INLAND REVENUE BOARD OF REVIEW DECISIONS

Case No. D132/99

Profits Tax— principa place of businessin Hong Kong— certain business operations outside Hong
Kong — source of profits — whether lidble to profits tax — section 14 of the Inland Revenue
Ordinance (' IRO).

Pand: Ronny Wong Fook Hum SC (chairman), Ng Yin Nam and Albert Yau Ka Cheong.

Dates of hearing: 25 June, 23 November, 6 and 28 December 1999.
Date of decison: 28 February 2000.

The issue before the Board of Review was whether the taxpayer’ s profits, except certain
rental income and interest income, for the years of assessment 1992/93 and 1993/94 should be
wholly exempt from profitstax. Thetaxpayer, aprivate company, maintained that it isnot atrading
company but a manufacturing company, manufacturing its produce in County A in China The
Commissioner contended that, in accordance with paragraphs 12 and 13 of the Inland Revenue
Departmenta Interpretation and Practice Notes No. 21 issued in November 1992 on “ Locdity of
Profits , the profits on the sale of the manufactured goods should be gpportioned with 50% of the
profits being chargeable to profits tax.

Hed :

1. TheBoad was of the view that an understanding of the relevant PRC’ s Processing
and Assembly Regulations was essentid for a proper gppreciation of the facts of the
present case.

2. Thedatement of Lord Bridgein CIR v Hang Seng Bank Limited 3HKTC 351 at 360
that * if he (taxpayer) has rendered a service or engaged in an activity such as the
manufacture of goods, the profit will have arisen or derived from the place where the
sarvice was rendered or the profit making activity carried on' , hasto beviewed inthe
light of Lord Jauncey’ sobsarvationsin HK-TVB International Ltd v Commissoner of
Inland Revenue 3 HKTC 468 at 480 that the examples given by Lord Bridge * were
never intended to be exhaudtive of dl Stuations in which section 14 of the IRO might
haveto be considered. The proper gpproach isto ascertain what were the operations
which produced the relevant profits and where those operationstook place.” For this
reason, the Board did not find it helpful to characterisethetaxpayer asamanufacturing
or atrading company.
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3. Both HK-TVB International Ltd v _Commissong of Inland Revenue and

Commissioner of Inland Revenue v Magna Industrid Co Ltd [1997] HKLRD 173
direct that the proper question for this Board was this : where do the operations take

place from which the profit in substance arise?

4.  TheBoard had to see what the taxpayer had done to earn the profitsin question and
where he had doneit. Everything must beweighed by thisBoard in reachingitsfactua
decison asto the true source of the profits.

5.  Everythingmust beweighed by thisBoard in reaching itsfactud decison asto thetrue
source of profits. The Board must look at the totality of the factsand find out what the
taxpayer did to earn the profits.

6. Itisonlyinrare casesthat ataxpayer with aprincipa place of busnessin Hong Kong
can earn profits which are not chargeable to profits tax under section 14 of the IRO.

7.  TheBoard found certain operations of the taxpayer took place in Hong Kong during
the relevant years of assessment and the operations of the taxpayer in China were
important operations that contributed towards the production of the profits in
question.

8.  The operations in China complement the operations in Hong Kong. Those were not
dominant operations that overshadow the taxpayer’ s activitiesin Hong Kong. Both
have equa importance in the overdl activities of the taxpayer.

9. It was the Board' s view tha the operations in Hong Kong did go in substance
towards production of the profitsin question. They could not be disregarded smply
because they were pre or post manufacturing operations done by the taxpayer in
China

10. TheBoard wasof the view that the Commissioner wasright in gpportioning the profits
and bring into charge 50% of the taxpayer’ s profits for the relevant years.
Appeal dismissed.
Cases referred to:
CIR v Hang Seng Bank Limited 3 HKTC 351

HK-TVB International Ltd v CIR 3 HKTC 468
CIR v Magna Industrial Co Ltd [1997] HKLRD 173
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Jennifer Chan for the Commissioner of Inland Revenue.
Lau Kam Cheuk of MessrsSY Leung & Co for the taxpayer.

Decision:

Theissue

1 Theissue before usiswhether the Taxpayer’ sprofits, except certain rental incomeand
interest income, for the years of assessment 1992/93 and 1993/94 should be wholly exempt from
profits tax.

2. The Taxpayer maintainsthat it isnot atrading company but a manufacturing company,
meanufacturing its product in County A in China.

3. The Taxpayer contends that its profits should be exempt on the basis of the statement
of Lord Bridgein CIR v Hang Seng Bank Limited 3 HKTC 351 at 360:

“ If he has rendered 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’ .

4, The Revenue arguesthat the Taxpayer position fals squarely within paragraphs 12 and
13 of the Inland Revenue Departmenta Interpretation and Practice Notes No. 21 issued in
November 1992 on * Locdity of Profits (paragraphs 13 and 14 of the April 1996 version) where
aHong Kong business entersinto a processing agreement with athird party in Chinawith the third
party providing factory premises, land andlabour in return for a processing fee and the Hong Kong
party providing raw materids, technical know-how and management. The Revenuetakestheview
that the profit on the sde of the manufactured goods should be gpportioned with 50% of the profits
being chargeable to profits tax.

Regulationsof the General Administration of Customs of the People’ sRepublic of China
on the Control of Processng and Assembly undertaken for Foreign Parties [* the
Processing and Assembly Regulations’ ]

5. We are of the view that an understanding of the Processing and Assembly Regulations
Is essentiad for a proper gppreciation of the facts of this case. The Processng and Assembly
Regulations were firg promulgated by China’' s Generd Adminigtration of Customs on 10
September 1987.
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6. As suggested by Article 1 of those Regulaions, its objective is to implement
preferentid policiesfor processing and assembly undertaken for foreign parties. Article 2 makesit
clear that theterm ‘ processing and assembly servicesfor foreign parties used in those Regulations
refers mainly to cases where a foreign party provides raw materias, components and equipment
and the subsequent processing and assembly are carried out by a Chinese processing unit in
accordance with the requirements of theforeign party. Thefinished productsfor which the Chinese
party receives a processing fee are then handed over to the foreign party. Article 3 then provides
for the manner whereby processing and assembly contracts may be established. Those contracts
may only be established by foreign trade companies which are authorised by the Ministry of
Foreign Economic Reations or other governmenta organs to engage in foreign trade operations.
Thoseforeign trade companies may ether establish processing and assembly contractswith foreign
parties on its own or may join with domestic processing units to establish such contracts with
foreign parties. Article 3 specificaly provides that * Enterprises undertaking processing and
assembling for foreign parties ... shall be economic entitieswith the status of legal persons’ .
Under Article 15, a processing unit which sgns, in conjunction with a foreign trade company, a
contract involving aforeign party may complete the relevant procedures directly with the Customs
and shdl beer legd lighility.

7. Under Article5 materids and partsimported for aprocessing and assembly project for
aforeign party are exempted from import licence requirements. Those materids and parts must
however be completely processed into finished export products. The materids, parts and finished
products are not to be sold domestically without authorisation [Article 7].

8. The Processing and Assembly Regulations were re-issued on 5 October 1990. Our
attention has not been drawn to any materid change arisng from the re-issue.

Thereevant facts

9. The Taxpayer wasincorporated as a private company in Hong Kong on 2 May 1978.
During the years of assessment 1992/93 and 1993/94, its directors were:

@& MrBad

() MrcC.

It carried on abusinessin Hong Kong. Its business addresswas at Didtrict D.
10. In its profits tax returns for the years of assessment up to and including 1991/92, the
Taxpayer described the nature of its busness as * diecasting and property invesment’ . The

Taxpayer returned dl its profits for assessment and did not clam any of its profits as derived from
places outsde Hong Kong.
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11. On 30 April 1991, the Taxpayer gpplied to Village E in County A for the renta of
factory premisesin order to establish aproduction department. The Taxpayer pointed out that they
would be respongble for al expenses for the establishment of the factory which would be wholly
owned by them. They further designated that factory as Factory F. Thisgpplication was approved

by Village E.

12. By a factory letting agreement dated 7 May 1991 [ the Letting Agreement’ ], two
buildings totalling 4,280 square metres were let for the purpose of a processing factory. Party A
(the Landlords) were Village E and aMr G of Hong Kong. Factory F was named as Party B (the
Tenant) in the recita but the Letting Agreement was signed by Mr B on behdlf of Factory F. Rent
computed on the basis of HK$7 per square metre wasto be paid to Village E in the factory and to
Mr B in Hong Kong.

13. On 14 May 1991, Factory F entered into a processing agreement [* the Processing
Agreement’ | with the Taxpayer. Under this Processng Agreement:

(@ Factory F agreed, among other things,

()  toprovidethe Taxpayer with factory premises of 800 square metres, the
required |abour resources and water and electricity facilities,

(i) to process the plastic and aloyed products for the Taxpayer a a
processing fee and to hand over the processed products to the Taxpayer
for ddivery to Hong Kong;

(i)  to arrange customs and other approvas for the import of raw materias
and the export of processed products,

(iv) toinsurethefactory premises.
(b) the Taxpayer agreed, among other things.
() to provide a no consderation equipment and machinery necessary for
the processing operations, the property rights in these facilities were to

belong to the Taxpayer;

(i) to provide a no condderation, raw and supplementary materials and
packing materias required for the processing works,

(i)  toprovidetechnica officersto advise Factory F on equipment ingtallation
and production operations,
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(iv) to pay aprocessing fee within 7 days of receipt of invoice into the bank
account of Company | in County A. The processing feefor thefirst year
would bein the region of about HK$300,000 computed on the basis thet
the wages for each worker provided by Factory F would be not lessthan
HK$450 per month for 26 working days with 8 hours per day;

(v)  to bear the cost of trangportation of processed products to Hong Kong;

(W) toinsuredl ingdlations, raw materids, packing materias and processed
products stored in Factory F and on their delivery to and from Hong

Kong.
14. The Processng Agreement was gpproved by the Foreign Economic Working
Committee of County A ( )[' the Foreign Committeg ] and Company I. In

the application for approva, Factory F wasnamed as’ the Processng Unit’ and the Taxpayer was
named as* the Client’ .

15. A business licence was issued to Factory F on 22 May 1991 to carry on a materia
processing businessin plastic and metd toys and stationery until 30 May 1996. Mr Jwasnamedin
the business licence as the person in charge ( ). The economic nature ( ) of
Factory F was described as* collective’ ( ).

16. On 23 May 1991 ataxation registration certificate was a so issued to Factory F.

17. On 1 June 1991, the Taxpayer and Factory F entered into a supplemental agreement
[* the Supplementa Agreement’ ] on the following terms and conditions:

(@ All investments in Factory F including machinery and related facilities, factory
premises, staff quarters and other ingtalations were to be borne and managed
by the Taxpayer solely.

(b) The Taxpayer agreed to remit money monthly to a designated bank account of
Company | for settlement of workers wages by the Taxpayer.

(c) TheTaxpayer agreedto pay labour insurance and other insurancerelaing to the
factory premises and facilities.

The Supplementa Agreement was signed by Mr Jon behaf of Factory F and by Mr
B on behaf of the Taxpayer. Thereisno evidenceindicating that it was approved by Company | or
the Foreign Committee,
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18. Materids required for the manufacture of the products were purchased by the
Taxpayer from unrelated suppliers by letters of credit opened on the gpplication of the Taxpayer to
its banker in Hong Kong. The materias were ddivered to the Taxpayer in Hong Kong. The
materias were then despatched from Hong Kong by the Taxpayer to Factory F in County A.

19. Finished goods were sent by truck from Factory F to Hong Kong. Those goodswere
either sent direct to the Kwa Chung cargo terminal for account of the Taxpayer for export to its
customersor to the Taxpayer” sgodown in Hong Kong o that the same could be accumulated and
packed into one container.

20. Sdle orders between the Taxpayer and its overseas customers were negotiated and
accepted in Hong Kong. The Taxpayer was paid by its customersin respect of goods sold through
letters of credit opened in itsfavour.

The status of Factory F under Chinese law

21. Congderable time was spent during the hearing debating the legal status of Factory F.
The manner whereby thisissue was presented by Mr Lau Kam Cheuk [* Mr Lau | of MessrsSY
Leung & Co, tax representative of the Taxpayer, was most unsatisfactory. After thefirst hearing on
25 June 1999, MessrsSY Leung & Coindicated itswish to cal expert evidenceonthisissue. By
itsletter dated 19 July 1999, MessrsSY Leung & Coinformed the Revenuethat* youwill begiven
prior notice of the content of our expert report by 7-10 days before Board hearing’ . In order to
enable this issue to be presented properly, this Board gave directions on 15 September 1999 for
orderly presentation of such evidence. ThisBoard directed the Taxpayer to serve on the Revenue
within 4 weeks from 15 September 1999 its expert report and further directed the Revenue to
serve its expert evidence 4 weeks thereafter. The resumed hearing was fixed on 23 November
1999. By letter dated 18 September 1999, MessrsS Y Leung & Co informed this Board that
‘ The Taxpayer agreesto let the Commissoner have thelega opinion 7-10 days (that is, 15t0 17
November 1999) prior to the hearing on 23 November 1999’ . MesssSY Leung & Co further
suggested that * After receipt of the lega opinion on 17 November 1999, the Commissioner may
apply further extension of 3-4 weeksif he needs more timeto study thelegd opinion . In support
of their postion, MesssSY Leung & Co submitted 3 excerpts from fax despatches sad to
evidence their exchanges with the Taxpayer’ slegd expert in County A on 22, 26 and 30 August
1999. No explanation was given asto what stepswere taken since 25 June 1999. No explanation
was given asto why the lega opinion would only be ready in mid-November. We are of the view
that the Taxpayer and Messrs S Y Leung & Co were ddiberatdy flouting the directions of this
Board and sought to curtall the time avallable to the Revenue in properly responding to ther
position. MesssSY Leung & Co eventudly disclosed on 15 November 1999 alegd opinion
from Mr K dated 5 November 1999 [* Mr K’ sFirst Opinion ]. Mr K’ sFirst Opinion reviewed
the documents setting up Factory F and concluded that the whole process was in accordance with
Chineselaw and regulations pertaining to processing and assembly. Hardly aword wassaid onthe
legal status of Factory F itsdf. It was only in response to evidence from the Revenue that Mr K
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produced his second opinion dated 8 December 1999 [* Mr K’ s Second Opinion' | asserting that
Factory Fisnot alega person. We deprecate the doppy manner whereby this issue was being
handled by the Taxpayer and its professond adviser MesssSY Leung & Co.

22. We place no weight on the two Opinions of Mr K. He gave no explanation asto how
he could have concluded in hisFirst Opinion that Factory Fwas 100% owned by the Taxpayer and
that everything was in compliance with the rules and regulations of China governing processing of
materidsif he be right in his Second Opinion on the status of Factory F.

23. The Revenue cdled Mr L of the China Law Office. In examination in chief, Mr L
expressed theview that Factory Fisoneform of collective enterprise and isan economic entity with
legdl personalty. He pointed out that Factory F as established with the requisite approval given by
the Foreign Committee pursuant to the Processng and Assembly Regulations. It holds licenceto
carry out processing work and it has tax regidtration with the fisca authority. Mr L aso explained
that the vesting of Factory F’ s equipments and management rights with the Taxpayer should not be
equated with ownership of Factory F. Those features are smply part of the processing and
ass=ambly arrangements for foreign parties within the Processng and Assembly Regulations. The
Taxpayer has no regidration in China. Its rdaionship with Factory F is a typicd relaionship
between aforeign party and a processing unit.

24, Mr L was extendvely cross examined on his assertion that the legd persondity of
Factory F isestablished by itsbusinessregigtration. MrLau drew Mr L’ sattentionto Article 37in
Chapter 111 of the Chinese Civil Codewhich providesthat al legd persons should be equipped with
requisite assets or necessary funding. Mr Lau pointed out that the business registration of Factory
F made no reference to any available capital. Mr L consulted the Chinese Customs Authorities
during our adjournment. Hewastold that the Authoritiesdid not strictly enforce the Processing and
Assembly Regulations and processing could be carried out by legd persons or non-legal persons
described as economic entity ( ). Mr L dsolaid emphasis on the Chinese Regulations
Pertaining to the Regidtration of Corporate Persons ( ). Under those
Regulations, business regigtration could only be granted to an entity with lega persondity.

25. We therefore have before us severa different theories, each with its strength and
weekness. At one end of the scale is the theory that Factory F is smply the trading name of the
Taxpayer. Thisisconggtent with thefinancing of itsoperation by the Taxpayer but makes mockery
of the Processing and Assembly Regulations the essence of which is the separate existence of a
foreign party and a processng unit. The middle position of Mr L, viz that Factory F is a mere
economic entity tells us little as to its rights and ligbilities. We are much attracted to the origind
position of Mr L, namely, that Factory F is a separate lega person. It gives senseto roles played
by the Foreign Committee and Company | and theissuance of the variouslicencesaswell asthetax
regidration. We recognise the force of Mr Lau s argument in relaion to the omisson of any
referenceto the capital of Factory Finitsbusinessregistration. Weareprepared to accept MrL’ s
explanation that its available capitd was one of the matters to be investigated by the authority
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issuing that regigration. The Taxpayer' s case does not explan how and why a busness
regigtration was granted to Factory F in thefirst place. It isof little assstance for the Taxpayer to
inform this Board that they themsalves have little clue asto the precise legd status of that factory.

Therelevant legal principles

26. As pointed out in paragraph 3 above, the Taxpayer places heavy reliance on the
gatement of Lord Bridgein CIR v Hang Seng Bank Limited. However, that statement has to be
viewed in the light of Lord Jauncey’ sobservationsin HK-TVB Internationd Ltd v Commissioner
of Inland Revenue 3 HKTC 468 at page 480 that the examples given by Lord Bridge* were never
intended to be exhaustive of all situations in which section 14 of the Ordinance might have
to be considered. The proper approach is to ascertain what were the operations which
produced the relevant profits and where those operationstook place.’” For thisreason wedo
not find it helpful to characterise the Taxpayer as a manufacturing or atrading company.

27. Both HK-TVB International Ltd v Commissoner of Inland Revenue and
Commissioner of Inland Revenue v Magna Indudtrid Co Ltd [1997] HKLRD 173 direct that the
proper question for this Board isthis : where do the operations take place from which the profit in
substance arise? We have to see what the Taxpayer has done to earn the profits in question and
where he has doneit. Everything must be weighed by this Board in reaching its factud decison as
to thetrue source of profit. Wemust ook at the totdlity of the facts and find out what the Taxpayer
did to earn the profit. Itisonly in rare casesthat ataxpayer with a principd place of busnessin
Hong Kong can earn profits which are not chargeable to profits tax under section 14 of the Inland
Revenue Ordinance.

Our decison

28. Wefind the following operations of the Taxpayer took place in Hong Kong during the
relevant years of assessment:

(@ Raw maerid necessxry for the manufacture of the finished products was
purchased by the Taxpayer and paid for by irrevocableletter of credit openedin
favour of the supplier through a bank in Hong Kong.

(b) Raw materid was shipped to the Taxpayer in Hong Kong.

(© TheTaxpayer aranged the raw materid to be sent from Hong Kong to Factory
F.

(d) Sdesorderswere negotiated and accepted in Hong Kong.
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At times, goods were consolidated into one container in Hong Kong for
shipment to the Taxpayer’ s customers.

The Taxpayer was being paid by customers in respect of goods sold through
letters of credit opened in its favour.

At times, finished goods were shipped from Factory F and stored in Hong Kong
before they were shipped to customers oversess.

29. Asfar asthe operations in China are concerned:

@

(b)

(©

(d)

It is undisputed that the Taxpayer sent members of its aff to direct the
operationsin Factory F. The Taxpayer is dso the owner of al the machinery
and equipments located in that factory.

Although thereisno satisfactory explanation from the Taxpayer asto theidentity
of the Tenant under the Letting Agreement and the rdationship between that
agreement and the Processing Agreement, we accept that the rent in respect of
the factory premises was financed by the Taxpayer.

Under the Processng Agreement, Factory F was obliged to furnish the
Taxpayer with the required labour. It aso made provison for the payment of a
processing fee. In answer to questions from Mr Yau, Mr B admitted that
workersin Factory F are not regarded asthe Taxpayer’ semployees. If webe
right in our finding as to the legd dtatus of Factory F, it follows thet the actud
manufacturing was performed by a separate entity. If we be wrong in our
finding asto the legd status of that factory, there is no evidence before us asto
how the Taxpayer went about organising its own labour for the manufacturing of
itsown productsin County A. Wedso find it difficult to see how the provision
regarding payment of processing fee can smply be ignored despite the roles
played by the Foreign Committee and Company | in gpproving the same.

We are of the view that the Taxpayer’ s assertion that it owns Factory F is no
more than aloose reflection of the dependency of that factory on the Taxpayer
for raw materia, know-how and necessary finance.

30. The operations of the Taxpayer in China are no doubt important operations that
contributed towards the production of the profit in question. Those operations complement the
operations in Hong Kong. Those are not dominant operations that overshadow the Taxpayer’ s
activitiesin Hong Kong. Both have equa importance in the overdl activities of the Taxpayer.
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3L Mr Lau submitted that the operations of the Taxpayer in Hong Kong were ether
before or after the manufacturing processes done by the Taxpayer in China. Wefind it difficult to
see how these digtinctions can be said to be consigtent with the authorities. Our task is to see
whether the profitsarosein or derived from Hong Kong. In our view the operationsin Hong Kong
do go in substance towards production of the profits in question. They cannot be disregarded
samply because they are pre or post manufacturing operations.

32. In these circumstances, we are of the view that the Revenueisright in apportioning the
profits and bring into charge 50% of the Taxpayer’ s profits for the rlevant years.

33. For these reasons, we dismiss the Taxpayer’ s gpped.



