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JUDGMENT

l. INTRODUCTION

1 Ngai Lik gppedsagang the Board of Review’ sdecison upholding additiond profits
tax assessments by the Commissioner over 5 financia years from 1991-92,
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2. The Board found that Nga Lik had entered into a particular transaction for the
dominant purpose of reducing its ligbility to profits tax. Accordingly, gplying Inland Revenue
Ordinance (Cap. 112) (IRO) s. 61A, the Board decided that the Commissioner could treat 50% of
the profits of certain subsidiaries within the Nga Lik group as Ngai Lik’ s own profits.

3. IRO s. 61A is an anti-avoidance provison which enables the Inland Revenue when
ases3ng tax to disregard a “transaction” which has been effected “for the sole or dominant
purpose of enabling [ataxpayer], either done or in conjunction with other persons, to obtain atax
benefit” .

4, | have to determine whether, given its findings of fact, the Board was right in law to
conclude that Ngai Lik had entered into the particular transaction for the dominant purpose of
obtaining atax benefit.

. BACKGROUND

5. From around April 1988 until March 1991 the Ngai Lik group operated through Ngai
Lik, Din Wai Company and Shing Wai Company. Nga Lik sub-contracted the production of
components for audio equipment to Din Wa Company and Shing Wa Company.

6. Shing Wa Company Ltd. (SWHK) took over the business of Shing Wa Company in
around April 1991.

7. Following re-organisation in around 1991 and 1992, the Ngai Lik group comprised
the following principa companies-

(1) Nga Lik Indugtrid Holdings Ltd.;
(2) Nga Lik;

(3 DinWal ElectronicsLtd. (which took over the busness of Din Wa Company
from September 1991);

(4) Shing Wa Ltd. (which took over the business of SWHK from April 1993);
and,

(5) Nga Wa Pagic Manufacturing Ltd.

8. Nga Lik Holdings (aBermudan company) owns 100% of the 5 other companiesjust
mentioned. Ngai Lik Holdingsand Ngai Lik are based in Hong Kong. SWHK operated offshore.
The remaining 3 companies (Din Wa Electronics, Shing Wa and Nga Wa Pladtic) are BVI
companies operating in the Mainland.
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0. Thegroup has extensve production facilitiesin the Mainland, including 5 factories. Its
manufacturing facilities began moving to the Mainland as early 1987.

10. The group’ s mode of operation has not changed since September 1992.

11. During the relevant period, customers typicaly placed orders for audio equipment
with Ngai Lik in Hong Kong.

12. Nga Lik would in turn order such equipment from Din Wai Electronics. All sdles of
Din Wal Electronics were made to Ngai Lik.

13. Din Wai Electronics would then order the necessary components for the equipmernt
from Mainland manufacturers, especialy Shing Wa and Ngal Wal Pladtic.

14. Some 60% to 70% of needed components would be made in the Mainland by
companies within the Nga Lik Group. Shing Wa was responsble for manufacturing meta
components. Ngai Wai Plagtic was responsible for plastic components and printing work. Over
96% of the sdes of Shing Wai and Ngal Wai Plastic were made to Din Wal Electronics.

15. Din Wal Electronics assembled the components produced by Shing Wa and Ngai
Wai Pladtic in its Mainland plant to produce the audio equipment ordered by Ngai Lik.

16. As between Din Wai Electronics and Ngai Lik, sdles and purchases were only
recorded in terms of quantities of goods ordered and delivered. The sale price of goods delivered
in any given financid year was not set until subsequently, when it was determined by the group’ s
accounting department.

17. The Board found that by this price-setting exercise Ngai Lik’ s profits could be
manipulated and in effect trandferred offshore to Din Wai Electronics. Thus, for ingtance, in any
given year, accountants could ex post facto fix ahigh price for goods purchased by Ngai Lik from
DinWai Electronics. This*cost” could cause Ngai Lik’ sincometo be reduced while the profits of
Din Wa Electronics would be commensuratdy raised.

18. As between Din Wa Electronics on the one hand and Shing Wa and Ngai Wal
Plagtic on the other, there would be bulk discounts (in additiona to norma sde discounts)
determined annudly to ensure that Din Wal Electronics did not fal into deficit.

19. The Board found that such additiond discounts did not adhere to any formula but
were arbitrary in nature. The Board held that such discounts were used to distribute profits among
Din Wal Electronics, Shing Wa and Ngal Wal Pladtic.
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20. By written agreement Nga Lik was obliged to purchase goods from Din Wal
Electronics unless landed costs exceeded the cost of an dternative supplier by more than 10% or
unless Din Wal Electronics could not supply the quantity desired. Din Wai Electronics wes itself
bound to place orders with Shing Wa and Ngai Wai Plagtic on Similar terms.

21. The Board, however, found that the written agreements did not reflect the way in
which business among the companies was actualy carried out.

22. Nga Lik provided certain services to Din Wai Electronics, Shing Wa and Ngai Wai
Pladtic relating to the manufacturing activities carried out by those 3 companies. By certain agency
agreements Ngal Lik was entitled to charge 5% for its services.

23. The Board, however, thought that 5% was not enough to cover even the costs of

Ngai Lik' sdisbursements on behdf of the other companies. Despite substantial work for the other
companies, the Board found that little or no management feeswere actudly paid to Ngai Lik by the
other companies. The Board believed that this was because “ the lesser the management fee, the
lesser the amount of taxable profit for Ngal Lik”.

24, The Board concluded that the price-setting system coupled with the sysem of
additional discounts and a dearth of management fees for services rendered were key condtituents
of ascheme, arisng from the re-organisation of the Ngal Lik group in 1992, whereby Ngai Lik’ s
assessable profits would be reduced.

25. Having regard to the 7 factorslisted in IRO s. 61A(a)- (g), the Board thought that the
dominant purpose for the scheme as a whole was to secure the benefit of such lower liahility to
profits tax.

1. DISCUSSION

A Ngai Lik' scase

26. Mr. Barrie Barlow SC (gppearing for Ngai Lik) submits that the Board erred in 3
respects.

27. Fire, he says that the scheme arising from the re-organisation of the Ngai Lik group
could not have condtituted a“transaction” within the ambit of IRO s. 61A.

28. Second, he says that the scheme did not confer atax benefit on Ngai Lik.

29. Third, he saysthat the scheme could not, congstently with the Board’ sfindings of fact,

have been entered for the dominant purpose of conferring atax benefit on Ngai Lik.
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B. The scheme as s. 61A transaction

30. Mr. Barlow assertsthat snce 1987, long beforeitsre-organisation in 1991 and 1992,
the Ngai Lik group’ s manufacturing processes have been exclusively carried out in the Mainland.

31. It follows (Mr. Barlow reasons) that the profits made by the group’ s manufacturing
entities(such asDinWal Electronics, ShingWa and Ngal Wal Plagtic) would have aMainland and
not a Hong Kong source. Those profits would not therefore be assessable to Hong Kong profits
tax under IRO s. 14.

32. Asfar asNga Lik isconcerned, it could not have obtained any benefit from profits of
thegroup’ smanufacturing entities. Thisisbecause (Mr. Barlow notes) Ngai Lik hasnever beenthe
group’ sholding company. Ngai Lik doesnot own thegroup’ smanufacturing entities. Profits made
by the group’ s manufacturing entities could never havebeenNgai Lik’ s profits assessable to Hong
Kong tax.

33. Mr. Barlow concludes from this that the scheme identified by the Board, which has
the effect of ingdling the group’ s manufacturing activities in the Mainland, could not be a
“transaction” within IRO s. 61A having the effect of reducing Ngai Lik’ sligbility totax. Profitsfrom
Mainland activities would smply not be taxable here. The aleged scheme could not be avoiding
any tax lighility.

34. | am not persuaded by Mr. Barlow’ s argument.

35. Firgt, | agree with Mr. Ambrose Ho SC (appearing for the Commissioner) that the
Board did not find that Ngai Lik had ceased to perform any manufacturing-related activitieswithin
the group.

36. Thus, for example, the Board stated in its Decision:-

“186.  When it cameto implementation of the Scheme, the mode of operation of
the Group had not changed....

187. [Noa Lik' § subgantid involvement in manufacturing continued.  This is
clear from the transaction sdlected by the gppellantsfor illustration purposes.
[Ngai Lik] dsomaintaineda‘ smdl’ team for ordering materials as agent for
[Nga Wa Hadtic] and [Shing Wal] and a‘ team’ for sourcing materids on
behdf of [Din Wa Electronics] and staff of the 2 teams were under the
payroll of [Ngai Lik]. Uponrequest from[DinWai Electronicg], [Nga Wal
Padtic] and [Shing Wal] in the Mainland, [Ngai Lik’ § gaff in Hong Kong
placed orders for raw materids with Hong Kong suppliers. The purchase
orders were prepared and processed in Hong Kong. The goods were
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ddivered in Hong Kong or directly to the Manland and there was a
godown in Hong Kong office of [Ngai Lik] for storage of goods. [Ngai Lik]
made periodic Hong Kong dollar remittances to ‘ the manufacturing
subsdiaries associated local government corporations .

37. TheBoard found that Ngai Lik performed sgnificant manufacturing-related work on
behdf of the BVI companies both before and after the group’ s 1992 re-organisation. | do not
believe that such finding was incongstent with the Agreed Facts which the parties submitted to the
Board.

38. Second, more importantly, Ngal Lik is assessable to profits tax under IRO s. 14
insofar as it is based in Hong Kong and generates profits from trading and other activities here.

39. Nga Lik’ staxable profits are essentidly its gross profits less outgoings and expenses
incurred in the production of those profits during ayear of assessment.

40. The Board found that Ngal Lik’ s declared expenses did not reflect the actua cost of
purchasing audio equipment from Din Wal Electronics. The price of the equipment was not set by
reference to market forces or am’ s length bargaining. Instead, price was determined by
accountants after the event. The result of that determination would be to alocate some of Ngai
Lik' s assessable profits to Din Wa Electronics, ostensibly as the cost of purchasing equipment
from Din Wal Electronics.

41. The Board further found that the profits allocated to Din Wai Electronicsasaresult of
the price-setting mechanism could be spread around among Shing Wa and Ngal Wai Plagtic. This
result was achieved through the granting or withholding of annud discounts given by the latter 2
companies to Din Wai Electronics.

42. It may be (as Mr. Barlow stresses) that actud profits of Din Wai Electronics, Shing
Wai and Ngal Wai Plagtic from their manufacturing activities are not assessable to Hong Kong tax
because the profitsarisein the Mainland. But that point does not affect the Board' sfinding thet the
aleged cost of equipment supplied by Din Wai to Ngal Lik was a figure which did not have any
bearing to the market vaue of the equipment.

43. The Board asked itself why a purchasng company might agree to such a curious
method of determining the price of equipment sold to it. The Board answered the question by
concluding that the pricing mechanism employed as part of the scheme was a means of obtaining a
tax benefit for Ngai Lik, namely, the transfer of otherwise assessable profits from Ngai Lik to Din
Wal.

C. The tax benefit of the scheme
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44, This appearsto be arelaed or smilar argument to that just canvassed.

45, The submisson isthat, because the group’ s Mainland manufacturing activitieswould
not have been assessable to Hong Kong tax, the Board could not have found that Ngai Lik
obtained atax benefit from the scheme.

46. The submisson is no answer to the Board' s concluson on the devices (such as
price-setting by accountants, the giving of additiona discounts, and the charging of insubgtantial
management fees) used to trandfer assessable profits away from Nga Lik to the group’ s BVI
subgidiaries operating in the Mainland.

D. The dominant purpose of the scheme

47. Mr. Barlow submits that the Board erred in its gpplication of the 7 factorsin IRO s.
61A. | disagree.

48. The 1« factor (s. 61A(8)) is*the manner in which the transaction was carried out” .
49, The Board attached weight to a Tax Planning Memorandum prepared by Messrs.

Erngt & Young for the Ngai Lik group in 1991. The memorandum stated its purpose as-

“to explore the possihility of implementing the proposed arrangements which would
enhance [Nga Lik' g clam to have part of its profits treated as exempt from Hong
Kong tax”.

50. The memorandum proposed a corporate sructure which was smilar (but not
necessxily identicd) to that eventudly adopted by the Nga Lik group as a result of its
re-organisation.

51. Erngt & Young aso prepared an undated document entitled “Ngai Lik Group Tax
Discusson Memorandum (For Discussion Purposes Only)” giving detalls of a possible “ efficient”
tax set-up.

52. Mr. Barlow submitsthat there is nothing to be inferred from a company engaging tax
planning consultants such as Erngt & Young. The group was (according to Mr. Barlow) smply
seeking to avall of itself of whatever it might be entitled to by way of tax relief under the IRO.

53. He further criticises the Board for ignoring the fact that, contrary to the Structure
advocated by the memorandum, Ngai Lik Holdings and not Ngai Lik became the group holding
company following re-organisation. Mr. Barlow also suggests thet, in any event, the advice in the
memorandum would have been regarded as out-dated after the Privy Council’ sdecisonin CIR v.
Hang Seng Bank [1991] 1 AC 306.
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54, | do not accept Mr. Barlow’ s argument.

55. The Board was fully entitled to have regard to the memoranda prepared by Ernst &
Y oung and to draw conclusions from their existence (in light of the ord evidence adduced before
the Board) asto thelikely dominant purpose of the group’ sre-organisation scheme. | do not think
the Board was perverse or unreasonable on this factor.

56. The 2nd factor (s. 61A(b)) is* the form and substance of the transaction”.

57. The Board pointed out that as a result of the scheme of re-organisation adopted by
thegroup, Ngai Lik’ sprofitsand its contribution to the group’ s profits apparently dropped. Onthe
other hand, thedropin Ngai Lik’ sprofitswas offset by the profitability of the 3 BVI companiesand
SWHK (which was operating offshore).

58. Mr. Barlow says that the Board was mistaken because Ngai Lik never owned the
group’ s mainland manufacturing businesses so its drop in profits could not have been due to the
scheme.

59. Once again | do not think that Mr. Barlow’ s criticism answers the point being made
by the Board. In my view, the Board was right to consider the 2nd factor in the way it did.

60. The 3rd factor (s. 61A(c)) is*“the result in relation to the operation of this Ordinance
that, but for this section, would have been achieved by the transaction”.

61. The Board sressed the drop in Ngai Lik’ s profits and the increase in profits of the
BVI companies and SWHK.

62. It followsfrom what | have previoudy said that the Board was entitled to have regard
to such outcome. But for the schemeinvolving after thefact price-setting by accountants, arbitrary
additiond discountsand low management fees, Ngal Lik’ sassessable profits(and thusitsliability to
profits tax) would have been grester. But for the scheme, Ngai Lik would presumably have been
charged alower price (reflecting market price) for goods supplied by Din Wai Electronic. It would
aso have earned higher fees for the manufacturing-related services which it provided to the BVI
companies.

63. The 4th factor (s. 61A(d)) is“any change in the financid postion of [Ngai Lik] that
has resulted, will result, or may reasonably be expected o result from the transaction”.

64. The Board referred to the drop in Ngai Lik’ s profits as a result of the price-setting
mechanism. The Board aso noted the low service feesreceived by Ngai Lik despiteits Sgnificant
work on behdf of the BVI companiesin relaion to their manufacturing-related activities.
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65. | do not think that the Board erred in this gpproach.

66. The 5th factor (s. 61A(€)) is“ any change in the financid position of any person who
has, or has had, any connection (whether of a business, family or other nature) with [Nga Lik],
being a change that has resulted or may reasonably be expected to result from the transaction”.

67. The Board pointed out that “ the use of offshore companies made it more difficult for
the Revenue to acquire information about the Scheme’ . It observed that SWHK became dormant
after its business had been taken over by Shing Wai without any explanation being provided for the
replacement of the former by the latter. Otherwise, it was not relevant to consder any changein

position of the BVI companies themsdlves as they were only incorporated or acquired shortly

before the scheme was implemented.

68. | do not think that the Board' s comments were unreasonable.

69. The 6th factor (s. 61A(f)) is* whether the transaction has created rights or obligations
which would not normaly be crested between persons dedling with each other a arm’ s length
under atransaction of the kind in question”.

70. The Board did not believe that the agency agreements between Ngai Lik and the BVI
companies represented arm’ s length transactions. The Board aso remarked that, despite the
agreements, Ngal Lik “did not receive asingle cent except for 1992/93”.

71. Nor did the Board think that the annua setting of a sale and purchase price by the
group’ s accounting department could be characterised as dedling & am’ slength.

72. Finaly, the Board observed that the system of arbitrary discounts given by Ngai Wai
Plagtic and Shing Wal to Din Wal Electronics was not dedling on arm’ s length basis.

73. Inmy view, it was opento the Board, on itsfindings, to cometo the conclusonswhich
it did on the 6th factor.
74. The 7th factor (s. 61A(Q)) is “the participation in the transaction of a corporation

resdent or carrying on business outsde Hong Kong”.

75. The Board here smply noted that the BVI companies resded and operated outside
Hong Kong. It repested its previous statement that the use of offshore companies made it difficult
for the Revenue to acquire information about the scheme.

76. There is nothing to fault here.
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V. CONCLUSION

77. The Board did not fall into any error of law. Nga Lik’ s gpoped againg the Board is
consequently dismissed. There will be an Order Nis that Ngai Lik isto pay the Commissoner’ s
costs, such costs to be taxed if not agreed.

(A. T. Reyes)
Judge of the Court of First Instance
High Court

Mr Barrie Barlow, SC, ingtructed by Messrs Andrew Lam & Co., for the Appellant

Mr Ambrose Ho, SC and Ms Joyce Leung, instructed by the Department of Justice, for the
Respondent



