INLAND REVENUE BOARD OF REVIEW DECISIONS

Case No. D109/03

Profits tax —sections 16, 61, 61A and 68(4) of the Inland Revenue Ordinance (‘IRO’) — the test
under section 61A —whether the transaction conferred atax benefit on the gppdlant — whether the
transactions were artificid and commercidly unredisic — whether the sole or dominant purpose
was the obtaining of atax benefit.

Pand: Kenneth Kwok Hing Wa SC (chairman), Michad Robert Danid Bunting SC and Wong
Kwa Huen.

Dates of hearing: 23, 24 and 25 June 2003.
Date of decison: 29 March 2004.

Theappdlant wasaprivate company. It hasbeen awholly owned subsdiary of the parent
company. On 18 December 1987, the parent company sold Sites | and 11 to the appdlant under a
sale and purchase agreement. On the same date, 18 December 1987, the gppdlant, Company H
and Company G entered into ajoint venture agreement relating to the devel opment of Sitesl, 1l and
.

Under the joint venture agreement, Sites | and Il would be developed into a
commercid/resdentid complex under the name of ‘ Housng Edate P and Site 11l would be
developed into a replacement indudtrid building. Company H agreed to finance al the costs,
expenses and charges in carrying out and completing the development of Sites|, Il and I1l. The
sales proceeds derived from the development would be gpplied firstly in rembursing the gppellant
and Company H of the costs of the development and the balance would be shared between
Company H and the gppdlant.

The assessorsinquired asto why thegppellant had not recognized the profits on sale of the
properties in Housing Estate P in the accounts for the years 1989/90 to 1993/94. The gppdlant
replied that itwas only inthefinancia year 1994/95 that there had been any surplusfundswhich had
been paid to the gppdlant. The assessor raised profits tax assessment for the year of assessment
1989/90. Theappdlant objected on the ground that it was estimated and excessive. The appd lant
further objected againgt the 1995/96 assessment claming that the returned profits had been
assessed under the estimated assessment raised for the year 1989/90.

On diversdates, the Assstant Commissioner exercised his power under section 61A(2) of
the IRO to raise profits tax assessment and additiona profits tax assessment. The gppelant
objected on the ground that the terms of section 61A of the IRO had no gpplication to the
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circumstances and that the transactions entered into by the gppellant were not entered into for the
avoidance of tax nor to enable the company to obtain atax benefit.

Hed:

1.

Section 68(4) of the IRO provides that the onus of proving that the assessment
gppeded againg is excessive or incorrect shall be on the gppellant.

The test under section 61A is not whether it ‘ can’ be concluded, but whether it
“would" beconcluded. Thefirst question iswhether the impugned transaction has, or
would have had but for this section, the effect of conferring a tax benefit on the
gopelant. Unless there was atax benefit, section 61A would not be relevant o the
subject matter of consideration. In the Board' s decision, the impugned transaction
did not have, and would not have had but for section 61A, the effect of conferring a
tax benefit on the gppdlant. Thus section 61A is not relevant Seramco Ltd
Superannuation Fund v ITC [1977] AC 287; CIRv Howe [1977] 1 HKTC 936 and
CheungWah Keungv CIR [2002] 3 HKLRD 773 considered; Yick Fung Egtatesv
CIR [2000] 1 HKLRD 381 followed).

The Board disagrees that the manner in which the transaction was entered into or
carried out was atificid and commercidly unredidic. The Board found that the Site
| and Site |1 agreement was redligtic from abusiness or commercid point of view. It
Isnot wrong in law for the consideration in a contract to be framed with reference to
profit (British Sugar Manufacturers v Harris (1937) 21 TC 528 followed).

Having conddered the strength or otherwise of the various resulting conclusons from
consdering the factors, the Board now looks a the matter globaly. The Board s
overdl conclusion isthat the sole or dominant purpose was not the obtaining of atax
benefit.

Section 61 is not gpplicable. Firdly, the impugned transaction did not reduce and
would not reduce the amount of tax payable by any person. Secondly, the Site | and
Site |l agreement is neither artificia nor fictitious.

Inview of theBoard' sfinding that the consderation under Site| and Site 1l agreement
was not excessve and was redigtic from a busness or commercia point of view,
section 16 does not assist the respondent.  Even the Board had found that the
congderation was excessive, section 16 confers no authority on the respondent or her
assessors to reduce the amount of consideration to what she considers to be
reasonable.



INLAND REVENUE BOARD OF REVIEW DECISIONS

Appeal allowed in part.
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Decision:
1 Thisis an gpped againg the determination of the Commissoner of Inland Revenue
dated 5 March 2002 whereby:

(@ Profitstax assessment for the year of assessment 1989/90 under charge number
1-2123971-90-A, dated 18 March 1996, showing assessable profits of
$130,000,000 with tax payable of $21,450,000 was annulled.

(b) Profitstax assessment for the year of assessment 1990/91 under charge number
1-5006926-91-9, dated 26 March 1997, showing assessable profits of
$15,000,000 with tax payable of $2,475,000 was annulled.
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() Profitstax assessment for the year of assessment 1991/92 under charge number
1-5013829-92-3, dated 12 March 1998, showing assessable profits of
$2,000,000 with tax payable of $330,000 was annulled.

(d) Profitstax assessment for the year of assessment 1992/93 under charge number
1-5022208-93-6, dated 23 March 1999, showing assessable profits of
$131,225,000 with tax payable of $22,964,375 was annulled.

(e) Profitstax assessment for the year of assessment 1993/94 under charge number
1-5031008-94-4, dated 27 March 2000, showing assessable profits of
$500,000 with tax payable of $87,500 was annulled.

(f) Profitstax assessment for the year of assessment 1994/95 under charge number
1-5056597-95-1, dated 19 March 2001, showing assessable profits of
$500,000 with tax payable of $82,500 was annulled.

(9 Profitstax assessment for the year of assessment 1995/96 under charge number
1-3074424-96-4, dated 28 November 1996, showing assessable profits of
$108,676,540 (after setting off loss brought forward of $65,000) with tax
payable of $17,931,629 was increased to assessable profits of $393,098,962
(after setting off loss brought forward of $65,000) with tax payable of
$64,861,328.

(h) Additiond profits tax assessment for the year of assessment 1996/97 under
charge number 1-1140701-97-3, dated 23 March 1999, showing additiona
assessable profits of $190,000,000 with additiond tax payable of $31,350,000
was confirmed.

() Additiona profits tax assessment for the year of assessment 1997/98 under
charge number 1-2875490-98-0, dated 29 March 1999, showing additiond
assessable profits of $36,000,000 with additiond tax payable of $5,346,001
was confirmed.

Theagreed facts

2. The following facts (as st out in the statement of agreed facts) were agreed by the
parties and we find them as facts.

3. The following abbreviations have been used:

‘the gppdlant’ Company A
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‘the parent company’ Company B

‘the co-subsdiary Company C

‘Stel’ TMTL D

‘Stell’ TMTL E

‘Stelll’ TMTL F

‘Company G [Company G]

‘Company H [Company H]

‘the Firgt Tax Representative’ Company J

‘the Second Tax Representative’ Company K

‘JSM’ Messrs Johnson Stokes & Master
4, The gppd lant was incorporated as a private company in Hong Kong on 20 January

1981 and commenced business on 16 October 1987. It has been awholly owned subsidiary of the
parent company. In its accounts, the appdlant described the nature of its busness as land
development.

5. The parent company wasincorporated as a private company in Hong Kong on [date]
1957. It hasbeen carrying on abusiness of cotton spinning and yarn manufacturing in Hong Kong.
It was the registered owner of part of Lot No L, and Lot No M and Lot No N in DDXXX. The
land was acquired in 1958 and had been classified as a capital asset in the books and accounts of
the parent company. Since acquisition, the land had been used by the parent company for their
yarn manufacturing operation.

6. Lot No L covered an area of approximatey 451,000 square feet which was
designated asanindudtrid Ste. Theorigind Lot L was divided into two separate lots, being Lot D
comprising 397,800 square feet and Lot F comprising 53,820 square feet.

7. Lot NoM covered an area of 67,962 square feet and was designated for residential
use. Lot No N conssted of 23,130 square feet. Both land lots accommodated a residential
building for use by the parent company’ s employees.
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8. In 1986, Lot NosM andN inDD XXX were surrendered and exchanged for Site l1.
The registered Site area of Site Il is about 8,110 square metres (87,296 square feet). The parent
company paid a premium of $26,700,000 on 26 November 1986 for the exchange.

9. In 1987, Lot No L was surrendered to the Government in exchangefor Sitel and Site
[1l. Theregistered Steareasof Sitel and Site 11 are about 36,880 square metres (396,976 square
feet) and 5,000 square metres respectively. Premiums paid for the exchange of Site | and Sitelll
were $139,750,000 and $250,000 respectively.

10. Use and development of Site | and Site |1 are governed by New Grant No XXXX
dated 28 November 1987 and New Grant No XXX X dated 24 February 1987 respectively.

11. On 18 December 1987, the appellant entered into a Sale and Purchase Agreement
(‘the Ste |l and Site Il agreement’) with the parent company for the purchase of Site | and Site 1.
The congderation comprised of:

(& apayment of $346,309,452.06 and interest thereon (‘the Initid Sun');

(b) anobligation to build or procure the building of anew indudtrid building on Site
[11 not exceeding a congtruction cost of $193,000,000;

(¢) afurther sum of $400,000,000 subject to the appellant realising net profits of
such amount; and

(d) anadditiond sum of 50% of the find net profits redised by the gppelant from
the development of the properties at Site | and Site ll.

A copy of the Site | and Site Il agreement is a Board of Review Bundle (B1), pages 28 to 38.

12. By an agreement for sde and purchase dated 18 December 1987 (the Site 111
agreement’), the parent company agreed to sal Sitell1 to the co-subsidiary, another wholly owned
subgdiary of the parent company but reserving the right of redevelopment by the demoalition of the
exiging buildingsand erectionsthereon anew indugtrid building. Under the Site I11 agreement, the
parent company was obliged to build or to procure anew replacement industrial building to be built
on Site 11 for the benefit of the co-subsdiary.

13. On the same date, 18 December 1987, the gppd lant, Company H and Company G
entered into ajoint venture agreement (‘the JV agreement”) relating to the development of Sitesl,
[1and I11. Under the JV agreement, Company G agreed in principle with the gppdlant to procure
such redevelopment and congtruction on Site | and Site 11 into a commercia/resdential complex
under thename of ‘Housing Estate P’ and Site I11 into areplacement indudtria building. Asregards
Sitelll, theindustrid building was built S0 as to enable the gppellant to stisfy its obligation to the
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parent company under the Site | and Site |1 agreement, and thereby to enable the parent company
to satisfy itsobligation to the co- subsidiary under the Site 111 agreement. Theindustria building was
to be ddlivered to the gppdllant at no cost to the gppelant. Company G nominated Company H to
bethe developer. Company H agreed to finance dl the costs, expenses and chargesin carrying out
and completing the development of Sites I, Il and Ill. The sdes proceeds derived from the
development would be applied firgly in rembursing the gppellant and Company H of the costs of
the devel opment and the balance would be shared between Company H and the appellant.

A copy of the V agreement isat B1, pages 39 to 94.

14. Company H isawholly owned subsidiary of Company G formed for the purpose of
the development.
15. Company H completed the construction of Housing Estate P Phase | on Site Il and

theindustrid building on Site l11. The occupation permits were issued on 26 September 1989 and
3 April 1990 respectivey.

16. Company H completed the congtruction of Housing Estate P Phase [1 on Sitel. The
occupation permit was issued on 17 January 1994.

17. The resdentid unitsin Housing Estate P Phase | and Phase Il were offered to the
public for sale before the construction was completed.

18. Payments made by the appellant to the parent company under the Site | and Site Il
agreement are summarised at B1, page 95.

19. Payments made by Company H to the appdlant under the JV agreement are
summarised a B1, pages 96 to 97.

20. Extracts of the audited accounts of the appellant for years 1988/89 to 1997/98 are
shown at B1, pages 98 to 101.

21. Inreply to enquiriesraised by the assessor, the Firgt Tax Representative, on behaf of
the appdlant, provided the following information:

(& Inariving at avauation of Sitel and Site |1 the directors of the parent company
had recelved advice from Property Consultant Q.

(b) Theindugtrid land wasvaued at $1,500 per square foot and the residentia land
was valued at $1,800 per square foot.

() Therewas no forma vauation report, the values being agreed in meetings.
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22. The assessor inquired asto why the gppellant had not recognised the profitson sale of
the propertiesin Housing Egtate P in the accounts for the years 1989/90 to 1993/94. In areply
dated 28 July 1995, the First Tax Representative provided the following information:

(8 ‘The proceeds of sdle of flats are credited into accounts maintained by the
solicitorsfor the development. Payments have been made out of these accounts
to remburse cogts of congtruction, architects feesand so forth. Itisonly inthe
financid year 1994/95 that there have been any surplus funds which have been

paid to [the appdlant].’

(b) “Noprofit will beredizedin [the gppdlant] until theland cost has been fully paid
off, and dl construction costs etc. have been settled... the land cost comprises
variousdementswhich will not be caculable until dl the unitsin the development
have been sold. Until this occurs, and the devel opment has been concluded, the
profits cannot be determined. Currently, the development has not generated
aufficient income to cover the land cost so thereis, as yet, not profit.

23. The assessor raised on the gppd lant the following profits tax assessment for the year
of assessment 1989/90:

Edtimated assessable prafits $130,000,000

Tax payable $21,450,000
24, The gppellant objected againgt the 1989/90 assessment on the ground that it was

estimated and excessive.
25. In aletter dated 24 April 1996, the First Tax Representative contended thet:

‘From the commencement of the joint venture the accounting trestment of [the
gppellant] has been to treat the joint venture as a long term development project.
Y ou date that the Statement of Standard Accounting Practice issued by the Hong
Kong Society of Accountants suggests thet attributable profit which fairly reflects
the profit attributed that part of thework performed at the accounting date should be
recognized.... In this case [the gppdlant] is unable to caculate the cost of the
acquigtion of the land until the joint venture is completed and until the overdl cost of
the land is ascertained [the gppellant] cannot cal culate the profit that is attributableto
that part of thework performed. Therefore the accounting standard cannot apply in
these circumstances.’



INLAND REVENUE BOARD OF REVIEW DECISIONS

A schedule of the gppellant’ s Joint Venture Development accounts for the years 1988/89 to
1995/96 supplied by the First Representativesis a B1, page 102.

26. In response to the assessor’ s enquiries, Company H elaborated the terms and
conditionsin the JV agreement asfollows

(@ Sharing of the profits

* Sde proceeds should befirgt used to remburse [the appellant] for the interest
on land premium paid by [the gppellant] and then to [Company H] for the joint
venture costs stipulated in clause 15.02 of the Agreement. Theremaining saes
proceeds should then be distributed equally between [the appelant] and
[Company H] (clause 15.04).

(b) Payment and reimbursement of expenses

‘ [Company H] should pay al the costs, expense and chargesin connection with
the development of the resdentid and industria properties. Reimbursement
should then be made to [Company H] in accordance with clause 15.02 of the
Agreement.’

(©) Receipt of sales proceeds

“ All sdle proceeds should first be paid to [the appellant] and [the appellant]
should pay the sdles proceeds into stakeholders  accounts for relmbursement
of expenses to [Company H] and sharing of profits’

(d) Rolesand responghilities of [Company H] and [the appellant]

‘ [The gppdlant] wasrespongble for ddivering vacant possession of the Stesto
[Company H] for property development. [Company H] was lidble for funding
and the condiruction of the properties specified in the Agreement.’

27. In respect of what was mentioned in paragraph 26(c) above, the gppellant claimed
that what occurred in practice was.

‘()  whenever an gpartment was sold, the purchaser paid a depost which was
settled by a cheque paid to and cash by the solicitors acting for the vendor,
namdy [JSM];

(i)  whenthesdeof each gpartment was ultimately completed, the balance of the
purchase monies was paid to JSM;
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(i)  JSM placed al monies in stakeholders accounts which were referred to as
“No.1 Agency Account”, “No.2 Agency Account” and “No.3 Agency
Accounts’;

(iv)  these accounts were established so that different categories of expenditure
could be settled at the gppropriate juncture (see clauses 15.07(a), (c) and (d)
of the V Agreemert;

(V) JSM issued statements to [Company H] with respect to the amounts
collected from the purchasers from time to time;

(W)  no statements were issued to the appellant.’

28. The assessor raised on the gppellant the following assessments for the years of
assessment 1995/96 to 1997/98 per returns submitted:

Y ear of assessment 1995/96

Profits per account $109,097,107
Less: Offshore interest income 355,567
108,741,540
Less: Loss brought forward
1989/90 [$13,275-*$3,635] $9,640
1990/91 7,290
1991/92 7,250
1992/93 9,200
1993/94 9,200
1994/95 10,320 65,000
Assessable profits per return $108,676,540
Tax payable $17,931,629

* preiminary expenses

Assesor’ snote
This assessment based on the returned profits has been raised subject to the
acceptance of the accounts submitted which are being examined.

Y ear of assessment 1996/97

Assessable profits $191,083,391
Tax payable $31,528,759

ASES0r snote
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This assessment based on the returned profits has been raised subject to the
acceptance of the accounts submitted which are being examined.

Y ear of assessment 1997/98

Assessable profits $35,975,173
Tax payable (after the 10% Tax rebate) $5,342,312

The appdlant did not object against the assessments for the years of assessment 1996/97 and
1997/98 but objected against the 1995/96 assessment claiming that the returned profits had been
assessed under the estimated assessment raised for the year 1989/90 [paragraph 23 above).

29. On divers dates, the Assstant Commissioner exercised his power under section
61A(2) of the Inland Revenue Ordinance, Chapter 112, (‘IRO’) and raised on the appelant the
following profits tax assessments:

Y ear of assessment 1990/91

Edimated assessable profits $15,000,000
Tax payable $2,475,000
Y ear of assessment 1991/92

Edimated assessable profits $2,000,000
Tax payable $330,000
Y ear of assessment 1992/93

Edimated assessable profits $131,225,000
Tax payable $22,964,375
Y ear of assessment 1993/94

Edimated assessable profits $500,000
Tax payable $87,500
Y ear of assessment 1994/95

Edimated assessable profits $500,000
Tax payable $87,500
Y ear of assessment 1996/97 (Additiond)

Additiond assessable profits $190,000,000
Additiond tax payable $31,350,000

Y ear of assessment 1997/98 (Additiona)
Additiond assessable profits $36.000,000
Additiond tax payable $5,346,001




INLAND REVENUE BOARD OF REVIEW DECISIONS

30. The appdlant, either through the First Tax Representative or JSM/the Second Tax
Representative objected againgt the assessments on the ground that the terms of section 61A of the
IRO had no application to the circumstances and that the transactions entered into by the appellant
were not entered into for the avoidance of tax nor to enable the company to obtain atax benefit.

3L By letter dated 29 March 2000, the First Tax Representative notified the Inland
Revenue Department that they had ceased to act as the tax representative of the gppelant with
immediate effect.

32. Both the First Tax Representative and JSM made extensive representations with
respect to the gpplication of section 61A of the IRO. Copies of the letters dated 3 October 1997
and 21 May 1999 are at B1, pages 103 to 114 and B1, pages 115 to 128 respectively.

33. The Commissoner of Rating and Vauation was of the view that the open market
vadue of Site| and Site |l as a 18 December 1987 should be $600,000,000 and $200,000,000
reoectively. The gppdlant agreed with the Commissoner’ s vauation.

Reasons given by the Commissioner
34. The reasons given by the Commissioner in the determination were as follows:

‘(1) [Theappdlant] clamed that in computing its assessable profits derived from
the sdle of [Housing Estate P, the land cost payable by it to ts parent
company intermsof the Site| and Site 1l agreement should be deductibleand
that section 61A of the IRO could not justify adenid of such adeduction.

(2) According to the Site | and Site Il agreement, [the appellant] agreed to
purchase from [the parent company] these Stesa aconsderation comprising
an initid sum of $346,309,452.06, an obligation to build or procure the
building of anew industria building not exceeding acondruction cost of $193
million a Site I11, a further sum of $400 million and an additiond sum of
$50% of thefind net profitsredized by [the gppellant] from the devel opment
of the propertiesat Site | and Site |l [see paragraph 11]. On the same date,
[the gppellant] entered into ajoint venture agreement with [ Company H] and
[Company G] relating to the development of propertiesa Sitel, Site 1l and
Stelll. Itiscommon ground that the profits derived by [the appdlant] from
the sale of the redeveloped properties a Site | and Site Il, namely the
[Housing Edtate P, should be chargegble to profits tax. The dispute is on
how the land cost of the Site | and Site 11 should be computed.
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| shall condder the dispute in the context of sections 16, 61 and 61A of the
IRO.

Section 16 of the IRO provides that in ascertaining the profits in respect of

which aperson is chargeable to Profits Tax for any year of assessment, there
shall be deducted dl outgoings and expenses to the extent to which they are
incurred during the basis period for that year of assessment by such personin
the production of profitsin respect of which heischargesbleto profits tax for
any period. Whether a sum was incurred in the production of chargegble
profits hasto be assessed objectively. | find support of this propostion in the
Board of Review Decision No. D94/99, 14 IRBRD 603.

In the present case, [the parent company] did not sdll the land a Site | and
Sitell to [the appdlant] at their market value. Rather, the sale consderation
includes a variable dependent on the profits redized by [the gppellant] from
the development of the land. [The appellant] asserted that part of the

payments was made to compensate [the parent company] for carrying with
(gc) a rik of the redevdopment being unsuccessful [Note The
Commissioner referred to ‘Fact (35)’, but there was no ‘Fact (35)" and it
would appear that the intended reference was to Fact (34)]. In redlity, |

condder that the payments which exceed the market vaue of the two sites
were not payments for the land but appropriation of the profitsto [the parent
company] which [the gppdlant] derived from the development of the
[Housing Egtate P|. Therefore such payments made to [the parent company]
being in the nature of gppropriation of profits were not deductible under

section 16 of the IRO.

In its audited account for the year period ended 31 March 1989, [the
appellant] recognized theland cost of the devel opment at $746,309,452. By
that time, the development under the JV agreement had commenced. This
figure should reflect both the actual price which [the gppellant] was prepared
to pay for the land and the cost of the land for the purpose of computing its
profits from the development. Incidentdly, this figure is dso close to the
estimation made by the Commissioner of Rating and Vauetion of the then
market value of the land [paragraph 33].

Alternatively, section 61A of the IRO provides that having regard to metters
referred to in its sub-section (1), if it can be concluded that the transaction
was entered into or carried out for the sole or dominant purpose of enabling
the relevant person, either aone or in conjunction with others, to obtain atax
benefit, the person shal be assessed asif the transaction or any part thereof
had not been entered into or carried out, or in such other nanner as
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appropriate to counteract the tax benefit. On the facts before me, | conclude
that the purchase of the land by [the gppellant] from [the parent company]
withthetermsset out inthe Site | and Site |l agreement isatransaction within
the scope of this section. In coming to this conclusion, | have had regard to
the seven matters referred to in sub-section (1) of section 61A asfollows:

@

(b)

(©

(d)

The manner in which the transaction was entered into or carried out

[ The appellant] agreed to purchasethe Site | and Site |l from the parent
company, [the parent company]. The consderation of the Sites, instead
of the (sic) being agreed at their market vaue, has included an dement
for the gppropriation of profit derived from the devel opment of the Sites.
It was unusud for a parent company to have entered into agreement
with awholly owned subsidiary with such terms.

The form and substance of the transaction

The transaction took the form of [the parent company] sdlling the sites
to [the appdlant] a commercid terms, but the substance of the
transaction was that the consideration was commercidly unredistic and
grosdy excessve. The fair market vaue of the land did not exceed
$800 million but [the appellant] has paid atota amount of over 1,090
million [Appendix C at B1 page 95] for it.

Thereault in relation to the operation of the |RO that, but for this section,
would have achieved by the transaction

If the transaction were to be accepted at its face value, [the appellant]
would be ableto clam deduction of the excessve paymentsfor the Sites
In computing its assessable profits derived from the development of the
[Housing Egtate P]. On the other hand, the corresponding receipts by
[the parent company] would not be taxable for being capitd in nature.

Any change in the financid podtion of [the appdlant] that has resulted,
will result, or may reasonable (sSc) be expected to result from the
transaction

[ The appellant] would be able to claim adeduction of $1,030 million for
the year of assessment 1995/96 and a deduction representing 50% of
the share of profits in subsequent years as land cost.
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(e Any changein thefinancia position of any person who has, or has had,

(®

@

any connection with the rdevant person, being a change that has
resulted or may reasonably be expected to result from the transaction

Asmentioned in (c) above, the purported sde of theland by [the parent
company] a an exorbitant price would enable a substantia portion of
the profits derived by [the gppellant] be siphoned off to [the parent
company] in the form of non-taxable capital gains.

Whether the transaction has crested rights or obligations which would
not normaly be created between persons deding with each other at
am’ slength under transaction of thiskind in quesion

When persons deding with eech other a am’s length involving
transaction (sic) of the kind in question, the vendor would not even
contemplate to deal with a party without having satisfied (sic) that the
other party has the financia resources to complete the transaction, in
particular when assets with greet value and which would take years to
develop are being consdered. In this case, the authorized, issued and
paid-up share capita of [the appellant] has been remained a $10,000
a dl rdevant times [Appendix E a B1 pages 98 — 101]. Clearly, [the
appdlant] did not have any real resourcesto pay for the Stes. The fact
that [the parent company] agreed to sell the land to [the appellant] a a
price to be determined years later and that [the appellant] agreed to
share 50% of its profitswas obvioudy dueto thefact that [the appellant]
was awhally-owned subsidiary of [the parent company]. Inmy view,
the transaction has created rights or obligations which would not
normally be created between persons deding with each other a am’ s
length under transaction of the kind in question.

The participation in the transaction of a corporation resident (Sic)

Both [the appellant] and [the parent company] are resident in Hong
Kong. Thisfactor isnot rlevant in the present case.

Therefore, | endorse the Assistant Commissioner’ sview that the purchase of
the land by [the gppellant] a the terms set out in the Site | and Site 1l

agreement was entered into or carried out for the sole or dominant purpose of
enabling [the gppellant] and [the parent company] to obtain atax benefit. Itis
gpparent that the whole series of transactions, namely the Site | and Site |1

agreement, Site 11 agreement and the JV agreement were planned from the
outset and that the said transactions were planned with aview to enabling the
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©)

(10)

development of [Housing Estate P and to so arranging matters to achieve a
result thet if any profits were derived from the development, 50% of that
profit would not attract liability to profitstax. Perhaps| should add that | so
regard the transaction as being commercidly unredigtic that comeswithin the
meaning of “atificid” in terms of section 61.

While| do not agree the full amount of the payments made by [the appdlant]
is deductible, | agree that in computing the assessable profits of [the
gppellant], the vaue of the land should be deducted. In view of what | have
observed at paragraph (6) above, the 1995/96 Profits Tax assessment is to
be revised as follows:

Profits per return $108,676,540
Add: Excessland cost

[$1,030,731,874 - $746,309,452] 284,422,422

393,098,962

Tax Payadle $64.861.,328

For the above reasons, the objections fail. The assessments for the years
1989/90 to 1994/95 are to be annulled, the assessment for the year 1995/96
IS to be revised as per paragraph (9) above and the additiona assessments
for the years 1996/97 and 1997/98 are to be confirmed.’

By letter dated 18 March 2002, JSM gave notice of appea on behdf of the appellant.

The gppdlant’ s authorities comprised the following:

(8 British Sugar Manufacturers v Harris (1937) 21 TC 528

(b) Union Cold Storage v Adamson (1931) 16 TC 293

(©) EuropaOil v IRC [1976] 1 WLR 464

(d) Yick Fung Estatesv CIR [2000] 1 HKLRD 381

() IRCv Brebner [1967] 2 AC 18

() Peabody v FCT (1993) 25 ATR 32

(@ FCT v Peabody (1994) 28 ATR 344
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(h) Eastern Nitrogen v FCT (2001) 46 ATR 474

() FCT v Spotless (1996) 34 ATR 183
() D67/95, IRBRD, vol 11, 44
(k) D44/92, IRBRD, vol 7, 324

() Seramco Ltd Superannuation Fund v ITC [1977] AC 287

(M CIRv Howe[1977] 1 HKTC 936

(n) Encyclopaedia of Hong Kong Taxation (Willoughby & Hakyard) vol 4 at |1
[18812] and [18820]-[18855] and [8464]

The respondent submitted a bundle of the following authorities:

(@ Seramco Ltd Superannuation Fund v ITC [1977] AC 287

(o) CIRv Howe[1977] HKLR 436

(©) FCT v Spotless Sarvices Lid (1996) 186 CLR 404

(d) Yick Fung Estates Ltd v CIR [2000] 1 HKLRD 381

(6) Cheung Wah Keung v CIR [2002] 3 HKLRD 773

(f) D44/92, IRBRD, vol 7, 324

(9 D94/99, IRBRD, vol 14, 603

() D154/01, IRBRD, vol 17, 213

() DIPN No 15 (Revised) (September 1992)

() Extract from Inland Revenue (Amendment) Bill 1986

(k) Encycdopaedia of Hong Kong Taxation (Willoughby & Hakyard) vol 3 at |l
[5585]-[5587]

() Hasbury' sLawsof England, 4" Edition, vol 23 Paragraph 211-215
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(m) Bath and West Counties Property Trust Ltd v Thomas (Inspector of Taxes)
[1978] 1 All ER 305

38. At the hearing of the gpped, the appd lant was represented by Mr Clifford Smith, SC,
and the respondent was represented by Mr Anselmo Reyes, SC.

39. The gppdlant caled two witnesses who gave evidence aong the lines of their witness
gatements. The respondent did not call any.

40. The witness statement of Mr R was not as hdpful asit should have been. Instead of
confining the witness statement to matters of fact, the draftsman indulged in arguments.

41. The other witness, Mr S, fdt able to conclude that:

‘... the transaction entered into between [the parent company] and [the appellant]
inofar asit relatesto the one haf share of the profit payment in terms of dause 2(iii)
of the Agreement dated 18" December 1987 isnorma commercia practice. Itisan
arangement that is commonly found in Hong Kong in caseswhere land is sold with
a view to being redevdloped. In my view, there is nothing odd, unusud or
uncommerdd in the terms agreed between [the parent company] and [the
appellant].’

42. The appdlant applied in the course of the hearing for leave to add aground of appedl.
The respondent had no objection and we gave the gppellant leave to add the following ground of

appedl:

‘ That the CIR has disregarded the val ue of the land as the HK $800,000,000 as fixed
by the Reting & Vauation Department and the figure of HK$800 million asfixed by
the Rating & Vduaion Depatment should be subdtituted for the figure of
HK$746,309,452 used to calculate excess land cost in paragraph 9 (p. 23) of the
Reasons for Determination of the Commissioner dated 5th March 2002

Our decison
Thelaw
43. Section 68(4) of the IRO provides that the onus of proving that the assessment

appeded againg is excessve or incorrect shal be on the gppellant.

44, Section 16(1) of the IRO providesthat:
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‘ In ascertaining the profits in respect of which a person is chargeable to tax
under this Part for any year of assessment there shall be deducted all
outgoings and expenses to the extent to which they are incurred during the
basis period for that year of assessment by such person in the production of
profits in respect of which he is chargeable to tax under this Part for any
period ...

45, Section 61 of the IRO provides that:

“ Where an assessor is of opinion that any transaction which reduces or would
reduce the amount of tax payable by any personisartificial or fictitiousor that
any disposition is not in fact given effect to, he may disregard any such
transaction or disposition and the person concerned shall be assessable
accordingly.’

46. We remind ourselves of the observations made by Lord Diplock, ddivering the
advice of the Privy Council in Seramco Trustees v Income Tax Commissioner [1977] AC 287 at
pages297-8in relaion to section 10(1) of the Jamaican Income Tax Law 1954, in Smilar termsto
our section 61:

‘It is only when the method used for dividend stripping involves a transaction
which can properly be described as “ artificial” or “fictitious’ that it comes
within the ambit of section 10 (1). Whether it can properly be so described
depends upon the terms of the particular transaction that isimpugned and the
circumstances in which it was made and carried out.

“ Artificial” isan adjectivewhichisin general usein the English language. It
is not a term of legal art; it is capable of bearing a variety of meanings
according to the context in which it is used. In common with all three
members of the Court of Appeal their Lordships reject the trustees first
contention that its use by the draftsman of the subsection is pleonastic, that is,
a mere synonym for “fictitious’. A fictitious transaction is one which those
who are ostensibly the parties to it never intended should be carried out.
“ Artificial” asdescriptive of atransaction is, in their Lordships view a word
of wider import. Wherein a provision of a statute an ordinary English wordis
used, it is neither necessary nor wise for a court of construction to attempt to
lay down in substitution for it, some paraphrase which would be of general
application to all cases arising under the provision to be construed. Judicial
exegesis should be confined to what is necessary for the decision of the
particular case. Their Lordships will accordingly limit themselves to an
examination of the shares agreement and the circumstances in which it was
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made and carried out, in order to see whether that particular transaction is
properly described as “ artificial” within the ordinary meaning of that word.’

47. Lord Diplock consdered whether the impugned transaction was ‘ unredidic from a
business point of view' (at page 294).

48. In Commissoner of Inland Revenuev D H Howe [1977] HKLR 436 at 441 [(1977)
1 HKTC 936 at 952], Cons J (as he then was) considered whether the impugned transaction was
‘unredidtic from abusiness point of view' or ‘commercidly unredigtic’:

‘ What then are the arrangements and the circumstances in which they were
made and carried out that | must examine in order to see whether or not they
areartificial? Smply they arethese. By two separ ate agreements the taxpayer
effectively transferred all his existing and future earnings as an author to a
limited company. The consideration in each case was valuablein thetechnical
sense but by no stretch of the imagination otherwise. If that were all, the
agreementswould have been, as counsel for the Commissioner suggests, inthe
wordsof their Lordships (page 294) quite” unrealistic from a business point of
view” . But thereisone other circumstance to consider. The limited company
which isthe beneficiary of the taxpayer’s apparent generosity is controlled by
the taxpayer himself. That was a fact found by the Board of Review and |
assume it to mean that the taxpayer holdsall or substantially all of the shares
therein. In this situation it does not necessarily follow that the transactions
are commercially unrealistic. The overall position remains the same. What
the taxpayer loses on the roundabouts he makes up on the swings. Looked at
purely fromthe aspect of grossincome the transactions seem unnecessary and
unproductive. But the taxpayer may well have other mattersin mind. | find
nothing on the face of things that makes the agreements artificial in the way
that their Lordships approached the Seramco situation. To my mind they are
artificial only in the sensefor examplethat alimited company isartificial. Itis
not the product of nature, it is the outcome of man’ s inventive mind. | am
satisfied that the Board of Review came to a correct conclusion on this
question.’

49, Cheung Wah Keung v Commissioner of Inland Revenue [2002] 3HKLRD 773, CA,
Isan interesting case. Woo JA, said at paragraph 41 that:

‘ Theterm*® commercially unrealistic’ appearsin CIR v Howe (1977) 1 HKTC
936 at p.952 in the sense of “ unrealistic from a business point of view” . We
are of the view that whether a transaction which is commercially unrealistic
must necessarily be regarded as being “artificial” depends on the
circumstances of each particular case. We agree with the submission of Mr
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Cooney, however, that commercial realism or otherwise can be one of the
considerations for deciding artificiality. In the present case, the Board found
as a fact that there was no “ commercial reality in the transaction” and that
there “ simply was no commercial sense in the transaction” ; thus it was open
to the Board to reach the conclusion that the transaction was artificial under
s.61.’

50. Section 61A(1) provides that:

‘(1) Thissection shall apply where any transaction has been entered into or
effected after [14 March 1986] ... and that transaction has, or would
have had but for this section, the effect of conferring a tax benefit on a
person (inthissection referred to as‘ the relevant person’ ), and, having
regard to —

(@ the manner in which the transaction was entered into or carried
out;

(b) theform and substance of the transaction;

(c) theresultinrelationtotheoperation of this Ordinancethat, but for
this section, would have been achieved by the transaction;

(d) anychangeinthefinancial position of the relevant person that has
resulted, will result, or may reasonably be expected to result, from
the transaction;

(e) anychangein thefinancial position of any person who has, or has
had, any connection (whether of a business, family or other nature)
with the relevant person, being a change that has resulted or may
reasonably be expected to result from the transaction;

(f) whether the transaction has created rights or obligations which
would not normally be created between per sons dealing with each
other at arm’ s length under a transaction of the kind in question;
and

(g) the participation in the transaction of a corporation resident or
carrying on business outside Hong Kong,

it would be concluded that the person, or one of the persons, who
entered into or carried out the transaction, did so for the sole or
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dominant purpose of enabling the relevant person, either alone or in
conjunction with other persons, to obtain a tax benefit.

51. Subsection (3) providesthat ‘tax benefit’ means ‘ the avoidance or postponement of
the ligbility to pay tax or the reduction in the amount thereof and ‘transaction’ includes a
‘transaction, operation or scheme’.

52. AsRogersJA laid downin Yick Fung Edates Limited v CIR [2000] 1 HKLRD 381
at page 399:

‘... the tests set out in s.61A have to be applied objectively.

There are seven matters (a) to (g) to which the section requires that regard
must be had. On a clear construction of the subsection, the section would not
be relevant or the subject matter of consideration unless there was a tax
benefit, in other words, the avoidance or postponement of the liability to pay
tax or thereduction in the amount thereof. Inthiscase, itissaid that therehas
been an avoidance of tax in respect of HK$108,327,586 profits or at any rate,
there has been a reduction in the amount of tax that would otherwise have
been payable. On that basis, the various matters at (a) to (g) have to be
considered and if upon that exercise, the conclusion would be arrived at that
the person who enteredinto or carried out the transaction did so for the sole or
dominant pur pose of obtaining a tax benefit, the Assistant Commissioner may
exercise one of the two powers set out in sub-s.(2).

Inthis Court, there was some discussion asto whether it is necessary for more
than one itemin matters (a) to (g) to indicate the sole or dominant pur pose for
it to be possible that that conclusion be arrived at. In my view, the posing of
the question itself possibly indicates an erroneous approach to the section.
Clearly, what must happen is that those matters must be considered and the
strength or otherwise of the various resulting conclusions from considering
those matters must be looked at globally. On the basis of that assessment, it
must be decided whether the sole or dominant purpose was the obtaining of a
tax benefit. 1t may be observed, for example, that one or other of the matters
in (a) to (g) may be strongly or weakly suggestive of a purpose of obtaining a
tax benefit or may be strongly or weakly suggestive of some other purpose.
The Assistant Commissioner who undertakes such task has to use his own
common sense and apply the results of his deliberations in respect of each
matter and come to an overall conclusion.

... The Board approachedthe matter on the basisthat theword* form” related
to thelegal effect or, as| would put it, the legal nature of the transaction and



INLAND REVENUE BOARD OF REVIEW DECISIONS

that the substance related to the practical or commercial end result of the
transaction. Inthat respect, | would haveno cause to disagree with theway in
which thiswas put.’

The position before 18 December 1987

53. We gtart by considering the position immediately before 18 December 1987 and then
the pogition under the three agreements all dated 18 December 1987, that is, the Site | and Site |l
agreement, the Site 111 agreement, and the JV agreement. We shall next consder the three sections
relied on by the respondent, thet is, sections 16, 61, and 61A.

54, Immediately before 18 December 1987:

(& dgnceincorporationin 1957, the core business of the parent company had been
cotton spinning and yarn manufacturing in Hong Kong;

(b) 4l three Sites, thet is, Site |, Site || and Site |11, were owned by the parent
company,

(o) anoldindudrid building on Site | was used by the parent company for its core
business,

(d) the machinery was old, bulky, labour-intensve, becoming out-dated, and in
need of congtant and expensive repair and maintenance, and it was difficult to
obtain spare parts; and

(e) athree-storey resdentid building and a Sx-gtorey residentia building on Ste ll
were used by the parent company for its employees.

Consideration for the sale and purchase of Sitel and Sitell

55. Before turning to the podtion under the three agreements, we must andyse the
congderation for the sdle and purchase of Site | and Site || under the Site | and Site || agreement,
clause 2 of which provides that:

‘ The condderation for the sale and purchase shdl be (i) a payment of THREE
HUNDRED FORTY SIX MILLION THREE HUNDRED AND NINE
THOUSAND FOUR HUNDRED AND FIFTY TWO AND CENTS SIX
HONG KONG DOLLARS (HK$346,309,452.06) and interest thereon as set out
in Clause 3(a) hereof (‘the Initid Sum”), (i) an obligation on the part of [the
appellant] to build or to procure the building of an industrid building on [Site 111]
(“theIndugtrid Lot”) which ispresently owned by [the parent company] but isto be
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soldto [the co-subsidiary] (awholly owned subsdiary of [the parent company]) on
terms that [the parent company] will build or procure the building of such building,
such indugtrid building to be congructed in a proper, sound and workmanlike
manner and in accordance with plans and specifications annexed hereto as
Appendix | (but subject to such amendments as [the parent company] may impose
at any time prior to the 31% day of December 1988) and to involve an expenditure
by [the appellant] of approximately HK$193,000,000 by way of congtruction costs
and (iii) a further sum of HK$400,000,000 subject aways to [the appellant]
redisng net profits of such amount and (subject again to [the appdllant] redising net
profitsto meet such apayment) together also with an additiona sum equal to 50% of
any such profitsredised by [the gppellant] (collectively “the Balance Congderation’)
from the redevelopment of [Site | and Site I1] and the sale thereof or parts thereof
upon completion of an intended redevel opment by [the appelant], such net profit (if
any) to be ascertained by reference to audited development accounts of [the
appellant] delivered by [the appellant] to [the parent company] not later than 18
months after the issuance of the Certificate of Compliance by the reevant
department of the Government of Hong Kong pursuant to the Conditions of
Exchangerdatingto[Sitel and Sitel ] (whichever shal be the later) confirming thet
al General and Specid Conditions under the Conditions of Exchange for such Lots
have been complied with.’

56. The totd amount of consideration depended on whether the appellant would make a
net profit from the redevelopment and if so the extent of such net profit.

57. The minimum congderation (that is, in the event of the gppdlant making no net profit
from the redevel opment) was $346,309,452.06 and the cost of congtruction of a new indudtrid

building on Sitelll, approximately but not exceeding [clause 3(b)] $193,000,000. Thesetwo sums
add up to approximately $539,309,452.06.

58. If the redevelopment was profitable, the whole of the gppellant’ s net profit up to
$400,000,000 would be payable by the appellant to the parent company. 50% of the appellant’ s
net profit in excess of $400,000,000 would be payable by the appellant to the parent company.

59. Despite thefact that the paid up capita of the appellant was only $10,000, there was
vay little risk of default on the part of the gopellant in satisfying the consideration:

(@ $196,309,452.06 (i.e. $6,000,000 + $90,309,452.06 + $100,000,000) had
been paid by the date of the Site | and Site |1 agreement [clause 3()(i), (ii) and
(iii)]. Company H was the source of these funds. By 18 December 1987,
Company H had paid the appellant three payments totalling $196,309,452.06
(see B1 page 96 and the clausesin the JV agreement referred to).
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(b) $150,000,000 would be payable by 30 September 1991 [clause 3(a)(iv)].
Company H would be the source of funds. Clause 2.03(b) of the JV agreement
provided that $150,000,000 would be payable by Company H to the appellant
on delivery of vacant possession to Company H of Sitel. By clause 33.01 of
the JV agreement, Company G guaranteed Company H s performance of its
obligations under the JV agreement. $150,000,000 was in fact paid by
Company H on 28 February 1991 (see B1 page 96).

(¢) The gppdlant’ s obligation to build a new indudtrid building on Site Ill was
backed by the agreement of Company H under clause 3.02 of the JV agreement
to ddiver the replacement indugtria building to the gppellant a no cost to the
appellant. See also paragraph 13 above.

(d) Net profit up to $400,000,000 and 50% of the net profit in excess of
$400,000,000 were both conditiona upon the appellant making such net profit.

The position under the 3 agreements dated 18 December 1987

60. Although we have not been supplied with a copy of the Site |11 agreement, we are
satisfied and find thet dl three agreements dated 18 December 1987, that is, the Site | and Site |
agreement, the Site 111 agreement, and the JV agreement, formed part of a package agreed to by
the parent company, the appellant, the co-subsidiary, Company G and Company H. The minutes
of amesting of the board of directors of the parent company held on 9 September 1987 recorded
that discussonswith Company G had resulted in concrete proposals being drawn up; thet al three
draft agreements were presented to the board for consideration; and that the board agreed to
proceed. Although the forma resolutions covered only the Sitel and Site |1 agreement and the Site
[1l agreement, that was probably because gpproval of the JV agreement was ameatter for the board
of directors of the gppellant. Support for our finding can dso be found in the Commissioner’ s
reference to the Site | and Site |1 agreement, the Site 111 agreement, and the JV agreement as ‘the
whole series of transactions ... planned from the outset’ [see paragraph 34(8) above].

61. Under the three agreements, the parent company:

(& would continue, without any stoppage, to carry on its core business of cotton
oinning and yarn manufacturing in Hong Kong, initidly & the old indudria
building on Site | and subsequently at the new industrid building on Site lll;

(b) would no longer own any of the three Sites, but would have two whally owned
subgdiaries, the gppdlant (carrying on budness in property trading and
investment) and the co-subsidiary (a property holding company);
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(c) would have aresdentid edtate (that is, Housng Estate P) in its name a Ste |
and Sitell a no cogt to the parent company;

(d) would receiveaminimum of $346,309,452.06 and anew industria building a a
construction cogt of approximately $193,000,000, and (if the redevel opment of
Stel and Site |l was profitable) the balance consideration under the Site | and
Stell agreement for itssale of Site | and Site Il to the appdlant;

(e) would be put in funds under the Site | and Site Il agreement, sourced from
Company H, to acquire new, more compact and less labour-intensve
meachinery for use a the new indudtrid building; and

(f) would, presumably, recelve consderation from the co-subsidiary for the parent
company’ ssale of Sitelll to the co-subsdiary.

62. Under the three agreements, the appellant:

(& wouldacquire Stel and Sitell & no cost to itself, the acquisition being financed
by Company H;

(b) would probably go into liquidation if it should sugtan any loss in the
redevelopment, its paid up capital being $10,000; and

(c) wouldenjoy any net profit in excess of the balance consideration under the Site
| and Site Il agreement and would retain co-ownership (whether directly or
through shareholding of another company) of the commercid portion of the
redevel opment.

63. Under the three agreements, the co-subsdiary would acquire Site Il with a new
indudtrid building.

Theimpugned transaction

64. It would appear from paragraph 34(7) above that the Commissioner started off by
Impugning:

‘ the purchase of theland by [the appd lant] from [the parent company] with the terms
st out inthe Site | and Site 11 agreement’.

Whilst on this paragraph, we must point out that the Commissoner clearly erred. The test under
section 61A is not whether it ‘can’ be concluded, but whether it ‘would’ be concluded.



INLAND REVENUE BOARD OF REVIEW DECISIONS

65. Applying the wrong test, the Commissioner went on to conclude that [see paragraph
34(8) above:

‘ the whole series of transactions, namdly the Site | and Site |1 agreement, Site 11
agreement and the JV agreement were planned from the outset and that the said
transactions were planned with a view to enabling the development of [Housing
Egtate P] and to so arranging matters to achieve a result thet if any profits were
derived from the devel opment, 50% of that profit would not attract ligbility to profits

tax'.
66. At the hearing, Mr Anselmo Reyes helpfully told us that what was being impugned
was.
‘ the entry into the Sale & Purchase Agreement dated [ 18] December’.
67. Essentidly, the respondent argued that the terms of the Site | and Site 11 agreement

looked odd and that a sgnificant part of the income or profit which the gppellant derived from the
development of Site | and Site | was transformed into an expense in the gppellant’ s hands and a
capitd gain in the hands of the parent company.

68. When asked whether the respondent wasjust impugning the consideration clause, Mr
Ansamo Reyes stated categoricdly that:

“No, I am impugning, as | said the transaction | am challenging is the entry into the
agreement, the whole agreement.’

Section 61A

69. The firg question for our condideration is whether the impugned transaction has, or
would have had but for this section, the effect of conferring a tax benefit ¢hat is, avoidance or
postponement of the liability to pay tax or the reduction in the amount thereof) on the gppellant.

70. Unless we have misunderstood the respondent’ s case, the respondent did not
address thisissue but went straight into consideration of factors (a) to (f) in section 61A(1) on the
question of dominant purpose. Paragraph 1 of the respondent’ s written submissons reads as
follows

‘ The entry into the Agreement dated 18.12.1987 for the sdle and purchase of Site |
and Il had the dominant purpose of enabling [the parent company] and [the
appdllant] of obtaining atax benefit in conjunction with each other. This conclusion
follows from the matters specified in s. 61A(1)(a) — (f)'.
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71. Thisis not the correct gpproach. Unless there was atax benefit, section 61A would
not be relevant or the subject matter of consderation, per Rogers JA in Yick Fung Edtates Limited
v CIR[2000] 1 HKLRD 381 at page 399.

72. We can hardly over-emphasise that the impugned transaction must be identified with
precison.
73. Therespondent’ s case, as presented to us at the hearing, isthat thewhole of the Site

| and Site |l agreement (not just the consderation clause), and that agreement alone, condtituted the
impugned transaction.

74. In our decison, the impugned transaction did not have, and would not have had but
for section 61A, the effect of conferring atax benefit (thet is, avoidance or postponement of the
liability to pay tax or the reduction in the amount thereof) on the appellant. Thus, section 61A isnot
relevant.

75. No profit accrued to the gppdlant under the Site | and Site |l agreement. In the
absence of any profit, thereis no question of atax benfit.

76. Further, without the Site | and Site Il agreement, the whole of which (not just the
condderation clause) was impugned, the appd lant would have had no interest in theland. Without
any interest in the land, it isinconceivable that Company G and Company H would have entered
into the JV agreement with the gppellant. Without the JV agreement, the gppelant would not have
earned the profit which it did in this case,

77. Weturn now to the question of sole or dominant purpose in case our decision on the
tax benefit point iswrong.

78. The manner in which the transaction was entered into or carried out: the respondent
contended that the Site | and Site Il agreement was entered into in circumstances which were
atifidal and commercidly unredligic. For reasonsgiven in paragraphs 53 to 63 above and below,
we disagree.

79. At the time of making of the Site | and Site Il agreement, both the parent company
and the appdlant did not know, and could not have known, whether the redevelopment of Site |

and Sitell would be profitable. In consdering whether the Sitel and Site |l agreement wasredistic
from a business or commercia point of view, a busnessman would not put on blinkers and look
only at the Sitel and Sitell agreement. Both the parent company and the appellant knew that each
of the three agreements dated 18 December 1987 was part and parcel of a package.

80. On aworst case scenerio, thet is, if the redevelopment should turn out to be not
profitable, the parent company would get what is set out in paragraph 61 (a), (b), (¢), (€) and (f)
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and the minimum condition referred toin (d). If the redevelopment should turn out to be profitable,
it would get the balance congderation, or part thereof, depending on the amount of the profit. In
our decison, from the parent company’ spoint of view, the Site| and Sitell agreement wasredigtic
from abusiness or commercid point of view.

81. We turn now to the gppdlant’ spoint of view. In our decison, the Site | and Stte 1
agreement was dso redigtic from abusiness or commercid point of view. We refer to paragraph
62 above. What the gppellant obtained, at anominal cost to itself, was the opportunity to enjoy any
net profit in excess of the balance congderation in the event of the redevelopment being profitable.

82. The respondent complained that ‘a sgnificant part of the income or profit which the
appdlant derived from the development of Sitel and Site Il was transformed into an expensein the
agppdlant’ s hands and a capitd gain in the hands of the parent company’. In doing so, the
respondent must necessarily refer to the income or profit which the gppellant derived from the IV
agreement. Therespondent could not look at the JV agreement and object to the appellant looking
ait.

83. Returning to the respondent’ scomplaint, it isnot wrong in law for the considerationin
acontract to be framed with reference to profit, British Sugar Manufacturers v Harris (1937) 21
TC 528 at pages 546 to 548.

84. If referenceto profit was objectionable, the respondent should have complained (but
did not complain) about the first $400,000,000 of the balance consideration. If the respondent was
objecting to any sum in excess of market value, then the respondent should have taken (but did not
take) the construction cogts of approximately $193,000,000 into consideration. Clause 15.02(c)
of the JV agreement provided for reimbursement to Company H of these congtruction costs,
thereby reducing the balance available for divison between the appelant and Company H under
clause 15.04 of the JV agreement.

85. In any event, we find that the consideration under clause 2 of the Site | and Site 1
agreement was not excessve and was redigtic from a business or commercid point of view. The
relevant time must be the time of making of the Site | and Site Il agreement. We reterate that
neither the gppd lant nor the parent company knew whether the redevel opment would be profitable.
If the redevelopment should turn out to be very profitable, then the consderation would be
increased accordingly. But, asConsJsaid in Commissioner of Inland Revenuev D H Howe [1977]
HKLR 436 at 441 [(1977) 1 HKTC 936 at page 952]:

‘What the taxpayer loses on the roundabouts he makes up on the swings'.

Wereiterate paragraph 81 above. We aso take into account the effect of interest on the deferred
payment of the balance congderation.
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86. The form (legd nature) and substance (practical or commercia end result) of the
transaction: thereis no difference between form and substance— what you seeiswhat you get. The
respondent’ s submissions under factor (b) have been dedt with under factor (a) above.

87. Theresult in relation to the operation of this Ordinancethat, but for this section, would
have been achieved by the transaction: in the absence of section 61A, the gppellant would be able
to deduct the 50% profit portion of the balance consderation as an expense.

88. Any changein thefinancid position of the relevant person that has resulted, will result,
or may reasonably be expected to result, from the transaction: the gppellant would be able to
deduct the 50% profit portion of the balance consideration as an expense and see paragraph 62
above.

89. Any change in the financid podtion of any person who has, or has had, any
connection (whether of abusness, family or other nature) with the rdevant person, being a change
that has resulted or may reasonably be expected to result from the transaction: see paragraph 61
above.

0. Whether the transaction has created rights or obligations which would not normaly be
created between persons dedling with each other at arm’ s length under atransaction of thekind in
question: see paragraphs 53 to 62 above.

91. The participation in the transaction of a corporation resident or carrying on business
outsde Hong Kong: it is common ground that factor (g) is ingpplicable.

92. Having consdered the strength or otherwise of the various resulting conclusons from
congdering the factors, we now look at the matter globally. Our overdl conclusonisthat the sole
or dominant purpose was not the obtaining of atax benefit. Any possible purpose of obtaining atax
benefit paes in significance to the purposes referred to in paragraphs 61, 62 and 63 above.

Section 61

93. For reasons given above on section 61A, section 61 is not applicable. Firgly, the
impugned transaction did not reduce and would not reduce the amount of tax payable by any
person. Secondly, the Site | and Site |1 agreement is neither artificid nor fictitious.

94, Further andin any event, section 61 does not assist the respondent. If we disregard
the Site | and Site |1 agreement, the gppellant would have no interest in land and neither Company
G nor Company H would have entered into the JV agreement with the gppe lant, without which the
appdlant would not have earned any profit.

Section 16
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95. No reference is made in the respondent’ s written submissionsto section 16.

96. Inview of our finding that the consideration under the Sitel and Site 1 agreement was
not excessve and was redigtic from a business or commercia point of view, section 16 does not
assist the respondent.

97. Evenif wehad found (which we did not) that the cong deration was excessive, section
16 confers no authority on the respondent or her assessors to reduce the amount of consderation
to what she considersto be reasonable.

Conclusion

98. The gppedlant has discharged the onus under section 68(4) of proving that the
assessments for the years of assessments 1995/96, 1996/97 and 1997/98 are excessve and
incorrect.

Disposition

99. We remit the following assessments to the respondent to revise to give effect to our
decison:

(@ Profitstax assessment for the year of assessment 1995/96 under charge number
1-3074424-96-4, dated 28 November 1996, showing assessable profits of
$108,676,540 (after setting off loss brought forward of $65,000) with tax
payable of $17,931,629 as increased by the Commissioner to assessable
profits of $393,098,962 (after setting off loss brought forward of $65,000) with
tax payable of $64,861,328;

(b) Additiond profits tax assessment for the year of assessment 1996/97 under
charge number 1-1140701-97-3, dated 23 March 1999, showing additiona
assessable profits of $190,000,000 with additiond tax payable of $31,350,000
as confirmed by the Commissioner; and

(c) Additiond profits tax assessment for the year of assessment 1997/98 under
charge number 1-2875490-98-0, dated 29 March 1999, showing additiond
assessable profits of $36,000,000 with additiond tax payable of $5,346,001 as
confirmed by the Commissioner.



