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Case No. D10/06

Pr ofits tax — sources of the trading profits and commission income— whether the ‘ profitsarisng in
or derived fromi Hong Kong - clam for deduction of expenses related to the dismissd of a
director —whether the expenditureincurred in the production of profits — the vdidity of additiona
assessments - whether the additiond assessmentsinvolve* re-opening of any matter which hasbeen
determined on objection or apped for theyear’ — gpplication for leave to rely on further grounds —
whether the proposed amendments are sufficiently intelligible with adequate particularity - sections
14(1), 16(1), 50, 60, 64(3)&(4), 66(3), 68(4), 68(9) and 70 of the Inland Revenue Ordinance
(‘IRO).

Pand: Kenneth Kwok Hing Wai SC (chairman), Edward Cheung Wing Y ui and Vincent Kwan Po
Chuen.

Dates of hearing: 26, 27 and 28 September 2005.
Date of decison: 20 April 2006.

The gppellant was a private company incorporated in Hong Kong on 6 June 1991. At dl
materid times, it carried on the business of trading in leisure bags and accessories. It did not have
a permanent establishment outsde Hong Kong and al the sourcing and trading activities were
purportedly handled by its overseas representatives and employees based in City K and Country
L. Until 5 December 2001, Ms B had at dl materid times been a 20% shareholder in and a
director of the gppdlant. Mr. M, the president of Company N, had been the beneficia owner of
80% of the shares in the appdllant.

Company N was a company incorporated and carried on business in Country O. By the
Sdes Representation and Cargo Management Agreement (' Sdes and Cargo Agreement’) made
between the appellant and Company N in March 1994, Company N was appointed as the sales
agent of the gppellant: to handle dl the sourcing, marketing and trading activities of the gppdlant in
Countries O and P.

MsB resigned asadirector of the appellant on 6 December 2001 and in return shewas paid
asum of HK$10,500,000 by the gppellant in consideration of her agreement to early determination
of her directorship, pursuant to a Deed dated 6 December 2001 made between Ms B and the
gopellant (‘the Deed'). By another Agreement dated 6 December 2001 made between Ms B and
Company D (‘the Agreement’), MsB had agreed to sall her 20% shareholding in the appelant and
the Company agreed to purchase her shares in the appéllant at a price of HK$10,500,000.
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On apped, the gppellant objected to the profits tax assessments for the years of assessment
1994/95, 1999/2000 and 2001/02 and the additiona profits tax assessments for the years of
assessment from 1995/96 to 1998/99 and 2000/01 raised on it, contending that: () profits derived
from sales to overseas customers should not be chargegble to profits tax for dl the years of
assessment; (b) commisson income derived from customers and suppliersin connection with sdes
by the appdlant to overseas customers and sales directly by the suppliers to overseas customers
should not be chargeable to profits tax for dl the years of assessment;(c) a sum of $10,500,000
paid to a director and related expenditures connected with her dismissal should be alowed for
deduction for the year of assessment 2001/02; (d) the additional profits tax assessments were
invaidly raised since the Assessor was precluded from making an additional assessment.

In the course of the gpped hearing, notwithstanding the provision of section 66(3) of the
IRO, the gppellant raised three further grounds of appedl (in her |etter dated 26 September 2005):
(a) atax credit should be given for [Country L] taxes paid on Company profit, against the Hong
Kong tax liability on the sameincome (under section 50 of the IRO); (b) in arriving at the assessable
profits of the Company, there should be an dlocation as to the onshore and offshore profits,
following the gross profits of the Premium Merchandising team (offshore), the Internationa team
and the Department store team; (¢) as[Mr M] had in fact paid [Country O] incometaxeson al his
income from the Company (his dividends being recharacterised as commisson income) that in
effect there would be double taxation of the Company’ sincomeif the Assessments under Apped
stood.

The appdlant therefore asked the Board to consder whether [Mr M] himsdlf should be
considered a permanent establishment or dependent agent of the Company as he habitually
concluded contracts on behdf of the Company, and therefore whether Company income which
had been subject to taxation in his hands overseas (namely the vaue of the dividends paid to him)
could be excluded from being taxed in the Company aswell. With the consent of the Board, these
grounds were conddered provisondly on the assumption that the appellant would not go
subgtantialy beyond the witness statements and documents disclosed.

Hence, the issues before the Board were whether the appellant had discharged the onus of
showing that (i) the source of profits from salesto overseas cusomers was offshore; (i) the source
of commisson income ‘ from certan customer(s) and suppliers was offshore; (iii) the sum of
$10,500.00 and connected expenditure were incurred by the appellant in the production of profits;
and (iv) the additiona assessments for the years of assessment 1995/96 to 1997/98 were invalid.
In addition, the Board had to decide whether to allow the appellant to rely on the proposed further
grounds in its decision on the apped.

Hed:

The 1%ground of appeal — Source of profits from sales to overseas customers
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1. The ascataning of the actual source of income was a ‘practica hard matter of fact’
(Orion Caribbean Ltd (in voluntary liquidation) v CIR gpplied).

2. TheBoad stask in this goped was ‘to see what the taxpayer has done to earn the
profit in question and where he hasdoneit’, bearingin mind the onus of proof (gpplying
the broad guiding principle for determining the locdity of profits lad down by Lord
Jauncey in CIR v HK-TVB Internationd Limited, which has expanded the principle
laid down by Lord Bridgein CIR v Hang Seng Bank Limited).

3. For trading companies, what the taxpayer was doing was no more than bringing
together the complementary needs of sdlers and buyers. Hence, one must look at
where the taxpayer did the bringing together (Barnett Jin CIR v Euro Tech (Far East)
Limited). On the facts, the appelant was a trading company, not a manufacturer.

4. The Board rejected the gppellant’ s assertion that dl or practicaly dl the work was
done in the States and in Country L, such assation was not supported by
contemporaneous documents and was cortradicted by some contemporaneous
documents and earlier assertions.

5. Under the Sdes and Cargo Agreement, it was provided that Company N had no
authority to act as power of attorney to conclude contractua agreements for the
gopellant in Country O without specific ingructions from the gppellant. In view of the
ord evidence of Mr M that there was no ‘ specific written ingructions from the
agppdlant to his knowledge, the appellant’ s assertion that contracts with overseas
customerswere concluded in Country O by Country N on behdf of the appellant flew
in the face of the appdlant’ s own documentation and Mr M’ s Satement on oath.

6. Moreover, if Company N had played an active arole as the gppellant would have the
Board believe, it wasinherently probable that alot of documents would have been sent
or faxed by Company N to the appdlant in Hong Kong. However, therewere only a
handful of documentsidentified by the gppellant and the documentswere dl concerned
with a transaction which had nothing to do with the transactions agreed as
‘ representative transaction for the purposes of determining the source  of the
gppellant’ strading profits and commission income for 1994/95 to 2001/02.

7. Theappdlant’ soffshore damwasdso beied by itsemployer’ sreturns declaring that
it had employed 66 personsfor the year of assessment 1999/2000. The appellant had
no permanent establishment outside Hong Kong and there was no explanation on how
and where the appdlant’ s employers were said to have worked in Country O or in
Country L. The gppdlant had not identified any such employee or produced their
travel records. Furthermore, if the gppellant had its own employees working in
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10.

Country O, one wonders why the gppellant gppointed Company N was its sdles and
cargo manegement representative.

On the other hand, the Board was satisfied with the documentary evidence (such as,
agreements by the gppellant itsdf directly with its overseas customers and agreements
made between the gppelant itsdf and Hong Kong suppliers) adduced by the
Commissoner which showed that what the gppellant did was to bring together the
complementary needs of sdllers (the suppliersin Hong Kong) and buyers (the overseas
customers), and that bringing together it did in Hong Kong.

TheBoard reminded itsdlf that it should not be distracted by () what Company N had
done to earn its income and where Company N had done it, or (b) where the
gppelant’ s suppliers had done to earn their income and where the suppliers had done
it; as pointed out by Faud VP in CIR v Wardley Investment Services (Hong Kong)
Limited.

For reasons given above, the Board found that the gppellant had failed to dischargeits
onus of showing that the source of profitsfrom saesto overseas cusomerswaswholly
or partly offshore and the first ground of gpped falled.

The 2™ ground of appeal — Source of commission income

11.

12.

13.

14.

The Board found the appdlant’ s second ground of goped was unintdligible in the
absence of any materid particulars. That in itsef may well be fatd to the appellant on
this ground.

The gppellant had failed to provide alist of dl suppliers and trade documentsin respect
of goods purchased from suppliers, as promised by its former representative in their
letter dated 16 February 2001.

Further and in any event, for reasons given in respect of the first ground of apped, the
gppellant had failed to discharge the onus of showing that the source of commisson
income was offshore. There was evidence that the appelant engaged a Country L

supplier, Company BL in relation to some ordered placed by Company AO. Thefax
header showed that the order from Company AO was placed with the appellant. On
the contrary, therewas Ssmply no evidence that the bringing together by the appellant of
the buyer and the supplier in Country L took place in Province BM or anywhere ese
outsde Hong Kong.

Hence, the Board found that the appellant had failed to discharge its onus of showing
that the source of that commission income ‘ from certain customer(s) and suppliers
was offshore and the second ground of appeal failed.
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The 3% ground of appeal — Claim for deduction of $10,500,000 and connected

expenditure

15.

16.

17.

18.

Based on the audited financid statements of the appelant for the year ended 31
December 2001 and thedirectors  report for the year ended 31 December 2001), the
Board found that Ms B, as a 20% shareholder of the gppdlant, would have been
entitled to no less than $21 million of the amount available by the appellant for
appropriation intheyear 2001. It was an agreed fact that Ms B had not received any
dividend in the calendar year 2001.

The Board did not believe that Mr M had no idea about the gpproximate net worth of
the gppdlant in early December 2001. Likewise, the Board found that Ms B should be
aware of the gppropriate net worth of the appd lant and that her 20% interest was some
$21,000.000.

The figures under the Agreement and the Deed added up to $21,000.000. Therewas
no evidence that the sums paid or to be paid under the Agreement and the Deed
exceeded her 20% interest in the amount available for gppropriation or in the net asset
vaue of the appellant asat 6 December 2001. Indeed, $21,000.000 waslessthan her
20% interest.

Accordingly, the gppelant had faled to discharge its onus of showing that the
$10,500,000 under the Deed wasincurred by the appellant in the production of profits,
arequirement for deduction under section 16(1); and the third ground of gpped failed.

The additional ground of appeal — the validity of raising additional assessments for

the years of assessment 1995/96 — 1997/98

19.

20.

21.

The Board, following the judgment of Yam Jin CIR v Yau La Man, Agnestrading as
LM Yau & Company, found that Scorer v Olin Energy Systems Ltd was not relevant
to Hong Kong because of the difference in the relevant statutory provisions.

Under section 70 of the IRO, an assessment becomes final and conclusive if (&) no
vaid objection or gpped has been lodged within thetime limit; (b) an gpped agangt an
assessment has been withdrawn or dismissed; (€) an objection has been agreed to by
the CIR under section 64(3); or (d) the assessment has been determined on objection

or appedl.

The Board found that the assessments for the years 1995/96 to 1997/98 (concerning
the appellant’ s proposd that only hdf of the depreciation dlowance and rebuilding
allowance computed by the assessor should be disallowed and the said proposa was
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22.

accepted by the assessor) were assessments within the meaning of section 70 because
theamounts of the assessable profits had been agreed to by the assessor under section
64(3), and subject to the proviso to section 70, the assessments as agreed shal befinad

and conclusive for al purposes of this Ordinance as regards the amounts of such

assessable profits. The findity under section 70 does not preclude the assessor from
issuing an additiona assessment under section 60 so long as the additional assessment
* does not involve re-opening any matter which has been determined on objection or

gppedl for theyear’ .

On the facts, no matter has been determined on appedl. Section 70 seemed to draw a
diginction between an agreement under section 64(3) and a determination on
objection under section 64(4). The board found that the gppellant had made no
atempt to addressthis question or to satisfy the Board that a section 64(3) agreement
was a determination within the meaning of section 70. For this reason, the gppellant
had failed to discharge the onus of showing that the three additiona assessments were
incorrect; and the additiona grounds of appedl failed.

Application for leave to rely on 3 further grounds

23.

24,

25.

The Board consdered that the principleslaid down in Hebel Enterprises Limited and
othersv Livadri & Co (afirm) and others (unreported) (concerning an gpplication to
amend the pleadings) - viz. the proposed amendment must be sufficiently intdligible
and onus is on the party seeking amendment to ensure adequate particularity - were
equally applicable to an gpplication under section 66(3), especialy in respect of late
aoplications.

Onthefirgt proposed ground, the Board found that it was conspicuous in the absence
of any particulars. Asto the second proposed ground, the Board found that it was not
intelligible and that no gpportionment contention should be entertained in the absence
of any formation of arational and workable basis for gpportionment. The Board dso
found the third proposed ground convoluted and unintelligible, excelled in verbiage but
was devoid of materid particulars.

Hence, inthe exercise of itsdiscretion, the Board declined to alow the appellant to rely
on the proposed further grounds. Even if consent had been given by the Board to the
gppellant to rely on thefurther grounds of gpped at the hearing under section 66(3), the
proposed further grounds would still have falled (see paragraphs 152 — 154 of the
decision below for the reasons).

Costs

26.

The Board was of the opinion that this agppea was frivolous and vexatious and a
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completewaste of the Board’ stime. Hence, the gppd lant was ordered by the Board
to pay the sum of $5,000 as costs of the Board, pursuant to section 68(2), the sum shall
be added to the tax charged and recovered therewith.

Appeal dismissed and costsorder in the sum of $5,000 imposed.
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Counsd for the Commissioner of Inland Revenue.

Decision:

1 Thisis an gpped agang the Determination of the Deputy Commissoner of Inland
Revenue dated 16 April 2004 whereby:

(@ Profitstax assessment for the year of assessment 1994/95 under charge number
1-5056405-95-5 dated 14 March 2001, showing assessable profits of
$16,175,498 with tax payable thereon of $2,668,957 was reduced to
assessable profits of $16,089,898 with tax payable thereon of $2,654,833;

(b) Additiond profits tax assessment for the year of assessment 1995/96 under
charge number 1-3153124-96- 3 dated 28 February 2002, showing additiond
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(©

(d)

(€)

()

()

W)

The agreed facts

assessable profits of $21,000,000 with tax payable thereon of $3,465,000 was
reduced to additional assessable profits of $19,763,508 with tax payable
thereon of $3,260,979;

Additiond profits tax assessment for the year of assessment 1996/97 under
charge number 1-1154200-97-1 dated 26 July 2002, showing additiona
assessable profits of $33,500,000 with tax payable thereon of $5,527,500 was
reduced to additional assessable profits of $33,153,353 with tax payable
thereon of $5,470,304;

Additiond profits tax assessment for the year of assessment 1997/98 under
charge number 1-2909323-98-4 dated 26 July 2002, showing additiona
assessable profits of $40,000,000 with tax payable thereon of $5,940,000 was
reduced to additiond assessable profits of $39,003,181 with tax payable
thereon of $5,791,973;

Additiond profits tax assessment for the year of assessment 1998/99 under
charge number 1-1119696-99-0 dated 26 July 2002, showing additiona
assessable profits of $33,000,000 with tax payable thereon of $5,280,000 was
reduced to additional assessable profits of $32,633,633 with tax payable
thereon of $5,221,381,

Profits tax assessment for the year of assessment 1999/2000 under charge
number 1-1108413-00-3 dated 26 July 2002, showing assessable profits of
$36,200,000 with tax payable thereon of $5,792,000 was reduced to
assessable profits of $35,837,107 with tax payable thereon of $5,733,937;

Additiond profits tax assessment for the year of assessment 2000/01 under
charge number 1-1099664-01-0 dated 26 July 2002, showing additiona
assessable profits of $38,545,280 with tax payable thereon of $6,167,245 was
reduced to additiona assessable profits of $37,993,649 with tax payable
thereon of $6,078,984; and

Profitstax assessment for the year of assessment 2001/02 under charge number
1-1094615-02-A dated 29 April 2003, showing assessable profits of
$42,000,000 with tax payable thereon of $6,720,000 was reduced to
assessable profits of $41,159,281 with tax payable thereon of $6,585,484.

2. The following facts were agreed by the parties and we find them asfacts.
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3. The appellant objected to the profits tax assessments for the years of assessment
1994/95, 1999/2000 and 2001/02 and the additiond profits tax assessmerts for the years of
assessment 1995/96 to 1998/99 and 2000/01 raised on it, claiming that:

(@) profits derived from sales to overseas customers should not be chargeable to
profitstax for al the years of assessmernt;

(b) commisson income derived from customers and suppliers in connection with
sales by the gppellant to overseas customers and sdles directly by the suppliers
to overseas customers should not be chargeableto profitstax for al the years of
asessment; and

() asum of $10,500,000 paid to adirector and related expenditures connected
with her dismissal should be dlowed for deduction for the year of assessment
2001/02.

4, The appd lant was incorporated in Hong Kong as a private company on 6 June 1991
with an authorised share capitd of $10,000 divided into 10,000 shares of $1 each of which 1,000
shareswereissued and fully paid-up. In March 1995, the gppdlant’ s authorised share capita was
increased to $2,000,000 by the creation of 1,990,000 additional shares. Asat 19 April 1995,
2,000,000 shares were issued and paid-up.

5. During the eight years ended 31 December 2001, the following persons or companies
were the gppellant’ s shareholders and directors:
(@ Shareholders
Name Number of sharesheld
1-1-1994t0  19-4-1995t0 27-11-1995 17-3-2000t0  6-12-2001 to
1841995 26-11-1995 t016-3-2000 512-2001  31-12-2001
(i)  Company A 800 1,600,000 - 1,600,000 1,600,000
(i) MsB 200 400,000 400,000 400,000 -
(iii) Company C - - 1,600,000 -

400,000

(iv) Company D - - - -
1.000 2000000 2000000 2.000,000 2.000,000

(b) Directors

Name
(i) MsB (resigned on 6 December 2001)
(i) Company E (resgned on 1 July 1995)
(i) Company F (appointed on 1 July 1995)
(iv) Company G (appointed on 6 December 2001)
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6. At dl materid times, the gppdlant carried on the business of trading inleisure bagsand
accessories. The gppellant made up its accounts to 31 December each year. In its profits tax
returnsfor the years of assessment 1992/93 and 1993/94, the appellant disclosed that it had earned
profits of $3,420,519 and $3,256,732 respectively. The appellant claimed that the profits were
derived from places outsde Hong Kong and should not be chargeable to profits tax.

7. By letter dated 2 November 1994, the assessor enquired about the gppellant’ s mode
of operation and requested the appellant to supply documentsin relation to two largest transactions
concluded during the two years ended 31 December 1992 and 1993, that is, years of assessment
1992/93 and 1993/94.

8. By letter dated 16 June 1995, Messrs H, previoudy known as Messrs |, furnished a
reply to the assessor’ s letter of 2 November 1994. In the reply, Messrs H provided the following
information and documents:

(@ asummary of the gppdlant’ s purchase and sde operations,
(b) documentsin relation to asdeto Company J;

(c) theagppdlant did not have a permanent establishment outsde Hong Kong and dll
the sourcing and trading activities were handled by its representatives based in
City K and Country L. A Mr M was named as the gppellant’ s representetive in
City K and it was said that he operated through the office of a company caled
Company N. Threeof the gppelant’ semployeeswere named asthe appdlant’ s
representativesin Country L and were said to be responsible for quality control
and liasonwith thefactory in Country L. MsB and another staff of the gppellant
were sad to be responsible for treasury and adminigtration functions in Hong
Kong; and

(d) theappdlant’ sprofitswere derived from services rendered outside Hong Kong
by its overseas representatives and the profits should not be chargeable to
profits tax.

9. The assessor accepted the gppelant’ s offshore claim and informed it that no profits
were chargesble to profitstax for the years of assessment 1992/93 and 1993/94.

10. Initsprofitstax return for the year of assessment 1994/95, the appellant disclosed that
it had earned profits of $16,032,528 which it claimed were al derived outside Hong Kong. The
gopdlant’ s turnover and commission income for this year were $110,760,811 and $3,608,860
repectively. The assessor accepted the gppellant’ s claim and informed the appellant that no profits
were chargeable to profitstax in respect of that year of assessment.
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11. Initsprofitstax returnsfor the years of assessment 1995/96 to 1998/99, the appellant
declared that the mgjority of its profits were derived from places outsde Hong Kong. Below isa
breakdown of the gppdlant’ s turnover, commission income, profits or losses, as the case may be,
into onshore and offshore portions:

1995/96 1996/97 1997/98 1998/99
$ $ $ $
Sdes
- onshore 24,544,099 8,254,219 2,572,339 572,454
- offshore 126,110,093 182,416,178 240,040,654 263,653,254
150,654,192 190,670,397 242,612,993 264,225,708
Commission
- onshore 941,161 323,829 109,860 30,458
- offshore 4,251,503 6,766,314 9,823,747 11,317,435
5,192,664 7,090,143 9,933,607 11,347,893
Profits/(losses)
- onshore 5,390,648 1,930,712 (237,099) 10,085
- offshore 19,845,852 33,202,602 39,747,354 32,855,912
25,236,500 35,133,314 39,510,255 32,865,997
12. On divers dates, the assessor raised on the appelant the following profits tax
assessments for the years of assessment 1995/96, 1996/97 and 1998/99:
Year of assessment Assessabl e profits Tax payable
$ $
1995/96 5,390,648 889,456
1996/97 1,930,712 318,567
1998/99 10,085 1,613

No objection was lodged against the above profits tax assessments which became find and
concludve in terms of section 70 of the Inland Revenue Ordinance, Chapter 112.

13. The assessor subsequently made sometax adjustments and rai sed on the gppellant the
fallowing additiond profitstax assessments for the years of assessment 1995/96 and 1996/97 and
profits tax assessment for the year of assessmert 1997/98:

1995/96 1996/97 1997/98
Profit/(loss) per return (see paragraph $5,390,648 $1,930,712 ($237,099)
11)
Add: Adjustment for depreciation 243,054 207,538 1,499,337
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alowance and rebuilding
dlowance attributable to

offshore sales
Assessable profits 5,633,702 2,138,250  $1,262,238
Less. Profit dready assessed (see
paragraph 12) 5,390,648 1,930,712
Additiond assessable profits $243,054 $207,538
Tax payable thereon $40,104 $34,244 $208,269
14. Messrs H objected to the assessments mentioned at paragraph 13 above and

proposed that only haf of the depreciation alowance and rebuilding alowance computed by the
assessor should be disallowed. The assessor accepted Messrs H’ s proposal and revised the
assessments accordingly.

15. Inits profits tax return for the year of assessment 1999/2000, the appellant reported
losses of $545,280 and claimed that profits of $36,541,212 were derived from places outside
Hong Kong and not chargeable to profitstax. The gppellant’ s turnover, commisson income and
profits, divided into onshore and offshore portions were as follows:

$
Sdes
- onshore 398,527
- offshore 291,579,343
291,977,870
Commission
- onshore 11,089
- offshore 13,001,913
13,013.002
Profits/(losses)
- onshore (545,280)
- offshore 36,541,212
35,995,932
16. By letter dated 20 October 2000, the assessor informed Messrs H that he was

reviewing the offshore claim of the appellant for the years of assessment 1994/95 to 1999/2000 and
requested Messrs H to provide information and documents pertaining to the gppellant’ s offshore
cam.

17. By letter dated 16 February 2001, Messrs H in response to the assessor’ s enquiries
provided the following information and documents:

(@ Theappelant did not have a permanent establishment outside Hong Kong.
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(b)

(©

An organisation chart of the gppellant’ s establishment in Hong Kong for the
years 1999 to 2000.

A copy of an agreement entitled * Sales Representation and Cargo Management
Agreement’ entered into between the gppellant and Company N (see paragraph
8(c) above) in March 1994 whereby Company N was appointed as the sales
representative of the gppellant in Country O and Country P.

(d) Company N wasacompany incorporated and carried on businessin Country O.

(€

(®

@

All the sourcing, marketing and trading activities of the gppellant were handled
by Company N. The president of Company N, Mr M (see paragraph 8(c)
above), was the beneficid owner of the appelant and find decisons on sdes
negotiations with cusomers in the Country O were made by Mr M.

A sdes transaction was dassfied as offshore if it satisfied dl of the following
conditions.

()  Goods were sourced from Country L suppliers and sold to overseas
customers and the relevant sale and purchase contracts were regotiated
under the direction of Company N and concluded outside Hong Kong.

() Goods were shipped direct or transshipped via Hong Kong from
suppliersto overseas customers.

(i) No stock was kept in Hong Kong.

If the goods were purchased from Hong Kong suppliers or sold to Hong Kong
customers, the sdles would be classfied as onshore in accordance with the
Departmental Interpretation and Practice Notes No 21 (Revised 1998) on
Locdity of Profitsissued by the Inland Revenue Department.

A description of the sales negotiation and conclusion proceduresin thefollowing
terms

@i  ‘[The appdlant’ 5 sdes agent, [Company N], solicits orders from
customers (predominantly [Country O] customers) through its [Country
O] salesrepresentatives (“[Country O] salesrep”) in the [Country O]’

@i1)  ‘[Country O] Sdes rep will ask [Company N to make sample per
customer’ srequest.’
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(il

)

v)

(i)

(vii)

(viii)

(ix)

)

‘Designer in [Company N will give ingruction and direction to [the
gppelant] for making samples. [The gppellant] isresponsible for passing
the information to the [Country L] sample makers for production in their
[Country L] sampleroom. The[Country L] sample room was under the
control of [the gppelant] and dl sdaries of Saff stationed in the [Country
L] sample room was borne by [the appellant].’

* Once the sampl e has been produced, it will be sent to[ Company N ] and
ultimately to the customers (predominatdy [Country O] customers).’

‘If customers like the sample, they will give budget to [Company N] for
pricing.’

‘[Company N will further negotiate and conclude sdeswith [Country Q]
customers. [Country O] customers will issue purchase order (‘PO”) to

[Company N].’

‘[Company N] will review al samples and give comments on qudity,
congruction and desgns.  [Company N] will ask for sample
improvements, if necessary.’

‘[ The appdlant] will relate the information to the rdevant [Country L]
Based Supplier (' CBS ). CBS will remake samples with improvements
asper [Company N’ 5] request. The revised samples will then be sent to

[Company NJ.’

‘[Company N] will pass samples to the oversees customers
(predominately [Country O] customers) and ask for confirmation of
samples condruction.  Once cusomer confirms the sample s
specification, [Company N] will advise CBS to proceed with order and
arrange for necessary materials and production.’

‘[Company N] will request a series of samples prior to and during the
production.  Production sample will be required a random and
[Company N] will advise [the gppdllant] if any correction or improvement
is needed after consultation with cusomers. If the qudity of the find
production sample is acceptable and pass the relevant inspection,
[Company N] will advise details of shipment including exact timing to ship
product to [Country O] destination (i.e. to the [Country O] customers).’
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() ‘[The appdlant] will prepare documents for customs clearance
(especidly those related to [Country L] trade documents, such as quota,
Visa, etc).’

(i) “ Shipping documents and related invoice will be sent to [Company N] for
products clearing and delivery to customer (predominately [Country O]
customers).’

(i) ‘[The appdlant] will issue invoice to customer for payment and
[Company N] will follow up until full payment has been made by
customers to [the gppdllant].’

(h) A ligtof dl offshore customers of the appe lant for the year ended 31 December
1999 (‘the Ligt of Customers)).

(i) Sdes negoatiation with five cusomers, namdy, Company Q, Company R
Company S, Company Tand Company U took place in Hong Kong. The
gppellant offered, on awithout prejudice basis, the s es to these five customers
totaling $1,412,160 for assessment to Hong Kong profits tax.

() Offshorecommissonincomewasreceived from the suppliersintheCountry L in
connection with the offshore sales of the gppellant. No written agreement has
been entered into with the suppliers and acommission equd to 5% to 8% of the
purchase price was deducted from the payment due to the suppliers.

In their letter dated 16 February 2001, Messrs H aso provided copies of some correspondence
and trade documents in connection with the sales of goods to Company V and Company W.

18. In hisletter dated 20 October 2000, the assessor asked MessrsH to provide alist of
all suppliersof the appellant for the year ended 31 December 1999 and trade documentsin respect
of goods purchased from suppliers. Intheir reply of 16 February 2001, MessrsH sad that the list
would be provided under separate cover. However, the list and the information and supporting
documents requested by the assessor in relation to the purchases from suppliers had not been
provided by the date of the Determination.

19. The gppelant in its profits tax return for the year of assessment 2000/01 offered
profits of $2,443,676 for assessment and claimed that profits of $37,642,449 were derived from
places outside Hong Kong and not chargesbleto profitstax. The appelant’ sturnover, commission
income and profits, divided into onshore and offshore portions were as follows:

$
Sdes
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- onshore 13,271,480
- offshore 296,759,731
310,031,211
Commisson
- onshore 467,928
- offshore 11,692,423
12,160,351
Profits
- onshore 2,443,676
- offshore 37,642,449
40,086,125
20. In June 2001, the assessor commenced to audit the accounts of the gppd lant for the
year of assessment 1999/2000.
21. On 3 October 2001, the assessor visited the gppellant’ soffice premisesat Address X.

The gppdlant’ sdirector, Ms B, produced to the assessor the following documents and records of
the appellant for the year of assessment 1999/2000:

(& gened ledger;

(b) 11 bundlesof purchase orders from overseas customers,

() purchase contracts;

(d) shipping documents (including sdes invoices, packing ligs, bills of lading etc.);
and

(e) suppliers invoices.

On the second day of the vigt, the gppdlant provided the assessor with additiona accounting
records, including payment vouchers, receipts vouchers and journa vouchers.

22. The gppellant also provided the assessor with a * Buying Agent Agreement” dated 1
January 1993 entered into between the appellant and Company Y, a City K Corporation, whereby
Company Y gppointed the gppellant as the agent to purchase merchandise from suppliers outsde
the Country O and agreed to pay the gopellant a commission of 8% on the suppliers  net invoice
price of dl merchandise ordered through the gppellant.

23. In its employer’ s returns of remuneration and pension for the year of assessment
1999/2000, the gppel lant declared it had employed 66 personsin the following posts (only persons
occupying the key positions were shown):

Post No Name of the person
Director 1 MsB
Director of Business Development 1 Mr Z
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(resigned on 1-5-1999)

Genera Manager 1 MsAA

Generd Merchandisng Manager 1 MsAB
(resigned on 13-8-1999)
MsAC

(appointed on 26-8-1999)
Merchandisng Manager
Senior Merchandiser
Merchandiser
Assstant Merchandiser
Desgner
Adminigrative Manager
Assgant Adminigtrative Manager
Accountart
Assgtant Accountant
Senior Accounts Clerk
Shipping Supervisor
Senior Shipping Clerk / Shipping Clerk
Qudity Assstant Manager
Production Manager
Cosgting Clerk
Materia Purchaser
Materid Controller
Materid Cutter
Sample Room Manager
Pattern Maker
Qudity Controller
Sawing Girl
China Sample Room Manager
Executive Officer
Junior Secretary
Receptionist
Driver
Cleaning Lady & OA
Totd

for)
IRl rr R, r AN AR R NNRRRRNRRRRRE R A D O N

24, Upon comparing the List of Customers (see paragraph 17(h) aove) and the
purchase orders of overseas customers (see paragraph 21(b) above), the assessor noticed the
falowing:

(@ the purchase orders in relation to saes to Company AD were placed by a
company caled Company AE which had an address in Hong Kong;
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(b) Company AF with a Hong Kong address was named as agent in the purchase
ordersfrom Company AG; and

(c) The purchase ordersin rdation to sales to Company AH were placed by an
entity known as Company Al which had an addressin Hong Kong.

25. In respect of the dleged offshore sdes to Company AD, the assessor noticed the
falowing:

(@ inthegenera ledger, sdes of $18,632,486 in aggregate were recorded as sales
to ‘[AE]’;

(b) inthe purchase orders sent by Company AE to the gppellant, it was stated that
the goods should be ddlivered to an addressin Country L known as Address
AJ

() inthegppelant’ ssdesinvoices addressed to Company AE in Hong Kong, the
appellant recorded that the goods were shipped to a related company of
Company AE, cdled Company AK, stuated in Country L; and

(d) theappelant was credited with the sales price on its account maintained with the
Bank AL in Hong Kong.

26. In respect of the dleged offshore sdesto Company AG, the assessor noticed that the
appellant charged, as an expense, in its accounts for the year ended 31 December 1999, a
commission pad to a Mr Z who was the gppellant’ s director of business development (see
paragraph 23 above).

27. In respect of the aleged offshore sales to Company AH, the assessor noticed that a
Ms AB, an employee of the appellant (see paragraph 23 above), signed on the master contracts
with Company Al (see paragraph 24(c) above].

28. After examining the gppellant’ s purchase records, the assessor has madethefollowing
observations:

(@ when the gppdlant purchased from a supplier, it would issue a standard
purchase contract to the supplier, and many of the suppliers had an addressin
Hong Kong and they signed on the purchase contracts to confirm acceptance of
the terms of the purchase contracts;



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

(b) theinvoicesissued by the suppliersto the gppellant bore their addressesin Hong
Kong and the price was quoted F.O.B. Hong Kong; and

(c) raw materidsfor production of samples were also purchased from suppliersin
Hong Kong.

29. Whileexamining the documents relaing to the sdesto Company V and Company W
mentioned in paragraph 17, the assessor noticed the following:

(@ SdestoCompany V

0]

(i)

The supplier was Company AM which had an address in Hong Kong.
Company AM issued invoices to the gppellant which paid the price by
telegraphic transfer.

Shipping documents, including sdes invoices, packing lists and hbills of
lading, were prepared in Hong Kong.

(b) Salesto Company W

()  Theappdlant prepared an ‘order confirmation’ in Hong Kong which was
faxed to Company N for approval.

(i)  The supplier was Company AN which had an address in Hong Kong.
Company AN issued invoicesto the gppellant and it was paid the price by
cheque drawn by the appdlant.

@)  Shipping documents, induding sdes invoices, packing lists and hills of
lading, were prepared in Hong Kong.

30. The gppdlant charged in its accounts commission expenses which were pad to

Company N and other parties such as Mr Z (see paragraph 26 above).

31 The commisson income shown in the appdlant’ s accounts were received from
suppliers. The gppellant claimed that commission income attributable to goods sold to overseas
customers was offshore income not chargegble to profits tax.

32. The gppdlant made profits from the following two types of transactions with

Company Y:

(@) sdesof goods by the gppellant to Company Y;
(b) sdesof goodsdirectly by suppliersto Company Y.
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Inthefirst type of transaction, the appellant charged the suppliers acommission in repect of goods
purchased by the gppd lant from them. In the second type of transactions, the appellant, pursuant to
the Buying Agent Agreement (see paragraph 22 above), earned acommission in respect of goods
sold by the supplierstoCompany Y. Inthe gppdlant’ s accounts, the purchase price together with
the commission to be received from Company Y were recorded as sales while the purchase price
was recorded as purchases. The appelant dso charged the suppliers a commission in respect of
goods sold by them to Company Y.

33. The gppd lant earned commission from Company AO when Company AO purchased
from the appdlant or directly from the suppliers. For the first type of transactions, the gppellant
invoiced Company AO the same purchase price charged by the suppliers. The appelant invoiced
Company AO separately for the commission payable by Company AO and deducted another
commission from the purchase price when paying the suppliers for the goods purchased. For the
second type of transactions, the appellant invoiced Company AO for the commission on goods sold
directly by the suppliers to Company AO.

34. By letter dated 6 September 2002, the assessor requested Messrs H to provide
further information in reation to the gppdlant’ s offshore dlam.

35. By letter dated 2 May 2003, Messrs H furnished areply to the assessor’ sletter of 6
September 2002. In their reply, Messrs H provided the following informeation:

(@ thesdestoCompany AH, Company AG and Company AD (see paragraphs 24
to 27 above) were treated as offshore sales because the sdes initiation,
negotiation and concluson were dl carried out by Company N outside Hong
Kong. It wasonly after an agreement on dl relevant terms of sdles was reached
by Company N inCountry O that the sourcing agents or subsidiaries of thethree
customers in Hong Kong would issue the purchase orders to the gppellant.
These sourcing agents or subsdiaries only performed an adminidtration function
without involving in any negatiation of purchases from the appdlant;

(b) Company N hasthe generd authority to negotiate and conclude sales on behaf
of the gppellant and does habitudly exercise such authority;

(c) the management fee of $8,724,795 charged in the appellant’ s accounts for the
year ended 31 December 1999 was paid to Company N and comprised two
components, namely monthly administrative fees of $8,602500 and
reimbursement of office expenses of $122,295;
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(d)

(€)

(®

@

W)

0

thesampleroomin Country L was owned by an individud in the Country L but
the appellant had complete control and supervison over it and al the expensesin
relation to the sample room were borne by the gppdlant;

‘The purchase order from [Country O] customers was addressed to [the
gppellant] because after al terms of sales have been negotiated and concluded
by [Company N (on behdf of [the gopdlant] in the [Country O] with the
[Country O] customers, [Company N] would indruct the [Country Q]
customersto address the purchase order to [the appellant]. The purchase order
would be sent to [ Company N] first and [Company N] would then forward it to
[the appdlant]. The origind purchase order would be sent findly to [the

gppellant] by courier’;

‘[Mr M] or [Company N’ §| saff as authorized by [Mr M] would approve the
purchase order in the [Country Q].’;

‘ After recaiving [Company N’ g gpprova and confirmation on find price and
vendor, the merchandisers under Production Divison of [the appellant] would
prepare officid purchase order in Hong Kong. The purchase order would be
sgned by ([Ms B]) and would be sent to the vendor’;

‘[Company N] dated the details of shipment such as ddivery dae and
degtination in the Fact Confirmation Sheet and forwarded it to [the appd lant]
oncedl terms of sdeswere agreed with the[Country O] customers (but before
the [Country O] customers actually place a purchase order to [the appellant].
Moreover, the detail s of shipment were dso included in the purchase order from
customers’;

the gppdlant has two types of transactions with Company Y, namely sales of
goodsand commission agency. For sdestoCompany Y, the sdesinitiation and
negotiation were carried out by Company N on behdf of the appdlant.

Company N sent sample to Company Y and negotiated with Company Y. If
Company Y liked the sample, they would issue purchase ordersto the appellant.
For this type of transaction, the appellant was deding with Company Y on a
principd to principa basis. Inrespect of commisson incomefrom Company Y,
Company N was not involved. Company Y sent the sample to the appellant
directly and requested the appellant to act as an agent to locate the appropriate
suppliers.  The appdlant would source and recommend the appropriate
suppliersto Company Y. If Company Y thought a supplier was gppropriate, it
would enter into asales contract with the supplier directly and the supplier would
invoiceCompany Y on adirect basis. The gppellant would charge Company Y
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(k)

and the supplier acommisson. The gppellant offered, on a without prejudice
bas's, the commission income from Company Y for assessment to profits tax;

The appelant besides sling goods to Company AO aso received offshore
commission income from Company AO. The commisson income arose from
obtaining and negatiation of orders from Company AO as wel as sample
making and negotiation with suppliers. The negotiation of sdes orders was
wholly performed by Company N inCountry O. Sample making was aso done
in the Country L Sample Room. The gppdlant’ s merchandisers would go to
Country L factory for getting quote and performing negotiation with suppliers.
Those activities for earning commission were done outside Hong Kong;

an organisation chart of Company N as a 31 December 1999 showing that it
had employed 14 persons. The position and name of each of the key persons
are shown as below:

Position No Name
President 1 Mr M
Assigant 1 MsAP
VP/ Sdes 1 MsAQ
EVP 1 MsAR
Production Manager 1 MsAS
Crestive Director 1 MsAT
Designer Asociate 1 MsAU
Office Manager 1 MsAV
Sdes 5

Receptionist 1

Total 14

Messrs H consdered that the commission income received from the suppliers in

connection with goods sold directly by the gopellant to Company Y should not be chargeable to
profits tax (see paragraph 32 above).

In their letter dated 2 May 2003, Messrs H provided revised computations for the

@
(b)

years of assessment 1994/95 to 2000/01 offering the following income or profits for assessment to
profits tax:

salesto the Hong Kong five customers (see paragraph 17(i) above);

commission income from suppliers in respect of goods sold to the five Hong
Kong customers,
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(c) commissonincomefrom Company Y pursuant to the Buying Agent Agreement
(see paragraphs 22 and 35(i) above); and

(d) commisson income from suppliers in respect of transactions in which the
appdlant acted as the buying agent for Company Y.

The revised onshore and offshore turnover, commisson income and profits for the years of
assessment 1994/95 to 2000/01 are tabulated bel ow:

1994/95 1995/96 1996/97 1997/98 1998/99  1999/2000 2000/01

$ $ $ $ $ $ $
Sdes
- onshore 30,926,645 54,258,088 41,100,307 27,290,710 39,645279 9,456,032 15,931,396
- offshore 79,834,166 96,396,104 149,570,090 215322283 224,580,429 282,521,838 294,099,815
110.760.811 150654192 190670397 242,612,993 264.225.708 291.977.870 310031.211
Commission
- onshore 2,290,863 3,127,890 2,754,150 1,940,851 2,901,016 653,904 657,761
- offshore 1317997 2064774 4335993 7992756 _8446877 12,359,098 11,502,590
3608860 5192664 7090143 9933607 11.347.803 13013002 12160351
Profits
- onshore 2920321 8,391,079 5112624 2676830 3,056,149 233,339 2,594,291
- offshore 13255177 16,845421 30,020.690 36833425 29,809,848 35762593 37,491,834
16175498 25236500 35133314 39510255 32.865.997 35905932  40.086.125
38. From the documents provided to him on 3 and 4 October 2001 (see paragraphs 21

above), the assessor had extracted trade documents in relation to sales to eight customers which
had thelargest transaction volumeswith the appellant during the year ended 31 December 1999 as
per the List of Customers (see paragraph 17(h) above). The turnover with these eight customers
amounted to $247,705,735 or 85% of the total turnover for that year.

39. In its profits tax return for the year of assessment 2001/02, the appellant offered
profits of $5,353,809 for assessment and claimed that profits of $25,041,392 were earned
offshore and not chargesbleto profitstax. The profits of $5,350,809 included profits derived from
sdestothefive Hong Kong customers mentioned at Paragraph 17(i) and commission income from
Company Y. In the profits tax computation, the gppellant clamed that the following expenses
related to the dismissd of adirector were, on the authority of Mitchell v Noble (BW) Ltd (1926) 11
TC 372, dlowable deductions:

Compensation for loss of office of adirector $10,500,000
Legd feesin respect of such loss of office 101,200
$10,601,200

In its profits tax computetion, the gppellant dso claimed that exchange gains totaing $1,010,120
were capita in nature and not chargegble to profits tax. The gppdlant’ s turnover, commission
income and profits, divided into onshore and offshore portions were as follows:
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$
Sdes
- onshore 18,450,961
- offshore 275,808,531
294,259,492
Commission
- onshore 3,687,004
- offshore 7,495,437
11,182,441
Profits
- onshore 5,353,809
- offshore 25,041,392
30,395,201

The gppellant had since revised the onshore/offshore portions of commission income and profitsfor
the year of assessment 2001/02 as follows:

$

Commisson
- onshore 808,058
- offshore 10,374,383

11,182,441
Profits
- onshore 2,804,424
- offshore 27,590,777

30,395,201

40. The details of the profit and loss accounts and balance sheets of the gppellant for the

years of assessment 1994/95 to 2001/02 were summarised at Appendix Y to the Determination.

41. By letter dated 7 November 2003, Messrs H provided the following information and
documentsin relation to the compensation of loss of office of adirector (see paragraph 39 above):

(@ the compensation was paid to Ms B;

(b) ‘During thelast two yearsbeforetheremova of [Ms B] from her office, [Ms B]
and [Mr M], the beneficiary owner of [the gppelant] holding 80% of [the
gopelant’ g shareholding, had disputes over the company’ saffairsand could not
agree on the running of the business of [the gppellant]. Since [Ms B] no longer
followed the company’ s desired policy nor agreed with decisions made by [Mr
M] and such Situation would jeopardize the ongoing operation of [the appellant],
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(©

(d)

(€

[Mr M] decided to remove[MsB] asdirector of [the gppellant] by hislegd right
as amgority shareholder’;

‘There is no specific bass of caculation in reation to the compensation of for
removing [Ms B] from her office. [Ms B] never had any employment contract
with [the gppellant] nor sharehol ders agreement with [MrM], [MsB] inssted on
certain compensation to leave the company. The amount of HKD 10,500,000
was demanded by [Ms B] and agreed by [Mr M] on a compromise basis to
avoid further digraction within the company. The only other option available at
that time was to remove [Ms B] through legd proceedings, which is costly and
would ruin the reputation of [the gppelant] and put the wdl beng of [the
gopdlant] at risk’; and

‘As a managing director of [the gppellant], [Ms B] was responsible for
overseeing the day-to-day operations of the company and to report to [Mr M]
who was gationed in the[ Country O] in respect of al the affairs of the company
gnce 1991. In particular, [Ms B] was to bring every business decison of the
company to the attention of [Mr M] who would ingtruct her to carry out his
decison accordingly. It was [Ms B’s| responghbility to carry out al decisons
made by [Mr M] in [City K] and to report back when the decisions or tasks
were successfully completed. Please note that gpart from paying [Ms B] a
compensation of HKD10.5M to remove her as director, [Mr M] had dso
bought [Ms B’ s] 20% shares in [the appd lant] at a mutudly agreed fair market
vaue'; and

acopy of adeed of settlement dated 6 December 2001 entered into between
the gppellant and Ms B in respect of the termination of Ms B’ s directorship.

42. In their letter dated 7 November 2003, Messrs H stated that the exchange gains of
$1,010,120 shown in the agppellant’ s profits tax computation for the year 2001/02 should be
revenue in nature and the gppdlant agreed, on a without prgudice basis, to offer the onshore
portion of gain for assessment.

43. During the years of assessment 1994/95 to 2000/01, Ms B derived the following
income from the appdlant:
Salary Director’ sfee Dividend
1994/95 - - 872,650
1995/96 - - 3,067,241
1996/97 417,500 - 896,883
1997/98 480,000 6,668,063

1998/99 480,000 - 4,198,817
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1999/2000 485,000 - 7,292,106
2000/01 540,000 - 8,004,245
44, In respect of the retirement and dismissal of directors, Articles 110 and 116 of the

gopelant’ s Articles of Association provide asfollows.
(@ Aricelll

‘ At each annud generad meeting of the company dl the directors shal retire but
shdl be digible for re-eection

(b) Articel116

‘The company may by ordinary resolution remove any director before the
expiration of his period of office notwithgtanding anything in these Articles or in
any agreement between the company and such director. Such remova shal be
without prgjudice to any clam such director may have for damages for breach
any contract of service between him and the company.’

45, Being of theview that al of the gppellant’ s profitswere derived from Hong Kong and
that the expenditures related to the dismissa of a director were not dlowable deductions, the
asessor raised on the gppellant the following profits tax assessments for the years of assessment
1994/95 to 2001/02:

(& Year of assessment 1994/95

Profits per account $16,032,528

Add: Depreciation 142,970

Assessable profits $16,175,498

Tax payable thereon $2,668,957
(b) Year of assessment 1995/96

Additiona assessable profits $21,000,000

Tax payable thereon $3.465,000
(©) Year of assessment 1996/97

Additiond assessable profits $33,500,000

Tax payable thereon $5,527,500

(d) Year of assessment 1997/98
Additiond assessable profits $40,000,000
Tax payable thereon $5,940,000
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() Year of assessment 1998/99

Additiond assessable profits $33,000,000

Tax payable thereon $5,280,000
(f) Year of assessment 1999/2000

Assessable profits $36.200,000

Tax payable thereon $5,792,000
(9 Year of assessment 2000/01

Additiona assessable profits $38,545,280

Tax payable thereon $6,167,245
(h) Year of assessment 2001/02

Assessable profits $42,000,000

Tax payable thereon $6,720,000

46. Messrs H, on behdf of the gppdlant, objected againg the profits tax assessment

referred to in paragraph 45 on the grounds that the assessments were estimated and excessive.

47. By letter dated 1 April 2004, Company AW, furnished areply to the assessor’ sletter
dated 1 August 2003. The letter dated 1 April 2004 covered amongst other things transactions
with thefive Hong Kong customers, the gppdlant’ ssamplerooms, commission from Company AO
and the gppdlant’ s Saff establishment.

48. The assessor considered that the profits tax assessments for the years of assessment
1994/95, 1999/2000 and 2001/02 and the additiond profits tax assessments for the years of
assessment 1995/96 to 1998/99 and 2000/01 should be revised as follows:

Y ear of assessment 1994/95 1999/2000 2001/02
$ $ $

Profits per account 16,032,528 37,374,178 31,974,200
Add: Donations 7475 21,838 -
Legal & professional fee - - 30,577
Payment to director and related expenditure - 10,601,200
Losson disposal of fixed assets - 50,359 5,794
Depreciation 142,970 834,000 1,200,307
16,182,973 38,280,425 43,812,078

Less: Revenue expenses - 387,170 8,580
TRC/ Bank interest - 1812917 1,040,331
Building refurbishment - - 58,167
Rebuilding / Commercia Building Allowance 9,082 44,939 56,858
Prescribed assets - - 930,414
Depreciation allowance 83.993 198,292 508447
Revised assessable profits 16,089,898 35,837,107 41150281

Tax payable thereon 2.654.833 5733937 6.585484



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

Y ear of Assessment 1995/96 1996/97 1997/98 1998/99 2000/01
$ $ $ $ $
Profits per account 25337,769 35070171 40241992 33508,730 42,235,292
Add: Donations 33,187 36,703 40,000 63,365 111,056
Legal & prof. fee 11,940 - - - -
Losson disposal of fixed assets 750 8,353 371,289 4,862 7,879
Depreciation 186,975 279.041 438544 739,942 992,011
25570621 35394268 41,001,825 34,316,899 43,346,238
Less: Revenue expenses 9,850 7,386 42,149 312,725 493912
TRC/ Bank Interest - - 17,250 1,110,975 2,567,658
RB.A./C.B.A. 11,434 12,327 22,944 46,679 72,096
Depreciation alowance 249,639 182,058 1482315 202,802 320527
Assessable profits 25299698 35192497 39,527,167 32643718 39,892,045
Less: Profits already assessed 5,536,190 2,039,144 523,986 10,085 1,898,396
Revised additional assessable profits 10763508 33153353 39003181 32633633 37993649
Tax payable thereon 3260979 5470304 5791973 5221381 6078984
The grounds of appeal
49, In his Determination, the Deputy Commissioner agreed with the assessor’ s revison
proposed in paragraph 48 above and the objection failed.
50. By letter dated 14 May 2004, Company AW filed notice of gpped on behdf of the

gopdlant on the following grounds:
‘that the Acting (sic) Commissioner

a) wrongly concluded that the profits from salesto overseas customers were wholly
onshore and taxable when in fact the pofits were wholly or partly derived
offshore;

b) incorrectly concluded that the commission income from certain customer(s) and
suppliersin connection with sales by the taxpayer to overseas cusomersand sales
directly by the suppliers to overseas customers was derived from Hong Kong.
(sic)

c) wrongly concluded that the payment of $10,500,000 paid to [Ms B], former
director of the taxpayer, and expenditures connected with her dismissal was (Sic)
not incurred in the production of thetaxpayer’ s profitsand thus not deductible for
the year of assessment 2001/02.’

51. By letter which should have been dated 8 July 2005 but somehow dated 29 April
2005, Ms Deborah Anndls of AzureTax Limited wrote to the Clerk of the Board of Review
purporting to advise the Board of an additional ground. Her letter was misconceived. What she
should have done was to give notice of an gpplication under section 66(3) of the Ordinance for the
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consent of the Board to rely on an additiond ground of apped. Therdevant part of her |etter read
asfollows

* Wewould now liketo advise you of an additiona ground for the Apped, specificaly
relaing to Additiona Profits Tax Assessments raised for tax years of Assessment
1995/96, 1996/97 and 1997/98.

The ground for the Apped againg these Additional Assessments is that they were
invdidly raised. Following Section 70 of the Inland Revenue Ordinance the
Assessor is precluded from making an Additiond Assessment, if it is on a matter
which has dready been the subject of an Assessment which has been objected,
wherethat objection has been resolved, and aFinal Assessment hasbeenissued and
agreed. Therefore the Find Assessments for those tax years are:

1995/96 Assessable Profits of HK$5,536,190; Assessment dated 10"

December 1998
1996/97 Assessable Profits of HK$2,039,144; Assessment dated 10"
December 1998
1997/98  Assessable Profits of HK$523,986; Assessment dated 26" March
1999’
52. In the event, after some prompting by the Board, Ms Deborah Anndls applied at the

hearing for the Board' sconsent. Mr Eugene Fung, counsdl for the respondent, had no objection to
her gpplication. The Board gave the appellant consent to rely on this additiona ground.

53. In the course of the hearing, Ms Deborah Anndlls raised further grounds of appedl.
The Board reminded her of section 66(3) and told her that the Board would not consider any
gpplication in the absence of written proposed further grounds.  She eventudly came up with the
following in her letter dated 26 September 2005 (written exactly asit sandsin her |etter):

‘We now apply to the Board to consider three further grounds for the Apped, as
follows

a) That atax credit should be given for [Country L] taxes paid on Company profit,
agang the Hong Kong tax ligbility on that same income.

b) That in ariving a the assessable profits of the Company there should be an
alocation asto the onshore and offshore profits, following the gross profits of the
Premium Merchandisng team (offshore), the Internationd team and the
Department store team;
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¢) Thatas[Mr M] hadinfact pad[Country O] incometaxeson dl hisincome from
the Company (his dividends being recharacterised as commission income), thet in
effect there will be double taxation of the Company’ sincome if the Assessments
under Appeal stand. Whilst we accept that thereisnothing in Hong Kong taxation
law to preclude double taxation of income, unless a double taxation agreement
has been entered into with the relevant country, in which case atax credit can be
clamed againg the Hong Kong tax liability on that same income under Section 50
of the Inland Revenue Ordinance, there is no comprehensive Double Taxation
Agreement between [Country O] and Hong Kong. As a matter of practice the
IRD do not assess profits of a company which have dready suffered overseas
taxation, for example because the company has a permanent establishment
overseas which has paid taxation. We ask that the Board should consider
whether [Mr M] himsdf should be consdered a permanent establishment or
dependent agent of the Company, as he habitualy concluded contracts on behaf
of the Company, and therefore whether Company income which has been subject
to taxation in his hands oversess (namely the vaue of the dividends paid to him)
can be excluded from being taxed in the Company aswell.’

54, Mr Eugene Fung opposed this gpplication.

55. On the assumption that the appd lant would not go substantialy beyond the witness
statements and documents disclosed so far, the parties agreed that the Board would look at these
grounds provisondly and include its decison on whether to alow the gopellant to rdy on the
proposed further grounds in its decision on the gpped. If the assumption should turn out to be
wrong, the Board would re-consider the postion.

Preparation of hearing documents

56. By letter dated 10 May 2005, the Clerk wrote to both parties giving notice of apped
and directed the appellant to provide paginated documents by 9 September 2005 and the
respondent to provide paginated documents by 16 September 2005.

57. By letter dated 11 May 2005, the Clerk explained that the written opening required of
the gppellant was to help the Board in reading the bundles and preparing for the hearing.

58. Under cover of her letter dated 7 September 2005, Ms Deborah Anndls of AzureTax
Limited sent the Clerk five stacks of copy documents, each stack comprising more than 500 pages
of copy documents. One characteristic of some of those documents was that the document itself
had no page numbers. The stacks of copy documentswere not put in abox file. More importantly,
and contrary to the direction in the Clerk’ sletter dated 10 May 2005, there was no pagination.
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59. By letter dated 16 September 2005, the Clerk wrote to AzureTax Limited asking for
the gppdlant’ s written opening and the provison of ‘sufficient box files with dear indexing for
proper filing of each of the various gppdlant’ s bundles ... well before the commencement of the
above hearing'.

60. By letter dated 16 September 2005, Ms Deborah Anndls replied stating that:
‘... copies of the Written Opening Statement will be sent to you early next week ...

Wewill dso arrangefive box filesto be ddlivered to your office next week; we believe
al the appdlant’ s bundles are sufficiently well indexed.’

61. By letter dated 20 September 2005, Ms Deborah Anndls wrote to the Clerk to
provide the Written Opening Statement together with additiona authoritiesand* five sets of box files
with clear indexing for thosefiles .

62. It was not until the Board inssted at the hearing on 26 September 2005 that the
appellant’ s copy documents should be properly paginated that Ms Deborah Anndls agreed to
cause the Board' s copy documentsto be paginated. At about 10:47 am. the Board adjourned to
2:30 p.m. to givetimefor Ms Deborah Anndls to have the copy documents to be paginated and to
draft proposed further grounds of appeal.

63. Ms Deborah Anndls furnished the Board with a copy of the following authorities
(written asthey stand in her ligts):

@ ‘1. CIRv SwirePacific Ltd HKTC 1145
2. CIR v Cosmotron Manufacturing Company Limited [1995] (1 HKRC

90-075)

3. Magnalndugtrid Company Limitedv CIR case HKRC 90-078; (1997)
HKRC 190-0082

4.  Consco Trading Company Limited v CIR (Inland Revenue Apped No. 3
of 2003)

o

CIR v Indosuez WI Carr Securities Limited (1 HKRC 90-117)
6. D77/94, IRBRD, vol 10, 42'; and

Inland Revenue Rule 5

Sections 70 & 70A of the Inland Revenue Ordinance

Section 54 of the UK Taxes Management Act 1970

Olin Energy Systemsl|td v Scorer HL 1985, TC 592 [1985] 2 All ER 37
Cenlon Finance Co Ltd v Ellwood HL 1962, 40 TC 176, [1962] 1 All E
R 854’

(b) °

g wNE
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64. The respondent furnished the Board with a paginated bundle of documents and a
bundle of the following authorities:

(& Inland Revenue Ordinance, Chapter 112, sections 14, 16, 60, 70

(b) Lam Soon Trademark Ltd v CIR, then unreported, now reported [2005] 4
HKLRD 652

(c) CIRv Hang Seng Bank Ltd [1991] 1 AC 306

(d) CIRvHK-TVB International Ltd [1992] 2 AC 397

(¢) CIRvV Orion Caribbean Ltd [1997] HKLRD 924

(f) Magnalndusdtria CoLtdv CIR[1997] HKLRD 173

(@ Consco Trading Co Ltdv CIR [2004] 2 HKLRD 818

(h) CIRv Wardley Investment Services (Hong Kong) Ltd (1992) 3 HKTC 703

() CIRvYaulLa Man Agnes, then unreported, now reported [2005] 3 HKLRD
773

() CIRv Euro Tech (Far East) Limited 4 HKTC 30

(k) Departmental Interpretation & Practice Notes No 32, June 1998

The appeal hearing

65. MsDeborah Anndls caled Mr M, Ms AX and MsAY to give ord evidence. Ther
witness satements were as uninformative and unhelpful as her written opening statement.

66. She also sought to rely on what purported to be a written statement of Ms AS and
what purported to be a written statement of Mr AZ.

67. Mr Eugene Fung did not cal any witness.

68. Ms Deborah Anndls had the first and the last words by way of submission. Although
she had prepared a ‘“WRITTEN SUBMISSION for Appellant’, she chose not to give it to the
Board until the Board discovered that she was reading from a prepared document and asked for

copies of it.

69. At the end of her submissions, the Board invited her to submit on costs under section
68(9) of the Ordinance which she did.

THE BOARD’ SDECISION
Onus of proof

70. Section 68(4) provides that:
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‘ The onus of proving that the assessment appealed against is excessive or
incorrect shall be on the appellant.’

71. Astheonus of disturbing the assessment lies on the gppellant, failure to discharge the
onus may be decisve againgt the appdlant, see D56/04, IRBRD, vol 19, 456, at paragraphs 29 —
34 and the cases there cited.

Law on source of profits

72. The Board adoptsthelaw as stated in paragraphs 35— 40 in D56/04 and paragraphs
37 and 39in D76/03, IRBRD, vol 18, 738, and sets them out in paragraphs 73 — 80 below.

73. Section 14(1) provides that:

‘ Subject to the provisions of this Ordinance, profits tax shall be charged for
each year of assessment at the standard rate on every person carrying on a
trade, profession or businessin Hong Kong in respect of his assessable profits
arisinginor derived fromHong Kong for that year from such trade, profession
or business (excluding profits arising from the sale of capital assets) as
ascertained in accordance with this Part.

74. Three conditions must be satisfied before a charge to tax can arise under section 14
(CIR v Hang Seng Bank Limited [1991] 1 AC 306 at page 318):

‘(1) the taxpayer must carry on a trade, profession or business in Hong
Kong;

(2) the profits to be charged must be *from such trade, profession or
business,” which their Lordships construe to mean from the trade,
profession or business carried on by the taxpayer in Hong Kong;

(3) theprofitsmust be“ profitsarising in or derived from” Hong Kong'.

It follows that a digtinction must fal to be made between profits arising in or derived from Hong
Kong (‘ Hong Kong profits ) and profits arising in or derived from a place outsde Hong Kong
(* offshore profits ) according to the nature of the different transactions by which the profits are
generated (at page 319). Thequestionisoneof fact and the broad guiding principleisto look to see
what the taxpayer has done to earn the profit in question (pages 322-323):

‘But the question whether the gross profit resulting from a particular
transaction arosein or derived from one place or another isalways in the last
analysis a question of fact depending on the nature of the transaction. It is
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impossible to lay down precise rules of law by which the answer to that
guestion is to be determined. The broad guiding principle, attested by many
authorities, is that one looks to see what the taxpayer has done to earn the
profit in question. If he hasrendered a service or engaged in an activity such as
the manufacture of goods, the profit will have arisen or derived fromthe place
where the service was rendered or the profit making activity carried on. But if
the profit was earned by the exploitation of property assets as by letting
property, lending money or dealing in commodities or securities by buying and
reselling at a profit, the profit will have arisen in or derived from the place
where the property was let, the money was lent or the contracts of purchase
and sale were effected. There may, of course, be cases where the gross profits
deriving from an individual transaction will have arisen in or derived from
different places. Thus, for example, goods sold outside Hong Kong may have
been subject to manufacturing and finishing processes which took place partly
in Hong Kong and partly overseas. In such a case the absence of a specific
provision for apportionment in the Ordinance would not obviate the necessity
to apportion the gross profit on sale as having arisen partly in Hong Kong and
partly outside Hong Kong.’

75. The guiding principle laid down by Lord Bridge in the Hang Seng Bank case was
expanded and applied by Lord Jauncey in Commissoner of Inland Revenue v HK-TVB
Internationa Limited [1992] 2 AC 397 at page 407 asfollows:

* one looks to see what the taxpayer has done to earn the profit in question and
where he hasdoneit’.

The proper approach (page 409):

‘ is to ascertain what were the operations which produced the relevant profits
and wher e those operations took place.

In the view of their Lordshipsit can only be in rare cases that a taxpayer with
a principal place of business in Hong Kong can earn profits which are not
chargeable to profits tax under section 14 of the Inland Revenue Ordinance.’

76. The ascertaining of the actua source of income is a ‘practica hard matter of fact’,
Orion Caribbean Ltd (in voluntary liquidation) v Commissioner of Inland Revenue [1997] HKLRD
924 at page 931.
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‘... more generally, the proposition that Lord Bridge was laying down a rule of
law to the effect that, in the case of a loan of money, the source of income was
alwayslocated in the place where the money waslent, is one that cannot stand
with the opening words of Lord Bridge quoted above, nor with the explanation
of hisremarksby Lord Jauncey inthe HK-TVB case, nor with the whole range
of authority starting from the judgment of Atkin LJ in F.L. Smidth & Co v
Greenwood onwar ds, to the effect that the ascertaining of the actual source of
incomeisa “practical hard matter of fact”, to use words employed, again by
Lord Atkin, in Liquidator, Rhodesia Metals Ltd v Commissioner of Taxes
[1940] AC 774 at page 789. No simple, single, legal test can be employed.’

77. In Exxon Chemical International Supply SA v Commissoner of Inland Revenue 3
HKTC 57, Godfrey J (as hethen was) held (at page 100) that the acts of obtaining of the buyer’ s
order and the placing of the order with the sdler were the foundations of the transaction for it was
the mark-up which generated, indeed represented, the profit:

* ECIS submits that before deciding where a profit is derived (or, | suppose,
whereit arises) it is necessary first to determine how the profit is derived and
then (and then only) secondly to determinewhereitisderived. | amcontent for
the purposes of the present case to accept this; having already demonstrated
how the profit on the transaction in question was derived | can satisfy myself
that it was derived froma * mark-up’ on sales (as ECISitself submitted) and |
can go on to consider where it was derived. | ask myself: Where did ECIS
obtain the buyer’ s order for the goods? The answer is that it obtained that
order in Hong Kong. | ask myself: Where did ECIS place its order with the
seller for the goods to meet the buyer’ s requirements? The answer is that it
placed that order from Hong Kong. These acts, the obtaining of the buyer’ s
order in Hong Kong and the placing of the order with the seller from Hong
Kong, are the foundations of the transaction; for it is the differential between
the selling price and the buying price (* the mark-up’ ) which generates, indeed
represents, the profit.

Having decided that the obtaining of the order from the buyer and the placing
of the order with the seller, took place respectively in and from Hong Kong, |
conclude that the profit made by ECIS on this transaction arose in, or is
derived from, Hong Kong. That is where ECIS transacted this piece of
business; and the profit it earned fromit was earned by what it didhere. 1t may
not be much that ECISdid to earniits profit; but asa hard, practical matter of
fact, it was here that it did it.

The Board arrived at the same conclusion, although by a longer route. The
case stated by the Board raises only one question which | have to decide (it
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raises another question aswell but the parties are agreed that | do not haveto
decideit).

The question posed in the stated case iswhether on the true construction of the
Ordinance and in particular section 14, the Board was correct in holding that
the relevant profits‘ arose in or were derived from a trade or business carried
on by ECISin Hong Kong' ?

In my judgment the Board was correct in so holding, and the question must
accordingly be decided in the affirmative.’

The question which the learned judge did not have to decide was (page 97):
* Whether there was evidence on which this Board could properly find
(a) that the activities conducted through ECIS s principal agentsin the USA
wer e no mor e than foll ow-up procedures necessary to fulfill the contracts

for the sale of goods;

(b) that the activities of all the various other agents used by ECIS were not
material in deciding the source of the profit.

78. The Board would add that this case was cited in argument before the Privy Coundl in
the Hang Seng Bank case (page 307).
79. InCIRv Wardley Investment Services (Hong Kong) Limited 3HKTC 703, Fuad VP,

ddivering theleading judgment of the mgority, made the point that the Board of Review inthat case
had |ooked more at what the overseas brokers had done to earn their profits which told us nothing
about what the taxpayer in that case did (and where) to earn its profit. Fuad VP cited Lord
Bridge s*broad guiding principle’ expressed in the Hang Seng Bank case, as expanded by Lord
Jauncey inthe HK-TVB case and continued (page 729):

[

one looks to see what the taxpayer has doneto earn the profit in question and
where he has doneit.”

When addressing the question the Board had formulated for itself * where did
the operations take place from which the profits in substance arise’, in my
respectful judgment the Board did not appear to appreciate that it is the
operations of the taxpayer which are the relevant consideration. |If the Board
had been able to benefit from the decisions of the Privy Council in the Hang
Seng Bank and the HK-TVB case, | have little doubt the Board’ s general

approach to the issues would not have been the same. | think that Miss Li was
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right when she submitted that the case stated clearly indicated that the Board
had looked more at what the over seas brokers had done to earn their profits.
Of course, there would have been no ‘ additional remuneration’ ultimately
credited to the Taxpayer if the brokers had not executed the relevant
transactions, and these took place abroad, but this does not tell us what the
Taxpayer did (and where) to earn its profit. The Taxpayer, it seems to me,
while carrying on business in Hong Kong, instructed the overseas broker from
Hong Kong to execute a particular transaction. The Taxpayer was carrying
out its contractual duties to its client and performing services under the
management agreement in Hong Kong and in return receiving the
management fee aswell asthe‘ additional remuneration asmanager’ towhich
it was entitled under that agreement. In my view, the Taxpayer did nothing
abroad to earn the profit sought to be taxed. The Taxpayer would be actingin
precisely the same manner, and in the same place, to earn its profit, whether it
was giving instructions, in pursuance of amanagement contract, to abroker in
Hong Kong or to one overseas. The profit to the Taxpayer was generated in
Hong Kong from that contract although it could be traced back to the
transaction which earned the broker a commission.’

80. Barnett Jmadethepoint in CIR v Euro Tech (Far East) Limited (1995) 4 HKTC 30
at page 58 that for trading companies, what the taxpayer was doing was no more than bringing
together the complementary needs of sdllers and buyers and looked at where the taxpayer did the

bringing together:

‘[ The Exxon Chemical] case was cited in the Hang Seng Bank case and did
not attract any criticism. For my part, | agree with the analysis of Godfrey J.
It seemsto me a great pity that the Board did not take time to reflect upon and,
if they thought appropriate, distinguish the case. For my part, | find the case
indistinguishable. Like Exxon and so many other trading companies, the
Taxpayer was doing no mor e than bringing together the complementary needs
of sellersand buyers, and that bringing together it did in Hong Kong. Despite
the concerns expressed by the Board about the attitude of tax authorities in
other countries, it is quite plain that the profit in this case arose from
operations carried on in Hong Kong.’

81. In Commissioner of Inland Revenuev Magnalndustriad CoLtd [1997] HKLRD 173,
the Court of Apped remarked at page 176 that:

 Obviously the guestion where the goods were bought and sold is important.
But there are other questions.’
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After citing the passage in theHK - TV B Internetional case quoted in thelast paragraph in paragraph
75 above, the Court of Appeal went on to state at pages 179 — 180 that:

‘ There are many trading companies in Hong Kong selling products made
overseas to customers in China and other countries in the region, where the
buying and the selling — and the attendant activities associated with trading —
are controlled entirely from Hong Kong. The published decisions of the Board
of Review provide many instances where successive Boards have in similar
instancesidentified a Hong Kong source. For instance Case No D9/89 (IRBRD,
Vol 4, 207) where part of the headnote reads:

Generally, the employment of staff and the maintenance of an office in Hong
Kong, with all necessary services and facilities including telephone and telex,

are the essence of a trading company’ s activities. Wherethese are all in Hong
Kong, it could be concluded that the resultant profits have a Hong Kong

source. Thefact that goods arelocated and delivered outside Hong Kong is not
material for this purpose.

Likewise, inCIR Vv Euro Tech (Far East) Ltd (IR App No 2 of 1994, 17 Jan 95,
unreported) where at p.8 Barnett J said:

The taxpayer was, and presumably still is, a trading concern of like nature to
the many many trading concerns in Hong Kong that rely for their existence
and profit upon the ability to sell goods for a price greater than that at which
they acquired them.

There, the Board had concluded that the company * did nothing except process
pieces of paper and collect and pay money’ — even though, upon the evidence,
it had entered into legally binding transactions, incurring real obligations and
acquiring real rights, paying and being paid: all in Hong Kong. Barnett J (it
would appear quite rightly) concluded that the Board had misdirected itself in
law and that the only reasonable conclusion was that the trading profits had a
Hong Kong source.’

82. The Board' stask is ‘to see what the taxpayer has done to earn the profit in question
and where he has done it’, bearing in mind the onus of proof.

Board’ s Decision on claim that source of profits from sales to overseas customers was
offshore

83. The gppdlant tried to play down the role of the appdlant’ s office in Hong Kong and
clamed that dl or practicdly dl the work was done in Country O andin Country L.
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84. Inanswer to the Board’ squestion, Ms Deborah Anndlis told the Board that there was
no dispute about the first two conditions stated in theHang Seng case and that the only dispute was
on thethird condition, that is, whether the profitsin question were' profits arising in or derived from
Hong Kong.

85. The appdlant was a trading company, not a manufacturer, see paragraph 6 above.
86. Through MessrsH, the appellant told the assessor by |etter dated 16 February 2001

that the appellant did not have a permanent establishment outside Hong Kong, see paragraph 17(a)
above.

87. The assartion that dl or practicdly dl the work was donein the States and in Country
L was not supported by contemporaneous documents and was contradicted by some
contemporaneous documents and earlier assertions.

88. The evidence given by the witnesses does not dt well with contemporaneous
documents, objective facts, inherent probabilities and earlier assertions. None of the witnesses
impressed the Board as credible witnesses. The Board attaches no weight to the purported witness
datements of persons not cdled to give ord evidence and not made avalable for
Cross-examination.

89. The written agreement referred to in paragraph 17(c) above provided for the
appointment by the gopellant of Company N as the gppellant’ s sdes and cargo management
representative to provide the serviceslisted in Recitd (3). Recitd (9) provided for the payment of
fees by the gppdlant to Company N. Recita (10) provided that:

‘ [Company N] is not authorized to carry on any trade or businessin [Country Q]
(other than sales representation and cargo management) in the name of or on behdf
of [the gppellant], and has no authority to act as power of attorney to conclude
contractua agreements for [the gopellant] in [Country O] without specific written
ingructions from [the gppellant].’

0. Mr M dated on oath that there was no ‘specific written indructions’ from the
appdlant to hisknowledge. Any assertion that contracts with overseas customers were concluded
in Country O by Company N on behdf of the gppdlant flew in the face of the gppelant’ s own
documentation and Mr M’ s statement on oath.

91. The appdlant’ soffshore clam wasaso belied by itsemployer’ sreturns declaring that
it had employed 66 persons for the year of assessment 1999/2000 (the basis period was the year
ended 31 December 1999). If the gppellant had little or no role to play, there was no reason for it
to have employed 66 persons to ded with business development, merchandising, designing,
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adminigtration, accounting, shipping, production, costing, materid purchasing controlling and cutting,
sample and pattern making, quality control, sewing etc., see paragraph 23 above. In contrat,
Company N had aworkforce of 14 persons, see paragraph 35(k) above.

92. In an atempt to wrangle out of this, the appelant asserted that many were employed
by the gppellant to work in Country O and in Country L. The Board rgjects this assertion. The
gopelant had no permanent establishment outside Hong Kong and there was no explanation on
how or where the gppellant’ s employees were said to have worked in Country O or in Country L.
The gppellant had not identified any such employee or produced their travel records. Furthermore,
if the appdlant had its own employees working in Country O, one wonders why the appellant
appointed Company N asits sales and cargo management representative.

93. The Board dso rgects any suggestion that the gppellant’ s employees roamed the
sreetsin Country L sourcing for factories and negotiating and concluding contracts with suppliers.
Further, the appellant was a trader, not a manufacturer. Mr Eugene Fung drew the Board' s
attention to three ingpection certificates issued by independent third parties. This suggests that so
far asthese transactions were concerned, the overseas cusomers were relying on the ingpection by
independent third parties.

94, If Company N had played as active a role as the gppdlant would have the Board
believe, it isinherently probablethat alot of documentswould have been sent or faxed by Company
N to the gppellant in Hong Kong. Of the documents placed by the appellant before the respondent
and reproduced as appendices to the Determination (more than 600 pages) and placed by the
gppellant before the Board (more than 350 pages), Ms Deborah Anndls was able to point only to
pages 316, 319, 324, 325, 327 and 328 in the gppdlant’ s A3 bundle!

95, Ms Deborah Anndls tried to blame the Revenue by dleging tha the Revenue had
taken away the appdlant’ sdocuments. Her accusation made for the first timein her submissonin
reply does not get her anywhere in the absence of any evidence that:

(@ theappdlant had ever requested the return of documents and the Revenue had
refused;

(b) theappdlant had ever requested access to the documents at the Inland Revenue
Department and the Revenue had refused; or

(c) the appdlant had ever requested to have a copy of the documents said to be
taken away by the Revenue and the Revenue had refused.

96. Moreimportantly, irrepective of what might have hgppened to the appdlant’ s set of
documents, Company N should have a st of those documents and could and should have
produced them, if such documents ever existed.
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97. Thehandful of documentswhich MsDeborah Anndlsidertified involved atransaction
which had nothing to do with the transactions agreed as ‘representative transactions for the
purposes of determining the source’ of the gppelant’ s trading profits and commission income for
1994/95 to 2001/02.

98. Ms Deborah Anndls repeatedly referred to these transactions as transactions chosen
by the Revenue. Thisisan unhdpful haf-truth, if not a distortion.

99. By letter dated 15 January 2004, the assessor wrote to Messrs H ataching a draft
satement of facts and went on to state that:

* Appendices O to X are documents extracted from records maintained by your client
in relaion to transactions with the eight largest customers whose turnover amounted
to 85% of the totd turnover for the year 1999. The Revenue consders that these
transactions should be representative transactions for the purposes of determining
the sources of the trading profits and commission incomefor the years of assessment
in question. If your dlient holds a different view, please let me have the reasons and
sate how the operations of the Company differ from those as reveded by these
transactions.’

100. Far from stating how the operations of the appellant differed, Messrs H replied by
letter dated 16 April 2004 stating thet:

“ Our client agrees that transactions with the eight largest customers as detailed in
Appendices O to X to your letter dated 15th January 2004 should be regarded as
representative transactions for the purposes of determining the sources of our
dient’ strading profits and commission income for 1994/95 to 2001/02. We have
amended the description of the wordings in Appendix (sc) O to X to take into
account what your department have missed from the supportings attached regarding
the negotiation and conclusion of the rdevant sdles and purchase as reflected by
these documents. The amended Appendix (sc) O to X will be provided to your
department under separate cover. We must emphasis that the sales and purchase
initiation, negotiation and concluson were dl carried out by [Company N] and
merchandisers of [the gppdlant] outsde Hong Kong. The mere sgning of the
purchase ordersto suppliers with an office in Hong Kong by [the appedllant’ sformer
director [Ms B] cannot amount to effecting of the purchase here!’

101. Whether the Deputy Commissoner had seen this letter before writing his
Determination isbeside the point. What mattersto the Board isthat thereis no written retraction of
this agreement and that there is no atempt to show why or how these transactions were not
representative or that any other transaction was representative.
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102. Agreement on representative transactions isimportant in source cases.

103. The lone transaction which the appellant sought to rely on was not among the agreed
representative transactions. The casehandler of thislone transaction was not called. The probative
vaue of thistransaction is highly questionable and the Board attaches no weight to it.

104. In marked contrast, Mr Eugene Fung took us to the documents in the agreed
transactions and drew the Board' s atention to:

(@) agreements by the gppdlant itsdf directly with its overseas cusomers, and
(b) agreements made between the gppellant and Hong Kong suppliers.

105. Mr Eugene Fung identified the following documents in transactions between the
gppellant and its overseas customers:

(@ Company Al’ smaster contract Sgned by the appdlant’ s gaff, MSAB;

(b) Company V'’ s purchase orders sent directly to the gppellant and the appellant’ s
Invoices sent directly to Company V;

(c) Company AE' s purchase orders sent directly to the gppellant (see the fax
header) and the appdlant’ sinvoices sent directly to Company AE;

(d) thegppelant’ sinvoices sent directly to Company BA,;

(e) Company BB’'s purchase orders sent directly to the gppellant and the
gopellant’ sinvoices sent directly to Company BB;

(f) TheCompany AG' s purchase orders sent directly to the gppdlant (see the fax
header) and the appdlant’ sinvoices sent directly to Company AG;

(9 thegppdlant’ sinvoices sent directly to Company BC; and

(h) Company AO’ sorder placement confirmations sent directly to the appellant and
the gppdlant’ sinvoices sent directly to Company AO.

106. Mr Eugene Fung identified the following Hong Kong suppliers:
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(@ for sdesto Company BD, the supplier was Company BE, a Hong Kong
company, seethe gppellant’ s purchase contracts to Company BE and Company
BE' sinvoices and packing lisgts to the gppellant;

(b) for sdestoCompany V, the supplierswere two Hong Kong companies, namely
Company AM and Company BF, see the appellant’ s purchase contracts to
Company AM and Company BF and theinvoicesand packing lists of Company
AM and Company BF to the gppellant;

(o) for sdesto Company AE, the supplier was Company BG, a Hong Kong
company, see the gppelant’ s purchase contracts to Company BG and
Company BG' sinvoicesto the gppdllant;

(d) for sdesto Company BA, the supplier was Company AM, a Hong Kong
company, see the appdlant’ s purchase contracts to Company AM and
Company AM’ sinvoices to the gppd lant;

(e) for sdesto Company BB, the suppliers were two Hong Kong companies,
Company BF and Company AM, see the gppellant’ s purchase contracts to
Company AM and Company BF and theinvoicesand packing lists of Company
AM and Company BF to the appdllant;

(f) for sdesto Company AG, the suppliers were three Hong Kong companies,
namey, Company BH, Company Bl and Company BJ, see the appdlant’ s
purchase contracts to Company BH, Company Bl and Company BJ and the
invoices and packing lists of Company BH, Company Bl and Company BJto
the appd lant;

(9 for sdesto Company BC, the supplier were two Hong Kong companies,
namdy Company BJ and Company BE, see the invoices and packing lists of
Company BJ and Company BE to the appd lant; and

(h) for sdesto Company AO, the suppliers were two Hong Kong companies,
namedy Company BK and Company AM, see the invoices and packing lists of
Company AM and Company BK to the gppellant.

107. Mr Eugene Fung has dso identified and shown to the Board documentary evidence,
and the Board accepts and finds, that:

(@ thehills of lading and other shipping documents were prepared and issued in
Hong Kong;
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(b) Hong Kong suppliers were paid by the gppdlant in Hong Kong;

(c) third party inspection certificates (insofar as they exist) were issued in Hong
Kong;

(d) certain Country O customs service charges were paid by the gppellant in Hong
Kong; and

(e) payments by the overseas customers were received by the appelant in Hong
Kong.

108. Thefact that some of the suppliershad factoriesin Country L is quite beside the point.
The documentswhich Mr Eugene Fung drew attention to showed that what the gppellant did wasto
bring together the complementary needs of sdllers (the suppliers in Hong Kong) and buyers (the
overseas customers), and that bringing together it did in Hong Kong.

1009. Moreover, as Fuad VP pointed out in the Wardley case, in consdering the source of
the gppellant’ s profits, the Board should not be distracted by:

(@ wha Company N had doneto earnitsincome and whereCompany N had done
it; or

(b) what the appdlant’ s suppliers had done to earn their income and where the
suppliers had doneit.

110. For reasons given above, the gppellant hasfailed to dischargeits onus of showing that
the source of profits from sales to overseas customers was whally or partly offshore and the first
ground of apped (see paragraph 50 above) fails.

Board’ s Decision on claim that source of commission income ‘from certain customer(s)
and suppliers was offshore

111 In his Determination, the Deputy Commissoner noted the gppellant’s falure to
provide aligt of al suppliers and trade documentsin respect of goods purchased from suppliers as
promised by MessrsH in their letter dated 16 February 2001, see paragraph 18 above.

112. Intheir second ground of appeal (see paragraph 50 above), MessrsH perssted in the
falure to condescend upon particulars. The onus of proof is on the appelant and their second
ground of apped isunintdligibleinthe absence of any materid particulars. That initsef may well be
fata to the gppellant on this ground.
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113. Further and in any event, for reasons given in respect of thefirst ground of gpped, the
gppdlant has faled to discharge the onus of showing that the source of commission income was
offshore. So far as Company AO was concerned, this has been dedt with in paragraphs 105(h)
and 106(h) above. Mr Eugene Fung very properly drew the Board' s attention to the fact that there
was evidence that the appelant engaged a Country L supplier, Company BL in reation to some
orders placed by Company AO. Thefax header showed that the order from Company AO was
placed with the gppellant. Thereisamply no evidence that the bringing together by the gppellant of
the buyer and the Country L supplier took placein Province BM or anywhere ese outside Hong
Kong.

114. The gppdlant has faled to discharge its onus of showing that the source of that
commisson income ‘ from certain customer(s) and suppliers’ was offshore and the second ground
of apped (see paragraph 50 above) fails.

Board’ sdecision on claim for deduction of $10,500,000 and connected expenditure

115. Until 5 December 2001, MsB had at dl materid times been a20% shareholder in and
adirector of the appellant and Mr M had been the beneficid owner of 80% of the shares in the

appdlant.

116. Clause 1 of an Agreement dated 6 December 2001 made between Ms B and
Company D provided asfollows:

‘1.1 The Vendor [i.e. Ms B] shdl sl the Sde Shares [i.e. Ms B’'s 20%
shareholding in the gppdlant] and the Purchaser [i.e. Company 00 shdl
purchasethe Sale Shares, at aprice of HK$10,500,000.00, freefromal liens,
charges, encumbrances, equities and other third party rights of any nature
whatsoever and together with dl rights of any nature whatsoever now or
heregfter attaching to them including dl rights to any dividends or other
digtributions declared paid or made in respect of them &fter the date of this
Agreement.

1.2 Thecongderation as set out in Clause 1.1 shdl be paid asfollows:

1.2.1 HK$5,250,000.00 be paid by no later than four (4) months from the
date of execution of this Agreement;

1.2.2 the balance of HK$5,250,000.00 shdl be paid by no later than ten
(20) months of execution of this Agreement.’

117. Clauses 1 and 2 of a Deed dated 6 December 2001 made between Ms B and the
appellant provided as follows:
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‘1. Incondderation of the Director [i.e. Ms B] agreeing to early determination of
her position and being removed from office with effect from 6" December
2001 and to forgo any clamsother than set out herein againgt the Company [i.e.
the appellant], the Company agrees to pay and shall pay to the Director the
sum of HK doallarsten million and five hundred thousand (HK $10,500,000.00)
in the manner set out in the schedule hereto [which provided for payment by
bank cashier order in favour of [M s B] upon the execution of the Agreement by

the parties).

2. Upon the 9gning hereof, the Director shdl take dl such action asthe Company
may reasonably require of her to effect the resignation of the Director.’

118. The gppellant claimed deduction of the $10,500,000 referred to in the Deed and
connected expenditure.
1109. The audited financid statements of the gppelant for the year ended 31 December

2001 showed that the net asset value of the appdllant as at 31 December 2001 was $42,774,966,
after payment of dividend of $68,684,736 for the year ended 31 December 2001. These two
figures add up to $111,459,702. 20% of $111,459,702 equals $22,291,940.

120. According to the directors report for the year ended 31 December 2001, the
appellant had $106,253,610 ‘avalable for appropriation’. 20% of $106,253,610 equals
$21,250,722.

121. It is clear from paragraph 43 above (which is an agreed fact) that Ms B has not
received any dividend in the caendar year 2001. As a 20% shareholder, she would have been
entitled to no lessthan $21 million of theamount availablefor appropriation. Whether onetakesthis
figure, or the net asset value as at 31 December 2001 and adds back the amount of dividend paid,
Ms B’ s 20% interest would have been no less than $21,000,000.

122. Mr M dleged that the $106,000,000 figure was not in his mind and that he did not
look at the management accounts. The Board does not for one moment believe that Mr M had no
idea about the approximate net worth of the appellant in early December 2001.

123. Moreover, thereis no dlegation and no evidence that Ms B did not know:

(@ that the appellant had some $106,000,000 available for gppropriation and that
her 20% interest was some $21,000,000; or

(b) the appropriate net worth of the appel lant.
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124. Thefiguresunder the Agreement and the Deed both dated 6 December 2001 add up
to $21,000,000. Thereis no evidence that the sums paid or to be paid under the Agreement and
the Deed exceeded her 20% interest in the amount available for gppropriation or in the net asset
value of the appellant as at 6 December 2001. Indeed, $21,000,000 was less than her 20%
interest.

125. The appdlant has failed to discharge its onus of showing that the $10,500,000 under
the Deed was incurred by the gppellant in the production of profits, a requirement for deduction
under section 16(1) and the third ground of apped (see paragraph 50 above) fails.

Board' s decision on contention that additional assessments for the years of assessment
1995/96 — 1997/98 were invalid

[In paragraphs 126 and 127, the Board dedlt with a point which is not reported in this report.]

128. MsDeborah Anndlsrelied on Scorer v Olin Energy SystemsLtd [1985] AC 645. In
Commissioner of Inland Revenuev Yau La Man, Agnestrading asLM Yau & Company, HCIA
2/2004, 24 June 2005, unreported but available onthe Judiciary’ sLegd Reference System, Yam J
held in paragraphs 55— 63 that Scorer was not relevant to Hong Kong because of the differencein
the rlevant satutory provisons. The judgment of Yam Jis binding on the Board.

129. The assessmentswhich Ms Deborah Anndlls contended were* find' assessments (see
paragraph 51 above) are the assessments referred to in paragraph 14 above. The effect was that
only haf of the depreciation alowance and rebuilding alowance computed by the assessor were
disalowed (see paragraphs 12 — 14 above).

130. The further assessments which the gppellant objected to are referred to in paragraph
45 above. The Deputy Commissioner determined the objection againgt the appellant and the
Deputy Commissioner’ s computation gppears in paragraph 48 above.

131 Section 70 provides that:

‘ Where no valid objection or appeal has been lodged within the time limited by
this Part against an assessment as regards the amount of the assessable
income or profitsor net assessable val ue assessed thereby, or where an appeal
against an assessment has been withdrawn under section 68(1A)(a) or
dismissed under subsection (2B) of that section, or where the amount of the
assessable income or profits or net assessable value has been agreed to under
section 64(3), or where the amount of such assessable income or profits or net
assessable value has been determined on objection or appeal, the assessment
asmade or agreed to or determined on objection or appeal, asthe case may be,
shall be final and conclusive for all purposes of this Ordinance as regards the
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amount of such assessable income or profits or net assessable value:

Provided that nothing in this Part shall prevent an assessor from making an
assessment or additional assessment for any year of assessment which does not
involve re-opening any matter which has been determined on objection or

appeal for the year.’

132. The assessments referred to in paragraph 14 above are assessments within the
meaning of section 70 because the amounts of the assessable profits have been agreed to under
section 64(3), and, subject to the proviso, the assessments as agreed shdl be fina and conclusive
for al purposes of this Ordinance as regards the amounts of such assessable profits.

133. Thefindity is subject to the proviso which reads as follows:

‘ Provided that nothing in this Part shdl prevent an assessor from making an
assessment or additional assessment for any year of assessment which does not
involvere-opening any matter which has been determined on objection or gppeal for
the year.’

134. The findity does not preclude the assessor from issuing an additiona assessment
under section 60 S0 long as the additiona assessment ‘does not involve re-opening any metter
which has been determined on objection or gppedl for the year’.

135. No matter has been determined on appesl.
136. Has any matter been determined on the objection referred to in paragraph 14 above?
Is an agreement under section 64(3) a determination within the meaning of section 70?
137. Looking at section 70 again, it reads asfollows.
‘Where

no valid objection or appeal has been lodged within the time limited by
this Part against an assessment as regards the amount of the assessable
income or profits or net assessable value assessed thereby,

or where an appeal against an assessment has been withdrawn under
section 68(1A)(a) or dismissed under subsection (2B) of that section,

or where the amount of the assessable income or profits or net assessable
value has been agreed to under section 64(3),
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or where the amount of such assessable income or profits or net
assessabl e value has been determined on objection or appeal,
the assessment
as made or
agreed to or
determined on objection or appeal,
as the case may be, shall be final and conclusive for all purposes of this
Ordinance as regards the amount of such assessable income or profits or net
assessable value:
Provided that nothing in this Part shall prevent an assessor from making an
assessment or additional assessment for any year of assessment which does not
involve re-opening any matter which has been determined
on objection or
appeal
for the year.’
138. Section 70 seems to draw a distinction between an agreement under section 64(3)
and a determination on objection [under section 64(4)]. Ms Deborah Anndls made no attempt to
addressthisquestion or to satisfy the Board that a section 64(3) agreement isadetermination within
themeaning of section 70. For thisreason, the appdlant hasfailed to discharge the onus of showing
that the three additional assessments were incorrect.
139. Assuming that an agreement under section 64(3) is a determination within section 70,
the matter which had been * determined’ was the amount of depreciation alowance and the amount
of rebuilding alowance,
140. Ms Deborah Anndls made no attempt to show how the determination referred to in
paragraph 1(b) — (d) above involves any re-opening of any matter ‘ determined’ by the agreement
under section 64(3).
141. Painly, the additiona ground of gppedl (see paragraph 51 above) fails.

Board’ sdecision on application for leaveto rely on 3 further grounds
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142. In Hebel Enterprises Limited and others v Livasiri & Co (afirm) and others HCA

20094/1998, 3 June 2004, unreported, Deputy Judge Poon, in giving reasons for having dismissed
an gpplication to amend the pleadings, began by stating the gpplicable principles. Theseincludethe
following. The proposed amendment mugt be sufficiently intdligible. 1t is incumbent on the party

seeking amendment to ensure adequate particularity. It is no answer to an objection that a
proposed amendment lacks particulars, to say that particulars can begivenlater. Thisisparticularly
S0 in the case of late amendmerts. See paragraphs 3 — 10 and the cases there cited.

143. The Board considers that these principles are equaly applicable to an application
under section 66(3), especidly in respect of |ate applications.

144. Thefirst proposed ground (see paragraph 53 above) is conspicuous in the absence of
any paticulars.

145. The second proposed ground is not intdlligible.

146. The second proposed ground does not state what profits are to be apportioned. Nor

doesit state how. It says*followingthegrossprofitsof ...”, but is glent on where or how that leads
to.

147. The Board consders that no apportionment contention should be entertained in the
absence of any formation of arationd and workable bass for gpportionment.

148. It is shirking in on€'s respongbility to say there should be gpportionment without
saying how or on whét basis.

149. Thethird proposed ground is convoluted and unintelligible. 1t excelsin verbiagebut is
devoid of materid particulars.

150. Intheexercise of itsdiscretion, the Board declinesto alow the gppdlant to rely onthe
proposed further grounds.

Brief comments on the proposed further grounds

151. In deference to the efforts put in and the assstance given by the team led by Mr
Eugene Fung, the Board gives brief reasons why the proposed further grounds would have falled
even if consent had been given under section 66(3).

152. On thefirst proposed ground:
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153.

154.

Disposition

@

(b)

(©

(d)
(€

()

theamountsof ‘ profits declared for tax in [Country L]’ aleged by the appelant
were not supported by the copy documents produced;

the copy Country L tax receipts were not the gppellant’ s tax receipts but were
issued to a Country L entity owned by a Country L individud,;

Ms Deborah Anndls produced an extract of, but not the whole Departmenta
Interpretation & Practice Notes No 32, June 1998;

that is another unhdpful haf-truth, if not aditortion;

it is clear from reading the whole DIPN that it only applies to direct taxes, like
income tax; and

most of the copy tax receipts were for vaue added tax, rebuilding tax and
education supplement tax.

On the second proposed ground:

@

(b)

for reasons given by the Board on the claim that the source of profits from sdes
to overseas customers was wholly or partly offshore, the appdlant hasfalled to
meake out any factud basis for gpportionment; and

there is no rationa basis for gpportionment by reference to teams or divisons,
particularly where it is conceded in paragraph (31) of Ms Deborah Anndls
‘Written Submisson for Appellat’ that ‘Department store Divison profits
should also be treated as onshore and taxable’.

On the third proposed ground:

@
(b)

(©
(d)

Mr M was neither a shareholder nor a director of the gppdllant;

there is no basis for any assartion that his Country O tax was incurred in the
production of the appdlant’ s profits;

there is no dlegation of any double taxation arrangement under section 49; and
the amounts of dividends which Mr M dlegedly received as shown in a table

produced by the appellant do not reconcile with the Country Otax return
produced by the appdllant.
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155. The Board dismisses the apped and confirms the assessments appeded againgt as
reduced by the Deputy Commissioner.

Costs

156. The Board isof the opinion that this apped is frivolous and vexatious and a complete

waste of theBoard' stime. Pursuant to section 68(9), the Board ordersthe appellant to pay the sum
of $5,000 as cogts of the Board, which $5,000 shall be added to the tax charged and recovered

therewith.



