maintain a running account between KES and the
Taxpayer and to pay itsef and the Taxpayer their respective entitlement in
the transaction between KES and the Taxpayer.

Payment for custodian customers differed from delivery againgt payment
customers in that the customers would pay to or be paid from the
Taxpayer’ s bank accounts in Singapore.
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(oxvii)

(oxviii)

(xix)

Payment for margin customers are dedlt with below.

The procedure for trading on the stock exchange in Maaysawas the same
as the procedure for trading on the stock exchange in Singapore.

Settlement of trading on the stock exchange in the Philippines was not

handled by KES, but by KEP. When a cusomer wished to setle a
purchase in a currency, say, US dallars, other than peso, the cusomer

would remit US dollarsto the Taxpayer’ sUS dollar account in Hong Kong

on settlement date. The Taxpayer would buy peso and sdll US dollars

through abank and instruct the bark to remit the peso to KEP for settlement.
When a customer wished to receive the proceeds of sdlein acurrency, say,

HK dollars, other than peso, the Taxpayer would ask KEP to sell peso and
buy HK dollars. On settlement date, KEP would receive payment in peso
from the sdler. KEP would pay the peso into its bank and ingtruct its bank
to remit HK dollars to the Taxpayer in Hong Kong. The Taxpayer would

pay the customer in HK dollars. KEP did so in settlement of itstransaction

with the Taxpayer.

In the 1995/96 and 1996/96 years of assessment, the Taxpayer earned
$7,543562 and $18,153,238 respectively as interest from margin
customerstrading on overseas ock exchanges. Margin trading took place
in Singapore, Malaysa and Indonesa In respect of Indonesia, the
Taxpayer earned atota of US$41,912.86 in 1996/97 from margin facilities
granted to Dartmoor and Top Point to trade in Indonesa.  In his find

submission, [the Taxpayer’ s counsd said that the Taxpayer] accepted that
there was no evidence as to the source of funds and that the gpped in
relation to that sum should be dismissed.

The second reason given by the Taxpayer to explain why accounts were
opened with the Taxpayer for customers to trade on stock exchanges
outsde Hong Kong was to alow the provison of margin fadilities to
cusomersfor * non-marginable  securities

The Singapore Stock Exchange redtricted the provision of margin facilities
to securities on its prescribed lis. While KES could not provide margin
fadlities for * non-marginable  securities, the Taxpayer could. To provide
fedlitiesfor * non-marginable’ securities, it was crucid that the facilities be
provided by the Taxpayer. The provison of margin facilities by the
Taxpayer enabled the customers to trade on ‘ non-margnebleé  securities
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(o)

(o)

(oci)

(oxxiv)

usng margin facilities and enabled KES to earn itsincome from such trades
on the Singapore Stock Exchange.

The account executive would report a customer’ s request for margin
facilities to [KEHL’ s managing director Mr Anthony Ooai] directly or
through [Ms Gee Gek Leng, adirector of KEHL] [Mr Ooi] would decide
whether to grant or renew/extend any facility, and if so, the terms thereof,
and inform [Ms Geel]. [Ms Gee] would prepare the facilities | etter for the
signature of [Mr Ooi] and ask the account executive to attend to Sgning by
the cusomer and the provison of guarantee where required. After
atending to the Sgning by the customer, the account executive would return
the documents to [Ms Gee]. These acts were performed on behaf of the
Taxpayer and aso on behdf of the intended executing broker to engbleit to
ean its income from trades on ‘ non-marginable’ securities. [Ms Gegl
would copy the documentsto [Ms Agatha Lo, an associate director of the
Taxpayer] who would arrange for the opening of the margin accounts.

[MsLo] would prepare and send daily reports on the margin accounts, with
details on amounts outstanding, vaue of security, deficit/excess security
value, to [Ms Gee] who was responsible for reviewing the accounts to
decide whether calls should be made and if so she would ingruct the
account executive to notify the customer of cals. These acts were
performed on behalf of the Taxpayer.

The Taxpayer sourced its funds from KEHL in Singapore, KE-ZAN in
Malaysia, or the Taxpayer’ s bank accounts in Singapore or Madaysa. In
the year of assessment 199/96, the Taxpayer paid $895,700 as interest for
loans from KE-ZAN to finance margin clientsin Madaysa KEHL did not
charge the Taxpayer any interest.

Funds sourced by KES from KEHL and funds sourced by KE-ZAN from
accountsof KE-ZAN in Maaysawould be used to settle purchases made
by customers and transaction charges. Funds paid in by margin customers,
whether as repayments by customers or from sale proceeds, would be paid
into the account of KES or the Taxpayer’ s bank accounts in Singapore or
Malaysia and payments out were then made to repay KEHL or KE-ZAN,
where gppropriate, and to pay for transaction charges.

KES or KE-ZAN, as the case may be, performed the acts in rlation to
margin trading on itsown behdf to settle the trades on the stock exchangein
Singgpore or Malaysa and to settle the transaction between it and the
Taxpayer and aso on behdf of the Taxpayer in the operation of the margin
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(po0avi)

(pocxvii)

facility. KE-ZAN acted for itsdf in sourcing and providing funds to the
Taxpayer in order to earn interest from the Taxpayer.

In his firg Statement, [Kim Eng Securities (London) Ltd' s managing
director, Mr David Firkis] stated that most customerswould be dedling for
severd accounts when the customers placed an order. He gave Scottish
Equitable as an example and stated that UK compliance rules required the
same unit pricefor shares and the same rate of commission for each account;
that if the trade was routed to KES, KES would have to issue separate
contracts and apply the commission rate applicable having regard to the
volume for each account; and that if the trade was booked through the
Taxpayer, the Taxpayer would be free to charge such rate as the Taxpayer
thought fit, thus complying with the UK rule. He gave the UK equd
treatment rule as the maor reason why trades in Singapore and Maaysa
were booked out of Hong Kong.

However, in his Supplemental Statement, [Mr Pirkis| sated that the equd
treatment rule was not the reason for Scottish Equitable to book trades
through Hong Kong; that he suspected that the reason was that it aready
had an account with the Taxpayer; that opinions differed on whether the
equa treatment rule gpplied only to the price or covered both the price and
the commisson rate; and that there were other reasons why some
customers wanted to book trades through Hong Kong, e.g. the customer
might already have an account with the Taxpayer. He cited atransaction as
an example of usng Hong Kong to * get round the minimum commission
requirement’ . In answer to the Board' s question why trade had to be
routed through Hong Kong, he said that * it had to be routed somewhere
other than Singapore because if you did it in Singapore, you would have to
show differentid commisson rates and the minimum commissonrates . In
answer to the question by [counsd for the Revenue], * you had to book it
through somewhere outsde of Singgpore and usudly it would be [the
Taxpayer] as far as Kim Eng London was concerned , he sad that
‘obvioudy a lot or most of the clients had accounts with Hong Kong
because they would dso ded in Hong Kong shares .

The amount of contango commission in issue was $4,970,956 for the year
of assessment 1996/97. The norma term of a margin loan was 3 months or
90 days. Themargin agreement contained aprovison entitling the Taxpayer
to charge the margin customer commisson on a notiona sde and on a
notiond repurchase of sharesif the margin loan was not repaid by the end of
the term. ...
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(oxviii)  The contango commission and the contango commission rate was a metter
to be agreed by the customer and the account executive (with the gpproval
of [Mr Ooi] at the outset. In cases where these had been agreed, the
Taxpayer would automatically dharge contango commisson when it was
due, but contango commission could be waived or reduced by [Mr Ooi] at
the request of the customer. In cases where there was no express
agreement a the outset, the Taxpayer would not charge contango
commisson notwithstanding its entitlement under clause 9 of the margin
agreement, athough the Taxpayer might impose payment of contango
commission as a condition for extensgon of the margin facility. These acts
were performed on behdf of the Taxpayer.

(oxix)  Inthe year of assessment 1995/96, the Taxpayer received S $230,000 ...
whichit dassfied as sub- underwriting commisson or commitment fee. The
Taxpayer granted margin facilitiesto 4 cusomers, namdy Ho Wah Genting
Berhad, Happy Theme Sdn Bhd, Narayansamy Sivaingam and Tan Ew
Chew to trade in shares of Horiguchi Engineering Co. Ltd, a
‘nonmaginable share. The Taxpayer charged these 4 customers
S $250,998 as brokerage and dso as commitment fee. The amount was
subsequently discounted to S $230,000, and paid by cheque in Singagpore
dollars and deposited into the Taxpayer's account in Singapore.”

Aspects of the facts stressed by the Taxpayer

19. In regard to thefirgt of the four types of income concerned, namely net commission or
brokerage onitscusomers dedingson foreign stock exchanges, the facts on which the Taxpayer
lays particular stress are these.  All the buy or sdl orders on which the Taxpayer earned such

commission or brokerage were executed by foreign stockbrokers on foreign stock exchanges. The
Kim Eng account executives through whose efforts the customers concerned opened accountswith
the Taxpayer might be stationed anywhere. These account executives relayed orders from the
customersto the executing brokers. And the Taxpayer might not even know of an order until after
it had been successfully executed.

20. It will be remembered that the other three types of income concerned are contango
commission, sub-underwriting commisson or commitment fee and interest income. Each of these,
as earlier observed, flow from margin facilities granted by the Taxpayer to its customers for their
dedlings on foreign stock exchanges. In regard to each of them, the facts on which the Taxpayer
lays particular stress are these. Whether, and if so on what terms, those customers were granted
such facilities by the Taxpayer was decided by the group holding company KEHL in Singapore. It
was in Singapore that the arrangements with the customers were executed. The funds used to
provide such facilitieswere sourced outsde Hong Kong in that, as the Board of Review found, the
Taxpayer sourced them from KEHL in Singapore, KE-ZAN in Maaysiaor its own bank accounts
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in Singagpore or Maaysa And of course the dedlings for which such facilities were provided and
used were dealings on stock exchanges outside Hong Kong.

Taxpayer’ sarguments on source

21. From the decisons of the Privy Council in the Hang Seng Bank case and CIR v.
HK-TVB International Ltd [1992] 2 AC 397 there has emerged a broad guiding principle for
ascertaining the source of aprofit. Thisisthat onelooksto seewhat the taxpayer has doneto earn
the profit andwhere he hasdoneit. The Privy Council was careful not to put that forward as more
than abroad guiding principle. Aswas said in the Kwong Mile case at p.283 F-G :

“The gtuationsin which the source of a profit hasto be ascertained are too many and
vaied for a universa judge-made test. Apart from the words of the Satute
themsdlves, the only congtant isthe need to grasp the redlity of each case, focusing on
effective causes without being distracted by antecedent or incidenta matters.”

22. On the question of what it did to earn net commission or brokerage and where it did
that, the Taxpayer’ s argument is that, acting through foreign stockbrokers as its agents, it earned
that type of income by successfully executing its customers  buy and sdll orders on foreign stock
exchanges. Such execution outsde Hong Kong was, the Taxpayer argues, the effective cause of
that type of income being earned. Everything ese, it argues, was antecedent or incidental.

23. For itsargument that it had executed the orders concerned abeit through agents, the
Taxpayer relies on the maxim Qui facit per alium facit per se (He who acts through another is
deemed to act inperson). And it cites Cockburn CJ sstatement in British Waggon Co. v. Lea &
Co. (1880) 5 QBD 149 at pp 153-154 that the following instances are among the onesin which
that maxim gpplies:

“Much work is contracted for, which it is known can only be executed by means of
subcontracts, much is contracted for asto which it isindifferent to the party for whom
it is to be done, whether it is done by the immediate party to the contract, or by
someone on his behdf.”

The Taxpayer saysthat asamatter of probability if not certainty, its customers would be aware of,
or a least indifferent to, the fact that it could only execute their orders on foreign stock exchanges
through foreign stockbrokers.

24, InCIRv. Wardley I nvestment Services (Hong Kong) Ltd (1992) 3HKTC 703 the
Court of Apped disregarded the acts of the foreign brokers involved in the transactions there in
question. The Taxpayer submits that if the Wardley case amounts to a decision that the acts of
agents are to be ignored on the question of source, then we should overrule it on that point. For it
would then amount to a fallure to gpply the basic principle of agency that he who acts through
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another is deemed to act in person. That principle was applied to the relevant transactionsin the
Hang Seng Bank case, CIR v. Orion Caribbean Ltd [1997] HKLRD 924 and the Kwong Mile
case. One seesthat in the Hang Seng Bank case at pp 317H and 318D, the Orion Caribbean

case at p. 931H and the Kwong Mile case at pp 284 GH and 291E-F. The ingructions for

purchase and sdein the Hang Seng Bank case were given through correspondent banks, and no
oversess branch of the taxpayer wasinvolved. It wasthrough its parent company acting for it that
thetaxpayer intheOrion Caribbean case carried on the borrowing and on-selling there in question.
And the marketing through an agent in the Kwong Mile case was treated as the taxpayer’ s

exertions.

25. The Board of Review relied on the statement in the Wardley case at p.729 that what
theforeign brokershad done did not tell onewhat the taxpayer had done to earn its profit or where
it had done that. Only one member of the Court of Apped referred to the Taxpayer’ s criticism of
the Wardley case. This was Cheung JA who said that he felt able to decide the present case
without coming to a conclusion asto the correctness or otherwise of that statement in the Wardley
case.

26. Turning to the three types of income flowing from margin facilities granted by it to its
customers, the Taxpayer cites what was sad in the Hang Seng Bank case and the Orion
Caribbean case about lending money. ItwassaidintheHang Seng Bank case at p.323 A-B that
“if the profit was earned by ... lending money ... the profit will have arisen in or derived from the
placewhere... themoney waslent”. Inthe Orion Caribbean case the Privy Council indicated a
p.931 A-F that it did not understand that to mean that even where money had to be borrowed
before it could be lent, regard should be had solely to the place of lending, to the excluson of the
place of borrowing. In the present case, the Taxpayer relies on the fact that al the places of

borrowing and al the places of what it equateswith onlending were outsde Hong Kong. And the
Taxpayer says that there is nothing in the circumstances of the case on which properly to find a
Hong Kong source despite the borrowing and the equivaent of ontlending both having been

outsde Hong Kong.

27. The Board of Review gave nether contango commisson nor sub-underwriting
commission or commitment fee separate cong deration from interest income.  Accepting that globd
goproach, the Taxpayer saysthat dl income from margin facilities represent what it earned from
granting such facilities, and are of foreign source being income earned in effect by on-lending
abroad money which had been borrowed abroad.

28. Stll on source, some of the Taxpayer’ s arguments are in reply to the Revenue s
arguments. | will postpone outlining these replies until after | have outlined the arguments againgt
which they are deployed.

Revenu€e sarguments on source
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29. Aswe have seen from the Amended Case Stated, the Board of Review andysed the
arrangement between the source company, the executing stockbroker and the Taxpayer as one of
“sharing of fees’. The Court of Apped appearsto have gone dong with that analyss. Rogers VP
sad that “ [t]he net effect of the transactions was that KES would obtain one half of the minimum
commission and leave the other haf, termed the rebate, to be shared between [the Taxpayer] and
the customer”. LePichon JA smply agreed with Rogers VP sjudgment. Cheung JA did likewise
in regard to gpportionment, but dedlt with source upon afuller examination of the authorities. He,
too, spoke of arebate being “ shared” between the Taxpayer and the customer.

30. TheRevenue sargumentsonsource are erected upon the andysis of the arrangement
in question being one of what it calsfee-sharing. Thisandysisis disputed by the Taxpayer, and |
will cometo that in due course. At the moment, | am outlining the Revenue s arguments on source.

31. Aswe have seen from the Amended Case Stated, one of thefactsfound by the Board
of Review isthat “[i]n about 1990, the Kim Eng group began a system to circumvent the minimum
commission rates prescribed by the Singapore Stock Exchange.” TheBoard of Review has, aswe
have seen from the Amended Case Stated, cdled this “ the circumvention scheme”. Aswe have
a 50 seen from the Amended Case Stated, the Board of Review found that “ [t]he Singapore Stock
Exchange redricted the provison of margin facilities to securities on its prescribed list” and that
“[w]hile KES could not provide margin facilities for * non-marginable  securities, the Taxpayer
could’.

32. The Revenue s argument on source runs essentidly aong the following lines. 1t was
crucid to the successful design, implementation, and continuing viability and control of the
circumvention scheme that the Taxpayer be situated in and perform activities offshore (rdlative to
the foreign stock exchanges), and Hong Kong was the designated location of interposition. The
Taxpayer was an integrd part of the composite scheme and was properly compensated for the
essentia role which it played in Hong Kong. It effectively brought together the complementary
needs of customers and foreign stockbrokers, whether tis took the form of circumventing the
minimum commisson rae regulaions or the provison of margin fadlities for non-marginable
securities.

33. Moreover, the Taxpayer’ s arguments on commission income falls properly to take
into account what the Taxpayer did to earn its own share of such income, as opposed to the share
earned by other foreign parties to a particular securities transaction involving a Kim Eng customer.
Although the profit-generating activities of the non-Hong Kong parties might be rdevant in
determining the source of their own share of such income, this has no bearing on the source of the
Taxpayer' s share thereof.

34. The interpogition of the Taxpayer enabled customers to obtain margin financing for
non-marginable securities. Such interposition and the activitieswhich it performedin Hong Kong to
meake the interposition effective are what enabled the Taxpayer to earn interest on margin facilities.
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Without its presence and activitiesin Hong Kong, the Taxpayer would not have been ableto earn
income from margin facilities. Those activities in Hong Kong brought together and gave effect to
the complementary needs of customersto obtain margin facilities on non-marginable securities and
of the foreign stockbrokers to earn commission from such transactions. The interposition of the
Taxpayer was effected by opening margin accounts and monitoring them in Hong Kong rather than
in any country in which the dealings took place. This circumvented the non-marginable securities
prohibition.

35. The place where money was borrowed or on-lent is not legdly determinative of the
source of the income from ontlending money. Moreover these were not Smple loan transactions.
Both contango commission and commitment fee have the same source as interest income, arising
because of the ability of the Taxpayer to provide margin financing to its customers.

36. Adopting a practical, hard-nosed and redidtic factud andyss, it is plain that each of
the four types of income concerned was earned by the Taxpayer as a direct result of its presence
and activities performed in Hong Kong without which it would not have earned anything. The
Taxpayer earned its share of each of those four types of income from what it did in Hong Kong. It
was remunerated for its interpogition in the business relationship between customers and foreign
stockbrokers and for the necessary activities in Hong Kong which it performed to make this
interposition effective.

Taxpayer disputesinter position and fee-sharing

37. | comenow to the Taxpayer’ sarguments the outlining of which | had postponed. As
we have just seen, the Revenue contends that what happened amounts to interposition and
fee-sharing. The Taxpayer disputes thet, putting forward the following arguments.

38. Onthefactsfound by the Board of Review, only one entity contracted with customers
and that entity was the Taxpayer. The position can beillustrated by example. Using adedling on
the Singapore Stock Exchange as the example, the position would be smply this. Contractudly,
the customer would place with the Taxpayer an order to buy or sell shares on that stock exchange.
And upon the successful execution of the order, by KESin thisexample, it was the Taxpayer who
would be entitled to be paid the whol e of the commisson from the cusomer. The Taxpayer would
pay KES for the part which KES played in the transaction (assuming this was a two-company
scenario as described by the Board of Review). It did so according to the rate agreed between
them under the transaction between the Taxpayer and KES (as described by the Board of

Review).

39. As the Board of Review found, the Bye-laws of the Singgpore Stock Exchange
permitted KES to pay a rebate of up to 50% to the non- Singaporean stockbroker, being in this
example the Taxpayer. Assume for the purpose of the example that the standard rate of a
transaction on the Singapore Stock Exchange was 1% of the share transaction vaue and that the
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Taxpayer agreesarate of 0.75% with the customer. From this 0.75% the Taxpayer would haveto
pay &t least 0.5% to KES (since the maximum rebate is 50% of the 1%). So 0.25% is l&ft to be
earned “net” by the Taxpayer, after earning the 0.75% commisson from the customer and paying
KES 0.5%.

40. Thus, where the share transaction was for say US$1,000,000, the commission
payable by the customer would be US$7,500. No matter what the actual mechanics of the
payment and collection of the US$7,500 were, that entire sum would be paid, contractualy and
legdly, to the Taxpayer by the customer. And asamatter of accounting, the Taxpayer would have
to be credited in its profit and loss account with that entire sum as income or receipt from its
business activities.

41. The customer would pay the Taxpayer that entire sum soldy for the successful

execution of hisorder in Singapore by the Taxpayer as his contractual stockbroker, acting through
KES asthe Taxpayer’ sagent. Asamatter of contract, common sense and practical redity, what
the customer would pay for is the successful execution of his order, not any so-caled
“interpogtion” of the Taxpayer or the Taxpayer’ s presence in Hong Kong.

42, Out of the US$7,500, the Taxpayer would have to pay KES US$5,000 (asthe 0.5%
referred to above) for its services asthe executing broker. Such payment would be made under the
transaction between the Taxpayer and KES. The US$5,000 would be an item of expenditure
which would have to be recorded in the Taxpayer’ s profit and loss account. By having the order
executed through its agent, the Taxpayer would earn US$7,500 from the customer. Inthe process
KES would earn US$5,000 for itsdlf from the Taxpayer which would pay this sum as an item of
expenditure. It istherefore not a Situation of US$7,500 for the Kim Eng entities concerned (the
Taxpayer, the executing broker, and the overseas source company) to share according to some
bargain between them. The Board of Review’ s satement that KES got the lion' s share of the
minimum commission by taking haf of it and leaving the other haf to be shared by the Taxpayer, the
customer (and aforeign source company in athree-company scenario) is not based on an accurate
legd andysis of the postion.

43. Nor isthe correct question : what did the Taxpayer do to earnits share of US$2,500?
As can be seen from the Hang Seng Bank case at p.319, what hasto be considered is the gross
profit earned by the Taxpayer, which in this example is US$7,500. What has to be consdered,
therefore, is the source of this US$7,500 (and not the net sum of US$2,500 arrived at after
deducting US$5,000 expenses). It is a question of what the Taxpayer (through its agent on its
behalf) provided to earn thisentire US$7,500, and not just a“ share” amounting to US$2,500. The
entire sum of US$7,500 came from the customer for one reason only, namely the successful
execution of his order on aforeign stock exchange (the one in Singapore in this example) by the
Taxpayer through the foreign executing stockbroker asitsagent. Thisiswhy, contrary to what the
Revenue argues, agency isacrucid matter in this case.
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44, Once the correct sum and the correct transactions to consder have been identified,
the falacy of the Revenue' s premise is obvious. Similarly the Board of Review’ s gpproach, as
disclosed by itsreferencesto the Taxpayer earning its “share” of the commisson, iswrong in law.
By consdering part of the income as if it was earned from KES or other entities rather than the
wholeincome earned from the customer, the Board of Review identified, and therefore considered,
the wrong sum and from an incorrect perspective. That confusion probably arose because the
reference to rebates being given by KES to the Taxpayer created the false impression that it was
KESwhich, inthisexample, dlowed the Taxpayer to earn the US$2,500 by performing itsside of
the bargain with KESin Hong Kong. Intruth the Taxpayer earned nothing from KES. Out of the
entire commisson which it earned from the cusomer, the Taxpayer paid KES 0.5%. An

dternaive accurate andysisis that KES charged the Taxpayer the minimum commisson. Either
way, thebargain between the Taxpayer and KESisnot the rlevant income-producing transaction.

45, Tofind theeffective cause of the production of theincomein question (the US$7,500
inthisexample), onelooks, asamatter of law, to why the customer paid that sum to the Taxpayer,
from the customer's point of view and not from the point of view of KES or other Kim Eng
asociaes. The reference to the various sdes of the bargain amongst them displays an erroneous
approach in the search for the true source of the commission income. On the other hand, since
KES earned its US$5,000 fromthe Taxpayer, it is correct to say that KES had to perform its side
of the bargain with the Taxpayer to earn KES's own US$5,000. But that does not mean that KES
could not, at the same time, have earned for the Taxpayer the gross sum of US$7,500.

46. No bargan between the Taxpayer, the executing stockbroker and the source
company isrelevant for the purpose of congdering the source of the commission income earned by
the Taxpayer. For the Taxpayer theincome-producing bargainsare theindividud transactionswith
customers for it to enter into contracts which are successfully implemented. And the Revenue is
wrong in saying that the income was earned by the Taxpayer being interposed in Hong Kong. That
iswrong for these reasons -

()  TheTaxpayer earned nothing from that bargain or any interposition.

(i)  Nocugtomer paid anything for that bargain or any interpogtion.

(i)  Thebargain and so-called interposition merdly provided the background or, at
mogt, the opportunity for the Taxpayer to earn commission income from the

customer.

(iv) Sothe Revenue, while gopearing to disown a* but for” tet, isin effect putting
forward such atest.

47. For its contention that the source of profitswas Hong Kong, the Revenueis driven to
relying on the Taxpayer’ s presence and activities in Hong Kong. But such presence and those
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activities go only to the existence and operation of a Hong Kong business. They do not go to the
question of wheretheincome arose or from where it was derived, which isthe source question and
the only question in this case.

Revenue' sresponse

48. The Revenu€e s response to the Taxpayer’ s arguments againg this being a case of
interposition and fee-sharing isto say that thisisindeed such acase. So saying, the Revenue argues
that in substance the Taxpayer earned its actud share of commisson income for itswork donein
Hong Kong while the foreign stockbroker and source company earned their own income for the
work which they performed abroad on their own behdf.

Resolution of therival arguments

49, Having set out the rival arguments, which | have considered it right to do at some
length, | turn now to resolving them so as to arrive a a decison on the proper disposa of this

appedl.

50. The buk of the evidence relates to dedlings on the Singapore Stock Exchange. In
relation to dealings on the other foreign stock exchanges, the evidenceis sparse. The Taxpayer is
not in the pogtion to benefit from such sparsty. After dl, it bears the burden of showing that the
assessments are wrong.  In that endeavour, it has chosen to present its arguments as if the
Singaporean position represents the entirety of this case. The Revenue accepts that approach, so
the Taxpayer canrely on Singapore asrepresentative. But thereisno basison which it can succeed
in relation to any other foreign stock exchange if it cannot succeed in relation to the one in

Singapore.

51 Turning to the Taxpayer’ s contention that what it did to earn net commission or
brokerage was done abroad, the first observation which | would make is that the cornerstone of
this contention is the Taxpayer’ s argument that it had executed the orders on the foreign stock
exchanges abeit through agents. So, the Taxpayer argues, it executed those orders outside Hong
Kong. For thisargument, the Taxpayer relies on the notion that the acts of an agent are those of the
principa. Astothisnotion, I note the observationin Bowstead and Reynolds on Agency 18th ed.
(2006) para.l-027 (at p.21) that “such a complete identification is usudly regarded as
ingppropriate’. And | agree with the statement in that paragraph (at pp 21-22) that though
gopproaching an agent’ s acts as those of the principd “ has vdue in imposing some unity on the law
gpplicable to situations where one party represents or acts for another, it should not be taken too
literdly”. None of thisisto ignore agency. | do not understand the Wardley case to suggest that
agency isto beignored.

52. Aswas sad in the Kwong Mile case at p.282 C, “[j]udging the matter of source as
one of practicd redlity does not involve disregarding the accurate legal andysis of transactions’.
Identifying an agent’ s actswith those of the principa to a degree usudly regarded as ingppropriate



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

is hardly conducive to ariving a the accurate lega andyss of transactions called for when
answering aquestion of source. And the same isto be said of being too literd in approaching an
agent’ sacts asthose of the principd.

53. The Revenue, as | undergand its arguments, is not udng the expressons
“interpogtion” or “fee-sharing” as legd terms of at. Rather is the Revenue, as | undergtand its
arguments, using those expressons as convenient ways of referring to certain aspects of the facts
found by theBoard of Review. Whether or not those expressions are particularly apt, they do not
betray any error of legd principlein, or otherwise undermine, the conclusion reached by the Board
of Review.

54, | am unable to accept the Taxpayer’ s argument that the Taxpayer’ s presence and
activitiesin Hong Kong go only to the existence and operation of a Hong Kong business. If the
Taxpayer disputed the existence and operation of aHong Kong business—which it does not — then
its presence and activitiesin Hong Kong would probably be conclusve againg it on such an issue.
Of coursethe Taxpayer’ spresenceand activitiesin Hong Kong arefar from conclusiveagaingt it on
the question of source. But that does not render such presence and activities wholly irrelevant to
that question.

55. Despite dl the arguments so skilfully deployed by Mr Robert Kotewal SC for the
Taxpayer, | am unable to accept that the Board of Review made any specificdly identifiable error
of law in determining that thefirst type of income concerned, namely net commission or brokerage,
isof Hong Kong source. Of course that aone does not end the matter. Intervention in an apped
on law only is not confined to instances in which it is apparent on the face of the record that the
determination gppeded againg resulted from a specificaly identifiable error of law. The gppellate
court will so correct any error of law it detects buried beneath conclusions ostensibly of fact.
Therearevariouswaysof articulaing thetest under thisbasisof intervention. As one sees from the
Kwong Mile case at pp 288D — E and 291J to 292B, this Court shares Lord Radcliffe’ s
preference, indicated in Edwar ds (Inspector of Taxes) v. Bairstow [1956] AC 14 at p.36, to put
it in terms of whether “the true and only reasoreble concluson contradicts’ the determination

appealed againgt.

56. It iswdl established in Hong Kong as well asin a number of other jurisdictions that
source is a practica hard matter of fact to be judged as one of practical redity. In regard to net
commission or brokerage, the Board of Review’ s mogt sgnificant finding is of a fact which the
Taxpayer does not deny. This s, putting it in my own words, quite Smply that the successful

execution of the customer’ s order on aforeign stock exchange had in each instance preceded the
paperwork which made him the Taxpayer’ scustomer for that degling. Aswasitspractica purpose,
making the customer a customer of a stockbroker outside the country of the stock exchange on

which the dedling took place freed the dedling from the minimum commission rates prescribed by

that stock exchange. In the circumstances of the present case, | see no justification for saying that
the true and only reasonable conclusion contradictsthe Board of Review' sdetermination that what
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the Taxpayer did to earn its net commission or brokerage was donein Hong Kong. That being so,
thereisno room to substitute aforeign or mixed source for the Hong Kong source which the Board
of Review ascribed to the Taxpayer’ s net commission or brokerage income.

57. This leaves the three types of income flowing from margin fadilities granted by the
Taxpayer to its customers. | am unable to accept the Taxpayer’ s argument to the effect that such
income s, on the source question, Smply to be equated with income earned by on-lending abroad
money which had been borrowed abroad. There is a difference between the granting of margin
fadilities and the smple on-lending of money. And on the question of source, the difference
between them can, depending on the circumstances, be crucid.

58. Despite dl the skilful arguments deployed by Mr Kotewadl for the Taxpayer, | am
unable to see on the surface any error of lav made by the Board of Review in reaching its
determingtion thet al of the income flowing from the granting of margin fecilitiesis of Hong Kong
source.

59. Was any error of law buried benegth the surface of that determination? | detect none.
These were margin facilities for the dedlings on which the Taxpayer earned net commission or

brokerage income. The accounts on which customers were extended such margin facilities were
opened with and kept by the Taxpayer in Hong Kong. That was done to enable the customersto
deal abroad in non-marginable securities on margin. The customers could not have donethat if the
Taxpayer’ spresencewasin any country in which those dedlingstook place. Andthe only presence
which the Taxpayer had wasin Hong Kong, where the margin accounts were opened and kept. In
the circumstances of the present case, | see no judification for saying that the true and only

reasonable conclusion contradictsthe Board of Review’ sdetermination that what the Taxpayer did
to earn itsincome flowing from the granting of margin facilities was donein Hong Kong. Thereis
therefore no room for subgtituting a foreign or mixed source for the Hong Kong source which the
Board of Review ascribed to the Taxpayer’ sincome flowing from the granting of margin fecilities.

Conclusion

60. For theforegoing reasons, | would dismissthe gpped initsentirety and with codts, the
parties having agreed a the hearing that costs should be awarded to whichever party is entirely
successful.

Mr Justice Chan PJ :

61. | agree with the judgment of Mr Justice Bokhary PJ.

Mr Justice Ribeiro PJ :

62. | agree with the judgment of Mr Justice Bokhary PJ.
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Mr Justice Mortimer NPJ :
63. | agree with the judgment of Mr Justice Bokhary PJ.
Lord Scott of Foscote NPJ :

64. | agree that for the reasons given by Mr Justice Bokhary PJ this gpped should be
dismissed. | want, however, to add just afew words of my own.

65. The Taxpayer' s case seemsto meto be based substantially on principles of agency.
It is said that KES, in executing share transactions on the Singapore Stock Exchange for those
whose names gppeared in the Taxpayer’ sbooksasclients of the Taxpayer, was acting as agent for
the Taxpayer. So, the argument proceeds, it was as though the Taxpayer itsdf was executing the
transactions on the Singapore Stock Exchange — qui facit per alium facit per se. Some part of
the commission paid to KES for executing the transaction found its way to the Taxpayer and
condtituted the gross profit earned by the Taxpayer from the transaction. The source of that profit,
like the source of the commission from which the profit came, was, therefore, Singapore, where the
transaction in respect of which the commission was paid was executed. So the argument runs.

66. This argument cannat, in my opinion, be right. By whose indructions was KES in
Singapore acting when executing the transactions on the Singapore Stock Exchange? For whom
was KES acting? There are two, and only two, dternatives.

67. One is that KES was acting on indructions given by the dient for whom the
transaction was executed. If that iswhat happened, it seems obviousto methat KESwas acting for
the client, not for the Taxpayer. KESwould look to the client, for whom it was acting, for payment
of the commisson. Presumably, under the rules of the Singapore Stock Exchange, KES would
haveto chargetheclient at least the minimum commission, 1 per cent of the value of the transaction
as| undergtand it. If, under aprior arrangement with the Taxpayer and the client, KES had agreed
to pay the Taxpayer a so-cdled “rebate’ of one-hdf of the 1 per cent commisson and the
Taxpayer had agreed to pass on to the client one-haf of that rebate, then no doubt KES and the
Taxpayer would comply with their respective obligations under that arrangement. The result, when
the notiond merry-go-round had come to a hdt, would be that KES would have retained 50 per
cent of the commission, the Taxpayer would have received 25 per cent of the commission and the
client would have pad, net, only 75 per cent of the Singapore Stock Exchange s minimum
commission. The source of the Taxpayer’ s profit would have been the contractua arrangement
between itsdf, KES and the client under which its (the Taxpayer’ s) only obligation would have
been to enter the dient’ s name and the details of the transaction in its (the Taxpayer’ s) books in
order to foster the pretence that the client wasits client and that the transaction had been executed
on itsingructions by KES acting asits agent.
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68. The factua arrangement referred to in the previous paragraph is consgtent with the
evidence given to the Board of Review. Paragraph 14 of the case stated records evidence from
Grant Thornton, the Taxpayer’ s accountants, thet :

“... inreationto the sharestraded in the stock exchanges of Singapore, Mdaysaand
the Philippines, the cusomersdirectly caled the respective brokers|i.e. in Singapore,
KES] to place ordersinstead of making long distance callsto the gppellantand ... the
overseas brokers telephoned the appellant to type up the relevant contract notes
after the transactions had been completed.” (emphas's added)

69. Inpara.40U of the case stated, the Board of Review describe the theory of the Kim
Eng scheme to circumvent the Singapore Stock Exchange’ s minimum commission rules:

“Sharing or rebate of commisson was permitted under Clause 2.11 in relation to
transactionswith foreign brokersin respect of stocks quoted on the Singapore Stock
Exchange. The rdlevant transactions were transactions between KES and the
gppdlant. In a transaction between KES and the appdlant, both KES and the
appellant contracted with each other as principa, KES had to perform its sde of the
bargain to earn its commisson (the minimum commission less up to the maximum
permissible rebate to foreign brokers). If KESdid not perform itsside of the bargain
in its transaction with the gppdlart, the appellant would not have earned its net
commission and brokerage in the gppellant’ s transaction with the customer ...”

Let it be assumed that this scenario, the second aternative referred to in para.66 above,
corresponded with redity (which it did not), that the relevant transaction to be executed on the
Singapore Stock Exchange was atransaction in repect of which theingtructions were given by the
Taxpayer and that KESwas acting for the Taxpayer. What follows? First, KESwould look to the
Taxpayer for payment of its commission, the minimum commission less the maximum rebate. The
Taxpayer would haveto pay KES 0.5 per cent of the value of the transaction. Thereisno profit so
far for the Taxpayer. Next, the Taxpayer would charge its own client whatever commisson was
payable under the contractua arrangement between itself and the client i.e. the 0.5 per cent that it
had had to pay KES plusan add-on, its own profit, of one-haf of that 0.5 per cent (I am taking all
these figures from para.39 of Mr Justice Bokhary PJ sjudgment).

70. What would be the source of the Taxpayer’ s profit in the two dternatives | have
postulated? In each the profit would have been earned under a contractual arrangement separate
and digtinct from the contract under which the commission on the share transaction had become
payable. Under thefirst dternative, the commission would be payable for the Taxpayer’ sservices
inrepresenting KES' sdlient asitsdient and thetransaction, theinsgtructionsfor which were given by
the client to KES, as a transaction executed by KES for it, the Taxpayer. This * dressng-up’
arrangement for which the Taxpayer earned its profit was orchestrated and implemented in Hong
Kong. The source of its profit was, in my opinion, Hong Kong.
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71. On the dternative scenario, which did not, in my opinion, accord with redity, the
Taxpayer’ s profit was earned from its contractud arrangement with its dient. The opportunity to
earn the profit would have been derived from the Singapore share transaction between KES and
the Taxpayer, but | do not think that would be enough. If a Hong Kong client instructs a Hong
Kong stockbroker to arrange a purchase or sale shares on the Singapore Stock Exchange on the
footing that the client will remburse the Hong Kong broker the amount of the commission payable
to the Singapore broker and will, in addition, pay the Hong Kong broker asum equal to 50 per cent
of that commission, | would regard the profit made by the Hong Kong broker in executing those
ingtructions as sourced in Hong Kong.

72. In the events that happened, however, the Taxpayer’ s clients’ wereinredity KES s
clients, theingtructionswere given to KES by the clients, not by the Taxpayer. The Taxpayer’ srole
was no morethan abook-entry rolein Hong Kong. Whatever view the Singapore Stock Exchange
authorities might take of the arrangements made by KES, the Taxpayer and the clients, the Hong
Kong tax authorities and the courts below were, in my opinion, quite right not to be mided by them.
For these reasons, aswdl asthose given by Mr Justice Bokhary PJ, | would dismissthis gpped.

Mr Justice Bokhary PJ :

73. The Court unanimoudly dismisses the gpped with cogs.
(Kema Bokhary) Permanent (Patrick Chan) (RA'V Ribero)
Judge Permanent Judge Permanent Judge
(Barry Mortimer) (Lord Scott of Foscote)

Non-Permanent Judge Non-Permanent Judge
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Mr Robert Kotewa | SC and Mr Stewart Wong (instructed by MessrsLee & Li) for the appellant,
the Taxpayer

Mr John Bleach SC and Mr Jin Pao (instructed by the Department of Justice) for the respondent,
the Revenue



