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JUDGMENT

Mr Justice Bokhary PJ :
1 | agree with the judgment of Lord Hoffmann NPJ.
Mr Justice Chan PJ :

2. | agree with the judgment of Lord Hoffmann NPJ.
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Mr JusticeRibeiroPJ :

3. | have had the privilege of reading in draft the judgment of Lord Hoffmann NPJ and
am respectfully in agreement with its reasoning and conclusons.

Mr Justice Litton NPJ :

4. On paper, Paribas Ada Limited (“PAL"), by the subscription agreement of 23
November 1994, undertook to “ subscribe and pay for” Notesworth US$1,208 million. Together
with al the other financid inditutions listed in schedule 1 to that agreement, there was contractua
undertaking by those inditutions to take up atotal of US$1,735 million worth of Notes. But, as
regards PAL’ s commitment, there was in fact a back-to-back agreement made with Hutchison
International Port Holdings Limited whereby a member of the HIT Group would purchase from
PAL Notes worth US$1,148 million, in effect relieving PAL of financid burden to that extent.
Hence, PAL’ s commitment to pay was, in redity, limited to the sum of US$60 million.

5. The Board of Review found asafact that the origind intention wasto raise US$1,735
million by the issue of floating rate Notes, but “ market forces” moved against the HIT Group and
they were able only to raise US$587 million. Hence the scheme was devised whereby Strategic
Internationa Investments Limited, aBritish Virgin |dands company, ended up holding Notes with a
nomina vaue of US$1,148 million, with HIT Finance Limited paying interest on those Notes and
claiming deductions under s.16(1)(a) of the Inland Revenue Ordinance. The Board of Review’ s
finding was that thiswas a mere facade. It expressed itsdf in theseterms:

“The maintenance of such fagade would have facilitated the deduction of interest
resulting in consequentia reduction of tax when in substance no money a al was
raised ... onthe basis of the Strategic Notes. We further find that the issuance of the
Strategic Notes was whoally digtinct from the re-gtructuring [of the Group]. We are
not persuaded that the re-structuring could not have proceeded without such
Issuance.”

6. Upon these clear findings of fact, | was origindly inclined to the view that the
transaction whereby Strategic was lent the money to pay PAL for the Notes was artificid and
fictitious, asthe Board of Review had found. But, having had the advantage of reading in draft Lord
Hoffmann NPJ sjudgment, | amwholly convinced by his reasoning and by the eegant smplicity of
his gpproach to the congtruction of s.61A of the Ordinance. Hence | confine mysdlf to saying that
| agree entirdy with Lord Hoffmann NPJ s judgment and the orders he proposed.

Lord Hoffmann NPJ :

7. In 1994 Hutchison Whampoa Ltd (“HW”) decided to reorganise the company
structure of the members of its group which owned and operated container terminals and other port
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facilities. It so wanted to borrow about US$1.735 billion in the market for the acquisition and
development of additiond port facilities on the mainland and e'sewhere. At the time, its container
termina business and other related assets in Hong Kong were held by Hong Kong Internationa
TermindsLtd (“ Terminds’), in which HW had a 77.5% interest. 1t was proposed that Terminas
should sl its assets and undertaking to a new subsidiary and incorporate a second subsdiary as
the vehicle through which to borrow money. Terminas would be renamed HIT Holdings Limited
(“HIT”); the new operating subsdiary would take over the former name of Terminds (to avoid
confusion, | shal call the new subsidiary “HITL”) and the borrowing subsidiary would be caled
HIT Finance Limited (“Finance’). The shares in HIT would be vested in an offshore holding
company named HIT Investments Limited (“Investments’). Finance would then borrow the
US$1.735 hillion by issuing loan notes quoted on the Luxembourg Stock Exchange, on the footing
that the money was to be used for the business of the HIT group.

8. After aninitid flirtation with Wardley Cepita Limited, HW went to Banque Paribas
(“BP’) to underwrite the proposed issue. At first BP said that it could form a syndicate led by its
subsdiary Paribas AsaLimited (* PAL”) to underwrite the full amount. But then there was a hitch.
BP found that market conditionsfor borrowing in Hong Kong were adverse and thet it could raise
only US$587m. That was about athird of the required amount.

9. HW nevertheless ingtructed BP to go ahead with the full US$1.735 hillion issue by
Finance on the footing that it would itself, through another subsdiary, subscribe for the amount
which the syndicate would not underwrite. In other words, HW was to borrow US$1.735 hillion
subject to the condition that it immediately gave two-thirds of the money back. What lies a the
heart of this case is the reason why this remarkable arrangement was entered into.

10. The way it was carried out was that HW acquired a BVI shelf company which was
renamed Strategic Investments Internationd Limited (“Strategic”). This was to be the vehicle for
giving BP its money back. On 28 November 1994 the following transactions happened:

(@ PAL paid Finance US$1.721 hillion for the loan notes which carried interest at
0.85% over LIBOR.

(b) Financelent the US$1.721 billion to HITL at 1% over LIBOR.

() HITL padHIT US$1.345 hillion for the terminals and other port assetswhich it
had contracted to buy (this was part of the agreed price, the rest being left
outstanding).

(d) HIT paid US$1.255 hillion to Investments by way of dividend.

(&) Investments lent the US$1.255 hillion interest-free to Strategic.
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(f) Strategic paid US$1.148 billion to PAL for part of the loan notes.

11. Each of these paymentsinvolved the transmission of money from one bank account to
another. There was some dispute about the precise order in which the payments took place but |
do not think it matters. What is undisputed isthat US$1.148 hillion of the US$1.721 billion raised
by Finance from PAL for the purposes of the group was more or less ingtantly repaid to PAL.
Strategic was left with US$1.148 billion worth of notes, some of which it afterwards sold in the
market when circumstances were more favourable. The proceedswere used for other purposesin
the group.

12. Theregfter, in preparing its accounts for tax purposes, HITL deducted the interest
which it paid Finance on the US$1.721 hillion it had borrowed. Finance in turn deducted the
interest paid to Strategic as holder of the notesit had issued. It paid tax on the 0.15% profit it had
made on the difference between its borrowing and lending rates. Strategic was not liable to tax on
theinterest which it received from Finance becauseit wasaBVI company and, in any case, theloan
notes issued and quoted in Luxembourg were an overseas source of income.

13. The Commissoner made Additiona Profits Tax assessments on Finance and HITL

which disdlowed the deduction of interest on that part of the loan proceeds represented by the
notes acquired by Strategic. She gave three aternative reasons. The firg (in relation only to

Finance) was that the interest payments did not qualify for deduction under ss 16(1)(a) and 17(1)
of the Inland Revenue Ordinance, Cap. 112. These two provisons dipulate, fird, that sums
payable by way of interest may be deducted only if the money was borrowed for the purpose of

producing profitsand, secondly, that no expenses may be deducted in computing profits unlessthey
were expended for the purpose of producing such profits. The Commissoner submitsthat neither
was satisfied because in redlity Finance did not borrow the money at dl. 1t smply went round in a
circle. The second argument (in relation to both companies) was that the borrowing was an

“atifiad or fictitious’ transaction within the meaning of s.61 of the Ordinance and could therefore
be disregarded. And the third (dso in relaion to both) was that the transaction had the effect of

conferring a tax benefit on the two taxpayer companies and had been entered into for the sole or
predominant purpose of enabling that tax benefit to be obtained. The Commissoner was therefore
entitled under s61A to disallow the deductions.

14. The Board of Review accepted dl these submissons. But in an gpped directly from
the Board, the Court of Apped (Rogers and Tang VPP and Le Pichon JA) rgected them. Inther
view, the Board had not asked itsdlf the right questions. The Board’ s approach was predicated
upon afinding that the borrowing represented by the Strategic noteswas not red money. But dl the
transactions were genuine and red. The purpose of the redity which the parties had chosen to
congtruct might give rise to a question under s.61A, but the Court of Apped consdered that the
Board had not properly considered that question. So they alowed the apped and remitted the
caeto the Board. The Commissioner gppedls, seeking that the assessments be upheld. Finance
and HITL cross-gpped agang the remittal, saying that the assessments should have been
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discharged.

15. In the assessments and before the Board, the Commissioner’ s chdlenge under ss 16
and 17 had, as | have said, been raised only in relation to Finance, but the argument on these
sectionsin the Court of Apped and before this Court waswidened toinclude HITL. Inview of the
conclusion which | have reached on s.61A, it issrictly unnecessary for meto say anything about ss
16and 17. But | aminclined to agree with the Court of Apped that the Commissoner’ ssubmission
must fail. | agreethat thetransactionswerered and genuine. HITL did actually buy the port assets
from HIT and incurred alidhility to pay for theminred money. That liability was discharged by the
payment of money borrowed from Finance a 1% over LIBOR. Finance obtained the money by
borrowing from PAL at 0.85% over LIBOR. Section 16(1)(a) is concerned with the purpose for
which the money was borrowed and s.17 is concerned with the purpose for which the interest was
expended. Given that the money was actualy borrowed, | cannot see how the purpose can have
been anything other than producing profits: in the case of Finance, the 0.15% turn on interest rates
and, inthe case of HITL, the acquisition of a profit-making busness.

16. In examining the purpose for which money was borrowed, one is not in my opinion
concerned with where the lender got the money. Nor, if the money is borrowed to be lent on or
used in the acquisition of assets, is one concerned with what the second borrower or the sdller of
the assets did with the money. The statutory question concentrates upon the purpose of the
borrower. The circularity of the payments is therefore irrdevant. Thereis, | think, a tendency to
assume that if there is circularity of payments, dl the transactions in the circle may be trested as
never having happened. But that is afadlacy. The question is whether the particular transaction
answersto the statutory description—in this case, aborrowing for the purpose of producing profits
—and atransaction may do so even though it forms part of acircle of payments. In MacNiven v.
Westmoreland Investments Limited [2003] 1 AC 311 it was held that interest had been “ paid’
within the meaning of a particular satutory provison even though the money was immediatdy
returned to the borrower as a loan. In Barclays Mercantile Business Finance Limited v.
Mawson [2005] 1 AC 684 it was held that the taxpayer had “ incurred capita expenditure’ for the
purposes of obtaining a capital alowance even though the money went round in acircle. In this
case, | think that both Finance and HITL satisfied the requirements of ss 16 and 17.

17. Section 61A, however, is adifferent matter. | have set out its rlevant provisonsin
my judgment in Commissioner of Inland Revenue v. Tai Hing Cotton Mill (Devel opment)
Limited, FACV No. 2 of 2007 and will not do so again. Nor will | repeat dl of the arguments
which were considered in that case. For example, the taxpayer in this apped submitted, asdid the
taxpayer in Tai Hing, that aright to deduct asum (in thiscase, interest) in the computation of profits
cannot be a“ tax benefit” within the meaning of the section. For thereasons| gavein Tai Hing, |
think that isa category mistake. A tax benefit smply meansadifference favourable to the taxpayer
between his tax liability computed on one basis and his liability computed on a different basis. It
does not mean any particular eement in that computation.
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18. It seems to me clear that the borrowing by Finance of US$1.721 hillion from PAL
instead of the US$587m that was actudly on offer, together with the introducing of Strategic into
the transaction for the purpose of enabling US$1.148 hillion of the borrowing to be ingtantly
returned to PAL, had the effect of conferring atax benefit on HITL, namely the ability to compute
itstax lighility after deducting from the profits of its container termind and port business afar larger
sum of interest than it could have doneif it had borrowed only US$587m. Mr John Gardiner, QC
argued, asdid thetaxpayer in Tai Hing, that one should compare the postion of the taxpayer with
what it would have been if there had been no transaction. In that case, nothing would have been
borrowed and its acquidition of the port assets could not have gone ahead. But for the reasons
which| gavein Tai Hing, | would rgject that submisson. In my opinion atransaction with terms or
featureswhich reduce thetaxpayer’ sliability, compared with what it would have been without them,
confersatax benefit upon him. If thosetermsor featureswereincluded for the sole or predominant
purpose of securing that benefit, the Commissioner may counteract that benefit under s.61A(2)(b)
by assessng him on the basis that the transaction took the form it might reasonably be expected to
have taken without those terms or features.

19. The question then is whether one would conclude, having regard to the various
matters listed in s.61A(1), tha the circular borrowing and repayment through Strategic were
introduced into the transaction for the sole or dominant purpose of avoiding tax. Theevidence from
HW to suggest some alternative purpose was somewhat sparse. Mr Gardiner referred us to
para.84 of the witness statement of Mrs Susan Chow, a solicitor and executive director of HW:

“We did not want to reduce the size of the offering or increase the spread over
LIBOR asthe full amount was needed for the identified investment projects ... and
the deteriorating market increased the risk that a future financing would not be
successful. Further, withdrawa would have given an extremely adverse message to
the market about the HIT group and possibly affected subsequent HWL bond issues.
Inany event ... therewas area need for that amount of money in the coming years
and the Group was better off to proceed with the full amount with the objective of
off-loading FRNs a alater date.”

20. The Board of Review found thisunconvincing and | am not surprised. Itiscompletely
divorced from the redity of what was happening. The full amount may well have been needed, but
it wasnot on offer. Nor could the* adverse message’ which might have been given by the reduction
in the Sze of the offering have been dispeled by an offer document which, very properly, made it
clear that HW was obliged to give two-thirds of the proceeds back. The readers of such

documentsare not children to be decelved by conjuring tricks. The only advantageto HW wasthat
when it found someone willing to lend it more money, it would be able to offer loan notes which
aready had a stock exchange quotation.

21. The Board considered that this advantage did not displace an inference that the tax
benefit was the predominant purpose of the decision to borrow the larger sum. It sad (at
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para. 77(c)(iii)):

“Looking at the matter objectivey, given the dim outlook of the Notesin 1994 and
comparing the massive fisca advantage resulting from the exercise, we are driven to
conclude that fiscd condderations overtop the commercid benefits of having in hand
the Strategic Notes as an uncertain means of raising funds.”

22. Asfor Strategic’ srolein the affair, the explanation of Mrs Chow (in para.25(j)) was
that it was* set up asa separate vehicleto act astreasurer to the HIT group to hold excess cash and
earnincomefrom itstreasury operations’. Soitwas. Itiscommon for groupsof trading companies
to have atreasury company. Thereisnothing odd about that. The curiousfeature of the HIT group
wasthat it had two treasury companies. Finance was obvioudy originaly intended to havethat role
and does not appear to have done anything except borrow and lend money. Why was Strategic
introduced aswell? When one considers how the scheme was carried out, it isimpossible to avoid
the concluson that the sole or predominant purpose was to secure the tax benefit by holding the
|oan notes, an overseas source of income, in an offshore company. The Board of Review said“ We
fall to see any genuine benefits to the Group by desgnating [treasury functions] to Strategic’. That
conclusion seems to me unassailable,

23. | respectfully disagree with the Court of Apped’ sview that the Board did not ask the
right questions about s.61A and needed to look at the caseagain. | think that on afair reading of its
decison the Board found, and was entitled to find, that borrowing the larger amount and

introducing Strategic as the means of returning two-thirds of it to PAL conferred atax benefit and
that the transaction was in that respect entered into solely or predominantly for the purpose of

obtaining that benefit. The Commissoner was therefore entitled to take appropriate steps to

counteract that benefit. She fully achieved that object by disallowing the deduction of interest on

the borrowing of HITL from Finance in excess of the net proceeds of the loan note issue actudly
received by the group. Any disalowance of deductions by Finance as well would go further than
counteracting the tax benefit and would not in my opinion be gppropriate.

24, In view of my conclusons about s.61A, | propose to say nothing about s.61. The
transaction in question was certainly not fictitious, but | would |eave open the question of whether it
could be cdled atificid. Even if it can, s61 does not provide for the assumption of a different
hypotheticd transaction in theway s.61A does. It only dlowsfor an assessment without regard to
the artificid transaction and that, on the present facts, may not be enough.

25. | would therefore dlow the Commissoner’ s gpped againgt HITL and confirm her
assessments on that company. | would dismiss her pped againgt Finance. In the circumstances,
the cross-gppeals do not arise and will be dismissed. | would order that costs be dedlt with by the
Court on written submissons as to which the parties will seek procedura directions from the
Regidrar.
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Mr Justice Bokhary PJ :

26. The Court unanimoudy dlowsthe Commissoner’ sgpped aganst HITL, confirmsthe
assessment on that company, dismisses her appeal againgt Finance, dismisses the cross-appeals
and directs that costs be dedlt with by the Court on written submissions by the parties as to which
the parties should seek procedura directions from the Registrar.

(Kemd Bokhary) (Petrick Chan) (RAV Ribero)
Permanent Judge Permanent Judge Permanent Judge
(Henry Litton) (Lord Hoffmann)
Nor+Permanent Judge Non-Permanent Judge

Mr David Goldberg, QC and Mr Stewart KM Wong (instructed by the Department of Justice) for
the appellant (respondent on cross appedl)

Mr John Gardiner, QC, Mr Ambrose Ho, SC and Mr Kenny Lin (instructed by Messrs Wao,
Kwan, Lee & Lo) for the respondent (appellant on cross apped)



