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JUDGMENT

Chief Justice Li:

1. | agree with the judgment of Lord Walker of Gestingthorpe NPJ.
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Mr Justice Bokhary PJ:

2. | agree with the judgment of Lord Walker of Gestingthorpe NPJ.
Mr Justice Chan PJ :

3. | agree with the judgment of Lord Walker of Gestingthorpe NPJ.
Mr Justice RibeiroPJ :

4, | agree with the judgment of Lord Walker of Gestingthorpe NPJ.
Lord Walker of Gestingthorpe NPJ :

The lssues

5. In May 1988 a complicated pre-arranged scheme of tansactions was effected
between severd companies in the Shui On group (three of them newly-formed subsidiaries) and
severd outsde companies. The appdlant, Shui On Credit Company Limited (“ the taxpayer” ) was
one of the newly-formed subsidiaries. A scheme of that sort was likely to be of interest to the
Commissoner of Inland Revenue (“the Commissione”) as possbly faling within s61A of the
Inland Revenue Ordinance, Cap. 112 (“the IRO"), and s0 it proved. Profits tax assessments on
the taxpayer for the years of assessment 1988-89 to 1996-97 (inclusve) were made in three
tranches (six in 1995, two in 1997 and one in 1998). These assessments were al stated to have
been made under s.61A of the IRO.

6. Section 61A was enacted in 1986 as a generd anti-avoidance measure. It can be
gpplied s0 as to assess a person to tax only if (among other conditions) a transaction has been
effected (s.61A(2)) :

“and that transaction has, or would have had but for this section, the effect of
conferring a tax benefit o a person (in this section referred to as ‘ the relevant

person’).”

If the supposed tax benefit would not have been achieved even in the absence of s61A (in
colloquid terms, if for more mundane reasonsthe tax- avoi dance scheme smply did not work) then
logicaly s.61A cannot apply, asthereis no tax benefit in the Statutory sense. In arecent decison,
Ngai Lik Electronics Co. Ltd v. CIR, 24 July 2009, FACV No. 29 of 2008, paras 93-97, this
Court expredy left open the question whether that propostion is correct. The argument in the
present case proceeded, in my view correctly, on the bass that it is correct. The question
previoudy left open should now be taken to have been answered : atax benefit in the Satutory
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senseisrequired before s.61A isengaged, and so that section can gpply only to atransaction which
would otherwise avoid tax.

7. Thetax benefit said to have been obtained by the taxpayer was the deduction from its
assessable profits, in dl nine years of assessment, of sums described as* deferred expenditure” (it
remainsto be cons dered whether that |abel was appropriate). Sincethe original assessmentswere
made the matter has been more fully explored and the question has arisen whether the so-called
deferred expenditurewould (quite apart from s.61A) have been a proper deduction, having regard
to the terms of ss16 and 17 of the IRO.

8. In these circumstancesthere are threeissuesin the gpped, one turning on questions of
adminigtration and procedure and two substantive questions.

(1) Theprocedura issueiswhether it was open to the Commissioner to argue that
the taxpayer islidble under ss 14, 16 and 17 on their own, after assessments
had been made expresdy under s.61A, and no further aternative assessments
were made.

(2) Thefirgt substantive issue (if not excluded on procedurd grounds) is whether
the deferred expenditure was a proper deduction in computing the taxpayer’ s
profits under ss 16 and 17 of the IRO.

(3 The second subgtantive issue (which does not arise for decison if the
Commissioner succeeds on both the procedura issue and the first substantive
Issue) iswhether the taxpayer was liable under s.61A of the IRO.

The Facts

9. In 1987 the principa asset of the Shui On group was adevelopment in Wanchai East.
The dite was acquired in 1985, for a 75 year term, for $302m. The Site was developed as a
commercid centre, the Shui On Centre (“ the Centre property” ) with a syndicated loan facility of
$360m arranged by Hong Kong and Shanghai Banking Corporation (*HSBC”) and secured on the
Centre property. The development was fully completed during 1987 (at atota cost, including the
acquigtion of the Ste, of $596m) and units were let on terms of three to Sx years.

10. In 1987 the Centre property was held by South Castle Limited (“ South Cadtle’), a
whoally-owned subsidiary at what was then the lowest level of a perpendicular group structure:
South Castle was owned by Shui On Properties Limited, (“ Properties’), which was owned by Shui
On Invesment Company Limited (* Investment”), which was owned by Shui On Group Limited
(“Group”), and gnce 1989 there has been a BVI company, Shui On Company Limited, as the
ultimate holding company of the group. Apart from its secured indebtedness to HSBC South
Castle also owed $209m to other group companies. The HSBC loan was due to be repaid on
completion of the development but HSBC severa times agreed with South Castle to roll it over,
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first until 11 December 1987, and then by further extensionsuntil 11 May 1988 (when it wasrepad
asmentioned below). The Board of Review (“the Board™) accepted that the group had agenuine
need for refinancing by meansof amedium-term loan (that is, for seven to eight years) large enough
to provide additiona finance for other group activities. The Board did not accept that the scheme
adopted and carried out was the most natural means of meeting that need.

11. The scheme and some later material events were described in detall by the Board in

paras 15-41 of itswritten decison. The three new subsidiary companies formed to participate in

the scheme were the taxpayer, incorporated in Hong Kong on 11 March 1988; Shui On Centre
Company Limited (“ Centre Co.”), incorporated in Hong Kong on 24 July 1987; and Glorion

Holding Corporation (“ Glorion™), incorporated in Nauru on 12 April 1988. For present purposes
it issufficient to repest (asthe Court of Apped did) the more concise summary given by ReyesJin
the Court of Firg Instance, in paras 8 to 13 of hisjudgment. Inthat summary “ Mitsubishi” refersto
Mitsubishi Bank; “Agnew” refers to a company named Agnew Park Limited, a wholly-owned
subsdiay of BT Asa (HK) Limited (“BT Asa’); “Bankers Trust” refers to Bankers Trust

Company, which had a50% holding in BT Asia; and“ FPB Finance’ refersto FPB FinanceLimited.
Bankers Trust was the source from which the whole scheme emanated.

12. | gratefully adopt the concise summary by Reyes J.
“8.  Thefollowing matters took place on 4 May 1988:-

(1) The Taxpayer obtained aloan facility of $600 million & afloating rate
from Mitsubishi Bank.

(2) The Taxpayer instructed Mitsubishi to issue a cheque for about $358
million in the name of HSBC.

(3 The Taxpayer directed Mitsubishi to issue a cheque for the balance of
the loan facility (about $242 million) in the name of Bankers Trugt.

9.  Thefollowing matterstook place on 9 May 1988-

(1) Centre Co. obtained a loan facility (the Centre Co. Loan) of $1,200
million from FPB Finance. The Centre Co. Loan was repayable in
8 years. Interest accrued on the facility at 9.375% per annum. The
Centre Co. Loan was guaranteed by Shui On Holdings and Shui On
[nvestment.

(2) Agnew pad $1,200 million to FPB Finance for the latter’ s rights and
obligations under the Centre Co. Loan. Agnew assgned to the
Taxpayer for $600 million al of Agnew’ s right to receive the interest
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10.

©)

(4)

©)

due under the Centre Co. Loan. FPB Finance told Centre Co. to pay
al interest due under the Centre Co. Loan to Agnew.

By aSwap Agreement BT Asiacontracted to pay afixed rateto Centre
Co. on specific dates and Centre Co. agreed to pay a floating rate
amount to BT Asa on specific dates. The fixed rate amount was
9.375% per annum of $1,200 million. The floating rate amount was
based on HIBOR plus a margin applied to a diminishing ‘ notiond
principd’ of $600 millionand a* principd ingdment’ . Thefloaing rate
paymentsin fact matched the principa and interest payments due from
time to time on Mitsubishi’ sloan to the Taxpayer.

By a Supplemental Swap Agreement among BT Asa, Centre Co. and
the Taxpayer, it was agreed that the Taxpayer would perform al BT
Agd s obligations under the Swap Agreement and Centre Co. would
perform its obligations under the Swap Agreement as if the Taxpayer
were BT Asa

By aDeed of Covenant Glorion agreed to pay $600 million to Bankers
Trust and Bankers Trust agreed to discharge FPB Finance' s obligation
to account to Agnew for the principa repayment of $1,200 [million] due
from Centre Co. to FPB Finance under the Centre Co. Loan
Agreement.

The following matters took place on 10 May 1988:-

@D

2

©)

Centre Co. ingtructed Bankers Trust to pay the loan monies of $1,200
million receivable from FPB Finance to South Cagtle. Thiswas said to
bein partid satisfaction of the consderation due to South Castle for the
sde of the Shui On Centre to Centre Co. At the time the Shui On
Centre had a market vaue of about $1,310 million.

South Cadtle ingtructed Bankers Trust to credit to Glorion about
$600 million of the $1,200 million purchase condderaion received
from Centre Co. Thiswassadto bein consderationfor Glorionissuing
new sharesin itsalf to South Cadtle.

South Cadtle ingtructed Bankers Trugt to credit Agnew’ s account with
some $358 million of the $1,200 million. Thiswassaidto bein order to
reimburse Agnew for the payment by Agnew (at South Castle’ srequest)
of the outstanding loan of $358 million duefrom South Castleto HSBC.
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11.

12.

13.

(4) The Taxpayer indructed Bankers Trust to credit the Taxpayer' s
account with a cheque of $242 miillion to be ddlivered by Mitsubishi on
11 May 1988. Bankers Trust was then asked to credit that amount
from the Taxpayer’ s account to that of Agnew. Thiswassaidto bein
part consderation of the $600 million payable by the Taxpayer to
Agnew for Agnew’ sright to recelve the interest stream due under the
Centre Co. Loan.

(5) Glorion ingructed Bankers Trugt to credit itsdf with the $600 million
receivable by Glorion from South Castle for the issue of new Glorion
shares. Thiswas said to bein consderation of Barkers Trust agreeing
to discharge FPB Finance s obligation to account to Agnew for the
principa repayment of $1,200 million due under the Centre Co. Loan.

The following matters took place on 11 May 1998:-

(1) Agnew ingructed the Taxpayer to pay the purchase price for the
interest stream of the Centre Co. Loan by way of a cheque in the
amount of about $358 million in favour of HSBC and atransfer of about
$242 to Agnew’ s Bankers Trust account.

(20 South Castle assigned the Shui On Centre to Centre Co.

(3) Centre Co. charged the Shui On Centre and assigned the rentas
receivable from its units to Mitsubishi as security for the $600 million
loan by Mitsubishi to the Taxpayer.

(4)  Mitsubishi authorised the Taxpayer and Centre Co. to grant or renew
tenanciesin the Shui On Centre.

(5)  Shui On Investment received about $242 million from South Castle in
settlement of inter-company loans.

In 1998 Bankers Trust ingtructed the liquidators of FPB Finance to release
Centre Co. from its obligation under the Centre Co. Loan to repay the loan
principa of $1,200 million.

The Board found that, as part of the Scheme, there was an assgnment by
Agnew to Bankers Trugt of the right to receive the principa repayment under
the Centre Co. Loan and Bankers Trust paid Agnew $600 million for thet
right.”
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The Commercial Reality

13. It isnot easy to discern, from that summary, the real commercid character and effect
of the scheme. That isin no way the fault of the judge, or of the Board (of whose more detailed
description Reyes J made an accurate précis). The fact is that the scheme was very complicated
and artificid, and the Board was inclined to the view (para157 of the decison) that some of its
complicationswereintended to makeit lesseasy “ to seethrough the scheme’. The Board got little
assigtance from the taxpayer’ s witnesses who had a tendency, when questioned about aspects of

the scheme, to suggest that someone e se would be better equipped to answer that question (paras
66, 70 and 90 of the decison). The scheme seems to have been referred to both as a “tax

defeasance scheme” and a “debt defeasance scheme’ (for instance, paras67 and 70 of the
decision).

14. The Board produced a diagram (para.149) showing (in asmplified form) the flow of
funds under the scheme. This is of some assstance in understanding the numerous transfers of
money (amost dl by book entriesin bank accounts held at Bankers Trust) which were effected on
9, 10 and 11 May 1988. But it does not cover the flows of money which took place under the
scheme between 1988 and 1996 (and in particular between 1988 and 1994, when there was a
partia sde of the Centre property and the Mitsubishi loan was fully repaid).

15. The commercid redity wasthat the refinancing of the HSBC loan was undertaken by
Mitsubishi, which was willing to make a secured loan of $600m for eight years on commercid
floating-rate terms.  Under the Mitsubishi loan interest was payable quarterly, and principd by
hef-yearly ingaments. Initidly the floating rate of interest was 7.25%, but as it happens it rose
quiterapidly to reach 11.25% withinayear. The natura course, asthe Board observed (para. 157),
would have been to lend direct to South Castle, or Centre Co. (the new subsidiary which was to
hold the Centre property). Instead, for tax reasons, the Mitsubishi |oan was made to the taxpayer,
acompany with apaid up capita of $2 which did not own the Centre property.

16. The $1,200m loan made through the mechanism of FPB Finance and Agnew, by
contrast, wasin no sensean ordinary commercid loan. It wasreferred to in the taxpayer’ sopening
written submissionsto the Board (para.31) asthe primary loan (the Mitsubishi oan being described
as the secondary loan). That was a tendentious description, since (on the Board' s unchdlenged
findings) the“ primary loan” money went round inacircdlein acouple of days. The main purpose of
thisloan (* the FPB/Agnew loan”) wasto bring into existence the income stream (interest at afixed
rate of 9.375% p.a. on $1,200m, that is $112.5m p.a. for eight years) which Agnew assigned to
the taxpayer by the assgnment of 9 May 1988 (para.9(2) of thefirst instance judgment). Intheory
Agnew’ s right to repayment of the principa in 1996 remained in existence, but it was a very
shadowy existence, because (paras 9(5) and 10(5) of the first ingtance judgment) Glorion agreed
that Bankers Trust should credit itself with $600m in consderation of Bankers Trugt’ s covenant to
discharge (or procure the discharge of) the obligation to repay the principa of $1,200m on 11 May
1996, representing a50% discount in respect of the obligation” sdeferment for eight years. Glorion
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hed become entitled to this sum of $600m as payment for new shares taken up by its holding
company, South Castle, and that $600m was part of the sum of $1,200m paid to South Castle by
Centre Co. on account of the purchase price ($1,310m) payable by South Castleto Centre Co. for
the Centre property.

17. For practica purposes, therefore, the aim and effect of the complex manoeuvres
involving the FPB/Agnew loan was to burden Centre Co. with aliability for interest at the rate of
9.375% p.a. on a shadowy principa sum of $1,200m, and as aresult of Agnew’ s assgnment the
taxpayer became entitled to thisincome stream. It was used by the taxpayer to pay to Mitsubishi
both quarterly interest (at afloating rate) on the outstanding principa and haf-yearly ingaments of
principd (the principa repaid amounting to about $52.5m in the first year and gradudly increesing
so that but for the early redemption it would have amounted to $102.3m in the last year of the
dght-year term; the precise figures are st out in table 1A of the Commissone’ s written
submissions forming Annexure C to the stated case). But because the Mitsubishi loan was a a
floating rate there was no certainty that there would be a close match between the sums payable to
and by the taxpayer. On the contrary, it was dmost certain that they would not, because interest
rateswerevolatile. The swap arrangements (para.9(3) and (4) of the first instance judgment) were
therefore put in place to correct the likely mismatch. They could be likened to a bit of genetic
engineering which trangposed the characterigtics of two organisms without completely destroying
thar identities; whether interest rates rose or fell, the effect of the swap was to keep Centre Co.” s
ligbility under the FPB/Agnew loan at the same level asthe taxpayer’ sliability under the Mitsubishi
loan. The Board (para157) regarded the interposition of BT Asainto the swap transaction asa
further bit of camouflage.

18. The taxpayer’ s opening submissions asserted (para.37) that the agreements entered
into by the group, its bankers and their respective subsidiarieswere al supported by consderation.
That may be correct if dl the companiesin the Shui On group, including the new subgdiaries, are
regarded asasingle economic entity. Itiscertainly not trueif each company islooked at onitsown.
The most obvious exampleis Glorion, which had apaid-up capita of $600m (in contrast to the $2
issued share capital of the taxpayer and Centre Co.) but paid it al out for a purpose that benefited,
not Glorion, but Centre Co., with the result that Glorion was left with accumulated 1osses of $600m
(as appears from the baance sheet a Annex H to the taxpayer’ s closing submissions, which are
themsalves Annexure B to the stated case). Y et the taxpayer’ s case has aways emphasized that
profits tax applies separately to each company in agroup, with no provisons for group relief.

19. It should also be noted, for the sake of completeness, that the only money which went
out of the circle at once wasthe sum of $358m paid by Mitsubishi to HSBC infind discharge of the
gyndicated loan. This money was paid by Mitsubishi a the direction of the taxpayer, and o
reduced to $242m the amount that the taxpayer had available to pay to Agnew for the assignment
of the income stream. The balance of $358m was paid to Agnew by South Castle (para.10(3) of
thefirg instancejudgment). That was appropriate as South Castle was sdlling the Centre property
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free from HSBC' s security. After making that payment and injecting $600m into Glorion, South
Cadtle was left with $242m which it paid to Investment in discharge of intra-group indebtedness.

20. The practica effect of these arrangements, once the scheme had been et up, is
reflected in the summaries of the taxpayer’ s profit and loss accounts set out in para42 of the
Board' s decison. For each full year of assessment the interest received from Centre Co. (the
assigned income stream) was $112.5m; thiswas however reduced by variable amounts (the highest,
amost $22m, in 1992-93) by the swap arrangements. The net income figure was then further
reduced by (1) theinterest eement of the sum payable to Mitsubishi (asum that decreased year by
year asthe outstanding principa was reduced); (2) “ deferred expenditure w/o [written off]” (asum
that increased year by year, the eventud total being $606.2m, afigure explained in para45 of the
Board' sdecison); and (3) other expenses (which weretrifling). In each year of assessment these
reductions produced a modest |oss as the bottom line. The challenged assessments seek to turn
these modest losses into significant profits by adding back the * deferred expenditure w/o” .

The Procedural Issue

21. Thisissue depends on the true construction and effect of provisonsin Parts X and X1
of the IRO, which relate to assessments, objectionsto assessments and the appeal process. Under
s.59(1) assessments are normally to be made by an assessor, but an assessment under s.61A may
be made only by an Assstant Commissoner. Under s.60 the norma period under which an
assessment or an additiona assessment can be madeissix years from the expiration of the relevant
year of assessment. All the assessments now under gppeal were made within the Six-year period,
athough some were made quite close to its expiration. Under .64 a taxpayer may object to an
asessment. The assessment is then reviewed by the Commissioner, who may (s.64(3) and (4))
agree to the objection and reduce the amount of the assessment, or reect the objection in a
reasoned determination. In the latter event, the taxpayer may apped from the Commissioner’ s
determination to the Board, which may (s.68(8)) confirm, reduce, increase or annul the assessment,
or remit it to the Commissioner.

22. Counsd for the taxpayer took the point that no additional assessment had been made
inthiscase. It was not therefore open to the Commissioner, he submitted, to ded with the matter
on grounds based smply on ss 16 and 17 of the IRO, without reference to any tax benefit within the
meaning of S61A, sincethe origina assessments were al expressed to be made under s.61A.

23. What happened in this case, as a matter of fact, is that on 10 March 1995 a senior
assesor wrote to the taxpayer’ s accountants informing them of the Assstant Commissoner’ s
intention to make assessments under s61A. The actua notices of assessment did not refer to
S.61A, but the annexed profits tax computations bore the note “ Assstant Commissoner’ s note:
The company is assessed under Section 61A of the Inland Revenue Ordinance’ .

24, In developing his submissions the taxpayer’ s counsd contrasted assessments under
S61A withwhat he termed “ direct assessments’ under s.59 or s60. The distinction that he sought
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to make has little substance. Any assessment under Part X of the IRO is an assessment of an
amount of profits tax charged at the appropriate rate on a sum of profits liable to that tax.
“Assessment” is, as Deputy Judge ATo sad in CIR v. Common Empire Limited [2006] 1
HKLRD 942, para.39 (approved by the Court of Appeal in the same case[2007] 1 HKLRD 679,
paras 6-7),

“a process of ascertaining or computing [omitting references to property tax and
sdaries tax] the assessable profits of a person subject to profits tax and the
application of the appropriate rate of tax to that amount assessed to yield a postive
amount of tax chargeable againgt the person assessed to tax.”

A notice of assessment is an officid written notification of the amount of tax arrived at by that
process. The amount of the assessment is its essentid feature, and that is what a dissatisfied
taxpayer’ sobjection is ultimately directed to (as appears from the language of s.64(3) and (4)).

25. An assessment made pursuant to the provisons of s.61A has the peculiarity thet it
may be made only by an Assstant Commissioner. That is no doubt because the assessment will
often cdl for the analyss of a complex transaction involving large sums of money. But in other
respects it is the same as any other assessment. It has no specid time limits and no specid
procedure for objections or appeals. Moreover (asitspositionin Part X of the IRO indicates) itis
not a separate charging provision.

26. The Board expressed the view (paral06) that “section 61A is not a charging
provisonat dl”. Itiscertainly not a separate, self-contained charging provision. What it doesis
(like s61) to extend the scope of the ordinary charging provisons in the IRO. The power
conferred by s.61A(2)(b) is particularly far-reaching, as Lord Hoffmann NPJ explained in CIR v.
Tai Hing Cotton Mill (Devel opment) Limited (2007) 10 HKCFAR 704, para.17. The position
was correctly summarised by Reyes J (para.52, in a passage approved by the Court of Appeal)
when he said that s61A isonly an ad to the charging provisonsin the IRO:

“All s.61A enables the Revenue to do is to disregard the effect of a scheme or
otherwise take measures to counteract a tax benefit in the process of assessing a
Taxpayer’ slidbility to tax.”

27. The submissons on behdf of the taxpayer were therefore based on the incorrect
assumption that an assessment made pursuant to s61A is essentidly different from what was
termed a“ direct assessment”. They weredso in error asto the Commissoner’ sand the Board' s
respective functions under Part X1 of the IRO.

28. When the Commissioner then in office consdered the taxpayer’ s objections he took
theview that the* deferred expenditure” was not a proper deduction under s.16(1) of the IRO. In
the reasons set out at the end of his determination he stated:
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“... the charging of the * deferred expenditure’ in the accounts of Shui On Credit is
clearly part and parcd of a composite tax avoidance scheme entered into by the
relevant persons to obtain a tax benefit. Thus | do not accept the claim that the
deferred expenditure was incurred to produce any chargeable profits. | do not think
that the conditionsin section 16(1) are satisfied at dl.”

This passage has been criticised, and there is a good ded of force in the criticism. It is dmost
sdf-contradictory unlessit is read as Stating two aternative conclusons. But the concluson in the
last sentence, at least, isunambiguous. That conclusion was chalenged, equaly unambiguoudy, in
paral of the taxpayer’ s notice of gpped, which asserted that the deferred expenditure was
incurred to produce interest income chargesble to profits tax, and was therefore deductible under
s.16(1) of the IRO.

29. Asthe Board correctly observed, by referenceto thedecisonsin Mok Tsze Fung v.
CIR[1962] HKLR 258 and (after the amendment of s.64 of the IRO) CIR v. The Hong Kong
Bottlers Ltd [1970] HKLR 581, the Commissioner’ sfunction, once objections had been made by
the taxpayer, was to make a genera review of the correctness of the assessment. In Mok
Mills-Owens J said at pp 274-275:

“Hisduty isto review and revise the assessment and this, in my view, requireshim to
perform an origind and adminidrative, not an gppellate and judicid, function of

congdering what the proper assessment should be. He acts de novo, putting himsdlf
in the place of the assessor, and forms, asit were, asecond opinion in substitution for
the opinion of the assessor.”

30. Smilarly the Board' s function, on hearing an gpped under s.68, is to condder the
matter de novo: CIR v. Board of Review ex parte Herald International Limited [1964] HKLR
224, 237. Thetaxpayer’ sapped isfrom adetermination (s.64(4)) but it is against an assessment
(s68(3) and (4)). The taxpayer’ s counsd drew attention to the fact that when Part X1 was
amended in 1965, the wording of s.68(4) was dtered to refer to the onus of proving that the
assessment was “ excessive or incorrect” (rather than smply “excessve’). This it was argued,
showed that the amount of an assessment was no longer dwaysthe essentid issue. Counsd for the
Commissioner could not suggest any particular reason for the dteration, other than a generd

tidying-up of the language. Whatever the explanation, | am satisfied that the ateration was not
intended, by what is sometimes called a sde-wind, to make a mgor change in the scheme and
effect of Part X1 of the IRO.

3L The Commissioner and the Board were of course under aduty to proceed fairly, so
that the taxpayer was not taken by surprise. But deductibility under ss 16 and 17 of the IRO was
inevitably a live issue a every sage, because of the way in which “tax benefit” is defined. Itis
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regrettablethat the Commissioner’ sreasonsfor hisdetermination were not more clearly expressed,
but thet has not resulted in any unfairness.

32. In my judgment, the Court of First Instance and the Court of Apped (the Hon Rogers
VP, LePichon JA and Stone J) wereright to uphold the Board' sdecision, and the taxpayer failson
the procedura issue.

Sections 16 and 17 of the IRO

33. It was therefore open to the Commissioner to rely on the effect of ss16 and 17 of the
IRO, apart from s.61A. Sections 16(1) and 17(1)(c) of the IRO arein the following terms::
“16(1) Inascertaining the profitsin respect of which a person is chargeable to tax

under this Part for any year of assessment there shdl be deducted dl
outgoings and expenses to the extent to which they are incurred during the
basis period for that year of assessment by such person in the production of
profits in respect of which he is chargeable to tax under this Part for any
period ...

17(1) For the purpose of ascertaining profits in respect of which a person is
chargeable to tax under this Part no deduction shal be alowed in respect
of —

... (€) any expenditure of a capitd nature or any loss or withdrawd of
capitd ...”

34. In seeking to gpply these provisons the Board referred to the decision of the Privy
Council (onappedal from Hong Kong) in Wharf Properties Ltd v. CIR [1997] AC 505, following
and applying the principles stated by the Privy Council (on apped from the Federation of Rhodesia
and Nyasdand) in Commissioner of Taxes v. Nchanga Consolidated Copper Mines [1964]
AC 948. Seeking to apply those principles, the Board concluded that the $606.2m paid by the
taxpayer (as congderation and legal fees) for the assignment of the income stream was expenditure
of acapital nature, and so not deductible in consequence of s.17(1)(c) of the IRO.

35. In my judgment that concluson wasplanly correct. Thisisaclearer casethan Wharf
Properties, in which annua interest was paid (but on aloan for the acquisition of property which
was not yet income-producing). The only possible criticisam to be made about the Board' s
treatment of this part of the caseisthat they were too ready to accept the taxpayer’ sinclusionin its
profit and loss accounts of the vague formula“ deferred paymentsw/o” (which is not satisfactorily
explaned by the equaly vague note in the accounts quoted in para.43 of the Board’ s decison).
The fact is that there was a sngle capita payment of $600m on 9 May 1998, together with
approximately $6.2m legd fees paid at about the same time, and no actud payment was made in
any later year of assessment. The deduction of * deferred expenditure [written off]’” wasin effect an
attempt to charge depreciation in respect of awasting capital asset. That is something thet tax law
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has not countenanced since the decison of the House of Lordsin Coltness Iron Company v.
Black (1881) 6 App Cas 315 (cited by Lord Wilberforcein IRC v. Church Commissioners for
England [1977] AC 329, 340-341), except in the form of capitd alowances under a specid

datutory regime. Thereare such specid provisonsin Part VI of the RO, but thereisno suggestion
that they can gpply in this case.

36. | respectfully consder that Reyes J was whally correct in his reasoning in
paras 63-65 :

“63. The Taxpayer paid a consideration of $600 nillion (which, amortised,
congtituted the deferred expenditure) to acquire a chose in action. On the
facts asfound by the Board, the chose was not trading stock acquired for the
purpose of being traded. Instead the chose formed the Taxpayer' s sole
profit-yielding structure during the relevant years of assessment. The chose
yielded to the Taxpayer an interest stream returnable as taxable income for a
period of 8 years.

64. It is true that in the Taxpayer’ s profit and loss accounts the amortised
congderation was described as a “deferred expenditure’.  But the
Taxpayer sown classfication cannot be determinative.

65.  Thedeferred expenditure wasin actudity anon-recurring or once and for al
payment incurred to obtain an income stream. 1t was of a capital nature and
not deductible.”

The Court of Appedl rightly accepted the reasoning of Reyes Jon this point without the need to add
toit.

37. In his spirited assault on the lower courts reasoning and conclusion on this issue,
counsel for the taxpayer took three main points. Firg, citing the words of Lord Millett NPJin CIR
v. Secan Limited (2000) 3HKCFAR 411, herelied on the form in which the deferred expenditure
had been shown in the taxpayer’ s financid statements for al the relevant years of assessment.
Second, he relied on the decision of the High Court of Audrdiain FCT v. The Myer Emporium
Limited (1987) 163 CLR 199, in which it was held that the consderation for the assgnment of a
seventyear entitlement to interest on aloan was an income receipt in the hands of the assignor.
Third, he relied on the taxpayer’ s status (recorded in the agreed facts put before the Board) as a
finance company whose principd activity was “to arrange financid activity”. | shdl consder these
argumentsin turn.

38. The rdevant passage in Lord Millett NPJ s judgment in Secan is as follows (a
p.419) :
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“Three sections of the Ordinance are relevant to these appeals. Section 14 imposes
acharge to tax on every person carrying on atrade, professon or business in Hong
Kong in respect of hisassessable profitstherefrom‘ asascertained in accordance with
this Part [of the Ordinance]’ . Losses, of course, are merely the mirror image of

profits, and must be ascertained for tax purposesin the like manner. Both profits and
losses therefore must be ascertained in accordance with the ordinary principles of

commercid accounting as modified to conform with the Ordinance. Where the
taxpayer’ sfinancid statements are correctly drawn in accordance with the ordinary
principles of commercid accounting and in conformity with the Ordinance, no further
modifications are required or permitted.”

In that case the taxpayer company had, in accordance with norma practice, capitalised interest
chargesincurred in the course of property development. When the devel opment was completed, it
sought, unsuccessfully, to change its basis of accounting and set earlier interest charges againgt its
sdes of completed flats. But for present purposes it is important to bear in mind, in considering
Lord Millett NPJ s observetions, that they were subject to the overriding requirement of
conformity with the IRO. Whether expenditure ison capita or income account for tax purposesis
aquestion of law: Beauchamp v. FWWoolworth Plc [1990] 1 AC 478, cited by Lord Hoffmann
inWharf Properties at p.510.

39. In the present case the effect of s.17(1)(c) of the IRO isthat the taxpayer’ saccounts,
although no doubt properly prepared for the purposes of the Companies Ordinance, Cap. 32, are
not areliableguideto the proper tax treetment. Thetaxpayer’ spayment of $606.2m was aone- off
capita payment, and the notiona deferred expenditure shown in the accounts in later years was
recording aloss of capital.

40. InMyer alarge company intheretail tradeloaned A$80 to anewly-acquired treasury
subsidiary. Theloanwasfor afixed period of seven years, and the lender then sold the seven-year
income stream to a bank for a lump-sum payment of A$45.37. There was therefore some
superficid smilarity to what happened inthe present case. But the crucia distinction (ascounsd for
the Commissioner submitted, and | accept) is that Myer was concerned with the taxation of the
assgnor who sold the income stream and received the lump sum, not with the position of the buyer.
Thereisno reason why the two treatments should bethe same: Wharf Properties at p.511. Inthe
hands of the taxpayer the income stream which it acquired from Agnew was a digtinct item of
property, and its treatment would depend on (among other things) how the taxpayer intended to
make use of it.

41. That leads on to the third main point made on behdf of thetaxpayer. The agreed facts
in the case gtated include (para4) the following :
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“The principa activity of the gppdlant a al rdevant timeswas and ill is* to arange
financing activities or ‘ loan financing’ , as described by the directors in their reports
atached to the gppdlant’ sfinancid satements.”

Building on thisfoundation, counsd for thetaxpayer submitted that money isandl ogous to the stock
intrade of afinance company, and that thismarked theincome stream, inthe taxpayer’ shands, with
the character of income.

42. The agreed description of the taxpayer’ s principd activity is however an ungable
foundation on which to bulld any subgtantid argument. “Financid activities” is awide and loose
expresson. The fact is that the taxpayer was a sSngle- purpose vehicle, brought into existence in
order to perform its predetermined function in the tax-avoidance scheme. It did not acquire the
income stream with the intention of sdling it or otherwise turning it to account. Its function wasto
hold the assigned income interest and to serve as a conduit between Centre Co. and Mitsubishi.
Theargument that the assigned interest was trading stock, or something ana ogous to trading stock,
must be rejected.

43. Counsd for the taxpayer referred the Court to what he described as the most recent
English authority on the topic, Inland Revenue Commissioners v. John Lewis Properties Plc
[2003] Ch 513. It concerned atransaction comparableto that in Myer, except that the assgnment
was of five years rentd income (from retall premises owned by the group’ s property holding
company and let to its trading company). The judgment of Dyson LJ cortains (at paras 80-87) a
concise summary, derived from earlier case-law, of the indicia of a capitd payment in the hands of
the recipient (that is, in these cases, the assgnor). The whole passage deserves attention but the
five indicia in brief summary, are (1) the duration of what is assgned; (2) the vaue of what is
assigned; (3) the diminution in vaue (temporary or permanent) of what is retained by the assignor;
(4) the lump-sum character of the consderation received by the assignor; and (5) the transfer of
risk as aresult of the assgnment. All fiveindicia point to the same conclusion in this case.

Section 61A of the RO

44, The second substantive issue does not therefore arise for decision, and it would be
inappropriatefor thisCourt, asacourt of last resort, to embark on any e aborate discussion of how
S61A of the IRO might have gpplied in a hypothetical Stuation. But | would make afew generd
observations.

45, Both sides recognised that since the hearing before the Board, which took placein
2004, the structure and effect of s61A have been explored and eucidated in three important
decisgons of this Court, that isCIR v. Tai Hing Cotton Mill (Development) Limited (2007) 10
HKCFAR 704 and CIR v. HIT Finance Limited (2007) 10 HKCFAR 717 (in both of which
judgments were handed down on 4 December 2007) and Ngai Lik Electronics Co. Limited v.
CIR, FACV No. 29 of 2008 (in which judgment was handed down on 24 July 2009). Had the
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Commissoner and the Board had the benefit of those judgments some rather unsatisfactory
features of these proceedings would no doubt have been avoided (though there has not been any
procedurd unfairnessto thetaxpayer, nor hasthetaxpayer’ scounsel complained of any procedura
unfairness).

46. In particular, both the Revenue and those advising taxpayers will take account of the
important observations of Mr Justice Ribeiro PJin Ngai Lik at paras 137-139. In para.137
Mr Justice Ribeiro PJreferred to

“... aclear need in section 61A proceedings before the Board for the Revenue to
identify with workable clarity a an early stage the tax benefit which it seeks to
chdlenge, the transaction which it says had the effect of conferring that tax benefit on
the taxpayer and the person or persons having the relevant dominant purpose.”

These ae, as he put it earlier in his judgment (para.36) “the three interlocking conditions —
transaction, tax benefit and dominant purpose— [which] must be properly aigned and approached
with the necessary degree of precison if the gpplication of S61A isnot to miscary”.

47. At the beginning of thisjudgment | referred briefly to the question whether s61A can
have any application to a tax-avoidance scheme which (in colloquid terms) smply does not work
and indicated that it cannot apply, So answering the question that had been left openin Ngai Lik.
The logic of the argument is thet liability under s.61A presupposes non-liability in the abosence of
S61A. Otherwise there would be no benefit in the statutory sense.

48. INHIT Finance, para.15, L ord Hoffmann NPJ made some observations which might
be thought to imply (though they certainly did not express) a contrary view. Any observations of
Lord Hoffmann NPJ are entitled to greet respect, but it isto be noted that in that case the company
referred to as Finance was not held liable under s.61A, and the company referred to as HITL
(which was liable under s.61A) was not attacked under ss 16 and 17 until the case reached the
Court of Apped. | do not think Lord Hoffmann NPJ s observations can be regarded as a
congdered contrary conclusion.

49, It is therefore incumbent on the Commissioner to make clear (as she did in HIT
Finance) any aternative grounds on which she may seek to support an assessment.  Alternative
grounds may condst of familiar provisons of ss 16 and 17 of the IRO, or may be aternative ways
of formulating the Commissioner’ s case under s61A (see Ngai Lik at paras 76 to 82).

50. Thelagt point on which | wish to make some tentative commentsis the way in which
the Commissioner should, in the case of acomplicated tax-avoidance scheme, approach thetask of
making an assessment S0 asto counteract thetax benefit which would otherwise be obtained by the
relevant person. Thisis not entirely straightforward and it is best gpproached by stages.
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51 The smplest Stuation iswhen ataxpayer has an existing source of income subject to
profitstax, and participatesin some free- standing transaction designed to produce alossin order to
st it againg theincome which would otherwise be taxable. If the three interlocking conditions are
satisfied the gppropriate action for the Commissoner is to make an assessment in the manner
indicated in s.61A(2)(a) — that is by wholly disregarding the loss-making transaction. (Possbly the
Commissioner might takethe same course under s61, relating to artificia or fictitious transactions,
but in practice s.61 seems to have been little used sSince s.61A was enacted.)

52. If however the tax- avoidance scheme is more complicated, and brings into existence
new sources of income aswell as new deductions or losses, the task of counteracting the tax benefit
requires the Commissioner to act under s.61A(2)(b), which isin wide terms : the assessment isto
be made

“... In such other manner as the assstlant commissioner congders appropriate to
counteract the tax benefit which would otherwise be obtained.”

This wide language must of course be read subject to the familiar congtraints imposed by public
law. The Commissioner must act reasonably and avoid any arbitrary or exorbitant exercise of the
satutory power. That has been spdled out by Lord Hoffmann NPJin Tai Hing (para.21) and by
Mr Jugtice Ribeiro PJin Ngai Lik (para.113). Mr Justice Ribeiro PJput it asfollows:

“The power must therefore be exercised on the basis of areasonably postulated
hypothetical transaction which produces an assessment designed rationdly to
counteract the tax benefit.”

53. Even when s61A(2)(b) isin play there are differing degrees of complication. Tai

Hing was a rdaivey ample case in which a manufacturing company sold surplus land to a
gpecia- purpose subsidiary which was to develop theland in ajoint venture with adeveloper. The
specia feature of the relevant transaction (the sde of theland by the manufacturer to the subsidiary)
wasthat it was not asmple sae at market vaue, but asae for acomposite consideration fixed by
aformulawhich wasintended to secure, and did in the event secure, part of the development profit
for the manufacturer, in whose hands it was not lidble to profits tax. The result (but for s.61A)
would have been that about $200m would have escaped profits tax in the hands of the subsidiary
(which wastrading as adevel oper) as compared with its profit if it had bought the land at its market
vaue of $800m. The appropriate dternative hypothess was therefore to postulate a
sraightforward sadle a market vaue. Commissioner of Taxation v. Spotless Services Limited
(1996) 186 CL R 404, the Austrdian case about the short-term deposit in the Cook I1dands, which
Lord Hoffmann NPJ referred to in his judgment in Tai Hing (para.20), is another example of a
gtuaion in which it was fairly easy to identify what form the “ reasonably postulated hypothetical

transaction” should take.
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54, InTai Hing (paras 21 and 29) L ord Hoffmann NPJ made some genera observations
about the gppropriate hypothesis which counsd for the taxpayer seized on as indicating that the
appropriate hypothesis was a matter for evidence, and even a matter that should have been put to
the taxpayer’ switnesses. | do not think that it is the right approach, and | do not think that Lord

Hoffmann NPJ intended his observations to be taken in that way. The scope of the
Commissioner’ s powers under s61A(2) is a question of statutory congtruction (Tai Hing at

paralb). Theexerciseof those powersisfor the Commissoner’ sjudgment, subject to public law

condraints. Of course the Commissoner must have regard to the facts as agreed or found by the
Board. But any inquiry into the subjective attitudes of the taxpayer and its associates would be
inconsistent with the objective approach that is one of the essentia features of S61A. In some
casesthe taxpayer or associates of the taxpayer may have been cross-examined before the Board
astowhy they preferred the impugned transaction to smpler and more naturd dternatives. But that
evidence would be directed to the issue of “ sole or dominant purpose’ and would not be of much

relevance (and certainly not conclusive) asto the gppropriate course to be taken under s.61A(2)(b).
The Audrdian caseof Commissioner of Taxation v. Hart (2004) 217 CLR 216 (in the passage
at p.224 on which the taxpayer’ s counsel relied) seemsto be an example of that sort of thing.

55. Tomy mind oneof themogt difficult features of thisapped is that the Shui On scheme
(likethatin HIT Finance, but unlike thosein Tai Hing and Ngai Lik) involved newly-acquired
subsdiary companies, ether in Hong Kong or in tax havens, which were there solely for

tax-avoidance purposes. They would probably never have come into existence at al but for those
purposes (in Tai Hing and Ngai Lik, by contrast, there were good commercia reasons for having
the new subddiaries, gpat from atificia tax avoidance). There are obvious difficulties in
determining the most gppropriate means of counteracting atax benefit obtained by anew subsidiary
which, but for that benefit, would never have seen the light of day a dl. That may be one reason
why counsd for the Commissoner, in supplementary submissons, put forward a redively
elaborate dternative hypothesis which il envisaged a loan of $1.2 billion from the taxpayer to
Centre Co. (a hypothesis which the taxpayer’ s counsd attacked as unredistic and lacking in any
evidentid bass). The other reason for the daboration of the Commissoner’ sdternative hypothesis
may have been in order to forestal the argument that in assessing the taxpayer the Commissioner
had chosen the wrong target.

56. This Court does not have to decide these questions and, for my part, | prefer to
express no view about them. If they have to be decided on some future occasion it will, 1 hope, be
in proceedings in which the essentid issues are darified and narrowed at an early stage, so asto
enable them to be fully explored in argument.

57. Accordingly, | would dismiss the apped. Asto cods, there will be an order nis
awarding the Commissioner her costs of this apped. Such order will become absolute 21 days
from today unless a party notifies the Registrar before then that some ather order asto costsis
sought. In that event, costs will be dedlt with by the Court on written submissions as to which the
partieswill seek procedurd directions from the Regigtrar.
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Chief JusticeLi :
58. The Court unanimoudy dismissesthe gpped and makes the costs order nisi referred
to above.
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