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Case No. D3/09

Case stated — section 69(1) of the Inland Revenue Ordinance (‘IRO’) — apped againg the
Board' sfinding of facts— proper questions of law — whether the questions are particularised and
clearly identify the questions of law.

Pand: Colin Cohen (charman) and Thomas Woon Mun Lee.

Stated Case, No hearing.
Date of decison: 22 April 2009.

By adecison of the Board dated 9 December 2008, the Board dismissed the Taxpayer's
goped againg the Determination of the Deputy Commissoner of hland Revenue dated 31
October 2007. By a letter dated 8 January 2009, the Taxpayer's Salicitors on behdf of the
Taxpayer applied to the Board to State a case on questions of law for the opinion of the Court of
Firg Ingtance (' CFI’).

On 16 January 2009, the Board ingtructed the Clerk to respond to the Taxpayer's
Salicitorsby stating that the Boardis of the view that the questions are unparticularised and they do
not identify questions of law that at this stage the Boardis prepared to state. On 3 March 2009, the
Taxpayer's Solicitors responded and requested the Board to state a case on the questions
previoudy raised in their letter of 8 January 2009. On 6 March 2009, the Board requested the
Clerk to respond to the Taxpayer’s Salicitors to suggest them to liaise with the Department of
Justice and seek their views as to whether or not any of the questions as set out in the | etter dated
8 January 2009 are cgpable of identifying questions of law.

On 19 March 2009, Department of Justice on behalf of the Deputy Commissioner wroteto
the Taxpayer’ s Salicitorsto state that the questions proposed in the letter dated 8 January 2009 are
not proper questions of law or are not capable of identifying proper question of law. On 30 March
2009, the Taxpayer’ s Sdlicitors wrote to the Board again to request the Board to confirm whether
or not the Board iswilling to state any of the questions set out in the letter of 8 January 2009 or any
question or questions of its own formulation, for the opinion of the Court of First Instance.

Hed:

1 Section 69(1) of IRO provides that the decision of the Board shdl befind. Thereis
no generd right of appedl. An gppedl againgt the decision of the Board can only be
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made by way of case stated to CFl on a question of law. Appeds againg the
Board's finding of facts are generdly not permissble except in those stuations
where the finding of facts or inference from the facts are perverse or irrationd; or
where there smply was no evidence to support the decision; or where the decison
was made by reference to irrdevant factors or without regard to rdlevant facts
((SC5/08) D60/08, (2009-10) IRBRD, vol 24, 143 followed).

2. TheBoard shdl decline arequest to state a case unless the gpplicant can show that
aproper question of law can beidentified. A proper question of law isonewhich (a)
isaquestion of law; (b) relates to the decision sought to be appeded againg; () is
arguable; and (d) would not be an abuse of process for such a question to be
submitted to CFI for determination ((SC5/08) D60/08, (2009-10) IRBRD, vol 24,
143 followed).

3.  TheBoard hasapower to scrutinize the question of law to ensurethat itisonewhich
IS proper for CFl to consider. The questions of law ‘should be stated clearly and
concisdly and care should be taken to ensure that the questions are not wider thanis
warranted by the facts, and an gpplicant for a case stated may not ‘rely on a
question of law which isimprecise or ambiguous and which givesthe Board no clear
ideaof what materia must be marshdled intheir case’. Where the question raised is
one of law, but is obvioudy a bad point, a case should not be stated ((SC5/08)
D60/08, (2009-10) IRBRD, vol 24, 143 followed).

4.  Section 69 of the IRO dates that the Board's decision sl be find subject to an
application to the Board ‘to State a case on aquestion of law for the opinion of the
Court of Firg Ingtance’. Any proposed amendment to the Stated Case must
condtitute aquestion of law. For it to be aquestion of law, it must fal into one of the
following three categories: (a) the Board misdirected itsdlf n law; (b) the Board
meade afinding of fact that no person acting judicidly and properly ingtructed asto
the relevant law could have found; and (c) the Board made afinding of primary fact
which was unsupported by any evidence or the Board faled to make a finding of
primary fact where the evidence pointed only to such afinding (Ahn Sang Gyun v
Commissioner of Inland Revenue, HCIA 4/2008 followed).

5. The Board comes to the conclusion that questions purportedly identified by the
Taxpayer’ s Salicitors |etter dated 8 January 2009 are not proper questions of law.
The questions that were put forward are unparticularised and do not clearly identify
other questions of law that enable the Board to state a case and the Board declines
to do so.

Application dismissed.
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Cases referred to:

(SC 5/08) D60/08, (2009-10) IRBRD, val 24, 143
Ahn Sang Gyun v Commissioner of Inland Revenue, HCIA 4/2008

Decision:

Ontheagpplication of the Taxpayer formerly known asCompany A to state a case under section 69
of the Inland Revenue Ordinance, Chapter 112 (‘IRO’)

I ntroduction

1 By aDecison of the Board dated 9 December 2008 (‘the Decison'), we dismissed
the Taxpayer’ s apped againg the Determination of the Deputy Commissioner of Inland Revenue
(‘the Deputy Commissioner’) dated 31 October 2007. A copy of the Decision is annexed and
marked herein as* Annexure A’

2. The same terms and expressions as defined in the Decision are used and adopted in
the following paragraphs.

3. By a letter dated 8 January 2009, Messrs. Wilkinson & Grigt (the Taxpayer’ s
Solicitors') on behdf of the Taxpayer applied to the Board to state a case on questions of law for
the opinion of the Court of First Instance (' CFI’). The questions were as follows:

(1) Whether, asamatter of law, and upon our holdingsasto fact, it wasopento us
to dismiss the apped and to confirm the relevant Determination of the Deputy
Commissoner of Inland Revenue in respect of Additiond Profits Tax
Assessments for 1996/97 to 1998/99 and Profits Tax Assessment for
1999/2000.

(20 Whether asamatter of law:

()  upon our holdings asto fact; dternaivey
(i)  uponthe evidence before us,
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the only true and reasonable concluson a which we could properly have
arrived, contrary to our Decision, was that:

@

(b)

(©

(d)

(€)

The management fees paid by the Taxpayer to its holding company
[Company B] were outgoings and/or expenses incurred in the basis
period for the respective years of assessment by the Taxpayer in the
production of profitsin respect of which the Taxpayer was chargegble
to tax, and were expended for the purpose of producing profits, and
were therefore alowable deductions under Sections 16 and 17 of the
Inland Revenue Ordinance;

The sarvice agreements between the Taxpayer and [Company B] and
the payment of management fees by the Taxpayer to [Company B]
were transactions entered into by the Taxpayer in the production of
profits in respect of which the Taxpayer was chargeable to tax, and
were entered into for the purpose of producing profits, and were not
transactions entered into for the sole or dominant purpose of enabling
the Taxpayer to obtain tax benefitswithin the meaning of Section 61A of
the Ordinance;

The legd and professond fees totaling $4,429,290 pad into
[Company B] and [Company E] by the Taxpayer were outgoings
and/or expensesincurred in the bass period for the respective years of
asessment by the Taxpayer in the production of profits in respect of
which the Taxpayer was chargeable to tax, and were expended for the
purpose of producing profits, and were therefore allowable deductions
under Sections 16 and 17 of the Inland Revenue Ordinance;

The payment of the aforesaid legd and professona feesto [Company
B] and [Company E] were transactions entered into by the Taxpayer in
the production of profits in respect of which the Taxpayer was
chargeable to tax, and were expended for the purpose of producing
profits, and were not transactions entered into or carried out for the sole
or dominant purpose of enabling the Taxpayer to obtain tax benefits
within the meaning of Section 61A of the Ordinance;

The legd and professond fees totdling $4,624,023 charged in the
accounts of the Taxpayer for the year of assessment 1999/2000 were
outgoings and/or expenses incurred in the basis period for the relevant
year of assessment by the Taxpayer in the production of profits in
respect of which the Taxpayer was chargegble to tax, and were
expended for the purpose of producing profits, and were therefore
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©)

alowable deductions under Sections 16 and 17 of the Inland Revenue
Ordinance;

(f)  Themanagement fees recaivable from [Company F] written off in the
year of assessment 1998/99 were bad and/or doubtful debts becoming
bad in the basis period for the relevant year of assessment and/or were
outgoings and/or expenses incurred in the said bass period by the
Taxpayer in the production of profitsin respect of which the Taxpayer
was chargeableto tax, so incurred for the purpose of producing profits,
and were therefore allowable deductions under Sections 16 and 17 of
the Ordinance.

Whether as a matter of law:

()  upon our holdings asto fact; dterndivey
(i)  upon the evidence before us;

the only true and reasonable conclusion contradicted our respective holdings
that:

(@  Themanagement fees as well as the other deductible fees were Smply
designed in away to cover the Taxpayer’ s overheed;

(b) The operations in Hong Kong were merely to receive customers (as
opposed to deriving profits from the intra-group pricing policy and/or
trading in [Product AN]);

(c) Therewasnoway in which it was necessary for the Taxpayer to incur
such management fees for the purpose of its trading business;

(d)  The management fees in question could never have been regarded as
expensesincurred in the production of the Taxpayer’ s profits;

(e) Theentering into the Service Agreements and the purported payment of
management feesfor [Company B] are transactions entered into for the
sole or dominant purpose of enabling the Taxpayer to obtain a tax
benefit;

(f)  The Determination of the Deputy Commisson of Inland Revenue in
respect of Additional Profits Tax Assessments for 1996/97 and
1998/99 and Profits Tax Assessment for 1999/2000 appeded against
was correct.
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(4  Whether we were correct in law to direct oursalves that the authority of
Usher’ s Wiltshire Brewery Ltd. v Bruce ((1915) A.C. 433) is a case very
limited to its own specific facts.

(5) Whether wewerewrongin law infailing to direct oursalves sufficiently or at al
that:

() In order to be deductible, it is not required that the expenditure in
guestion was necessary, nor that it was of direct and immediate benefit
to the trade; a voluntary payment, made on grounds of commercia
expediency in order indirectly to facilitate the carrying on of busness
can suffice.

(i)  To ascetain whether the payment was made for the purposes of a
taxpayer’ s trade it is necessary to discover his object in making the
payment; save in obvious cases which speek for themsdlves, this
involvesaninquiry into thetaxpayer’ ssubjective intentions at the time of
the payment.

@)  Whether a payment is made because, without it, the taxpayer would
have no business from which to make any profits, thet is a deductible
expense; it isnot relevant to consder whether the decison to make the
payment was awise one, or whether it ultimately led to profits.

(v) Tax is avoided and a tax advantage is derived from an arrangement
when the taxpayer reduced hisliability to tax without involving himinthe
loss or expenditure which entitles him to that reduction; the taxpayer
engaged in tax avoidance does not reduce hisincome or suffer alossor
incur expenditure but nevertheless obtains a reduction in his liability to
tax asif he had.

4, On 16 January 2009, the Board instructed the Clerk to respond to the Taxpayer’ s
Sdliditorsin the following terms.

We refer to Messrs Wilkinson & Gridt’ s letter dated the 8 January 2009 whereby
they put forward questions of law for usto state a case for the opinion of the Court of
First Instance.
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Having carefully consdered the contents of the letter, we are of the view that the
questions are unparticularised and they do not identify questions of law thet at this
stage we are prepared to date. Dedling with each of the respective numbered
paragraphs of the letter:-

1.  Thisisavery broad compound question, as presently drafted, and does not
disclose a specific question of law.

2. Thisparagraph, in essence, isasummary of the Taxpayer’ s case and does not
attempt to State or particularise a question of law.

3. Thisparagraph as drafted is unparticularised and indeed does not attempt to
put forward a coherent question or questions for usto ate. Itisbascaly an
attempt to restate some of the submissions advanced by the Taxpayer.

4.  Thisdoesnot anount to a question.

5.  This quedion is difficult to make any sense of and, further, is insufficiently
particularized by reference to the findings made by us.

5. On 3 March 2009, the Taxpayer’ s Solicitors responded and requested the Board to
state a case on the questions previoudy raised in thelr letter of 8 January 2009.

6. On 6 March 2009, the Board requested the Clerk to respond to the Taxpayer’ s
Solicitors and the following was sent:

We refer to Messrs Wilkinson & Grist’ s letter dated the 3 March 2009.

Before we take the matter further, we would suggest that Messrs Wilkinson & Grist
liaise with the Department of Justice and seek their views as to whether or not any of
the questions set out in Mess's Wilkinson & Grist’ sletter of the 8" January 2009 are
capable of identifying questions of law.

Following such liason, it may be the case tha the parties themsdaves can jointly
formulate questions, to their mutua satisfaction, that in turn can then be put to us for
our further review and consderation.
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We would suggest that the parties revert back to the Board within three weeks from
the date of this |etter.

On 19 March 2009, the Department of Justice (DOJ) on behdf of the Deputy

Commissioner wrote to the Taxpayer’ s Solicitors setting out their views. They were asfollows

We gate our views as follows.

The Board should decline arequest to sate acaseif no proper question of law can be
identified by the gpplicant: Aust-Key Co Ltd v CIR[2001] 2 HKLRD 275, at 283B.

A proper question of law is one which:

(1) isaquedion of law;

(2) relatesto the decision sought to be gppeded againg;

(3) isaguable and

(4)  would not bean abuse of processof such aquestion to be submitted to CFl for
determination.

D26/05 (2005/06) 20 IRBRD 174, §3.

To determine whether a question is a question of law, it is the substance rather than
the form of the question which matters. In CIR v Inland Revenue Board of Review
[1989] 2 HKLR 40, at 54 A-B, Hon. Barnett J. observed thus:

“TheBoard can, and shoud, decline to state a case wherethe only question raised is,
in substance, aquestion of fact and not a question of law.”

We do not consider any of the questions proposed by you in the said | etter are proper
questions of law or are cgpable of identifying proper questions of law.

Quite gpart from what is stated by the Clerk to the Board of Review in hisletter dated
16 January 2009, which we fully support, we consder that Questions 1 to 5 are not
proper questions of law for the following reasons.

Questions 1 and 3 (f). The questions are no more than a generd chdlenge to the
Board' s concluson which confirmed the determination of the Deputy Commissioner
of Inland Revenue and thus dismissed the apped. They do not indicate in any way
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how or why the Board might be said to be wrong asamatter of law. AsHon. Barnett
J. observed in CIR v Inland Revenue Board of Review [1989] 2 HKLR 40, at
50F-G,

“...I am not prepared to accept that an applicant for a case stated may rely on a
question of law which isimprecise or anbiguous and which gives the Board no clear
idea of what material must be marshdled in their case.”

Quedtions 2 (a)-(f). The questions, in substance, are questions of fact in disguise.

Further the applicant has failed even to identify which of the Board s finding of

primary fact or inference from primary fact it seeks to chdlenge or the basis of the
chdlenge: CIR v Inland Revenue Board of Review [1989] 2 HKLR 40, at 58A. The
questions are improper asthey give the Board no clear idea of what materid isto be
marshdled in support of the applicant’ s case.

Questions 3 (a)-(€). The quedtions, in substance, are questions of fact in disguise.

Further the gpplicant hasfailed to digtinguish which of the holdings set out in questions
are chdlenged as findings of primary fact and which holdings are chdlenged as
inferences from primary facts CIR v Inland Revenue Board of Review [1989] 2

HKLR 40, at 58A. The questions are improper asthey give the Board no clear idea
of what materid isto be marshaled in support of the gpplicant’ s case.

Question 4. Thisquestion isimproper Snceit is most imprecise and ambiguous and
identifies no specific question of law. Further, asameatter of law, it is plainly correct
for the Board to treat every authority as being decided on its own facts and that the
task of the Board is “to look at the facts that are before us’ [paragraph 59 of the
Board' sDecigon).

Quedtions 5(i) — (iv). The questions are improper since the gpplicant has falled to
identify which findings made by the Board or which parts of the Decison of the Board
it seeks to chdlenge and how any of the questions raised relate to those findings or
parts of the Decision.

8. On 30 March 2009, the Taxpayer’ s Solicitors wrote to the Board again in the
following terms.

‘We refer to your letter dated 6" March, 2009, and note in this connection that the
Department of Justice has, by its|etter dated 19" March, 2009, stated itsview, which
IS, insummary, that it does not believe that any of the questions proposed by usin our
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letter of 8" January, 2009 are proper questions of law or are capable of identifying
proper questions of law. We do not agree with this Sated view &t dl.

In these circumstances, we must ask the Board to confirm whether or not it iswilling
to state any of the questions set out in our aforementioned letter of 8" January, 2009,
or any question or questions of its own formulation, for the opinion of the Court of
Firgt Ingtance.

Therelevant legal principles

9. In SC 5/08, the Board comprising of Mr Horace Wong Y uk Lun, SC (Chairman),
Mr Vincent Mak Yee-chun, MBA, LLB, LLM and Mr Alan Ng Man-sang, Barrister-at-law
dated asfollows:

‘8. Section 69(1) of IRO provides that the decision of the Board shall be
final. There is no general right of appeal. An appeal against the
decision of the Board can only be made by way of case stated to CFl on
a question of law. Appeals against the Board' s finding of facts are
generally not permissible except in those situations wher e the finding of
facts or inference from the facts are perverse or irrational; or where
there simply was no evidence to support the decision; or where the
decision was made by reference to irrelevant factors or without regard
to relevant facts (see, Edwardsv. Bairstow [ 1956] AC 14, Runa Begum
v. Tower Hamlets LBC [2003] 2 AC 430 and Chow Kwong Fai,
Edward v. The Commissioner of Inland Revenue, CACV 20/05, 7
October 2005).

9. The Board shall decline arequest to state a case unlessthe applicant can
show that a proper question of law can be identified: see, Aust-Key Co.
Ltd. v. Commissioner of Inland Revenue [2001] 2 HKLRD 275, at
p.238B (Chung J.). A proper question of law is one which:-

@ Isa question of law;

(b) relates to the decision sought to be appealed against;

(© isarguable; and

(d  would not be an abuse of process for such a question to be
submitted to CFI for determination.

See, D26/05, where it was held that “ plainly the function of this Board under
section 69 is not simply to rubber stamp any application where a point of law
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can be formulated. Hence the requirement that such a point has to be proper,
which involves meeting the requirement that it is arguable.”

10.

11.

The Board has a power to scrutinize the question of law to ensure that it
isone which is proper for CFI to consider: see, CIR v. Inland Revenue
Board of Review and another [1989] 2 HKLR 40 at 571. The questions
of law “ should be stated clearly and concisely and care should be taken
to ensure that the questions are not wider than is warranted by the
facts’ (at 48E), and an applicant for a case stated may not “rely on a
question of law which is imprecise or ambiguous and which gives the
Board no clear idea of what material must be marshalled in their case’
(at 50G). Seealso, D45/07.

Where the question raised is one of law, but is obviously a bad point, a
case should not be stated: see, R v. Soecial Commissioners of Income
Tax (In Re G Fletcher) (1891) 3 Tax Cases 289.’

10. We agree with and adopt the principles and the approach taken by the Board in that

particular Decison.

11. Weaso refer to Ahn Sang Gyun v Commissoner of Inland Revenue, HCIA 4/2008,
Burrdl J stated as follows:

‘10.

11.

Our analysis

Section 69 of the Ordinance states that the Board’ s decision shall be
final subject to an application to the Board “to state a case on a
guestion of law for the opinion of the Court of First Instance”.

Any proposed amendment to the Stated Case must constitute a question
of law. For it to be a question of law, it must fall into one of the
following three categories (asper Barnett Jin CIRv. IRBoard of Review
[1989] 2 HKLR 40:

@ The Board misdirected itself in law.

(b) The Board made a finding of fact that no person acting judicially
and properly instructed asto the relevant law could have found.

(© The Board made a finding of primary fact which was
unsupported by any evidence or the Board failed to make a
finding of primary fact where the evidence pointed only to such
afinding.’
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12. We refer to the questions of law purportedly identified by the Taxpayer’ s Solicitors
|etter dated 8 January 2009. Having carefully considered each and every question, we agree with
the pogition taken by the DOJ in their |etter dated 19 March 2009 in respect of each particular
guestion. We come to the conclusion that questions 1 to 5 are not proper questions of law. The
questions that were put forward are unparticularised and do not clearly identify other questions of
law that enable usto state a case and we decline to do so.

13. We therefore dismiss the Taxpayer’ s gpplication.
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ANNEXURE A
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D41/08

BOARD OF REVIEW

Appeal by The Appelant

(Date of Hearing: 23 June, 27, 28 August and 1 September 2008)
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Case No. D41/08

Profits tax — management and other service fees paid to a group company — deductible
expenses — sections 16, 17, 61A(1) and 68(4) of the Inland Revenue Ordinance (‘IRO’).

Pand: Colin Cohen (chairman), James Julius Bertram and Thomas Woon Mun Lee.

Dates of hearing: 23 June, 27, 28 August and 1 September 2008.
Date of decison: 9 December 2008.

The Taxpayer wasaprivate company in Hong Kong, belonging to a group of companies,
Group H, of which Company B was the holding company. Group H’ s main operaions were
carried out abroad, with Company E, its principa manufacturing arm, located in Country L being
the hub of the group’ sbusiness. The only functions engaged by Company A in Hong Kong were
sdes co-ordinaion. The Taxpayer was merdy to receive customers in Hong Kong before they
went to Country L for business.

Inthe relevant years of assessment, the Taxpayer paid management feesto Company B in
respect of services rendered by Company B pursuant to certain service agreements. Most of the
expenses incurred by Company B in providing a range of management services were related to
Company E directly or indirectly. Company B could have charged Company E directly to recover
the costs, but for management reasons, it was decided that the charges should pass through
Company A and be recovered through intra-group pricing policy. In the reevant years of
assessment, the Taxpayer dso paid lega and professiond fees to Company B and Company E.
Furthermore, the management fees of Company F, another company in Group H, were written off
due to the fact that the relevant foreign tax authorities did not gpprove of Company F paying
management fees to the Taxpayer.

It wasthe Taxpayer’ s evidencethat Group H wastreated asawhole asif it wereasingle
business and that the Taxpayer only enjoyed very little of the services thet were provided by
Company B. The Taxpayer dso confirmed that the management fees charged by Company B
were Smply designed to cover its own overheads.

The Taxpayer contended that the above management fees and lega and professiond fees
paid and management fees written off should be regarded as deductible expenses in accordance
with sections 16 and 17 of the IRO.
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Hed:

1 Sections 16 and 17 of the IRO together provide * exhaudtively for the deduction
gde of the account which is to yidd the assessable profits . Whether a sum is
incurred inthe production of profits chargeable to tax isto be assessed objectively.
One looks at dl surrounding circumstances as to the relaionship between the
payer and the payee and the purpose or reason for the payment and in turn, one
analyses the breakdown of the amount paid. However, for there to be a proper
deduction, it must be made with a view to producing the profit.

2. One must have regard to the actud and limited functions carried out by the
Taxpayer in Hong Kong and indeed the operations in Hong Kong were merely to
recalve customers. There was no way in which it was necessary for the Taxpayer
to incur such management fees for the purpose of its trading business.

3. The management fees in question could never have been regarded as expenses
incurred in the production of the Taxpayer’ s profits. Each company within the
Group must be trested separately and one cannot attribute the overall business
expenses of the Group or one member of the Group to another member in
computetion of the other’ stax ligbility.

4.  Theexpenses, being the management fees, the sum written off and the legdl and
professiona feesin question cannot be treated as deductible expenses pursuant to
section 16 of the IRO.

5.  Theentering into the service agreements between the Taxpayer and Company B
and the purported payment of management fees to Company B were transactions
entered into or carried out for the sole or dominant purpose of enabling the
Taxpayer to obtain atax benefit as provided for under section 61A of the IRO.

Appeal dismissed.
Cases referred to:
Wharf Propertiesv CIR 4 HKTC 310
CIR v Swire Pacific Ltd [2008] 2 HKLRD 40

Usher’ sWiltshire Brewery Ltd v Bruce (1915) AC 433

John Swaine, Senior Counsd and JJ E Swaine, Counsdl indtructed by Messrs Wilkinson & Grig,
Solicitors for the taxpayer.
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Peter Ng, Senior Counsdl and Paul Leung, Counsd instructed by Cecilia Siu, Government Counsdl
of the Department of Jugtice for the Commissioner of Inland Revenue.

Decision:
Introduction
1 Thisisan gpped by the Taxpayer formerly known as Company A againgt the Deputy

Commissoner of Inland Revenue s Determination dated 31 October 2007. The Determination

was as follows;

‘(D

e

©)

(4)

Additiond profits tax assessment for the year of assessment 1996/97 under
charge number X XXXXXXX-XX-X, dated 28 February 2003, showing
additional assessable profits of $65,931,818 with tax payable thereon of
$10,878,750 is hereby reduced to additiona assessable profits of
$36,742,830 with tax payable thereon of $6,062,567.

Additiond profits tax assessment for the year of assessment 1997/98 under
charge number X-XXXXXXX-XX-X, dated 31 March 2004, showing
additional assessable profits of $34,790,641 with tax payable thereon of
$5,166,411 is hereby confirmed.

Additiona profits tax assessment for the year of assessment 1998/99 under
charge number X-XXXXXX-XX-X, dated 31 March 2005, showing
additional assessable profits of $25,622,804 with tax payable thereon of
$4,099,648 is hereby increased to additional assessable profits of
$29,578,678 with tax payable thereon of $4,732,588.

Profits tax assessment for the year of assessment 1999/2000 under charge
number X- XXXXXXX-XX-X, dated 31 March 2006, showing assessable
profits of $32,070,606 with tax payable thereon of $5,131,296 is hereby
increased to assessable profits of $36,694,629 with tax payable thereon of
$5,871,140.

2. On 29 November 2007 the Taxpayer filed grounds of gpped. Those grounds of
appedl can be divided into two categories:.

@

Whether or not certain management fees and legal professond fees said to
have been paid by the Taxpayer and management fees said to be receivables
and written off by the Taxpayer should be regarded as deductible expensesin
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(b)

accordance with sections 16 and 17 of the Inland Revenue Ordinance
(IRO);

Whether various service agreements between the Taxpayer and Company B
and in turn, the payment of management feesto Company B were transactions
entered into for the sole or dominant purpose of enabling the Taxpayer to
obtain tax benefits within the meaning of section 61A of the IRO.

3. This matter first became before us on 23 June 2008. The Board was of the view that
the apped was not ready for hearing and in turn, various directions, which were agreed by the
parties, were made. Those directions were complied with and on 27 August 2008, the hearing

commenced.

Agreed facts

4. The following facts were agreed by the parties and we find them as facts:

D

2

The Taxpayer, formerly known as Company A, objected to the additiona

profits tax assessments for the years of assessment 1996/97 to 1998/99 and
the profitstax assessment for the year of assessment 1999/2000 raised onit. It
clamed that:

(@ the assessments are excessve,

(b) the management fees pad to its holding company, and legd and
professond fees pad to its holding company and subsidiary are
deductible under sections 16 and 17 of the Inland Revenue Ordinance
[(IRO];ad

(o) theassessmentsraised under section 61A of the IRO are erroneous and
without reasonable grounds.

Company A was incorporated as a private company in Hong Kong on 1
November 1983 and commenced business on 1 January 1984. In the
directors reports, the principd activities of Company A were described as
follows

(@ trading of Product AN (for the years ended 31 December 1996 and
1997); and

(b) trading of Product AN and Product AO (for the years ended 31
December 1998 and 1999).
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©)

(4)

(®)

Company B, the holding company of Company A, was an internationd
business company incorporated in Country C on 12 August 1987. At dl
relevant times, the stocks of Company B were listed on the Stock Market AH
of Country M. Company B dso hdd equity interest in the following
companies.

Date of Pace of Principd Equity
Name incorporation  incorporation activity interest held
Company D 1-8-1989 Country K Corporate 100%
services

Company E ~ 24-6-1989 Country L Manufacturing 100%
(City W)

Company F 26-3-1992 Country L~ Manufacturing 100%
(City W)

Company G 20-12-1995  Country L Software 100%
(City W) development

Company E, Company F, and Company G were wholly owned subsidiaries of
Company A. Company B, Company A, Company D, Company E, Company
F and Company G are hereinafter collectively referredto as‘ Group H’ .

At dl rdevant times, Mr | and Mr Jwere two of the directors of Company A.
They held the following positions on the board of directors of Company B:

Y ears ended Pogtions
Mr1 31 December 1996 Chairman
31 December 1997 Chairman and chief financid officer
31 December 1998 Senior executive officer
31 December 1999  Senior executive officer

MrJ 31 December 1996 Chief executive officer and vice-chairman
31 December 1997 Chief executive officer and vice-chairman
31 December 1998 Chairman
31 December 1999 Chairman

On diverse dates, Company A furnished its profits tax returns, financid
statements, and profits tax computations for the years of assessment 1996/97,
1997/98, 1998/99 and 1999/2000.
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(6) Theprofit and lossaccountsof Company A for the years ended 31 December
1996, 1997, 1998 and 1999 showed the following particulars, with related
party transactions highlighted in bold and itdics:

Y ears of

assessment 1996/97 1997/98 1998/99 1999/2000 Total
Turnover $812,966,276  $1,013,031,625  $775630456 $1,091,342254 $3,692,970,611
Cost of sales

Purchasesfrom

Company E (737,728,393)  (938,095,103) (714,127,175) (1,001,562,384) (3,391,513,055)
Other

purchases and

expenses (15,943,071) (1,191,965) (3,701,112 (10,449,784) (31,285,932
Gross profit 59,294,812 73,744,557 57,802,169 79,330,086 270,171,624

Gross profit
ratio 7.29% 7.28% 7.45% 7.27% 7.32%

Other incomes

Commission

from

- Company F - - 371,762 616,239 988,001
- Company G - - 230,059 375,631 605,690
Handling fee

from

- Company F - - 465,000 466,800 931,800
Management

feefrom

- Company E 15,365,527 - - - 15,365,527
- Company F 1,162,243 2,793,631 - - 3,955,874
- Company G 1,127,173 2,246,178 - - 3,373,351
Other incomes 1,004,038 2,014,597 38,161 19,524 3,076,320
Total operating

incomes|[a 77,953,793 80,798,963 58,907,151 80,808,280 298,468,187

Operating
expenses
Management

feesto

Company B 32,313,540 34,790,641 25,622,804 35,873,789 128,600,774
Legal and
professional
feesto

Company B

and

Company E 4,429,290 - - - 4,429,290
Expenses
relating to
Company G 1,285973 1,758,699 946,746 - 3,991,418
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Management

fee from

Company F

written off - - 3,955,874 - 3,955,874
Other expenses

including

salaries, rent,

entertainment 34,777,793 38,067,419 32,983,415 56,023,474 161,852,101
Total operating

expenses [b] 72,806,596 74,616,759 63,508,839 91,897,263 302,829,457

Operating
profit/(loss)
[al-[b] 5,147,197 6,182,204 (4,601,688) (11,088,983 (4,361,270)

Non-operating
incomes

Dividend

income 74,031,475 65,377,551 131,397,212 55,840,486 326,646,724
Gainon

disposal of

assets - 42,105,392 389,038 2,260,973 44,755,403
Interest income 1,645,335 612,271 10,230,887 6,931,419 19,419,912
Sub-total [] 75,676,810 108,095,214 142,017,137 65,032,878 390,822,039

Profit before

taxation

[a]-[b]+[c] 80,824,007 114,277,418 137,415,449 53,943,895 386,460,769
Exceptional item - - 6,053,788 - 6,053,788
Profit before

taxation 80,824,007 114,277,418 143,469,237 53,943,895 392,514,557
Taxation

(charge) credit (1,293,051) (2,066,000) (814,255) 630,263 (3,543,043)
Profit for the

year 79,530,956 112,211,418 142,654,982 54,574,158 388,971,514
Dividends (79,530,956) (112211,418)  (142,654,982) (54,574,158) (388,971,514)
Retained profit /

(loss) c/f - - - - -

(7)  The profitstax computations of Company A showed the following assessable
profits and adjusted loss, as the case may be, for the years of assessment

1996/97 to 1999/2000:
1996/97 1997/98 1998/99  1999/2000
Profit before taxation per Fact (6) $80,824,007 $114,277418 $143,469,237 $53,943,895
Add: Deemed trading receipt - - - 300
Non-deductible expenses 3,810,308 3,487,457 9433860 9,937,193

84,634,315 117,764,875 152,903,097 63,381,388
Less: Non-taxable dividend income 74,031,475 65,377,551 131,397,212 55,840,486
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Less:

Gain on disposal of assets - 42,105,204 389,038 2,260,973

Non-taxable interest income - - 10,091,345 6,931,419

Other non-taxable or

deductible items 386,500 887,331 6,870,341 1,365,823
10,216,340 9,394,789 4155161 (2,517,313)

Depreciation allowance 260,025 650,510 1923929 1,126,040

Commercia building

allowance 67,065 76,791 159,830 159,830

Assessable Profits/(Adjusted Loss) $9,889250  $8667488  $2,071,402 ($3,803,183)

(8)

Some detalls of the rdated party transactions disclosed in Company A’ s
profits tax computations for the years 1996/97 and 1997/98 were:

(8  Year of assessment 1996/97

‘- Sold raw materids to ([Company E]), some of which were
acquired from [(Company F)]. Both [Company E] and
[Company F] are wholly owned subsidiaries of ([Company Al);

- Purchased goods from [Company E] and [Company F;

- Pad management fees to its ultimate holding company
([Company B]), acompany incorporated in [Country C;

- Provided certain services to [Company E] and [Company F] in
return for management fees and discounts againg the price of
goods which ([Company A]) acquired from these companies,

- Provided certain services to ([Company GJ]), a wholly owned
subgdiary in [Country L], in return for management fees
received; and

- Paid service fees to [Company E] and [Company B] in respect
of various services provided by those companies’

(b)  Year of assessment 1997/98

‘- Purchased finished goods from ([Company EJ), awhally owned
subgdiary in [Country L];

- Pad management fees to its ultimate holding company
([Company B]), a company incorporated in [Country CJ;

- Provided certain services to [Company E] in return for
management fees and discounts againgt the price of goods which
([Company A]) acquired from the subsidiary; and

- Provided certain services to ([Company F]) and ([Company
G]), wholly owned subsdiaries in [Country L] in return for
management fees received.’
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©)

In relation b the legd and professiona fees totaling $4,429,290 pad to
Company B and Company E for the year of assessment 1996/97 [Fact (6),
supra], the following breakdown was provided in aschedule to Company A’ s
profits tax computation:

(@ Consultancy feepad to Company B for services rendered
in relation to advice and assgtance concerning the
re-engineering of Company A’ s operations.

$966,250
(b) Rechargeof interna audit services performed by Company
B. Thefeewascalculated by referenceto thetime spent by
Company B’'s daff for peforming the internd audit
services. 371,040
(¢) Consultancy fees paid to Company B and Company E for
sarvices rendered in relation to the transfer of certain
accounting and purchasing functions to Company E. The
fee was calculated by reference to certain time spent by the
relevant staff of Company B and Company E.
3,092,000
$4.429,290

(10) A summary of disclosure of related party transactions disclosed in Company
A’ saccountsis:
1996/97 1997/98

Management fee received from subsidiaries $17,654,943 $5,039,809
Management fee paid to ultimate holding company 32,313,540 34,790,641
Service fee paid to ultimate holding company 2,110,290 -
Service fee paid to a subsidiary 2,319,000

Sales of raw materiasto a subsidiary 394,516,741 -
Purchases of finished goods from a subsidiary 737,728,393 939,287,068

For years ended 31 December 1998 and 1999, Company A disclosed in the
notes to its audited financid statements that the financia statements do not
include any disclosure of related party transactions as Company A was a
wholly owned subsdiary of Company B and the financid statements of the
group headed by Company B, in which thefinancid statements of Company A
were consolidated, contained related party disclosures comparable to those
required by Statement of Standard Accounting Practice 20 * Related Party
Disclosures issued by the Hong Kong Society of Accountants.
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(11) Ondiversedates, the Assessor issued to Company A thefollowing profits tax
assessments and statement of 10ss, as the case may be, in accordance with the
profit or loss returned:

1996/97 1997/98 1998/99 1999/2000
Profit/(loss) per return  $9,889,250 $8.667.488 $2.071,402 ($3.803,183)

Tax payable 1,631,726 $1,287,121 $331,424 -

(12) The Assessor subsequently reviewed the profits tax returns of Company A
including those for the years of assessment 1996/97 to 1999/2000.

(13) The Assessor conducted atax audit on the profits tax returns of Company A
induding those for the years of assessment 1996/97 to 1999/2000. Company
A gopointed Legd Firm N [ Tax Representatives | as its authorised tax
representative for the purpose of the tax audit.

Operations of Company B and its subsidiaries

(14) The Tax Representatives Sated inter aia that:

@ ‘' [Company E] is essentidly the manufacturing arm of [Company A]
from a commercid point of view snce 99% of the purchases of
[Company A] are from [Company E].

(b) ‘' [Company B] was the lising company for [Group H] and carries out
management function for ([Group H]) interndly and handles the public
for ([Group H]) externdly (such as dedling with the shareholders and
the public, issuing press reeases to the public ... and handling

litigetion).’

(© ‘[Company B] raid its employees as well as [Company D] ... for
rendering a full range of corporate business services to [Company A]
and [Company E], encompassing, legd, technica, marketing, finance,
accounting and investor related matters.’

(15) The Tax Representatives put forth inter diathe following:
@ ‘([Group H]) was firg found in 1975 as an [Product AN] trading

company based in Hong Kong. ([Group H]) shifted its focus to the
meanufacturing of [Product AN] in 1978



(2009-10) VOLUME 24 INLAND REVENUE BOARD OF REVIEW DECISIONS

(b)

(©

(d)

(€)

(®

@

“1n 1986, [Company A] entered into processing and sub-assembling
contract with a[Country L] party and moved its manufacturing facilities
to [Country L] to take advantage of lower overhead costs, lower
materia costs and competitive labour rates available’

* Since 1989, the management of ([ Group H]) has plans to phase out its
operdion gradudly from Hong Kong. It moved its management
functions ... from Hong Kong to [Company D].’

“1n 1989, [Company A] aso set up acontractud joint venture [ CIV’ |
company — [Company O] — with a[Country L] company.’

1n 1992, the[Country L] company transferred dl of itsequity interestin
the CJV to [Company A], and the CIV dso changed its name to
[Company E] that became awholly owned subsidiary of [Company A].
By then, [Company A] has dready phased out most of its functions
from Hong Kong and moved the functions to the factory in [City W (of
Country L)].’

‘ Hence by 1996, the only functions engaged by [Company A] in Hong
Kong were sales co-ordination and supporting customer relaions..... dl
the other important functions such as purchasing, production, quality
assurance, engineering, research and development, warehousing,
shipping, invoicing and accounting and even sdes discusson,
submisson of quotations and concluson of sdes contracts were
performed by the personnel of [Company E] in [Country L]. On the
other hand, management and adminigtrative support, finance and
treasury monitoring, accounting and financia control, executives
recruitment and training, marketing management and strategic planning,
technology exploration and trandfer, handling of legd case and
professond advice, interna audit and IT as wel as architecturd
advisory functions were performed by [Company D).’

‘([Group H]) isonly one single operation, with its manufacturing arm —
[Company E] — being its hub of its busness ... All the other group
companiesin[Group H] are merely there to serve asupportiveroleand
their importance is secondary to the OEM manufacturing process,
which isthe profit-generating engine for the entire [Group H].’

(16) From the Annual Reports for the years ended 31 December 1996, 1997,
1998, and 1999, dso known asForm AR, filed by Company B to the Country
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M Securities and Exchange Commission [the ‘ Country M SEC' ], the
Assessor discerned the following:

(8 Dealsof Company B and its subsdiaries

() Company B

e ‘The Company’ s (the Company or [Company B] was used
interchangesbly throughout the Form AR to mean
[Company B] and its subdgdiaries) corporative
adminigrative matters are conducted in [Country C]
through its registered agent, [Company P], [Address Q],
[Country C].’

*  ‘The Company’ s principa executive offices are located in
the Hong Kong Specid Adminidrative Region [* Hong
Kong' ], of thePeopleé sRepublicof China’” The addresses
of the principa executive officesas printed onthe Form AR
are
- [Address R], Hong Kong (for the years ended 31

December 1996 to 1998); and
- [Address S|, Hong Kong (for the year ended 31
December 1999).
In its profits tax returns for the years of asessment from
1996/97 to 1999/2000, Company A reported that its
business address was Address R, Hong Kong.

. ‘([Company B]) was incorporated in [Country C]
principaly to facdlitate trading inits shares. The government
of Hong Kong impaoses stamp duty onthe transfer of shares
equa to 0.3% of the value of the transaction. Thereisno
such stamp duty impaosed by [Country C]. ([Company B])
was organised in this manner to avoid any such
requirements for the collection of stamp duties for share
transactions.’

(i) Company E
* ([Company E]) isthe principa manufacturing arm of the Company
and isengaged in manufacturing and assembling of the Company’ s
[Product AN] in[Country L].’

(i) Company A
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‘Marketing, customer relations and management operations are
the main functions handled by [Company A].’

(iv) Company F

v)

‘ [Company F] is principaly engaged in Slk screening metad and
PV C products, much of which are used in products manufactured
by the Company’ s manufacturing subsidiary. [Company F|] also
provides dlk screening of products for other unrelated
companies.’

Company G

‘ [Company G] commenced operations in early 1996 developing
and commercidisng software for the consumer [Product AN]
industry, particularly for the customers of the Company and for
products manufactured or to be manufactured by [Company BJ].’

(vi) Company D

‘[Company D] currently provides finance, adminigtrative and
investor relations services to the Company from its office in [City
T], [Province AG], [Country K].” [Company B] provided the
falowing information in its Annua Report for the year ended 31
December 1999:

- During the year, [Company B] sold [Company D] to its
management & anomina vaue.

- [Company D] provided investor reations, regulatory
compliance and other services to [Company B and its
subsidiaries.

- [Company D], no longer asubsidiary of [Company B], was
renamed [ Company U] by its new owners and continuesto
provide smilar services to [Company B] and its
subsidiaries.

(b) Busnessoverview

0

‘ [Company B] provides desgn and manufacturing services to
origind equipment manufecturers  [“OEMS’] of consumer
[Product AN]. [Company B]’ s three principd customers include
[Company V], [Company X] and [Company Y].’
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(©

(d)

(€

()

@

(i) ‘Thelocation of [Company B]' s fadility in [City W], about [XX]
miles from Hong Kong, provides the Company with access to
Hong Kong' sinfrastructure of communication and banking. This
a0 facilitates transportation of the Company’ s products out of
[Country L] through the port of Hong Kong.’

Operationsin Hong Kong

‘The Company’ s executive and sdes offices, and severd of its
customers and suppliers are located in Hong Kong. The United
Kingdom transferred sovereignty over Hong Kong to China effective
July 1, 1997. There can be no assurance asto the continued stability of
palitical, economic or commercid conditions in Hong Kong, and any
ingability could have an adverse impact on the Company’ s business’

Dependence on key personnd

The Company depends to a large extent on the abilities and continued
participation of (Mr 1), its Chairman of the Board, and (Mr J), its Chief
Executive Officer and Presdent, who is in charge of the Company’ s
day-to-day manufacturing and marketing operationsin [Country L].

Enforcesbility of civil lidbilities

The Company is a holding corporation organised as an Internationa
Business Company under the laws of [Country C] and its principa
operating subsidiary is organised under the laws of Hong Kong, where
the Company’ s principa executive offices are dso located.’

Qudlity control

The Company’ s Hong Kong and [Country L] subsdiaries have
maintained 1SO 9002 Certification since December 1993 and 1SO
9001 Certification snce February 1996. The “ISO”, or Internationa
Organistion of Standardisation, is a Geneva-based organisation
dedicated to the development of worldwide standards for quality
management guiddines and quaity assurance’

Cugtomers and marketing
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() Approximate percentages of net salesto customers by geographic
areas, based upon location of product delivery, are set forth below
for the periods indicated:

Y ear ended 31 December
Geographica areas 1996 1997 1998 1999
Hong Kong 18% % 9% 35%
Continent Z 34% 49% 47% 30%
Country AA 28% 23% 22% 12%
Continent AB 12% 15% 18% 18%
Other 8% 6% 4% 5%

100% 100% 100% 100%

(i) *The Company’ s Hong Kong based management personnd and
sdes gaff are responshble for marketing products to exigting
customers as well as potentiad new customers.’

(h)  Andyssof employees

Company B employed approximately 2,000 persons on 31 December
1996, 2,020 persons on 31 December 1997, 1,755 persons on 31
December 1998, and 2,600 persons on 31 December 1999, on a
full-time basis in the following geographicd aress

Y ears ended 31 December
Geographica areas 1996 1997 1998 1999
Hong Kong 30 27 21 42
Country L 1960 1984 1,719 2550
Country K 10 9 15 -
Country AC - - - 8
2000 2020 1755 2600

()  Segment information

Group H operated principally in only one segment of the consumer
Product AN industry. Net sales, income (loss) from operations
and identifiable assets by geographical areas are summarised as
follows

Net sdles
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Y ears ended 31 December
1996 1997 1998 1999
USF 000 USPH 000 USF 000 US$ 000

Net sdlesfrom

operation within:

Hong Kong

Uneffiliated

customers [&] 105,170 131,052 100,081 142,347

Country L excluding

Hong Kong:

Unéffiliated

customers 3,064 1,802 1,568 2,707
I nter-segment sales 1
Less Inter-ssgment 95,669 123,115 93,556 36,648
dimingtion

(95,669) (123,115) (93,556) (136,648)
Sub-tota [b] 3,064 1,802 1,568 2,707
Tota net sdes to
unaffiliated
customers[a +[b] 108234 132854 101649 145,054

Note: Inter-segment salesarise from the transfer of finished goods
between subsdiaries operating in different areas. These
sdes are generdly at estimated market prices.

Income/(loss) from operations

Y ears ended 31 December
1996 1997 1998 1999
US$ 000 US$H 000 US$H 000 US$ 000

Country L,

excuding

Hong Kong 10,339 17,229 7,272 7,341
Hong Kong 2921 5501 (4,122) 4,462
Country K (3844) 8,109 379 5
Tota net income 9416 30.839 3529 11,798

| dentifiable assats by geographic areas

Y ears ended 31 December
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1996 1997 1998 1999
USH 000 USH 000 USH 000 US$ 000

Country L,

excuding

Hong Kong 44975 44,781 42,690 55,962
Hong Kong 24564 24,738 85,419 102,785
Country K 18,852 98,269 19,119 -
Total assets 88,391 167,788 147,228 158,747

The financid Statements attached to the annua reports were
audited by Accounting Firm AD and Accounting Firm AE of Hong
Kong.

Pur chases from Company E for year s of assessment 1996/97 to 1999/2000

(17)

Insofar as the goods purchased by Company A from Company E were
concerned, the Tax Representatives provided the Assessor with inter diathe
following information:

@

(b)

The purchase prices ranged from 92% to 95% of the customer’ s order
pricewhich were st out inatable provided by the Tax Representatives
asfallows

Year of assessment Pricing of purchases

1996/97 92.6% of customer’ sorder price
1997/98 92.6% of customer’ s order price
1998/99 92.6% of customer’ sorder price
1999/2000 92-95% of customer’ s order price
2000/01 92-95% of customer’ sorder price
2001/02 92% of customer’ s order price
2002/03 92% of customer’ sorder price

Company A’ sgross margin on purchases from Company E varied from
5% to 8% during the years from 1996 to 2002 which could be
reconciled with the breakdown of cost of sales schedules provided by
the Tax Representatives for the years ended 31 December 1996 to
1999. Using the breakdown of cost of sdes schedules for the year of
assessment  1997/98 provided by the Tax Representatives, the
purchases from Company E reported by Company A and the gross
profit derived therefrom could be reconciled with those computed by
goplying the pricing percentage as follows.
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Gross profit per account
Reported turnover (based on customer’ sorder price)

$1,013,031,625
Cogt of sales
Purchases from Company E (938,095,103)
Purchases from others (1,191,965)
Reported gross profit $73,744,557
Reported gross profit ratio 7.28%

Gross profit by applying the pricing percentage
Reported turnover (based on customer’ sorder price)

$1,013,031,625
Cost of sdles
Purchases from Company E at 92.6% of turnover (938,067,284)
Purchases from others (1,191,965)
Gross profit $73,772,376
Gross profit ratio 71.28%

(c) Sdesinvoicesin respect of a transaction which was clamed to be a
typica Company A’ s trading transaction on saes of goods purchased
from Company E and gross profits derived by Company A therefrom.
The invoices recorded the following particulars:

(i) Invoicefrom Company E to Company A

Date of Product
invoice description  Quantity Unitprice Amount
12-9-2002 XXXXX 25,000 US$3.938 US$98,450

(i) Invoice from Company A to Company AF (customer)

Date of Product
invoice description  Quantity Unitprice Amount
10-9-2002 XXXXX 25,000 US$4.28 US$107,000

(i) Gross profit
Sdesto Company AF US$107,000
Purchases 98,450
Gross profit US$8,550

Gross profit retio 8%
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(d)

As Company A purchased on the average over 99% of the goodsfrom
Company E in each year, the gross margin was determined by
comparing the totd materid cogts (including purchases from Company
E aswell as other parties Snce the amount isimmeaterid) to the turnover
of Company A.

(18) The Tax Representatives Sated inter diathat:

(19)

 The only function that (Company A]) provided in Hong Kong was sdes
co-ordination. If ((Company A]) were merdly to receive a commisson from
the [Country ] subgdiaries for its sdes co-ordination services provided,
([Company A]) advised that it could not charge more than 5% due to the
restrictionsimposed by the[Country L] authorities. The average gross margin
of 7.4%, which ([Company A]) derived from its purchase and sdes
transactions, was 50% more than it would be able to obtain from receiving a
service commisson of a most 5%, given the limited sales co-ordination
function that it performed.’

As to the basis of how the pricing in Fact (17)(a) was determined, the Tax
Representatives Sated inter diathat:

@

(b)

(©

(d)

Company A and Company E have entered into salesagreements for the
purchase of goods by Company A and the sde of products by
Company E.

The price of goods purchased by Company A from Company E was
determined by the two companies from time to time, depending on the
market demand and supply conditions, taking into account of the many
functions performed by Company E aswdll asits operating costs.

The genera manager of Company E and the Chairman of Company A
would discuss between them before agreeing on the product prices.
This was because the performance incentive awarded to the
management gaff of every subsdiary of Group H was determined in
accordance with the profits atained by every subsidiary.

All subsdiaries of Group H weretreated asindependent cost centresto
sharedifferent functions amid one single busness. Each subsdiary had
to cover its own overhead expense provided that the group asasingle
business was profitable. Each subsdiary had to achieve a certain net
profit margin before tax, commensurate with its function and
contribution to the group profit. The profits atained by each subsdiary
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(€

would then be used as ayardstick to determine the amount of incentive
to be awarded to the management staff of the subsidiary.

The Generd Manager of Company E and the Chairman of Company A
would communicate with each other verbaly in respect of the product
price and that normaly there was no need for written correspondence.

The terms of the sales agreements between Company A and Company E
effective on 1 January 1998 and 1999 were smilar. For illustration purpose,
Articles2to 7 and 9 to 10 of the sales agreement effective on 1 January 1998
are reproduced below:

@

(b)

(©

(d)

(€)

Article 2 (Sde of Products)

‘[Company A] hereby agrees to purchase from [Company E] and
[Company E] hereby agrees to sl exclusvely to [Company A] the
Products (defined as the [Product AN] which are manufactured by or
for [Company E]) under the terms and conditions set forth herein.’

Article 3 (Purchase Orders)

‘ [Company A] shal place purchase order with [Company E] at least
thirty (30) days prior to the date of shipment required by such orders!’

Article 4 (Price and Payment)

‘ The price of the Products shall be determined by the partieshereto from
timetotime. Thepricesarestated in HK dallar ... The payment of such
prices shdl be made by and under [sic] confirmed by ether (i) D/A a
90 daysthrough afirst classbank; (i) if there are intercompany account
balances between [Company A] and [Company E], the monthly
ingamentsmay be settled by offsetting entries in the books of accounts
for both companiesiif both companies consent and if confirmed by the
authorised person of each company.’

Artide 5 (Ddlivery)

‘[Company E] shdl .. ship the Products with its own cost and
respongbility to the [Company A] designated place.’

Article 6 (Inspection)
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() ‘[Company E] shdl, prior to the shipment of the Products, inspect
the Products whether or not they meet the Specification (defined
as the specification of the Products determined and confirmed in
writing between ([Company A]) and ([Company E]) from timeto
time) and other qudity standard determined separately between
([Company A] and [ Company E]) and ddiver the Products which

pass such ingpection.’

@) ‘[Company A], shdl, with[sic] twenty (20) working days after the
delivery of the Products ... ingpect the qudity and function of such
Products and accept the Products which have passed such
[Company A] s ingpection. In case any defect is found in the
Products, [Company E] shdl, upon the [sic] [Company A]’s
choice, modify such defect(s) or re-ddiver the dternative
Products to [Company A] with its own costs and expenses.’

@) ‘[Company A] or [Company A] s representative shdl have,
during the life of this Agreement, the right to enter and inspect
[Company E]’ s office, plants, factory and other facilities at any
time and give [Company E] any indruction, if necessary, for the
purpose of quality and smooth operation of the manufacture of the
Products.’

(H)Article 7 (Title and Risk of L oss)

@

W)

‘ Title to any Products and risk of loss or damage thereto shal pass to

[Company A] when the Products pass the ingpection by [Company A]
asprovided in (Article 6).’

Artide 9 (Mold and Jq)

‘ [Company A] may, if any, furnish [ Company E] with themolds, jigs and

other tools and equipment which [Company A] deems necessary for
manufacture of the Products by [Company E].’

Articdle 10 (Compsition)

‘ [Company E], shdl not, unless otherwise alowed by [Company A] in

writing, sell the Productsto any third party or manufacture any product
using the large part of the Specification.’
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(22)

In correspondence with the Assessor, the Tax Representatives stated inter dlia
that the operation of Company A is, in principle, the same for dl years under
review.

The Tax Representatives prepared a report dated 9 January 2004 to explain
the pricing methodology of the related party transactions, in particular on
purchases of goods by Company A from Company E, adopted by Group H.
The report stated inter alia that the pricing methodology sdtisfied the am’ s
length principle and complied with internaionaly recognised trandfer pricing
guiddines incduding those issued by the Organisaion for Economic
Co-operaion and Development [* OECD’ | on the basis of the following:

(@ Pricing methodology adopted for related party transactions

() ‘All subsdiary companies are treated as cost centres to share
different functionsamid one single business, and each mus at least
congder to be able to cover its own overhead expenses provided
that the single business is profitable. Idedly they should each
achieve a cartain net profit margin before tax, commensurate with
their functions and contributions to the group profit, wheress,
incentive for management daff for each subsdiary can be
determined in accordance with the profit attained.’

(i) ‘Thepricng policy in [Group H] is charged by reference to the
market. Each year, after the group budget has been compiled, the
budgeted profits will be shared among the subsidiaries according
to their functions and contributions of each subsdiary. After the
profitsin budget have been alocated to each subsidiary company,
whether the subsdiary company can redly make a profit is il
dependent on the level of its overhead expense conird in its
location.’

(i) ‘During the years under review, dl functions were assumed by
[Company E] and[ Company D]. Reatively, [ Company A], other
than performing the sdles co-ordination function, played a very
minor and unimportant rolein [Group H. When preparing the
annua budget for [Company A], despite that it has little or no
value added to the group, [Company A] was dlocated a gross
profit margin of approximately 7% each year in order that it may
have sufficient fundsto cover its budgeted operating expenses and
the management fees charged by [Company B], leaving behind a
smal operating profit under norma circumstances. Mos of the
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expensesincurred by [ Company B] were related to [ Company E]
directly or indirectly, [Company B] could have charged
[Company E] directly to recover the cogts, but for management
reasons, it was decided that the charges should pass through
[Company A] and be recovered through the intra-group pricing
policy. Thisarrangement resffirmsthat [Company A] has actudly
been reduced to a paper company that exists soldly for accounting

purposes only.’

Reasonsthat the pricing methodology satisfiesthearm’ slength principle

0]

(i)

(il

‘[Company B] isalisted group. It hasto report its performanceto
the public and the [Country M] Securities and Exchange
Commisson frequently. Investorsand andystsmonitor closdy the
performance of the company and will ask questions about the
product pricing as well as the profits of the group regularly.

Therefore, there is no incentive for the group to manipulate its
profits, the intra-group pricing has to be commercia and &t arm'’ s

length.”

‘ Management consders each functiona unit of the group as a
Separate cost centre, and the performance of each cost centre is
used asabasisfor bonus alocation. As such the determination of
theintra-group prices hasto be a arm’ slength since otherwise, it
will directly affect the results of every cost centre and hence the
performance and bonus alocation of the cost centres in the

group.’

‘Both [Company D] and [Company E] had been chalenged by
the Tax Authorities of [Country K] and [Country L]. The Tax
Authorities in the two countries were not satisfied with the tax
status and pricing modd for the two companies and requested the
two companies to change their pricing methodology in order to
retain more profitsin the two companies. However, after detailed
explanation by ([Group H]), both tax authorities had findly agreed
and accepted ([Group H]' s) explanation on tax status and pricing
mode for the two companies. This illustrates that both the Tax
Authorities of [Country K] and [Country L] have accepted that
the intra-group pricing policy adopted by ([Group H]) isat am’ s
length and in accordance with internationaly recognised pricing
guiddines’ The Assessor has not been provided with any
evidence in this respect.
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(©

Reasons that the pricing methodology complies with internationd
trandfer pricing sandards

Functions performed

0

(ii)

(il

)

v)

()

‘Only sales co-ordination people are ill working on a part-time
basisin Hong Kong, al functions have moved to [Country L]. The
Hong Kong saff lacks the technica know how and relevant
expertise to execute sdes processng.  Sales discussion,
submission of quotations and concluson of sdes contracts are
done and supported by experienced R&D, engineering and
purchaaing Saff of [ Company E] with strong technica background
in [Country L]. Highlevel market and customer development are
doneby [ Company D]. Therole of Hong Kong staff is merely to
accompany customers to go to [Country L] for business. For
ingance, the then Managing Director of [Company A] was
promoted from the position of secretary, and for along period of
time, she had been involved in the sdes co-ordination with
customers!’

‘The Hong Kong office ismerdly to receive cusomers before they
go to [Country L] for business.’

‘The Hong Kong office is nothing more than a place for tea and
coffee from apracticd standpoint.’

‘[Company A] hasvery littleemployees. Furthermore most of the
employees are actudly performing ther functions outsde Hong
Kong. As pointed out above, the average headcounts of
[Company A] have been reduced from 34 in 1996 to 11 by
2002,

‘And for those employees who are till based in Hong Kong,
largely because their family il resdesin Hong Kong, they spend
most of their timein [Country L]. They are only in Hong Kong for
two days every week (mostly on Mondays and Fridays) with
minimum activities in Hong Kong, such as recalving cusomers
from overseas’

‘Precticdly, dl functions are caried out in [Country L] and
[Country K], such as purchasing, production, quality assurance,
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engineering, research and development, warehousing, shipping,
invoicing and accounting and even sales discussion and conclusion
of contracts were performed by [Company E]. Moreover,
management and adminidrative support, finance and treasury
monitoring, accounting and financid control, executives
recruitment and training, marketing management and drategic
planning, technology exploration and transfer, handling of legd
case and professond advice, internd audit and 1T as wdl as
architectura advisory functionswere performed by [ Company D].
(Asin line with the OECD guiddlines, these are the functions that
add economic vauein the chain and contribute to the profit margin
of the group.)’

‘To illugrate what are the functions carried out respectively by
[Company A] and [Company E], when a customer places an
order, we enclose a set of 2002 sales ader from a customer,
[Company AF], for your perusd:

- Purchase order from [Company AF] to [Company A].
[Company A] merely forwards the purchase order to
[Company E] and endsiits function there.

- Purchase order from [Company A] to [Company E]. This
document is prepared by [Company E] for [Company A]
based on purchase orders from customersto [Company A].

- [Company E] isthen responsblefor procuring raw materias
and scheduling for the production of goods ordered by the
custome.

Upon completion of the order, [Company E] will prepare two sets of
invoices. One st will be issued in the name of [Company E| to
[Company A] and the other set will beissued in the name of [Company
A] to [Company AF]. [Company E] will dso be responsble for
ddivering the finished goods to the customers as ingtructed by the
customer.’

Assts used

(viii)

* We compared the vaue of fixed assets of [Company A] to that
of [Company E] and noticed that it is only about 8% to 15% of
that of [Company E]. The vaue dropped to about 1% of that of
[Company E] in 2002.
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(iX) *You may notice from the comparison of the area consumed by
the Hong Kong office, to that used by the manufacturing facilitiesin
[City W], tha Hong Kong only occupies a very minimum
percentage of thetotal property footage used by the group (about
4%). According to ([Group H]), [Company A] only occupies
1/6™ of the Hong Kong footage (about 4,033 ft?) whereas
[Company E] occupies about 50% of the manufacturing facilities
in [City W] (about 289,360 ft?). The total footage occupied by
[Company A] isonly about 1.4% of that occupied by [Company

El.
Risks assumed

(x) *According to common practice, risks for product ligbility are
aways with the manufacturer (i.e. [Company E]) and not with the
digtributor (i.e. [Company A]).

() “All financing is provided through [Company B], the parent
company. [Company A] only has a share capita of HK$2.’

(i) “All busness risks rdated to the ownership of plant and
equipment, which represents the mgor capita investment of the
group, are with [Company E] and the other [Country L]
subgdiaries’

Conclusion

(xii) *Having examined the functions performed by [Company A] and
[Company E], taking into account the assets used and the risks
assumed by the two companies respectively, there is no doubt
that [Company E] plays a very dgnificant role in the business
operation in the generation of profits, whereas [Company A],
acting as an intermediate company, does not bear much risk and
hes little economic vaue in the chain. As such the ([Group H])
transfer pricing policy of treating its subgdiaries as cost centres
and requiring each to achieve asmdl net profit margin beforetax,
commensurate with their functions and contributions to the group
profit, is reasonable and in line with the internationd transfer
pricing standard as gpproved by the OECD.’

Management fees paid by Company A to Company B for the years of
assessment 1996/97 to 1999/2000
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(24)

Insofar as the management fees paid by Company A to Company B are
concerned, the Tax Representatives dated inter diathe following:

@

(b)

Schedule 1 of the service agreements entered into between Company A
and Company B described the details and terms of the services
rendered by Company B.

The monthly management fee paid to Company B was cdculated as a
percentage of actud monthly saes, subject to a minimum payment.

The service agreement effective on 1 January 1996 between Company A and
Company B provided, among other terms, the following:

@ Clauel

“ Upon request by ([Company A]), ([Company B) shdl from time to
time provide ([Company A]) with some or dl of the services (the
‘ Sarvices ) asdescribed in ... Schedulel!

(b) Schedulel

(©

Assgance in aranging banking fadlities induding:

I.  negatiating terms

Ii. expanding thefadlities

lii.  providing collatera

advice on financing and accounting meatters and assgtance in
formulaing a drategic plan

marketing advice including advice on new products, customers
and suppliers as well as business activities

legal alvice and support including any internationd legd case,
patent and copyrights

support in fund raising and research new source of capital
technica support and advice rdating to quaity, manpower, €tc.
adminigtration and management advice and support

upon request, ([Company B]) will source and supply consultants
and advisorsto ([Company A])

other services upon request from time to time’

Clause2
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“In condderation of the Services rendered by ([Company B]) to
([Company A]), ([Company A]) shall pay to ([Company B]) afee
equivalent to the aggregate of 2.9% of the total turnover of ([Company
E]) subject to a minimum payment of USD4,027,000 for 1996, plus
6.5% of the tota turnover of ([Company F]) subject to a minimum
payment of USD284,000 for 1996, plus 25.9% of the total turnover of
([Company G]) subject to a minimum payment of USD227,000 for
1996. Such fees shal be computed by reference to the respective
monthly management accounts of ([Company EJ), ([Company F]) and
([Company G]). Themorthly fees can be settled by (i) telex transfersor
check payment within 30 days after month end; or (ii) if there are
intercompany account balances between ([Company A]) and
([Company BY]), the monthly fees may be settled by offsetting entriesin
the books of accounts for both companies if both companies consent
and if confirmed by the authorised person of each company.’

Clause 3

For the purpose of (Clause 2) hereof, ([Company A]) shdl submit to
([Company B]) at the time of payment a satement signed by a duly
authorised officer of ([Company A]) and certified by him as accurate
indicating the total turnover of [Company E], ([Company F]) and
[Company G] covered by such payment. ([Company A]) shdl further
deliver to ([Company B]) interndly audited accounts of [Company E],
([Company F]) and [Company G] within ninety (90) days of thelr
financia year end and appropriately adjust the fee (if necessary) in
accordance with the respective turnover indicated in the said audited
accounts. Any adjustment is due within thirty (30) days of delivery of
the interndly audited accounts and should be settled in asmilar manner
asindicated in (Clause 2).’

(25) The terms of the service agreements effective on 1 January 1997, 1998 and
1999 between Company A and Company B are identicd to those of the
sarvice agreement of 1 January 1996 except clause 2 regarding the
percentages and turnover used in computing the management fee payable to
Company B. Clause 2 of the three service agreements are reproduced as
follows

@

Service agreement effective on 1 January 1997

“In condderation of the Services rendered by ([Company B]) to
([Company A]), ([Company A]) shall pay to ([Company B]) afee
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(26)

(b)

(©

equivalent to the aggregate of 3.2% of the total turnover of ([Company
A]) subject to a minimum payment of USD4,500,000 for 1997, plus
6.5% of the totd turnover of ([Company F]), subject to a minimum
payment of USD284,000 for 1997. Such fees shal be computed by
reference to the respective monthly management accounts of

([Company E]) and ([Company F])".

Service agreement effective on 1 January 1998

In consideration of the Services rendered by ([Company B]) to
([Company A]), ([Company A]) shdl pay to ([Company BJ) a fee
equivaent to the aggregate of 3.20% of thetotal turnover of ([Company
A)) for 1998, plus 4.15% of the totd turnover of ([Company F]) for
1998. Such fees shal be computed by reference to the respective
monthly management accounts of ([Company A]).’

Sarvice agreement effective on 1 January 1999

In condderation of the Services rendered by ([Company B]) to
([Company A]), ([Company A]) shall pay to ([Company B]) afee
equivalent to the aggregate of 3.20% of thetota turnover of ([Company
A]) for 1999, plus 4.00% of the tota turnover of ([Company F]) for
1999. Such fees shdl be computed by reference to the respective
monthly management accounts of ([Company A]).’

Below isasummary of the management fees paid or payable by Company A
to Company B as shown in the schedules provided to the Assessor by the Tax
Representatives for the years of assessment 1996/97 to 1999/2000:

19% 1997 1998 199

January $2,26319381 $292322836 $1,649,788.77  $1,851,394.56
February 1516,640.30 292322836  2,450,215.05 1,728,190.95
March 222465080 3,050,77805 2,596,176.92 3,226,107.30
April 292322838 374595696  2,583,301.15 3,297,212.47
May 292322838 3436,/0561 2,428928.74 3,509,983.76
June 292322838 3116,72257  2,894,596.56 3,706,306.84
duly 292322838 285159139 2,546,917.69 3,148,289.24
August 292322838 2550546.82  2,099,075.80 3,027,601.44
September 292322838 254521891 1,371,897.56 3,196,399.77
October 292322838 187984401 1,146597.70 2,775,019.80
November 292322838 195938169 1,530559.44 2,662,392.71
December 292322838 _ 3,807,438.40 _ 2,324,748.44 3,744,890.31
$32,313.540.33 $34.790,641.13 $25622,803.82 $35.873,789.15
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(27) TheTax Representatives provided the Assessor with variouslists of Company
B’ s employees who were sad to have entered into separate contracts of
employment with Company A, Company E, Company F, Company G and
Company D respectively and the remunerations derived by such employees

(28)

therefrom.

The Tax Representatives put forth inter dia the following contentions:

(@ Recouping of management fees by Company A from Compnay E,

Company F and Company G

0]

(i)

‘ [Company B] provided a range of management services mainly
for ([Company E], [Company F] and [Company G]). The
accounting of the management fee charges was put through
[Company A], which recovered the management fee costs by
including a margin on its purchase cods from ([Company EJ,

[Company F] and [Company GJ).’

‘Most of the expensesincurred by [Company B] were related to
[Company E] directly or indirectly, [Company B] could have
charged [Company E] directly to recover the codts, but for
management reasons, it was decided that the charges should pass
through [Company A] and be recovered through intra-group
pricing policy. This arrangement reaffirms that [Company A] has
actudly been reduced to a paper company that exists solely for
accounting purpose only.’

(b)  Allocation of profitsto Company A

0]

(i)

‘During the years under review, dl functions were assumed by
[Company E] and [ Company D]. Rdaivey, [ Company A], other
than performing sales co-ordination function, played a very minor
and unimportant role in [Group H]. When preparing the annua
budget for [Company A], despite that it has little or no vaue
added to ([Group H]), [Company A] was alocated a gross profit
margin of gpproximately 7% esch year in order that it may have
aufficient funds to cover its budgeted operating expenses and
management fees charged by [ Company B], leaving behind asmdll
operating profits under normal circumstances.’

‘Theinter-company management feeincometo [ Company B] was
based on the pre-determined group budget. The amount should
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)

bejust sufficient to cover the operating expenses of [Company B,
plusasmdl profit.” The Assessor has not been provided with any
group budget in this respect.

‘During the years of 1999 and 2000, [Group H] went through a
period of restructuring, the pre-determined budgeted management
fee income to [Company B] were not reduced to match the
reduction in the payment of inter-company management fee to
[Company D] (for services provided to [Company B] by
[Company D]) dueto the cessation of [Company D]. Asaresult,
the accounts of [Company B] have shown operating profits of
US$1.9 million in 1999 and US$2.9 million in 2000 respectively.
The amounts were subsequently compensated in the year 2001.
This supports that the transfer pricing practice of [Group H] isin
line with its trandfer pricing policy.’

‘The operating profitsof [ Company B] for the years from 1997 to
2001 are summarised asfollows:

Y ear ended Operating profity(loss)
USs

31 December 1997 514,333.99

31 December 1998 (1,126,516.96)

31 December 1999 1,933,606.15

31 December 2000 2,898,485.37

31 December 2001 (3,301,475.82)’

(0 Method of payment of management fee

‘ The management fee is settled via inter-company current accounts.
Periodically, depending on the cash flow position, [Company A] will
remit a sum to [Company B] to settle the outstanding balances.’

(d)  Documents that recorded the approval of the service agreements and

the payments of the management fees

‘ The directors of [Company A] worked closdly and met regularly to
discuss the business drategy and operations of the company. They
decided that it was necessary for [Company A] to contract wth
[Company B], and draw on the facilities, personnel and capabilities of
[Company B] to assg in arranging for [Company A], banking facilities,
financing, accounting, marketing, legd, technicad, adminidration,
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(®

management as wdll as other sarvices fromtimeto time. The directors
did not document their meetings and did not prepare minutes to record
the approvd of the sarvice agreements and payment of management
feesto [Company B].’

Other contentions and/or assartions

(i) ‘[Company B] isapublicly listed company, it has to comply with
thefiling and reporting requirements of the [Country M] Securities
and Exchange Commisson. Its financid pogtion is very
trangparent and readily available for public review at any time.’

(i) ‘Neither [Company B] nor [ Company D] had made any profitson
the management fee income that they received. This confirmsthat
the management fee charged by [Company B] on [Company A]
was not tax driven from a Hong Kong tax perspective’

Whether Company B had devised and implemented any cost sharing
arangement_among its subsdiaries for the dlocation of intra-group
charges arisng from provison of certain intra-group services, which
benefited various subsidiaries

‘(Mhere was no cost sharing arrangement among [Group H] of
companies. Actud cost arisng from the provision of services to a
particular subsidiary would be charged to that subsdiary.’

M anagement fee incomesreceived by Company A from Company E for the

year s of assessment 1996/97 and 1997/98

(29) A sarvice agreement had been entered into between Company A and
Company E effective on 1 January 1996 which provided, among others, the
following:

@

(b)

Clause1

* ([Company E]) hereby engages ([Company A]) and ([Company A])
agrees to provide (Company E]) with such services as st forth in
Schedule 1.

Schedule 1

* Services to be performed:-



(2009-10) VOLUME 24 INLAND REVENUE BOARD OF REVIEW DECISIONS

b)

9

assg in the finance and banking arrangements of ([Company E]),
including settlement of invoices to vendors, issuance letters of

credit, arrangement of finances etc.; provide finance advice from
time to time provide an internationd audit firm to audit the
accounts to standards acceptable to stock markets

assg in purchase of office gppliances and production
equipments/toolings that cannot be procured in [City W; the
purchase of materials from oversess vendors and follow up of the
ddivery of same to [City W]; the research of new products and
introduction of new suppliers, provide purchasing and quaity
advice fromtimeto time

provide adminidiration and legal support; arrange necessary and
adequate insurances

co-ordinate with customers, including the assistance or support in
the business negotiation and confirmation of orders, the
reservation of hotels and necessary arrangements for customers
and accompanying them to [City W], etc.; market research and
source new customers, assistance to procure, negotiate and
execute dl necessary documentation to effectuate the delivery of
goodsfrom [City W] to customers, including but not limited to bills
of lading, arway bhills shippers export declaration, export
licences

source high cdibre technical and management people as required
fromtimetotime; asss in the gpplication of qudity Sandards such
asthe 1SO9001

source and provide consultants and advisors to support
[Company E] and to arrange the services as indicated in the
Schedule, upon request as necessary

such other services as from time to time requested by [Company

E]

(b) Clause5

“ In congderation of the services to be rendered by ([Company A)) ...,
([Company E]) shdl pay ([Company A]) a fee equivdent to the
aggregate of 7.4% of thetota turnover of ([Company EJ), subject to a
minimum payment of USD10,403,000 for 1996. Such fee may be
varied from time to time if agreed and confirmed by both parties so in
writing.’

(c0 Clause7
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(30)

(31)

(32)

‘ The fee payable to ([Company A]) under clause (5) hereof ... shdl be
redlised by the purchase price for the finished goods purchased by
([Company A]) from ([Company E]) being reduced by the amount of
the fee due under thisAgreement. Such purchase price shal be mutudly
agreed upon by both parties from time to time. Such payment method
may be changed if mutualy agreed upon by both parties’

Company A and Company E have entered into another service agreement
effective on 1 January 1997 the terms of which are smilar to those of the
sarvice agreement of 1 January 1996 except that the amount of the
management fee is computed on 7.4% of the totd turnover of Company A,
indead of that of Company E, again subject to a minimum payment of
US$10,403,000.

The Tax Representatives provided the Assessor with copies of the debit notes
of management fees charged on Company E for January and February 1997
and credit note for December 1997. The credit note showed that the
management fees charged on Company E for January and February 1997
were totdly reversed in December 1997. As regards the reversas of
management fees, the Tax Representatives advised the Assessor that they
were based on management policies and decisors.

Management fees, including adjusments, charged by Company A on
Company E for the two years ended 31 December 1996 and 1997 are as
folows

(@  Forthe year ended 31 December 1996

Management fee (@) Adjusment (b) Net amount (a)-(b)
January - - -
February - - -
March - - -
April 2,346,002.78 - 2,346,002.78
May 6,701,265.83  (4,396,964.39) 2,304,301.44
June 6,701,265.83  (5,203,989.68) 1,497,276.15
July 6,701,265.83  (5,314,116.65) 1,387,149.18
August 6,701,265.83  (5,306,217.53) 1,395,048.30
September 6,701,265.83  (4,792,912.61) 1,908,353.22
October 6,701,265.83  (5,425,524.26) 1,275,741.57
November 6,701,265.83  (5,498,037.59) 1,203,228.24
December 6,701,265.83 _ (4,652,839.88) 2,048,425.95
Total $55,956,129.42 ($40,590,602.59)  $15,365,526.83



(2009-10) VOLUME 24 INLAND REVENUE BOARD OF REVIEW DECISIONS

(b)  For the year ended 31 December 1997

Management fee () Adjusment (b) Net amount (a)-(b)

January $6,701,265.83  ($6,465,688.99) $235,576.84
February 6,701,265.83  (3,188,289.61) 3,512,976.22
December - (3748553.06)  (3,748,553.06)
Totdl $13.402,531.66 ($13.402,531.66) -

The management fee for April 1996 was computed by reference to the actua
turnover of Company E whilst the management fee for May 1996 to February
1997 was the minimum payment provided in the service agreements between
Company A and Company E. The amount of management fees payable by
Company E to Company A for January and February 1997 were completely
written off in December 1997.

(33) The adjusments to the management fees received for January and February
1997 were described as discount received and were computed as 7.4% on the
monthly sales of Company A.

M anagement fee income received by Company A from Company E for the
year s of assessment 1997/98 to 1999/2000

(34) The Tax Representatives advised the Assessor that Company A ceased to
receive management fee from Company E in 1997/98 and that the service
agreement with Company E that was effective on 1 January 1997 should have
been terminated in 1997/98. The Tax Representatives further stated that no
termination agreement had been entered into to document the termination.

Service agreements entered into by Company A with Company F and
Company G for the year s of assessment 1996/97 and 1997/98

(35) Company A had entered into service agreements effective on 1 January 1996
and 1997 each with Company F and Company G for the provison of
management services on terms dmilar to those provided in the service
agreements between Company A and Company E, save the following:

(@  Service agreements between Company A and Company F
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() The management fee payable by Company F was equivdent to
12.7% of the turnover of Company F, subject to a minimum
payment of US$556,000 each year.

(i) Inadditiontothesarvicesset outin Fact (29)(b), Company A has
to asss in the preparation for a public listing of Company F' s
securities as soon as possible and commit the guarantee of order
equivaent to 30% of the turnover of Company F.

(b)  Service agreements between Company A and Company G

The management fee payable by Company G for the year 1996 was
equivaent to 37.2% of the turnover of Company G, subject to a
minimum payment of US$327,000 while the management fee for 1997
was equivdent to a minimum payment of US$222,000 plus

reimbursement of expenditure incurred by Company A.

(36) Computationsprovided to the Assessor by the Tax Representatives show how
the management fees payable by Company F and Company G were
cdculated. Details are asfollows:.

(& Management fee payable by Company F
1996 Management fee () Adjustment (b) Net amount (a)-(b)
January - - -
February - - -
March - - -
April 207,232.44 - 207,232.44
May 358,156.67 (127,074.72) 231,081.95
June 358,156.67 (151,125.67) 207,031.00
July 358,156.67  (141,704.01) 216,452.66
August 358,156.67 (144,681.02) 213,475.65
September 358,156.67 (139,862.77) 218,293.90
October - (43,774.99) (43,774.99)
November - (43,774.99) (43,774.99)
December - (43,774.99) (43,774.99)
Total 1.998.015.79  ($835.773.16) $1,162,242.63
1997 Management fee () Adjustment (b) Net amount (a)-(b)
January $358,154.09 - $358,154.09
February 358,154.09 - 358,154.09
March 358,154.09 - 358,154.09
April 317,246.89 - 317,246.89
May 317,182.55 - 317,182.55
June 245,564.39 - 245,564.39
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(b)

duly
August
September
October
November
December
Total

254,603.13 - 254,603.13
174,410.83 - 174,410.83
179,962.59 - 179,962.59
206,527.18 - 206,527.18
229,066.97 - 229,066.97
869,066.70 ($1,074,462.27) (205,395.57)
$3.868.09350 ($1.074.462.27) $2,793,631.23

The sums of $358,156.67 and $358,154.09 represented the minimum
payments while other sums were computed on the actud sdes of

Company F.

Management fee payable by Company G

199
January
February
March
April

May

June

duly
August
September
October
November
December
Tota

1997

January
February
March
April

May

June

duly
August
September
October
November
December
Total

Management fee (a) Adjustment (b)

Net amount (a)-(b)

624,723.16

624,723.16

210,642.50 - 210,642.50
210,642.50 - 210,642.50
210,642.50 - 210,642.50
210,642.50 - 210,642.50
210,642.50 - 210,642.50
- (183,587.50) (183,587.50)
- (183,587.50) (183,587.50)
- (183,587.50) (183,587.50)
$1677.93566  ($550.762.50) $1.127173.16
Management fee  Adjusment (b) Net amount (a)-(b)
()]
$210,642.50 - $210,642.50
210,642.50 - 210,642.50
210,642.50 - 210,642.50
138,390.42 - 138,390.42
159,442.62 - 159,442.62
150,402.59 - 150,402.59
372,198.22 - 372,198.22
151,440.00 - 151,440.00
161,245.00 - 161,245.00
148,687.50 - 148,687.50
159,112.00 - 159,112.00
173,332.00 - 173,332.00
$2.246,177.85 - $2.246,177.85
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(37)

(38)

(39)

The sums of $210,642.50 each represented the minimum payment
while other sums were computed on the actua sales of Company G or
based on the actua expenditure of Company A.

The minimum payment for January to March 1997 totdling $1,074,462.27
(that is, $358,154.09 x 3) charged on Company F were reversed in December
1997 and Company F was charged management feesbased on the actud sales
of these three months.

In its profits tax computations for the years of assessment 1996/97 and
1997/98, Company A claimed that respective expenses relaing to Company
Gintheamount of $1,285,973 and $1,758,699 were dlowable deductionson
the ground that they were incurred in providing servicesto Company G from
which assessable management fee income was recelved.

In relation to the management fees in the sum of $3,955,874 written off in the
year of assessment 1998/99 [Fact (6), supra], the Tax Representatives stated
inter diathat the tax authoritiesin City W did not gpprove of Company F
paying management feesto Company A for the years from 1996 to 1998 and
Company A decided to waive the management fees payable by Company F.
The Tax Representatives further stated that no compensation had been
received from Company F for the management fees written off. In addition to
the sum of $3,955,874 written off for the years of assessment 1996/97 and
1997/98, Company A had aso written off management fees of $1,586,722.23
payable by Company F for the year 1998/99.

Feesreceived by Company A from Company F and Company G for the years

of assessment 1998/99 and 1999/2000

(40)

(41)

The Tax Representatives stated inter dia that Company A had waived the
management fee payable by Company F and Company G and, commencing
from 1998, had charged Company F and Company G commisson fee,
handling fee and rental reimbursement.

Under the service agreements, Company A agreed to provide the following
sarvices to Company F:

(@ Arranging banking facilities a a fee of US$60,000 per annum, which
included:

() aranging Sgning authority in Hong Kong;
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(b)

(©

(i)

(i)

communicating, reconciling and arranging overseas payments for
Company F soverseas suppliers,

negotiating terms

Providing Company F access to Company A’ s office space in Hong
Kong at afee of US$34,564 per annum for the following services:

0

(i)

(il

)

v)

providing Company F an address for receiving correspondence
through malil;

providing numbers for recalving tdephone cdls and for
transmission and recaipt of facamiles,

providing Company F full use of Company A’ sfadlitiesin Hong
Kong, including accessto receptionist and secretaria support, use
of offices, the board room and the kitchen;

supplying refreshments during meetings in Hong Kong between
Company F and its new and existing cusomer's;

supply other accounting or marketing support from Company A’ s
existing Hong Kong personnel as required.

Acting as overseas agent for Company F a acommission of 5% of the
sling price for the following services

0]

(i)
(il

promote Company F s products outside Country L and introduce
potentid customersto Company F;

negotiate the best possible price for the benefit of Company F;

co-ordinate with customers, including the assistance or support in
busi ness negotiation and confirmation of orders, the reservation of
hotels and necessxry arangements for customers and
accompanying them to City W, etc; market research and source
new customers, procure, negotiate and execute al necessary
documentetion to effectuate the ddlivery of goods from Hong
Kong border to customers, including but not limited to, bills of
lading, airway hills, shippers export declarations and export
licences,
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(iv) check credit ratingsfor potentid customersthrough Company A’ s
relations.

(42) Thetermsand conditions of the services agreements entered into by Company
A with Company G are same as those with Company F except that Company
G did not reguire the banking facilities service mentioned in Fact (41)(a).

L egal and professional fee paid to Company B and Company E for the year of

assessment 1996/97

(43) In respect of the legal and professiona fees totaling $4,429,290 [Fact (9),
supra], the Tax Representatives advised that:

@

(b)

(©

Company A did not enter into any agreement with Company B
concerning thelegd and professiond feestotalling $4,429,290 shownin
Fact (9);

Company A settled the chargesby Company B and Company E on the
basis of debit notes and credit note issued; and

Company A did not possess any information on how the fees were
reflected asincomesin the accounts of Company B and Company E or
any itemised breakdown of the actua costs incurred by Company B
and Company E in providing those servicesto Company A.

(44) The Tax Representatives dso saed inter diathe following:

@

(b)

(©

‘the fees were determined based on negotiations and agreements
between the parties concerned’;

‘the fees were for specific services ... that were provided by the
Charman and other officers of ([Company B]) to ([Company Al)’;

‘as advised by ([Company A]), in 1996 [Group H] expanded their
factory premisesin[Country L] and ([Company A]) required advice on
how to re-engineer its business operations and move mogt of its
busness functions to [Country L]. As a result, ([Company A])
gradualy moved al of itsbusiness operationsto [Country L] so that the

only function engaged by ([Company A]) in Hong Kong was sales
co-ordination’;
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(d) ‘asdl the accounting and computerisation functions were returned to
([Company EJ), ([Company A]) issued a credit note to return the
relevant management fees to ([Company EJ) accordingly’;

(e ‘The management fees pad by ([Company A]) to [Company B]
pursuant to the service agreements between the two companies did not
include sarvices such as advise on the reenginering of company
operations, advice on the trandfer of al accounting functions and
computerisation to [Company E], or servicesfor the quarterly financd
audits of operations. Hence, [Company B] charged ([Company A])
separately for providing the specific services!’

Other legal and professional fees paid for the year of assessment 1999/2000

(45) A supporting schedule to Company A’ sprafitstax computation for the year of
assessment 1999/2000 showed that Company A had charged the following
breakdown of the various sums as legd and professond feesin its accounts:

(@ Conaultancy fee on generd business matters $2,972,304
(b) Accountancy fee 1,124,635
(c) Professond feere generd busness operations 425,843
(d) Professiona feere generad document review 101,241

Totd $4,624,023

(46) In correspondence with the Assessor, the Tax Representatives supplied a
schedule, the components of legal and professiona fees of $4,624,023 were
identified as follows:

(@ Consultancy fee on generd business $2,972,304 (dl items

meatters marked ‘&)
(b) Accountancy fee 1,124,635 (dl items
marked ‘b’)
(c) Professond fee re generd busness 425,845 (dl items
operations (The aggregate totd is $2 marked ‘C’)
more than the tota gtated in the profits
tax computation.)
(d) Professiond fee re generd document 101,241 (dl items
review marked ‘d’)
Totd $4.624,025

Details about Company B and Company D
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(47) Theprofit and lossaccounts of Company B recorded the following particulars:

Yearended Year ended Yearended Year ended
31-12-1996 31-12-1997 31-12-1998 31-12-1999 Total
Uss Uss Uss Uss Uss

Income
Management
feefrom
Company A 418027687 4500729.76 330616823 4,624,78420 16,611,959.06
Cost and
EXpenses
Advertising
and investor
relations 18,301.84 $4,812.91 90,773.11 126,341.43 290,229.29
Audit and
professional
fees 299,960.56 24,598.21 466,01093 (510,632.82) 279,936.88
Consulting
fees 73,103.92 149,461.27 224,982.88 254,686.75 702,234.82
Directorsfee 37,250.00 40,000.00 29,000.00 29,500.00 135,750.00
Insurance 63,332.88 74,573.60 39,867.04 26,138.00 20391152
Management
feeto
Company D 1,366,000.00 1,841,500.02  2,000,000.04 83333335  6,040,83341
License, fees
and dues 10,377.71 20,659.58 38,270.00 19,215.00 838,522.29
Office and
general 94,32391 116,254.89 89,466.18 55,282.78 355,327.76
Promotion 16,614.12 35,575.81 20,307.75 9,148.75 81,646.43
Salaries and
benefits 237748046 1,611,103.27 142258817 1,839,201.87 7,250,373.77
Transfer fees 22,846.46 17,856.21 11,419.09 8,962.H 61,084.70
Total
expenses 437959186 398639577 443268519 2,691,17805 15489,850.87
Incomefrom
Operations (199,314.99) 514,333.99 (1,126,516.96) 193360615  1,122,108.19




Other income
Bank
charges
Company Al
dividend &
Company
AJ sfees
Dividend —
Company
AK

Dividend —
Company A
Dividend —
Company AL
Exchange
difference
Interest
income
Losson
disposal of
fixed assets
Miscellaneous
income
Profit on
disposal of
investment
Loss on
disposal of
marketable
investment
Provision for
impairment in
Component
AQ
Unrealised
gainon
changein
value of
marketable
securities

(7,589.67)

293,622.00

10,343,108.95

5,000.00

0.04

365,909.74

338,361.47

(12,790.64)

134,365.40

10,288,610.08

1,757,401.19

614,961.44

5,495,799.00

(21,979.55)

56,082.49

13,879.75

14,478,892.63

552,972.63

3,708,532.31

93,816.77

1,207,440.55

(9.978,817.96)

(12,965.49)

1,679,419.13

25,727,267.08

(7,837.05)

2,398,395.10

(77,196.67)

(510,116.99)

(459,632.03)

347,878.12
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(55,325.35)

484,069.89

1,693,298.88

60,837,878.74

5,000.00

545,135.62

8,230,238.34

(77,196.67)

537,022.70

6,703,239.55

(459,632.03)

(9.978,817.96)

347,878.12



Unrealized

loss on

decline of

market

value of

investments - -

(468,304.12)
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(468,304.12)

Otherincome 11,338/412.53 18,278,346.47

9,642,515.50 29,085,211.21

68,344,485.71

Net Income  11,139,097.54 18,792,680.46

8,515,998.54 31,018,817.36

69,466,593.90

(48) Theprofit andlossaccountsof Company D recorded the following particulars:

Y ear ended Year ended Year ended Year ended
31-12-1996 31-12-1997 31-12-1998 31-12-1999 Total
C$ C$ C$ C$ C$
Revenue
Consulting fees
from Company
B 1,864,475 2,553,889 2,966,000 1,250,000 8,634,364
Interest and
miscellaneous 298 347 1,169 551 2,365
1,864,773 2,554,236 2,967,169 1,250,551 8,636,729
Expenses
Advertising
and promotion 10,556 4,667 401,334 6,601 423,158
Amortization 107,834 97,047 104,563 56,130 365,574
Automobile 2,507 3,014 5,756 2,632 13,909
Company AM
capital tax 8,751 4,042 (2,144) 500 11,149
Donations 5,850 3,800 28,848 3,650 42,148
Insurance 44,897 11,487 6,115 8,372 70,871
Interest and
bank charges 21 421 - 1,326 1,768
Mealsand
entertainment 33,221 37,823 60,159 28,539 159,742
Miscellaneous 755 2,478 3,139 - 6,372
Office 145,226 176,055 223,264 56,352 600,897
Professional 275,475 548,539 56,422 82,335 962,771



(2009-10) VOLUME 24 INLAND REVENUE BOARD OF REVIEW DECISIONS

fees

Property taxes 67,472 26,663 - - 94,135

Rent and

utilities 78,405 72,446 79,075 49,805 279,731

Sdlariesand

benefits 1,015,341 981,064 1,436,009 670,479 4,102,893

Travel 195,961 282,674 447,520 136,260 1,062,415
1,992,272 2,252,220 2,850,060 1,102,981 8,197,533

Income (loss)

before

undernoted

items (127,499) 302,016 117,109 147,570 439,196

Gain (Loss) on

sale of capital

assets 170 (781,084) (76,998) (377) (858,289)

Write-down of

capital assets - - - (115,131) (115,131)

Write off of

investment tax

credit - - - (191,791) (191,791)

Debt

forgiveness - - - 600,000 600,000

Foreign

exchange gain

(loss) (15,050) (57,254) (43,360) 14,904 (100,760)
(142,379) (536,322) (3,249) 455,175 (226,775)

Income taxes

Current - - 46,000 - 46,000

Recovery due

to realization

of loss c/f - - (46,000) - (46,000)

Net income

(loss) for the

year (142,379) (536,322) (3,249) 455,175 (226,775)

(49) Duringtherdevant years, Company B reported the receipt of management fee
incomes from Company A (at the average exchange rate of US$H1 to
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HK$7.73); its expenses included salaries and benefits, and consultancy fee
expenses to Company D.

(50) During therdlevant years, Company D reported the receipt of consultancy fee
incomesfrom Company B.

Assessments and objections

(51) The Assgant Commissoner, having examined the rdevant facts and
documents relating to the management fees, and legal and professond fees,
concluded that:

@

(b)

(©

(d)

(€)

the purported payment of management fees to Company B and the
purported payment of legdl and professona fees to Company B and
Company E are not alowable deductions under sections 16 and 17 of
the IRO;

dternatively, the entering into of the service agreements between
Company A and Company B and the purported payment of
management feesto Company B, and the purported payment of legd
and professional feesto Company B and Company E are transactions
entered into or carried out for the sole or dominant purpose of enabling
Company A to obtain tax benefits as provided under section 61A of the
IRO;

part of the cost of sdes relaing to the purchase price of the finished
goods purchased by Company Afrom Company Ein the year of
assessment 1996/97 are not alowable deductions under sections 16
and 17 of the IRO;

dternatively, the pricing arangement between Company A and
Company E in respect of finished goods purchased by Company A
from Company Ein the year of assessment 1996/97 is a transaction
entered into for the sole or dominant purpose of enabling Company A to
obtain tax benefits as provided under section 61A of the IRO; and

a portion of the sdaries and alowances for the year of assessment
1996/97 is not deductible expense under sections 16 and 17 of the
IRO.
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(52) On diverse dates, the Assstant Commissioner raised on Company A the
following 1996/97 to 1998/99 additiond profits tax assessments and
1999/2000 profits tax assessment:

(53)

1996/97 1997/98 1998/99  1999/2000

Profits/(loss) per return [Fact $9,889250 $8,667,488 $2,071,402 ($3,803,183)

)
Add: Management fee paid /
payable to Company B 32313540 34,790,641 25622804 35,873,789
Legal and professional
fee paid/payable to
Company B and 4,429,290
Company E
Cost of sales adjustment 24,388,988
Salaries and allowances 4,800,000 - - -
Assessabl e profits 75821,068 43458129 27,694,206 32,070,606

Less: Profits already assessed 9889250 _ 8667488 2071402
Assessabl e profits/additional
assessabl e profits $65931.818 $34,790.641 $25622.804 $32,070.606

Tax payable

$10878750 $5166411 $4.000648 $5131.296

The Tax Representatives objected, on behdf of Company A, to the
asessmentsin Fact (52) in the following termsinter dia

(&  1996/97 additiond profits tax assessment

0]

(i)

(i)

‘... the management fee income of $32,313,540 was paid to
([Company B]) for genuine services provided to ([Company Al).
The aforesaid fee is fully deductible under Section 16, 17, ad
61A of the (IRO).

‘Legal and professond fee of $4,429,290 represented a
reimbursement of legd and professona expenses incurred by
[Company B] for the benefit of ([Company A]). Theselegd and
professona expenses were incurred for the production of
([Company A]’ s) assessable profits and are fully deductible under
Section 16, 17 and 61A of the IRO.’

‘... mog, if not dl, of the essentid operations related to the
manufacturing and production of the finished products sold by
([Company A]) were conducted by the manufacturing arms
operated in [Country L] ... The trandfer prices of the finished
goods sold by the[Country L] manufacturing arms to ([Company
A]) aremorethan reasonablein view of theseminimd activities. In
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(b)

)

v)

addition, profit of the [Country L] manufacturing arms was
properly reported to and taxed in [Country L] according to Tax
Lawin[Country L]. The cost of sdes adjustment of $24,388,988
made in the captioned assessment is groundless’

‘All sdaries and dlowances were paid for genuine services
provided by [Company A]'s employeses... Sdaries and
alowances of $4,800,000 disallowed are again without grounds
and totally unacceptable’

‘The assessment, which israised under Section 61A of thelRO, is
erroneous and without reasonable grounds. Section 61A(2) of the
IRO requires that the transaction satisfied the seven requirements
aslaid down before your department would be able to indtitute the
goplication of this Section...’

1997/98 additiond profits tax assessment

0

(i)

(i)

)

‘The management fee payment to [Company B] is contractudly
binding ... based on Service Agreement between [Company Al
and [Company B] effective 1 January 1997 ...’

‘The management fee paid to[ Company B] isfor genuine services
rendered by [Company B] for the benefit of [Company Al.
Pursuant to the contract for service, [Company B] asssted in
aranging for [Company A] banking fadlities financing,
accounting, marketing, legd, technica, adminidration,
management as wdll as other sarvicesfromtimeto time ...’

‘The management fee paid to [Company B] is not excessive ...
[Company B] provided arange of management servicesmainly for
([Company E], [Company F| and[Company G]). Theaccounting
of the management fee charges was put through [Company A],
which recovered the management fee costs by including amargin
on its purchase cogts from the factory. [Company B] hasto incur
substantial expenses for rendering the contracted services. Asa
result, [Company B] merely makesa smdl profit on its operation.’

‘As nather [Company B] nor [Company D] has made much
profit, if any, on the management feeincome..., it confirmsthat the
management fee charged by [Company B] to [Company A] was
not tax-driven from aHong Kong tax perspective. Therefore, the
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(54)

@

(©

(d)

management fee paid by [Company A] to [Company B] is fully
deductible under Sections 16, 17 and 61A of the IRO.’

(v) ‘Theassessment, whichisraised under Section 61A of theIRO, is
erroneous and without reasonable grounds. Section 61A(2) of the
IRO requires that the transaction satisfied the seven requirements
aslaid down beforeyour department would be ableto ingtitute the
gpplication of this Section ...’

1998/99 additiond profits tax assessment

The Tax Representatives objected on behdf of Company A to the
assessment on grounds smilar to those for the 1997/98 additiond
profits tax assessment.

1999/2000 profits tax assessment

Without relying on the grounds mentioned in Fact (53)(b)(iii) and (iv),
the Tax Representatives objected on behdf of Company Ato the
assessment on grounds similar to those for the 1997/98 additiond
profits tax assessment.

In support of its contention that the tax in disoute for the year of assessment
1997/98 should be held over unconditiondly, the Tax Representatives in their
letter dated 19 May 2004, in addition to the arguments mentioned a Fact
(29)(a) and (b), advanced the following:

Recovery of coss by Company A from Company E, Company Fand

Company G

0

‘We are not disputing that a large portion of expenses incurred by

[Company B] appears to confer benefits to [Company E] directly or

indirectly. [Company B] could have charged [Company E] directly to
recover the costs, but for management reasons, it was decided thet the
charges should pass through [Company A] and be recovered through

intra- group pricing policy. Thisarrangement resffirmsthat [Company A]
has actually been reduced to a paper company that exists arguably

soldy for accounting purposes. Therefore, if not for the recovery of

management fee to [Company B], it smply cannot judtify dlocating a
gross profit margin of about 7% to [Company A] each year merely for
the minor and unimportant role that it played in the Group.’
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(i)

(i)

(b)

‘During the years under review, [Company A] primarily dedt with
[Company E], which supplied over 99% of itspurchases. [Company A]
through the support of [Company B] aso provided rdativey minor
sarvices to the two other [Country L] group companies, namey
([Company F]) and ([Company G]). However [Company A] did
recoup the relevant costs from these two [Country L] group companies
by means of charging varioustypes of service feesto [Company F] and

[Company G] ...’

‘It appears that you have some difficulties in accepting the recovery of
costs by [Company A] from [Company E] is by way of higher gross
margin. Thisarrangement isin fact acommon commercid practice. To
draw an andogy, please consder those OEM customers who place
orderswith [Company A]. The products are manufactured in [ Country
L] by [Company E]. To ensure that the products are manufactured to
their satisfaction, the OEM customers would send their own engineers
to [Company E] and supervise the production process and ensure that
the design, qudlity of thefind products produced by [Company E] arein
accordance with their specifications. The OEM customers of
[Company A] are providing servicesto [Company EJ, but they will not
charge [Company E] separately for their services. Rether, they would
recoup their costs by negotiating better prices from [Company A].
Likewise, [Company A] would recoup its costs from [Company E]
from its margin on purchases from [Company E]. The cost recovery
processis hence embedded in the annua group budget process by way
of dlocating aproper margin to [Company A] so that it may recoup its
operating cost, the charges put through by [Company B], and make a
amdl profit’

Rectification of certain preconceptions

() “Not dl of the employees who worked in the [Country L] group
companies were employees of the [Country L] group companies
only. Many of them have entered into a separate, distinct and
legally enforcegble employment contract with [Company B] ...
They have been employed primarily to provide services to
([Company E]), ([Company F]) and ([Company Q). Therefore
[Company B] has to recoup its costs by way of the management
fee charged to [Company A]. Inreturn [Company A] recouped
its costs by way of the high grass margin from [Company E], and
by charging various servicesto [Company F| and [Company G].’
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@) *([Group H]) wasfirg found in 1975 and was listed on the [ Stock
Market AH] in 1988. It has been in the OEM business for many
years. With much experiencein the OEM business, and asalisted
company, they are able to and have to prepare farly accurate
annua budgets and monitor their costs.  As such, the 7% gross
margin charged by [Company A] is usudly sufficient to cover its
own operating expense plus the management fee charged by
[Company B]. If necessary, [Company A] may have to make
year-end adjusments in its transactions with ([Company EJ),
([Company F]) and ([Company G]) so that it may recoup extra
costs incurred for ([Company E]), ([Company F]) and

([Company GJ).’

@iii) *Inredity, [Company A] is nothing more than a passing through
entity that exists solely for accounting purposes only. It passes
through the charges by [Company B] to ([Company E]),
([Company F]) and ([Company G]), which benefited from the
services provided by [Company B], by way of an dlocated high
gross margin from its purchasesfrom [ Company E] and by various
service charges to [Company F] and [Company G].’

(55) By letter dated 3 January 2007, the Assessor issued a draft statement of facts
in relation to Company A’ s objections to the Tax Representatives for
comment. By letter dated 1 February 2007, the Tax Representatives made
comments to the draft statement of facts and provided inter diathe following
explanations regarding the pricing policy of Group H and the dlocation of
gross profit margin of 7% to Company A:

@

(b)

‘Our client congders [Group H] as a sngle business and dl group
companies are treated as cost centres to share different functions and
make contributionsamid onesinglebusiness. Each year, after the group
budget has been compiled, the budgeted profits will be shared among
the group companies commensurate with the functions they performed
and their contributions to the group profit. As [Company E]| is the
manufacturing hub performing the most functions and bearing the most
risks, it is dlocated the largest share of profits. All other group
companies, including ([Company A]) and [Company B], are only
required to break even.’

‘At break-even, the budgeted operating expenses of ([Company A])
would equd toitsbudgeted income. Their relaionshipisdirect. When
expenses increase, income must aso increese in order to
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(©

(d)

(€)

break-even.... Based on experience, the [Company B] management
consdered that at a certain pre-determined gross profit ratio (which

was usudly set at around 7%), the gross profit would be sufficient for
([Company A]) to cover its budgeted operating expenses, including the
management fee to [Company B] ... Sales performance is determined
by market conditions. If theactud turnover does not meet the budgeted
turnover, the gross profit would not be sufficient to cover the operating
expenses. As [Company E] has been dlocated the largest share of

profits due to its importance in the group, it lso has to bear the largest
risks and pay a management fee to ([Company A]) to make up for the
unexpected decrease in turnover, in order for ([Company A]) to break
even. Ontheother hand, if the actud turnover of ([Company A]) were
better than its budgeted turnover, the gross profit would be more than
aufficient to meet its operating expenses. Then, it would not be

necessary for [Company E] to pay a management fee to ([Company
A]), asour dient has explained ... in the letter dated 19 May 2004.

‘... there is no direct rdationship between the tota income of
([Company A]) and management fee from [Company E|, as the
management feefrom [Company E] isonly of the two eements making
up the total income to ([Company A]) ... Likewise, there is no direct
rel ationship between the management feeto[ Company B] (being rather
a fixed component of operating expenses), and the management fee

from [Company E].’

‘([Company A)) played avery minor and unimportant rolein the Group.
To our client, it is nothing more than a paper company that exists soldy
for accounting purposes only and can be wound up very eesly.
Therefore, if not for the recovery of the management fee to [Company
B], it aImply cannot judtify dlocating a gross profit margin of about 7%
to ([Company A]) each year.’

‘The OEM customersof ([Company A]) place orders with ([Company
A]), but their products are manufactured by [Company E] in [Country
L] and dl related operations including purchasing, production, qudity
checking and shipping are dso conducted in [Country L]. The OEM

customerswould send their own engineers to[ Company E] to supervise
the production process and ensure that the design, quality of the find

products manufactured by [Company E] is in accordance with their
specifications’
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®  ‘The OEM customers of ([Company A]) are providing services to
[Company E], but they will not charge[ Company E] separately for their
sarvices. Rather they would recover their costs by negotiating better
pricesfrom ([Company A]). Smilarly ([Company A]) would recover
its cogts from [Company E] from the gross profit on purchases from

[Company E].’

(@ ‘[Company B] provided management and administrative support
sarvicesto ([Company A]). [Company B] dso provided technica and
engineering expertise to manage the production processin the [ Country
L] factory, thus making it possble for [Company E] to produce
[Product AN] for sdeto ([Company A]), and in turn for ([Company
A)) to sl the products to the OEM customers.’

(h)y “The 7% gross profit margin dlocated to ([Company Al]) is usudly
sufficient to cover its operating expenses including the management fee
charged by [Company B]. The management fee incurred by
([Company A]) was for bona fide management services provided by
[Company B]. The management fee charged by [Company B] was
commercidly redigic and not excessive. It wasincurred by ([Company
A]) with a view to generate taxable profits and was incurred in the
production of taxable profits. The management fee must therefore be
tax deductible to ([Company A]). The quantum of the assessable
profits of ([Company A]) has no bearing on the deductibility of the

management fee’
The evidence
5. The Taxpayer cdled just one witness, Mr |.
6. Mr | was a dl maerid timesthe Financid Director of the Taxpayer from 1987 until

2003. He advised usthat the Taxpayer was a al materid times and remains amember of Group
H.

7. Group H conssted of aBV | holding company, Company B, with various subsdiaries
in Country K, Hong Kong and in Country L.

8. Mr | confirmed to usthat at dl materia times, he was the driving force and a director
of dl companieswithin Group H.

9. In 1986 the Taxpayer entered into a processing and sub-assembling contract with a
Country L party in City W and moved its manufacturing facilitiesto City W. They did o to take
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advantage of lower overhead codsts, lower materid costs and competitive labour rates that were
avallable.

10. In 1989, the management decided to phase out its operations gradualy from Hong
Kong. Many of the functions that were previoudy carried out in Hong Kong were dedlt with by
Company D and Mr | himsdf immigrated to Country K. He continued to be the person in charge.

11. In 1996, the only functionsthat were engaged in by the Taxpayer in Hong Kong were
sales co-ordination and supporting customer relations. During therdlevant yearsof assessment, the
functions performed in Hong Kong, were very much limited to receiving customerswho wereflying
to Hong Kong and arranging for them to stay overnight. Inturn, customers would vist subgdiaries
in City W to look at the production facilities, etc.

12. In essence, Mr | stated that the Taxpayer was maintained as a means of receiving
customers. The customerswould bewe comed and theninturn, ferried to their factoriesin City W.

13. He described the Taxpayer as a sophisticated tea and coffee shop for the customers
who came to Hong Kong. In cross-examination Mr I’ s attention was drawn to a letter dated 9
January 2004 from Legd Firm N who was their Tax Representative. The letter was addressed to
the Assessor of the Inland Revenue Department (‘'IRD’). In that letter, they confirmed that the
functions performed were very limited. Therewere some sdlesco-ordination and yet thiswas very
much on a part-time basisin Hong Kong. However, dl functions had moved to Country L. The
letter stated ‘ The role of Hong Kong staff is merely to accompany customersto go to [Country L]
for busness and that * The Hong Kong office is nothing more than a place for tea and coffee from
apractica standpoint’. Again, Mr | confirmed that thisindeed wasacorrect description to the role
played by the Taxpayer during the relevant years of assessment.

14. In cross-examination, Mr Peter Ng, SC for the IRD (‘Mr Ng') put to Mr | that the
functionsthat were carried out in Hong Kong were not revenue generating activities. He was asked
whether he agreed. Mr | stated asfollows:

‘ No, of course, they were related to revenue generating, but not in an important way.
Onascaeof 100 per cent, | would say that they contribute 2 to 3 per cent to revenue
generation, but of course, in terms of contribution it’ s not that grest.”

15. Again, when it was put to him in cross-examination by Mr Ng that ‘The sales
co-ordination function, the service of teaand coffees, these were not revenue- generating activities ,
Mr | confirmed that thisindeed was the case.

16. The thrugt of Mr I’ s evidence was that one should consder Group H as a globd
whole. He took the view that dl of the other group companiesin Group H were merdly there to
serve a supportive role and their importance was secondary to the OEM manufacturing process
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which was the profit-generating engine for the entire group.

17. He emphasized that the Strategy of Group H was in essence an dlocation of profits
amongst the group companies. All subsidiary companies were trested as cost centres to share
different functions. Each of them at least had to be able to cover its own overhead expenses from
the sharing of gross profit of the operation under various budget forecasts, provided that the Sngle
business was profitable.

18. He stated thet the pricing policy in Group H was decided by reference to the market.
Mr | told usthat the Taxpayer was only responsible for ses co-ordination. It purchased goods
mainly from Company E and hardly any from the other two Country L subsidiaries. Between 1996
and 2002, the Taxpayer purchased on an average of 99% of its goods from Company Ein each
year.

19. He therefore took the view that the gross operation margin on its purchases from
Company E varied from 5% to 8% during the years from 1996 to 2002, with different percentages
being charged on the three Country L subgdiaries depending on the different profit margins of each
subsdiary.

20. He again emphasized to usthat during the years of assessment which were the subject
matter of this gpped, the Taxpayer, asde from its limited sdes co-ordination function, played a
rather minor and unimportant role in Group H. He emphasized that al other functions were
assumed by Company E and Company D.

21. However, when preparing the annua budget for the Taxpayer, despite the fact that it
added little value to the group, the Taxpayer was alocated a gross operation profit margin of
goproximately 7% each year in order that it might have sufficient funds to cover its budgeted
operating expenses and the management fees dharged by Company B, leaving behind a smal
operaing profit under norma circumstances.

22. He emphasized that most of the expenses incurred by Company B were related to
Company E directly or indirectly. Therefore, he concluded that the Taxpayer could have charged
Company E directly to recover the costs, but, for management reasons, it was decided that those
charges should be passed through the Taxpayer and be recovered through the intra-group pricing

policy.

23. In cross-examination, however, Mr Ng again put to Mr | that the principa activity of
the Taxpayer istrading of Product AN as stated in its audited accounts. Mr | confirmed thet this
indeed was correct.

@ M anagement Fees
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24, Mr I’ s attention was drawn to the audited accounts of the Taxpayer for the year
ended 31 December 1996. His atention was drawn to the management fees in the sum of

$32,313,540. Hisattention was drawn to the fact that that management fee was paid to Company
B, the parent company. Mr Ng asked Mr | how these management fees paid to Company B
resulted in atrading profit for the Taxpayer. The following was put to Mr |:

‘Q. ... All I want you to tel us, if you can, is how do you reate those
management services provided to the[ Country L] subsdiarieswith [ Company
A]’ strading profit in Hong Kong?

A.  Thisactudly would not affect the profit of the Hong Kong company, because
in terms of the overdl business dl these different companies were tregted as
one anglebusiness, and for these, gross margins had dready been alocated to
each one of the subsdiaries.

.... .50 actudly, the Hong Kong company was collecting these management
fees from the [Country L] subsdiaries on behaf of the parent company,
[Company B]. That' sright, meaning reimburse. [Company A] will reimburse
[Company B]. ..... '

25. Mr Ng then put to Mr | the following question:

‘Q. Lemeputitintermsof section 16 of the Inland Revenue Ordinance. These
$32.3 million management fees paid to [Company B] were not incurred in the
production of the trading profitsof [Company A].

A.  Itcollected these paymentson behaf of [Company B]. Tha' sright, there was
no help, there was no contribution there. .....

26. Inhisevidence, Mr | again emphasized to usthat the reason for the management fees
paid to Company B was ‘ because [ Company B] had provided tremendous amount of servicesto
these [Country L] subsidiaries and these services would contribute towards revenue generation'.
However, Mr | could not particularize the services that were rendered and the extent of these
services.

27. When pressed, Mr | could only repeet hisinitid position that Group H was treated as
awholeasif itwasasnglebusness. Mr | confirmed that asfar as the Taxpayer was concerned, it
only enjoyed very little of the services that were provided by the parent company, Company B.

28. When it was put to Mr | that the management fees charged by Company B were
samply designed to cover its own overheads. Mr | confirmed that thisindeed was the case.
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29. During his evidence, Mr | confirmed that the various service agreements dated 1
January 1996, 1 January 1997, 1 January 1998 and 1 January 1999 were entered into between the
Taxpayer and[Company B]. [Company B] wasaBVI company. The service agreements clearly
provided that [Company B] was going to provide various services to the Taxpayer. It is clear
however from each of the respective schedules attached to the relevant agreements that certain
sarviceswere st out. Thoseactivitiesincluded arranging bank facilities and providing other advice.
However, the consderation paid was a fee equivdent to 2.9% of the tota turnover of the
subsdiariesin Country L subject to aminimum payment each year of initiadly US$4,027,000 for the
agreement dated 1 January 1996 followed by a percentage of the relevant turnover.

30. Mr I’ s atention was drawn to various credit notes that were provided by the
Taxpayer to Company B for each month over the rdlevant period of time. It is quite clear that the
services which were st out in the service agreements were related directly to the Country L
subsdiaries. Inhisevidence, Mr | accepted that Company B, if it wished, could have arranged for
the subsidiaries for the respective subsdiaries to directly recover their own costs.

31. Throughout Mr I’ s evidence, he repeated time and time again that as far as the
Taxpayer was concerned, the management fees that were charged by Company B, Company B
needed to provide such services because these were costs that were incurred * by its services, for
the purpose of, for the sake of the whole group asasngle busness .

32. Mr I' s evidence illugtrated the way in which these management fees were treated.

The various agreements between the Taxpayer and Company B and the way in which funds passed
through the group wasin hisview amechanism that was established which he considered to be the
fairest and best way for the group to be run and for the costs to be attributable.

(b) The Sum of HK $3,955,874 Written off by the Taxpayer in the Year 1998/99

33. Mr | in his evidence confirmed that in te year of assessment 1998/1999, the
management feesof Company F were written off by itstax representatives due to the fact that the
tax authoritiesin City W did not approve of Company F paying management fees to the Taxpayer.
However, Mr | was somewhat uncertain and could not clearly give direct evidencein respect of this
particular matter. He was of the view that the payment of those management fees had not been
made. Again, he confirmed to us that the management fees could not have been made without
officia gpprova (by the local and tax authorities) because of various exchange controls between
the Taxpayer and Company F.

34. In respect of the exchange control issue, dthough Mr | confirmed that he was the
Financid Director of the Taxpayer at al materid timesin respect of al companies within Group H
induding Company F, and dthough he told us that there were documents which demonstrated that
Company F was prohibited from wiring money to Hong Kong to pay for the management fees, he
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was not able to show any documentary evidence to support the statement that Company F was
prevented from wiring money to Hong Kong.

35. In any event, during the course of his evidence, Mr Ng drew to his attention the fact
that there was a debit note which clearly stated thet:

‘Pursuant to the board of directors resolutions.  Adjustment: refund of the
management fees paid by [Company F] for 1996 [HK$1.62 million] .

36. He therefore confirmed that on theface of it, it seemed asif the management fees for
the year 1996 had indeed been paid.

37. However, he responded that, it was not possible to wire money out without consent
of theauthorities. Hetook the view that it was not possibleto do so because of theforeign currency
control. Again, however, Mr | was not able to show s any documentary evidence or any other
evidence to support such a propostion.

(© Legal & Professional Fees- $4,429,290 Paid by the Taxpayer to Company B
and Company E in 1996/97

38. Mr | confirmed in his evidence that paragraph 9 of the Agreed Facts stated the sums
that were paid in respect of legd professiona feespaid to Company B and Company E for the year
of assessment 1996/97. A breakdown of those feeswas supplied by the Taxpayer inits profitstax
computation. In essence, $996,250 was in respect of the consultancy fee for various services
rendered, $371,040 was arecharge for other internal audit services provided by Company B and
$3,029,000 were consultancy feesin respect of the transfer of certain accounting and purchasing
functionsto Company E However, Mr | in his witness satement nor in his evidence gave any
further breakdown, details or reasons or rationde for such payments.

d) Other Legal & Professional Fees - $4,624,023 for the Year of Assessment
1999/2000
39. No further detallswereprovidedin Mr I’ switnessstatement or in hisevidencein chief

in respect of the reasons for and breakdown of these fees.

40. However, Mr | was asked in cross-examination whether he could identify which of
those particular expenses were incurred in reation to the Taxpayer. He Stated that the expenses
were unrelated to the Taxpayer and in essence, they were expenses rdating to Company U (an
Investment company in Country K) aswdl asfurther expensesrdating to the Country M Securities
and Exchange Commission. When asked by the Board as to why those expenses would be
deductible by the Taxpayer, Mr | answered that Company D and Company U operated as two
different departments under one single business and took the view that they played the same



(2009-10) VOLUME 24 INLAND REVENUE BOARD OF REVIEW DECISIONS

function cortributing to the performance of thegroup. Mr | did not give any evidence to show how
these particular items did relate to the Taxpayer and how they wereincurred. Again, he repested
that hewaslooking a Group H asawholeandin turnthen would attribute to the Taxpayer dl of the
fees in question irrespective of which company within the group was the actud recipient of such
services.

41. We would emphasize that no evidence was directed to the Board as to exactly who
performed the particular servicesin respect of these fees.
42. The Taxpayer caled no other evidence in support of its gpped.

The law— deductibility of expenses

43. The gtautory provisons and legd principles are clear and unequivoca. Section 16
provides that:

‘(1) Inascertaining the profitsin 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 profitsin respect of which he is chargeable to tax under

thisPart .....
44, Section 17 of the IRO disdlows deductions of certain types of outgoings and
expenses, principaly
“(b) .... any disbursements or expenses not being money expended for the

purpose of producing such profits;” section 17(1)(b)

45, Sections 16 and 17 of the IRO together provide ‘ exhaugtively for the deduction side
of the account whichisto yield the assessable profits (Wharf Propertiesv CIR, 4 HKTC 310 per
Lord Hoffmann at page 389).

46. Section 16(1) alows the deduction of al outgoings and expenses which saisfy two
criterig, that is, (1) they must be incurred in the production of assessable profits and (2) they must
be incurred during the basis period for the year of assessment in question.

47. Section 16(1)(d) provides that:
‘(d) bad debts incurred in any trade, business or profession, proved to the

satisfaction of the assessor to have become bad during the basis period
for theyear of assessment, and doubtful debtsto the extent that they are
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respectively estimated to the satisfaction of the assessor to have become

bad during the said basis period notwithstanding that such bad or

doubtful debts were due and payable prior to the commencement of the
said basis period:

Provided that-

()  deductions under this paragraph shall be limited to debts which
were included as a trading receipt in ascertaining the profits, in
respect of which the person claiming the deduction ischargeableto
tax under this Part, of the period within which they arose, and
debts in respect of money lent, in the ordinary course of the
business of the lending of money within Hong Kong, by a person
who carries on that business; (Amended 7 of 1986 s. 12)

(i) all sums recovered during the said basis period on account of
amounts previously allowed in respect of bad or doubtful debts
shall for the purposes of this Ordinance be treated as part of the
profits of the trade, business or profession for that basis period;’

48. Counsd both for the Taxpayer and the IRD do not seem to differ as to the correct
approach that is to be taken with regard to deciding whether the various expenses are to be
deductible. Whether asum isincurred in production of profits chargesble to tax isto be assessed
objectively. It is dso accepted that the Taxpayer is free to give away part of itsincome if it so
wishesto any third party.

49, The key question again is whether that payment is a deductible expensein law when
computing the chargedble profit. The authorities are clear. One looks a dl surrounding
circumstances asto the rel ationship between the payer and the payee and the purpose or reason for
the payment and in turn, one analyses the breakdown of the amount paid. However, for thereto be
aproper deduction, it must be made with aview to producing the profit. Again, it does not require
the presence of a receipt on the credit Sde to justify the deduction of an expense (CIR v Swire
Pecific Ltd [2008] 2 HKLRD 40).

Tax avoidance provisions

50. Section 61A is headed ‘Transactions designed to avoid liability for tax’ and
provides asfollows:

‘(1) Thissection shall apply where any transaction has been entered into or
effected after the commencement* of the Inland Revenue (Amendment)
Ordinance 1986 (7 of 1986) (other than a transaction in pursuance of a
legally enforceable obligation incurred prior to such commencement)
and that transaction has, or would have had but for this section, the
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©)

Burden of proof

effect of conferring a tax benefit on a person (inthissectionreferredto as
"the relevant person™), and, having regard to-
(* Commencement date-14 March 1986)

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

(b) theform and substance of the transaction;

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

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

(e) anychangeinthefinancial 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 persons 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

dominant purpose of enabling the relevant person, either alone or in
conjunction with other persons, to obtain a tax benéfit.

In this section-

“tax benefit” ( ) means the avoidance or postponement of the
liability to pay tax or the reduction in the amount thereof;
“transaction” ( ) includes a transaction, operation or scheme

whether or not such transaction, operation or scheme is enforceable, or
intended to be enforceable, by legal proceedings.’

51. The burden of proof isclear. Section 68(4) providesthat the onus of proving the tax
assessment gppeded againgt is excessive or incorrect fals upon the shoulders of the Taxpayer.

Our analysis

52. We have had the opportunity to consider the written submissions of both parties that
were put before us aswell asreviewing al the authorities and in turn, have listened carefully to the
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ord submissons.

53. Our task is to look very carefully a the Taxpayer’ s podtion and in paticular, to
consider whether or not the various expenses were indeed deductible expenses.

54, It can be seen from our andlysis above in respect of Mr I’ s evidence that it is quite
clear that dthough he gave his evidence in a candid and honest way, he concluded and confirmed
that the management fees as well as the other deductible fees were Smply designed in away to
cover the Taxpayer’ soverheads. One must have regard to the actud and limited functions carried
out by the Taxpayer in Hong Kong and indeed, we have no hesitation in concluding that the
operations in Hong Kong were merdly to receive customers. We conclude and accept the
submissions put to us by Mr Ng that there was no way in which it was necessary for the Taxpayer
toincur such management feesfor the purpose of its trading business and indeed, aswe have made
it clear above, these were on top of the HK$30,000,000.00 odd administrative feesthat it claimed
in the relevant year of assessment.

55. We have no hestation in coming to the concluson tha the management fees in
question could never have been regarded as expensesincurred in the production of the Taxpayer’ s
profits. It was not acceptable in our view to look at the Group as awhole. In our view, it is
unequivocal and clear that each company within a group must be treated as a separate taxable
entity.

56. We have no hestation in accepting the submissons of Mr Ng that each company
within the Group must be trested separately and one cannot attribute the overal business expenses
of the Group or one member of the Group to another member in computation of the other’ s tax
lighility.

57. Indeed, during the course of submissions, Mr JJE Swaine on behaf of the Taxpayer
did indeed accept that if the services could only be provided directly to the Taxpayer they would
lose most of this gpped and they were not here to pretend that services were provided directly to
Company A.

58. In our view, having looked a the evidence as awholeg, it is quite clear that thisis
indeed the correct approach that has to be taken in respect of this apped. In our view, having
regard to our findings and having regard to the way in which Mr | gave his evidence, the inevitable
conclusion isthat the expenses, being the management fees, the sum written off and the legd and
professiona fees as set out in the Determination cannot be treated as deductible expenses pursuant
section 16 of the IRO.

59. During the course of the submissons, Mr Swaine drew our atention to Usher' s
Wiltshire Brewery Ltd v Bruce (1915 AC 433). However, it is of interest to note that thiswas a
case that was put to us by the representatives of the IRD. Thisis a case very limited to its own
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specific facts. We areto look at the factsthat are before us. In our view, we have no hegitationin
concluding that the Taxpayer has not come anywhere near to showing to us, that these deductible
expenses were indeed expenses that can be deductible by the Taxpayer under the IRO.

60. As we have found that the various management fees and other deductions are not
alowed pursuant to therelevant provisonsof sections 16(1) and 17(1)(b) of the IRO, we now turn
our attention as to whether or not we need to condder the submissions put to us by the IRD
pursuant to section 61A(1) of the IRO.

61. Having foundthat the expenses were not deductible, then our analysis with regard to
section 61A in our view would be moot. However, we were asked by the partiesto dedl with and
address this particular point.

62. We have had the opportunity to review very carefully the Determingtion by the
Deputy Commissioner and in particular, with regard to paragraph 7 onwards in his Determination.
We have dso consgdered the seven specific matters pursuant to section 61A, and having
consdered each of them as set out in the Determination, we would also come to the conclusion that
the entering into the Service Agreements between the Taxpayer and Company B and the purported
payment of management feesto Company B aretransactions entered into or carried out for the sole
or dominant purpose of enabling the Taxpayer to obtain atax benefit as provided for under section
61A of the IRO. We accept the andysis set out in the Determination by the Deputy Commissioner
and would not say anything further regarding this particular point.

63. Therefore, having considered dl matters carefully, we have come to the concluson
that this gpped must be dismissed and the Determination by the Deputy Commissioner should be
upheld.

64. Finaly, we thank the parties for their assistance in this matter.



