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Case No. D36/06

Profitstax — manufacturing profits— locdity of service income — concession on apportionment of
profits — sections 2, 14(1), 66(1), 66(3) and 68(4) of the Inland Revenue Ordinance (‘IRO’) —
DIPN21.

Pand: Anna Chow Suk Han (chairman), Leung Hing Fung and Vincent Mak Y ee Chuen.

Dates of hearing: 19 and 20 October 2005.
Date of decison: 27 July 2006.

The taxpayer, a company incorporated in Hong Kong, sought to exclude certain * offshore
manufacturing profit’ from its assessable profits on the bassthat the* offshore manufacturing profit’
was derived from a source outside Hong Kong.

The taxpayer clamed that its yan dyeing operaions were undertaken by its own
manufacturing establishment and/or agent Company A — PRC in China, and it was gppropriate to
apply an gpportionment of profits on at least 50:50 basis. Further or aternatively, Company A —
PRC was a mere ‘puppet’ or ‘dummy’ created solely for the purpose of complying with the
rlevant PRC’ s foreign invesment law applicable to fabric dyeing industry. The Revenue s case
was that the taxpayer and Company A — PRC were two separate legd entities, the activities of
Company A —PRC in Chinawere not the activities of thetaxpayer. The argument about ‘ substance
over form’ cannot be accepted.

Hed:

1 The law on source of profitsis well-established. The broad guiding principle is to
ascertan what the taxpayer had done to earn the profits in question. The
ascertainment of the actua source of profitsisa‘practical hard matter of fact’
and ‘no simple, single legal test can be employed’ , per Lord Nolanin CIR v
Orion Caribbean Limited.

2. When an dlegation is made of acompany acting as the agent of another company,
that alegation must be congtrued as recognising that the companies involved in the
principal/agent relationship are separate legal entities. So the taxpayer’ sclaim that
Company A — PRC was both its own manufacturing establishment and agent in
China is untenable. Company A — PRC could ether be the taxpayer’ s own
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egtablishment or agent but not both. The Board found that the taxpayer had faled
to provethat Company A — PRC was the taxpayer’ s manufacturing establishment
or agent in China or that Company A — PRC wasamere’ puppet’ and ‘ dummy’ .

3. Under paragraph 20(e) of DIPN 21, the Revenue regards the locality of service
feeincomeisthe place wherethe services are performed which giveriseto thefees.
The taxpayer’ s clam of offshore profits under paragraph 20(e) of DIPN 21 was
unsustainable because the Board has dready found that Company A — PRC was
neither the manufacturing establishment nor the agent of the taxpayer and therefore
Company A — PRC s activity in China cannot be taken as that of the taxpayer.
Also, the taxpayer’s activities in Hong Kong were far from beng
nontprofit-producing.

4, For a concession payment of profits tax to be granted, the Revenue requires the
Hong Kong manufacturing business to enter into a processng or assembly
arrangement with the Mainland entity with terms as described in paragraph 15 of
DIPN 21, and it also requires that such processing or assembly arrangement bein
theform of * contract processing’ . It is clear from the evidence that Company A —
PRC s trade method’ was import processing, it follows that the concesson on
apportionment of profits under paragraphs 15-16 of DIPN 21 is not applicable to
the taxpayer’ s case. However, the taxpayer contended that the * trade method
was in substance contract processing and that paragraphs 15 and 16 did not
dtipulate that the processing arrangement must be one of “ import processing’ . The
Board took this stance because Departmentd Interpretation and Practice Notes
have no binding force on the partiesinvolved and dso in law, wherethe partiesare
two entities separate and distinct from each other, the taxpayer is not entitled to an
gpportionment whether or not the processing arrangement is one of ‘ contract
processng’ or ‘ import processng’ . The gpportionment is a concesson given by
the Revenue and it is only prepared to give the concession in the case of * contract
processing’ transactions. The function of the Board isto find the relevant facts and
to apply those facts to the gpplicable law. It is beyond the Board's bounds to
award a concession which is not gpplicable under the law.

Appeal dismissed.
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Decision:

Nature of the appeal

1.1 This is an aoped by Company A (‘the Taxpayer’), formerly known as
Company B againg the determination of the Commissioner of Inland Revenue
of 23 December 2004. The Taxpayer objected to the 1999/2000 and
2000/01 additional profits tax assessments and the 2001/02 and 2002/03
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profits tax assessmentsraised on it and claimed that a portion of its profitswas
derived from a source outside Hong Kong and hence that portion should not
be subject to Hong Kong profitstax. However, the Commissioner determined
that the operations outside Hong Kong were not those of the Taxpayer and the
concessionin DIPN 21 for manufacturing operations partly in Hong Kong and
partly oversessis not gpplicable in the Taxpayer’ s case and the profits of the
Taxpayer should be fully charged to profits tax.

Agreed facts

21

2.2

2.3

24

2.5

2.6

2.7

The Taxpayer, formerly known as Company B was incorporated as a private
company in Hong Kong on 9 November 1990.

On 8 April 1993, the authorized and issued share capitd of the Taxpayer
increased from HK$2 to HK$1,000,000.

On 4 May 1993, the Taxpayer changed its name to Company A.
On 14 October 1993, the PRC government issued the -

to Company A in City C (' Company A —PRC’) and Company A —
PRC was dlowedto carry onitsbusinessfor 20 years until 14 October 2013.

The principd activities of the Taxpayer, as described in its profits tax returns,
were asfollows:

Y ear(s) of assessment Principd activities
1996/97 to 1999/2000 | Providing dyeing services
2000/01 Provison of fabric dyeing service
2001/02 Provison of dyeing sarvices and investment
holding
2002/03 Provison of yarn dyeing and investment holding

Atdl rdevant times,

()  TheTaxpayer caried on busness a Address D in Hong Kong;
(1)  Thedirectors of the Taxpayer were Mr E and Mr F; and

(i)  There has been no change in the Taxpayer’ s mode of business.

Up to and including the year of assessment 1998/99 [See B1: 28-35],
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2.8

29

2.10

211

0
(i)

The Taxpayer has made no clam for offshore profits; and

No profitstax assessments have ever been issued to the Taxpayer as
the assessable profits of the Taxpayer for the years of assessment
1996/97 to 1998/99 were set-off by the losses accumulated during the
years of assessment 1994/95 to 1995/96.

Inthereport of the directorsfor the 1998/99 year of assessment, the directors
advised that:

0

(i)

The Taxpayer changed its accounting year end date from 31 March to
31 December with effect from the 1998 year so asto coincide with that
of the subsidiary (Company G) in Ching; and

Theprincipd activity of the Taxpayer isthe provison of dyeing services
and that of its subsidiary is manufacturing of cotton products.

The Taxpayer submitted the 1999/2000 profits tax return [See B1:36-42] in
August 2000 and declared assessable profits of $2,068,094 for the year
ended 31 December 1999. This figure for assessable profits was arrived at
after excluding, among other things, $2,068,095 (or 50% of $4,136,189)
labeled as * offshore manufacturing profit’ .

On 31 August 2000, the assessor raised on the Taxpayer the following

1999/2000 profits tax assessment:

Assessable profits for the year $2,068,094
Less: Loss set-off $989,849
Net assessable profits $1,078,245
Tax payable thereon $172,519
Statement of loss

Loss b/f $989,849
Less: Set-off as above $989,849
Lossc/f NIL

No objection was lodged against the above assessment

By letter dated 12 September 2000, the assessor raised certain queriesto the
Representative, in repect of the Taxpayer’ s claim for offshore profits.
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212

2.13

2.14

2.15

The Taxpayer submitted its 2000/01 profits tax return [See B1:43-46] in
August 2001, declaring assessable profits of $2,702,209 for the year ended
31 December 2000. This figure for assessable profits was arrived at after
excuding, among other things, $2,702,209 (or 50% of $5,404,418) as
‘ offshore manufacturing profit’ .

In anote to the Proposed Profits Tax Computation, the Taxpayer judtified its
clam for offshore manufacturing profit in the following terms [See B1:47-50]:

‘The Taxpayer has been carrying out its manufacturing operation in Chinawith
the same manner as in the previous year. Accordingly 50% of the profit so
derived isregarded offshore nature’

The assessor issued to the Taxpayer the following 2000/01 profits tax
assessmert in accordance with the amount of profits returned:

Assessable profits $2,702,209
Tax payable thereon $432,353

No objection was lodged against the above assessment.

In response to the assessor’ s enquiries, the Representative provided the
fallowing information:

() Company His a company incorporated in Hong Kong. As a 31
December 1999, it held 98% of the issued share capitd of the
Taxpayer.

@)  Atdl rdevant times, thedirectorsof Company H were Mr |, Mr E and
Mr F.

@lii)  Company A — PRC wasegtablished in PRC for the purpose of carrying
out the manufacturing process of ‘faboric dyeing’ for the Taxpayer only.
Company A — PRC waslocated in City C, PRC.

(iv) Company A — PRC was established as an equity joint-venture between
the ‘ PRC Entity’ and Company H in 1993 [See B1:51-56].

(v)  According to the incorporation document [ See B1:51-56; suprd],
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(i)

(vii)
(viii)

(ix)

)

(@ Thecapitd of Company A — PRC was $33,000,000 Hong Kong
dollars, with 30% of the capital contributed by the PRC Entity and
70% of the capita contributed by Company H; and

(b) Thebusnessof Company A — PRC can be carried onfor 20 years
from 14 October 1993.

Company A — PRC became awholly owned enterprise on 8 February
1999, following the acquisition by Company H of the remaining 30% of
shares owned by the PRC erttity.

The Taxpayer itsalf has no business or tax registration in PRC.

The purpose of establishing Company A — PRC was to carry out the
manufacturing process of fabric dyeing for the Taxpayer only. Thus, the
Taxpayer would fully bear the factory costs of dyeing, which depends
on the volume of job orders and the operating costs of the PRC factory.
For example, the related costs for the year ended 31 December 1999
was HK$27,168,479 [See B1:4Q].

There were over hundred of miscdlaneous tools, machinery ad
equipment shipped to the PRC factory since the commencement of
Company A — PRC’s operation in 1993. However, dl of these items
were bought by its holding company, Company H, and were therefore
treated as ‘ cgpitd contribution’ in the financid satements of Company
H, and not in the Taxpayer’ sfinancid statements [See B1:59-66].

The organization chart and location of the Taxpayer and Company A —
PRC [See B1:67]:

HK Office. Company A
Address.  AddressD

Board of Directors

Mr E
Mr F
| |
Production Manager Office M anager Accounting Officers
Ms J* MsK Mr L
' MsM
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Sales Department

* The Production Manager was responsible for overseeing the production

operation in China.

PRC Fectory :  Company A - PRC

Address: CityC

Board of Directors

Mr E
Mr F

Production

Finance

Administration

Detals of the personned in the Taxpayer during the year of assessment

1999/2000 were as follows;
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2.16

Position Name Duties Monthly
Salary

Director Mr F Generd adminigrationand | $20,000
finance

Director Mr E Adminigration and Sdes --

Production MsJ Production issues in| $20,000

Manager Chinese

Officer Manager MsK | Office management $18,000

Sdes Mr N Sdes& Marketing $20,000

Representative

Sdes MrO | Sdes& Marketing $15,000

Representative

Sdes Assgtant MrP | Sdes& Marketing $9,672

Sdes MrQ | Sdes& Marketing $11,000

Representative

Sdes Assigtant MsR | Sdes& Marketing $12,100

Sdes MrS | Sdes& Marketing $12,500

Representative

Acocounting officer MrT Daly $12,880
bookkeeping/accounting

Acocounting officer MsU Dally $13,860
bookkeeping/accounting

There were no materid changes in the management except for norma staff
turnover in the clerica/saes posts in the years of assessment 2000/01 to

2002/03.

(xi)  There were around 250 employees in Company A — PRC, and they
were employed and paid by Company A — PRC. The monthly payroll
was about HK$200,000. The Taxpayer’ s Directors and Production
Manager need to travel to Company A — PRC from time to time in
order to monitor the operation there. During the year ended 31
December 1999, Mr E, Mr F and Ms J spent on average 200 days, 40
days and 180 days respectively in Company A — PRC.

The Representative provided the following overview of the sales, purchases
and production activities of the Taxpayer:

() Sdes& Production
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(i)

@

(b)
(©

(d)
(€)

Purchase order from Hong Kong customers will be faxed to Hong
Kong office.

Hong Kong office will then fax the order to Company A — PRC.

Customers will deliver yarns to the Hong Kong office (for onward
ddivery to China) or Company A — PRC directly.

Company A — PRC will raise job order to production department.

Laboratory in Company A — PRC will arrange colour sample and
perform colour contrast test etc.

(f) Production begins with bleaching the fabrics in the Company A —
PRC.

(9 Dyengtheyans.

(h) Drying theyarns.

() Fnishing, qudity control and packaging in the Company A — PRC.

() Ddivery Notewill beissued by Company A — PRC when the dyed
yans are ready to digpatch, after the ingpection stage (done in
Company A — PRC).

(k) Fnishing Goods (thet is, dyed yarns) will be delivered to the
customers in Hong Kong or other factories in China for further
processing, as requested by the Hong Kong customers.

() Copiesof Delivery Notes as prepared by Company A — PRC will
be sent to Hong Kong office.

(m) Hong Kong officewill issue slesinvoices, usudly on monthly basis,
and send it to customers for payments.

(n) Cusomerswill settle the invoices by cheque or L/C.

Purchases

(@ Determine the raw materids (for example, dyes, fuels, chemicas)

requirements and consider ordering.
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(b)

(©

(d)

(€)

(®

@

W)

Issue materids order form by Company A - PRC to Hong Kong
office, if additiond raw materias required.

Materids from China-based suppliers will be ordered directly by
Company A - PRC.

Materids from Hong Kong-based suppliers will be ordered by
Hong Kong office.

Suppliers will ddiver rav materids to Hong Kong office (or
Company A — PRC).

Hong Kong office will arrange ddivery of raw materids to China
[See B1:68-70] for the Hong Kong export declaration/customs
declaration/PRC import declaration forms in relation to the dyes
and yarns delivered to PRC factory*.

*  The name of exporter was Company H (instead of the
Taxpayer) in order to conform to the customs import/export
regulations in PRC (as the PRC factory is legdly owned by

Company H).

Invoices (from the suppliers of raw materias) will be sent to Hong
Kong office for settlement [See B1:71].

Suppliers in China will usudly be pad directly by Company A —
PRC.

2.17 A lig showing the Taxpayer’ slargest cusomers and largest suppliers can be
found at the Schedule atached. Neither the Taxpayer’ s directors nor the
shareholders had any relationship with these customers/suppliers.

2.18

The Representative provided the following typical sdes transaction in June
1999 with the cusomer Company V [under sdes invoice
no.M1190601-M11990607] and with sales amount HK$119,360.68:

[Note: The above sde amount was made up of anumber of purchase orders
received from the customer in June and earlier months. Delivery of
dyed yarns was therefore spread over the whole month. Sometimes,
dyed yarns of different cussomerswill be delivered together.]
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See

[BL:73]

[B1:74-76]

[B1:77]

[B1:78-79]

[B1:80-83]

[B1:84-85]

[B1:86]

[B1:87]

Activity
location

HK

PRC

PRC

PRC

PRC

PRC

HK

HK

Major operations

Receive Purchase Order from the customer,
natify Company A — PRC, and coordinate
with the cusomer for the ddivery time of
fabricsto Company A — PRC.

Recelve fabrics from cusomer and record
the detals into the Register of Fabrics
Receved

[NB this paticular Customer deivered
fabricsto Company A — PRC directly, thus
no Hong Kong export manifet was
prepared by the Taxpayer]

Arrange production schedule by raisng a
Production Order (Company A) and Start
production process.

Enter the detail s of processed fabricsinto the
Goods Ddlivery Register

Prepare Goods Delivery Order.

Prepare the PRC Export Declaration Form
for digpatching the goods to Hong Kong.

Prepare Hong Kong Customs Declaration
Form.

|ssue Sae Invoices to customers.

2.19 Inthe 2001/02 and 2002/03 profitstax returns [See B1:88-95 and 96-103],
the Taxpayer reported assessable profits of $1,312,735 and $4,682,853
respectively for the years ended 31 December 2001 and 31 December 2002.
These figures for assessable profits were arrived a after excluding, among
other things, the following amounts of ‘ offshore manufacturing profit’:

(i) Year of assessment 2001/02



(i)

$1,312,735 (or 50% of $2,625,470)
Y ear of assessment 2002/03

$4,682,853 (or 50% of $9,365,705)
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2.20 The assessor did not accept the Taxpayer’ s clam for offshore profits and, on

divers dates, raised on the Taxpayer the following assessment:

0]

(i)

(i)

1999/2000 Additiona profits tax assessment

Profits per return

Add: Offshore manufacturing profits clamed
Adjusted assessabl e profits

Less: Profits aready assessed

Additiond assessable profits

Tax payable thereon

2000/01 Additiona profits tax assessment
Profits per return

Add: Offshore manufacturing profits damed
Adjusted assessable profits

Less. Profits dready assessed

Additiond assessable profits

Tax payable thereon

2001/02 profits tax assessment

Profits per return

Add: Offshore manufacturing profits clamed
Adjusted assessabl e profits

Tax payable thereon

(iv) 2002/03 profits tax assessment

$
2,069,094
2,068,095
4,137,189
2,068,094
2,068,095

330,895

$
2,702,209
2,702,209
5,404,418
2,702,209
2,702,209

432,353

$
1,312,735
1,312,735
2,625.470

402,075




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

$
Profits per return 4,682,852
Add: Offshore manufacturing profits damed 4,682,853
Adjusted assessable profits 9,365,705
Tax payable thereon 1,498,512

2.21 The Representative objected to the above assessments on the ground that the
Taxpaye’ s clam for offshore manufacturing profits should be alowed.

The Taxpayer’ scase

3.1 Initsnotice of goped, the Taxpayer clamed that its yarn dyeing operations
were undertaken by its own manufacturing establishment and/or agent in
Mainland Chinaand it was gppropriate to apply an gpportionment of profitson
at least 50:50 basis.

3.2 TheTaxpayer s casewas submitted by its Counsd at the hearing asfollows:

‘(1) TheTaxpayer isayarn dyeing factory rendering yarn dyeing servicesto

2

©)

(4)

©)

(6)

(the raw fabrics belonging) its customers to earn profits.

[Company H], aHong Kong Company, is the holding company of the
Taxpayer.

[Company A — PRC], though on paper a fellow subsdiary of the
Taxpayer, is the Taxpayer’ s own manufacturing establishment and/or
agent in Mainland China

Further, or dternatively, [Company A — PRC], though incorporated
and established on paper as owned by [Company H], hence, a
hypotheticd felow subsdiary of the Taxpayer, is a mere “ puppet” or
“dummy” (albeit not for any tax avoidance) ceated soley for the
purpose of complying with the relevant PRC’ s foreign invesment law
goplicable to fabric dyeing indudtry.

The Board is thus entitled to and should pay little or no regard to the
purported “ separate legal identity” of [Company A — PRC].

As such, dl the manufacturing operations of [Company A — PRC] in
Mainland China are the activities of the Taxpayer.
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(7)  Astheprofit making activity of the Taxpayer — fabric dyeing processng
and sarvicing is totdly peformed outsde Hong Kong, and the
Taxpayer carries no retailing business, para.20(e) on Other Profits —
Service fee income of DIPN 21 (1998) is of relevance whereby the
source of profits of Taxpayer is arguably wholly offshore.

(8 Further, or dternatively, should the Board regard [ Company A — PRC]
NOT the Taxpayer’ sown manufacturing establishment and/or agent but
a subcontractor separate and distinct from the Taxpayer’ s business,
then Para 15-16 on Manufacturing Profits and Para 21-22 on
Apportionment of Profits should be gpplicable whereby the 50:50
gpportionment basis should be conceded and alowed to the Taxpayer.’

3.3 We are asked to congder the totdity of facts and uphold the Taxpayer’ s

appedl.

The Revenu€e scase

‘(1) The Taxpayer and [Company A — PRC] were two separate legd entities.

2

©)

(4)

©)

(6)
(1)
(8)

[Company A — PRC] performed the processing operation in PRC. In Hong
Kong, the Taxpayer mainly performed the following functions : purchase of
raw materias, the sdes activities, the finance and the adminigtrative functions.

The attivities of [Company A — PRC] in PRC were not the activities of the
Taxpayer.

[Company A —PRC] earned its profitsin respect of itsactivitiesin PRC. (The
Revenue) not taxing the profits made by [Company A — PRC].

The Taxpayer earned its profits in respect of its own business operation as
described in (2) above.

[Company A — PRC] was not an agent of the Taxpayer.
The argument about “ substance over form” cannot be accepted.

The Taxpayer’ s profits should be fully assessed to tax in Hong Kong.’

The Relevant Statutory Provisions
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6.
(DIPN21)

51

52

5.3

54

55

Section 14(1) of the Inland Revenue Ordinance (‘IRQO’) is the charging
provison for profits tax which reads as follows:

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

Section 66(1) of the IRO provides that, when giving notice of goped to the
Board, the notice hasto be*given inwriting to the clerk tothe Board and is
accompanied by a copy of the Commissioner’ s written determination
together with a copy of the reasonstherefor and of the statement of facts
and a statement of the grounds of appeal’.

Section 66(3) provides that:

‘Save with the consent of the Board and on such terms as the Board may
determine, an appellant may not at the hearing of his appeal rely on any
grounds of appeal other than the grounds contained in his statement of
grounds of appeal given in accordance with subsection (1).’

Section 68(4) of the IRO places the burden of proving that the assessments
appeded againgt are excessve or incorrect on the Taxpayer.

Section 2 of thelRO — the definition of profits arigng in or derived from Hong
Kong was defined to includedl profitsfrom businesstransacted in Hong Kong,
whether directly or through an agent.

Departmental Interpretation & Practice Notes Number 21 (1998) revised

‘Manufacturing Profits

13.

14.

The Department congders that, where goods are manufactured in Hong Kong,
the profits arigng from the sde of such goods will be fully taxable because the
profit making activity is consgdered to be the manufacturing operation carried
out in Hong Kong.

In the dtuation where a Hong Kong company manufactures goods partly in
Hong Kong and partly outsde Hong Kong, say inthe Mainland, then that part of
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15.

16.

17.

18.

the profitswhich rdaes to the manufacture of the goodsin the Manland will not
be regarded as arising in Hong Kong.

A Hong Kong manufacturing business, which does not have a licence to carry
on a budness in the Manland, may enter into a processng or assembly
arrangement with a Mainland entity. Under these arrangement, the Mainland
entity isresponsgble for processng, manufacturing or assembling the goods that
are required to be exported to places outsde the Mainland. The Mainland
entity provides the factory premises, the land and labour. For this, it chargesa
processng fee and exports the completed goods to the Hong Kong
manufacturing busness The Hong Kong manufacturing business normaly
provides the raw materids. It may aso provide technica know-how,
management, production skills, design, skilled labour, training and supervison
for the locally recruited labour and the manufacturing plant and machinery. The
design and technica know-how development are usudly carried out in Hong
Kong.

In law, the Mainland processing unit is a sub-contractor separate and distinct
from the Hong Kong manufacturing business and the question of gpportionment
grictly doesnot arise. However, recognizing that the Hong Kong manufacturing
busnessisinvolved in the manufacturing activities in the Mainland (in particular
in the supply or raw materids, training and supervison of the loca Iabour) the
Department is prepared to concede, in cases of this nature, that the profits on
the sale of the goods in question can be gpportioned. In line with paragraphs
21-22 below, this gpportionment will generdly be on a50:50 basis.

If, however, the manufacturing in the Mainland has been contracted to a
sub- contractor (whether arelated party or not) and paid for on an arm’ slength
bads, with minimd involvement of the Hong Kong business, the question of
gpportionment will not arise. For the Hong Kong business, this will not be a
case of manufacturing profits but rather a case of trading profits. Profits of the
Hong Kong business will be caculated by deducting from its sales the costs of
good s0ld, including any sub-contracting charges paid to the sub-contractor in
the Mainland. The taxation of such trading profits will be determined on the
same bagis as for acommodities or goods trading business.

The following examples further illugrate the Department’ s views on this
subject —

Example 1
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19.

A Hong Kong company manufactures goods in Hong Kong and sdlls them to
overseas customers. The fact that the company has sales staff based overseas
does not give a part of the profits an overseas source. Thisis not a case for
gpportionment. The whole of the profits are liable to profits tax.

Example 2

A Hong Kong garment manufacturer has a factory n the Mainland where
sweater panels are knitted. These pands are then transported to the
manufecturer’ s factory in Hong Kong they are sewn together into finished
gamentsfor sdle. Thiswould be acase where the manufacturing profit could be
apportioned.

As a corollary to example 1, where a company manufactures goods outside
Hong Kong and sdls them to Hong Kong customers, the manufacturing profits
are not liable to profit tax. However, in the exceptiona case where the sdle
activitiesin Hong Kong are so subgtantid asto condtitute aretailing business, the
profits attributable to the retailing activities are fully taxable.

Other Profits

20.

The Department regards the locdity of the following types of profits to be as
follows -

Income or_Profits Locality
(@ Rentd incomefrom red property. Location of the property.
(b) Profitsfrom the sde of red etate. Location of the property.

(c) Profits from the purchase and sdle of Location of the sock
listed shares. exchange where the sharesin
question are traded.

(d) Profitsfromthe sdeof securitiesissued  Place where the contracts of
outsde Hong Kong and not lisedonan  purchase and sale are effected
exchange. (except financid inditutionsin

insances where  section
15(2)(1) applies).

(e Servicefeeincome. Pace where the services are
performed which give rise to
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the fees.

It should be noted that in the
case of an investment adviser
that where the adviser's
organisation and operations
ae located only in Hong
Kong, profits derived in
respect of the management of
the dients funds ae
conddered to have a Hong
Kong source. Included in
chargeable sums are not only
management fees  and
peformance fees but adso
rebates, commissons and
discounts received by the
adviser from brokers located
in Hong Kong or esawherein
respect of securities
transactions executed on
behdf of clients

(f) Interest earned by persons other than Determined on the basis set
financd indtitutions out in DIPN No.l3

(Revised).

(9 Roydties other than those deemed Determined onthesamebass
chargeable under section 15(1) (&) or as trading profits (see
(b). paragraph 6-8 above).

(h) Cross-border land transportation Normdly the place of uplift of
income. the passengers or goods.
However, where the contract
of cariage does not
distinguish between outward
and inward transportation
goportionment  will not be
permitted.

In addition, in cases where section 39E(1)(b)(i) of the Inland Revenue
Ordinance operates to disalow depreciation alowances in respect of kased
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mechinery or plant, the income from leasng such machinery or plant will
generaly be regarded as non-taxable.

Apportionment of Profits

21.

22.

The Department accepts that, notwithstanding the absence of a specific
provison for gpportionment of profits in the Inland Revenue Ordinance, there
are certain Stuations in which an gpportionment of the chargesble profits is
gopropriate.  The example of manufacturing profits has aready been dated
above. A further example is service fee income where the services are
performed partly in Hong Kong and partly outside.

Although the Department accepts that gpportionment is permissible under the
Inland Revenue Ordinance, it does not congder it will have awide application.
The Department believes that where gpportionment is gppropriate it will, in the
vast mgority of cases, beona50:50 basis. Further, it will be necessary to scae
down clamsfor generd expenses of the business which contribute indirectly to
earning both the Hong Kong and offshore profits. This should be done in the
ration that offshore profits bear to totd profits. Generd expensesin this context
refer toal indirect expenses. Requeststo re-open previous year assessmentsto
permit gpportionment will not be entertained (section 70A — prevaling
practice).’

Authorities

7.1 Thefollowing authoritieswere produced on behdf of the Taxpayer in support of

its case;
Date of Decision

1. CIRvHangSengBank Ltd 3[1991] 1AC306 8 October 1990

2. CIRVTVB Internationd Ltd [1992] 2 AC 397 20 July 1992

3. CIR v Magna Indugria Co Ltd [1997] 17 December 1996
HKLRD 173

4. D132/99, IRBRD, Vol 15, 25 28 February 2000

5. D55/00, IRBRD, Vol 15, 2nd Supplement, 11 September 2000
542

6. -

7. -

7.2 Thefollowing authorities were produced on behdf of the Revenuein support of

its case:
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1. English Sewing Cotton Company Limited v IRC [1947] 1 All ER 679

2. Odhams Press Limited v Cook [23 TC 233]

3. Potts Executorsv CIR[32 TC 211]

4, Burman v Hedges & Butler Limited [52 TC 501]

5. Johnson v Britannia Airways Limited [1994 STC 763]

6. Commercid Union Assurance Company plev Shaw [1998 STC 386]

7. CIR v The HK & Whampoa Dock Company Limited [1 HKTC 85]

8.  CIR and Hang Seng Bank Limited Court of Apped [2 HKTC 614]

0. HK-TVBI Limited and CIR [3 HKTC 468]

10. CIR and Wardley Investment Services (HK) Limited [3 HKTC 703]

11. Haley Development Inc, Trillium Invesment Limited and CIR [4
HKTC 91]

12.  Secan Limited, Ranon Limited and CIR [5 HKTC 266]

13. CIR and Indosuez W | Carr Securities Limited [16 IRBRD 1014]

14. CIR and Kwong Mile Services Limited

(In Members Voluntary Winding Up)
15. Court of Apped [18 IRBRD 262]
16. Court of Final Apped [19 IRBRD 180]
17. Boad of Review Decison D 64/91, IRBRD, vol 6, 484
18. Boad of Review Decison D 71/97, IRBRD, vol 12, 410
19. Boad of Review Decison D 38/01, IRBRD, vol 16, 333
20. Boad of Review Decison D 20/02, IRBRD, vol 17, 487
21. Boad of Review Decison D 109/02, IRBRD, vol 18, 54
22. Board of Review Decison D 111/03, IRBRD, vol 19, 51
23. Board of Review Decison D 56/04, IRBRD, vol 19, 456

Our findings

8.1

By anotice of apped dated 21 January 2005, the Taxpayer appeded against
the Determination, claming that the additiond profits tax assessment for the
years of assessment 1999/2000 and 2000/01 should be annulled or reduced
and the profitstax assessment for the years 2001/02 and 2002/03 should be
reduced. It claimed apportionment of profitson at least 50:50 basi's, by reason
that the profits for the said years of assessment arose in or derived from both
Hong Kong and Mainland China. It clamed that the profits from its
‘manufacturing/lyarn dyeing operations (colour testing, bleaching, dyeing,
washing, drying, fixing, finishing packaging and didribution) which were
caried out in Manland China through its own manufacturing establishment
and/or agent in Mainland China’, should not be regarded as arising in or
derived from Hong Kong. (ground 1)
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8.2

8.3

8.4

Before we continue, we would like to mention that when an dlegation is made
of acompany acting as the agent of another company, that alegation must be
congtrued as recoginang that the companies involved in the principa/agent
relationship are separate lega entities. If despite appearances, he two
separate entitiesinvolved are actually one and the same, the question of agency
cannot arise. So the Taxpayer’ s claim that Company A — PRC was both its
own manufacturing establishment and agent in Mainland China is untenable.
Company A — PRC could ether bethe Taxpayer’ sown establishment or agent
but not both.

At the hearing before us, Counsd for the Taxpayer made her opening
submission of the Taxpayer’ s case as in paragraph 3.2 above. Apparently
only a the hearing Counsdl for the Taxpayer krought forth a new factor in
support of the ground of apped aready filed and two additiona new grounds
of apped. The new factor and additional grounds are repeated as follows:

(1) ‘Further, or dternatively, [Company A — PRC], though incorporated and
established on paper as owned by [Company H], hence, a hypothetical
fdlow subsdiary of the Taxpayer, isamere” puppet” or “dummy” (abeit
not for any tax avoidance) created soldy for the purpose of complying
with the rdevant PRC' s foreign invesment law gpplicable to fabric
dyeing indudtry.” (new factor)

(2) *Asthe profit making activity of the appelant — fabric dyeing processing
and servicing istotally performed outside Hong Kong, and the appd lant
carries no retailing business, paragraph 20(e) on Other Profits— Service
fee income of DIPN 21 (1998) is of relevance whereby the source of
profits of Appdlant is arguably wholly offshore” (ground 2)

(3) ‘Further, or dternatively, should the Board regard [Company A — PRC]
NOT theappdlant’ sown manufacturing establishment and/or agent but a
sub- contractor separate and distinct from the Appellant’ s business, then
paragraphs 15-16 on Manufacturing Profits and Paragraphs 21-22 on
gpportionment of Profits should be applicable whereby the 50:50
gpportionment basisshould be conceded and alowed to the Appellant.’
(ground 3)

By virtue of section 66(3) of the IRO, unless with the consent of the Board, a
taxpayer can only rely on the grounds of apped as appeared in his notice of
gpped served within one month after he receipt of the Commissoner’ s
determination.
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8.5

8.6

8.7

8.8

8.9

8.10

Notwithstanding that ground 2 and ground 3 were not in the notice of appedl,
at the hearing, Counsd for the Taxpayer did not see fit to apply for leave to
include these additiona new grounds.

The rdlevant charging provison in this case is section 14(1) of the IRO. In
order for the Taxpayer to be chargeableto profitstax, three conditions must be
satisfied:

(1) the Taxpayer must carry on a trade, professon or business in Hong

Kong;

(2) the profits to be charged must be ‘from such trade, professon or
busness ; and

(3) theprofitsto be charged must be*profitsarisng in or derived from Hong
Kong.

There is no dispute between the parties that the Taxpayer was carrying on a
business in Hong Kong for the years of assessment 1999/2000 to 2002/03
andthe Taxpayer’ sbusnesswere described initsprofitstax returnsasfollows:

Y ear(s) of assessment Principa activities
1996/97 to 1999/2000 | Providing dyeing services
2000/01 Provison of fabric dyeing service
2001/02 Provison of dyeing sarvices and investment
holding
2002/03 Provison of yarn dyeing and investment holding

Further, it isnot disputed nor can be disputed that the Taxpayer’ sprofits came
fromitsaforesaid businessin Hong Kong. Thisissupported by the fact that the
Taxpayer offered its profits to the Revenue for assessment.

What is presently under disputeisthe source of the Taxpayer’ sprofits. If they
arosein Hong Kong, they are chargeable to Hong Kong profitstax. If they did
not, they are not so chargeable. Under ground 1, the Taxpayer asserted that
its profits partly arose in or were derived from Hong Kong and partly in or
from Mainland China and thus it sought an gpportionment of the profits on at
least 50:50 basis.

Thelaw on source of profitsiswell-established. The broad guiding principleis
to ascertain what the taxpayer had done to earn the profits in question, per
Lord Bridge in the Hang Seng Bank case.
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8.11

8.12

8.13

8.14

This guiding principle was however expanded upon by Lord Jauncey in the
HK-TVB case as.

‘One looks to see what the taxpayer had done to earn the profit in
guestion and where he has done it’

‘The proper approach is to ascertain what were the operations which
produced the relevant profits and where those operations took place.’

The ascertainment of the actud source of profitsisa ‘practical hard matter
of fact’ and‘no ssimple, singlelegal test can be employed’, per Lord Nolan
in CIR v Orion Caribbean Limited. In order to determine whether the profits
charged were derived from Hong Kong, it is necessary to ascertain what the
Taxpayer did to earn its profits. One needs to look at the nature of the
transaction and not the label put to it which givesrise to the profits.

During the invedtigation stage, the Taxpayer’ s representetive provided the
assessor with an overview of the sales, purchases and production activities of
the Taxpayer (the Overview’) and aso a typica sde transaction with a
customer in 1999 (‘the Typicd Transaction'). The Overview and the Typica
Transaction have formed part of the agreed facts between the parties as
referred to in paragraphs 2.16 and 2.18 above and we find them as proved.

It can be seen from both the Overview and the Typica Transaction that the
Taxpayer’ s profits arose from the orders of its customers to provide dyeing
processing works to the raw fabric and yarn supplied to it by its customers,
and the taking and execution of such orders entailed the operations as
described in the Overview. It can aso be seen from the Overview that certain
operations were carried out in Hong Kong by the Taxpayer and certain
operaionsin Manland Chinaby Company A — PRC. It isthe Taxpayer' s
clam that Company A — PRC was its own manufacturing establishment and/or
agent or Company A — PRC was amere ‘puppet’ or ‘dummy’ and thus the
operations of Company A — PRC in Manland China were those of the
Taxpayer and the profits related to those operations were not subject to Hong
Kong profitstax. It clamsapportionment of profitson at least 50:50 basis. By
saying that Company A — PRC was its own manufacturing establishment, the
Taxpayer is making the clam that it was ‘the owner/shareholder/investor’ of
Company A — PRC, which renders them, that is, the Taxpayer and Company
A —PRC, in substance one single economic entity notwithstanding thet in form
they were two separate legal entities.  In this regard, the Taxpayer is
contending on the basisof ‘ substance over formi . On the agency point, it relies
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on the legd principle as confirmed by the Court of Apped that the acts of
agentswereto betreated asactsof thetaxpayer in CIR v Magra Industria Co
Ltd[1997]. Hence, unlessthe Taxpayer succeedsin itsclaim that Company A
- PRC was its own manufacturing establishment or agent or Company A -
PRC wasa mere‘ puppet’ or ‘ dummy’, itsclaim of gpportionment of profitson
at least 50:50 basi's, mudt fall.

One and the same entity

8.15 Insupport of itsclaim that the Taxpayer was ‘ the owner/sharehol der/investor’
of Company A — PRC, Counsdl for the Taxpayer drew our attention to the
following dleged sate of affairs between the Taxpayer and Company A —
PRC as presented by the Taxpayer’ s representative to the assessor during the
iInvestigation sage:

@D

e

©)

(4)

(©)

(6)

The Taxpayer supplied raw materids such as fuels and dyestuffs, to
Company A — PRC for processing works at no cogs.

The Taxpayer provided plants and equipments to Company A — PRC
at no costs.

The Taxpayer closdy monitored and supervised Company A — PRC’s
daily operations such as production, training and administration.

TheTaxpayer’ sinvolvementin Company A — PRC’ s management was
supported by thefact that Mr E, being adirector of Company H and the
Taxpayer respectively, was the legd representative of Company A —
PRC and that he traveled frequently to PRC (normdly 3.5 daysin a
week).

Company A — PRC did not sl its dyeing services to the Taxpayer.
Instead it added vaue to the services sold by the Taxpayer to its
customers while the Taxpayer was responsible for al the operating
expenses of Company A — PRC which were recorded in the
Taxpayer’ s accounts‘ Costs of Dyeing'. This payment was smilar to
the payment of under contract processng. There was no
inter-company saes in the account of the Taxpayer. In essence, the
Taxpayer adopted ‘contract processng arangement’ concept in
recording its transactionswith Company A — PRC in its accounts.

The Leasing Agreement between the Taxpayer and Company H wasin
effect granting a processng right to the Taxpayer as if it were a
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8.16

8.17

processing agreement made between a PRC enterprise and a Hong
Kong Company, under anormal contract processing agreement.

(7) Company A — PRC’ s manufacturing expenses were not recorded in
Company H' sbooks but in the Taxpayer’ s.

(8) Objective evidence showed that in substance, Company A — PRC was
the manufacturing operation of the Taxpayer even though Company A —
PRC waslegdly owned by Company H and Company A — PRC and
the Taxpayer were two separate legd entities.

On the claim that the Taxpayer wasin substance ‘ owner/shareholder/investor’
of Company A — PRC, goat from the dlegation of its funding the daily
operationa costs of Company A — PRC, the Taxpayer did not claim nor was
there any evidence to show that the Taxpayer had in anyway contributed
towards the capital of Company A — PRC. On the other hand, there is
documentary evidence showing that the capitd of Company A — PRC was
HK $33,000,000 of which 30% was contributed by a PRC entity and 70% by
Company H and Company A —PRC became awholly-owned enterprise on 8
February 1999, following theacquisition by Company H of the remaining 30%
of the capitd owned by the other PRC entity. Evenif the capita were paid for
by the Taxpayer (of which it is not the case here), thereis no principle of law
that entitlesthe Taxpayer to treat Company A — PRC asthe sameas, or part of,
itself onthat bass. Asanandogy, inthe present case, Company A — PRC was
whoally owned by Company H, but it does not represent that Company H and
Company A — PRC were not one and the same legd or economic attity.
Further, there isdso no principle of law that two companies within the same
group should be regarded as one lega or economic entity.

There are alegations that Taxpayer provided Company A — PRC with raw
materids, plants and equipments; it kept close supervison, control and
management of Company A — PRC; and Company A — PRC did not make
any profits out of the transactions with the Taxpayer. Counsd for the
Taxpayer suggested that these factors served as objective evidence in support
of one economic entity. However, we are of the view that even if the
dlegations were true, they were nothing more than economic arrangements
made between the two parties who were engaged in business and such
arrangements would not make the parties one and the same economic entity.
Inthisingtance, we are not satisfied that Company A — PRC was managed by
the Taxpayer nor did the Taxpayer provide the plants and equipments to
Company A —PRC. Wetakethisview for thefollowing reasons. Inresponse
to queriesraised by the assessor during investigation stage, the representative
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8.18

of the Taxpayer gave the information that the tools, machinery and equipments
shipped to Company A — PRC were brought by Company H as the holding
company of Company A — PRC and they were treated as ‘capitd

contribution’ in the financid Satements of Company H and not in the
Taxpayer’ sfinancid satements. At the hearing, Mr F explained that because
Company H paid for the plant and machinery, the Leasng Agreement was
made so that the Taxpayer was to pay rent to Company H for the use of the
plant and machinery at Company A — PRC. Inthe of Company
A — PRC [R1:136] as a 31 December 2001, the totd machinery and

equipment of Company A — PRC amounted to about RMB 40,000,000. In
responseto the questionsfrom the Board at the hearing, Mr F deposed that the
monthly dyeing cogs incurred by Company A — PRC incduded the
depreciation charge of those fixed assets of Company A — PRC. We were
aso told that only since about 2001 when the Taxpayer started making profits,
it then acquired machinery and equipment for Company A — PRC’ suse. We
were further told that those machinery and equipment were acquired by
Company H by way of mortgage, and the Taxpayer was respongble for the
mortgage repayment. The aforesaid evidence is not supportive of the caim

that the Taxpayer provided Company A — PRC with plants and machinery.

Besdes, they are assartions only. We have no details of such machinery and
equipmentsdlegedly supplied by the Taxpayer nor had we any evidence of the
repayments of mortgage made by the Taxpayer. Evenif the Taxpayer did pay
for the depreciation costs or the mortgage repayment of the plant and
machinery, those payments were not capita contributions. They were just

parts and parcels of an economic arrangement between the two parties who
were engaged in business. Those payments formed parts of the dyeing costs
payable by the Taxpayer to Company A — PRC for works done.

We are dso not convinced of the close supervison and management of
Company A — PRC by the Taxpayer. Company A — PRC had it own saff.
Weweretold that the management and supervision extended by the Taxpayer
to Company A — PRC werethe presence of Mr E, Mr F and Ms Jin Manland
China and that they respectively visted Mainland China on average of 200
days, 40 days and 180 days ayear. Since both Mr E and Mr F were aso
directors of Company A — PRC and Company H, we cannot accept that their
presencein Mainland Chinawasfor the Taxpayer done. Their presence could
aso befor ther interests in those two companies. Asfor Ms J, save that we
were told that she was the production manager of the Taxpayer, and visited
Mainland China on average of 180 days ayear, because of her absence from
the hearing, we had no opportunity to find out from her asto the extent of her
worksin Company A — PRC. Inany event it is gpparent from the submisson
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8.19

8.20

of Counsd for the Taxpayer that the Taxpayer’ s case was not relying on Ms
J sstatement produced prior to the hearing.

Whether or not Company A — PRC made any profits out of its transactions
with the Taxpayer, is irrdevant for the purpose of determining whether the
Taxpayer and Company A — PRC were one sngle entity. Besides, as
opposed to the Taxpayer’ s clam, and as shown in Company A — PRC’s
audited account, profits tax were in fact paid by Company A — PRC to the
PRC authority.

For the aforesaid reasons, we find that there is absolutely no substance in the
Taxpayer sclamthat the Taxpayer and Company A — PRC were one and the
same economic entity.

Agency

8.21

Alternatively, the Taxpayer seeksto attribute the operations of Company A —
PRC tothose of the Taxpayer by contending that Company A — PRC wasthe
agent for the Taxpayer. Counsel for the Taxpayer asserted that Company A —
PRC was the implied agent of the Taxpayer for the execution of the dyeing
ordersof the Taxpayer' scusomers. Thefollowing reasonswere given for this
contention:

‘- [Company A — PRC] may directly affect thelegd relations of the Taxpayer
asregardsthe Taxpayer’ s customers, by execution of dyeing orders from
the Taxpayer whichisdeemed to havethe Taxpayer’ sauthority to perform
on its behdf and which when done are treated as the Taxpayer’ s acts.
(Bowstead and Reynolds on Agency 17th Ed. Para 1-003 [A3:108])

- [Company A — PRC] has conducted itself towards the Taxpayer’ s
customersin such away that it isreasonable for the Taxpayer’ scustomers
to infer from that conduct [Company A — PRC’s] consent to the agency
relationship with the Taxpayer. (Bowstead and Reynoldson Agency 17th
Ed. Para2-030-031 [A3:121])

- Ladlly, agency could be a sate of fact upon which the law imposes the
consequences which result from agency. (Branwhite v Worcester Works
Finance Ltd. [1969] 1 AC 552 at 587 per Lord Wilberforce (dissenting)
[A3:131-169] a [A3:166]) The Taxpayer s evidence (whereby the
Taxpayer would be wholly respongble for any delay/damages caused to
the raw fabric of the cusomers by [Company A — PRC]) should have
justified such a conclusorvinference to be drawn by the Board.’
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8.22 On the second reason of the contention, it isour observation from para 2-030

8.23

[A3:121] of Bowstead and Reynolds on Agency 17th Ed. which States : that
‘ Agreement between principad and agent may be implied in a case where one
party has conducted himsalf towards another in such away that it isreasonable
for that other to infer from that conduct consent to the agency rdationship.’

The second reason given above by Counsdl for the Taxpayer in support of its
contention is thus mideading or irrdevant to the issue. Apat from this

observation, thereis aso no evidence showing that the Taxpayer’ s cusomers
inferred [Company A — PRC’ 5] consent to the dleged agency relationship with
the Taxpayer.

On the other hand, the Revenuereferred usto thefollowing principle of law on
agency extracted from Hasbury' slaw of England (4th edition):

(8 AtPage4[R1, P2]

‘... The terms “agency’” and “agent” have in popular use a
number of different meanings, but inlaw theword “ agency” is used
to connote the relation which exists where one person has an
authority or capacity to create legal relations between a person
occupying the position of principal and third parties.

The relation of agency arises whenever one person, called “the
agent”, has authority to act on behalf of another, called *“the
principal” , and consents so to act. Whether that relation exists in
any situation depends not on the precise terminology employed by
the parties to describe their relationship, but on the true nature of
the agreement or the exact circumstances of the relationship
between the alleged principal and agent. If an agreement in
substance contemplates the alleged agent acting on his own behalf,
and not on behalf of a principal, then, although he may be described
in the agreement as an agent, the relation of agency will not have
arisen. Conversaly the relation of agency may arise despite a
provision in the agreement that it shall not.

(b) AtPage6[RL P3|

‘3. General rule. It may be stated as a general proposition that
whatever a person has power to do himself he may do by means of
an agent. The converse proposition similarly holds good that what a
person cannot do himself he cannot do by means of an agent.’
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8.24 The essentid dements for the exigence of the relaion of agency whether
express or implied, are (1) one party, the principa, consents or authorizesthe
other party, the agent, to act on its behdf so as to create legd relations
between the principal and yet other parties, called third parties, or to affect the
principd’ srdationswith third parties and (2) the agent as authorized consents
S0 to act.

8.25

On the evidence before us, we find the following facts:

D

2

©)

(4)

Q)

(6)

(1)
(8)

Company A —PRC was established as an equity joint venture between a
PRC entity (‘the PRC Entity’) and Company Hin 1993,

Thecapitd of Company A — PRC was HK$33,000,000 with 30% of the
capital contributed by the PRC Entity and 70% of the capita contributed
by Company H. On 14 October 1993 the PRC government issued the

— 'to Company A — PRC and Company A —
PRC was dlowed to carry on itsbusinessfor 20 years from 14 October
1993 to 13 October 2013.

Company A — PRC became awhally owned enterprise of Company H
on 8 February 1999, following the acquisition by Company H of the
remaining 30% of shares owned by the PRC Entity.

Company A — PRC as a lega person was carrying on a busness in
Mainland China. It had its own capital. It had its own employees. It
maintained its own accounts. It had paid taxes in Mainland China and
was able to claim reductions and exemptions according to the laws and
regulations of Manland China

‘ "dated 5 February 2001 [R1-114], Company
A — PRC was approved to run and operate under ‘Import Processng’

category.

The Taxpayer had never contributed towards the said cepitd of
Company A — PRC.

TheTaxpayer itsdlf had no businessor tax registration in Manland China

In the Taxpayer s financia sStatements and audited accounts, the
Taxpayer described Company A — PRC asiits ‘related company’ or
‘fellow subgdiary’. According to the ‘Principal Accounting Policies
adopted by the Taxpayer, ‘Related Company’ meant ‘a company is
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8.26

related whereby some of the directors of the company are aso directors
and/or shareholders of that Company’.

(9) MrEandMr F respectively deposed that dl price quotations for orders
were negotiated, quoted and confirmed by the Taxpayer directly with its
customers and Company A — PRC would not and could not negotiate
any price quotation with the Taxpayer’ s cusomers.

It isevident from the above that the Taxpayer and Company A — PRC are two
separate legd entitles, each carrying on abusiness of its own, the Taxpayer in
Hong Kong and Company A — PRC in Manland China However, we are
unable to find any evidence of express or implied authority from the Taxpayer
to Company A — PRC to act as agent on its behdf so0 as to cregte lega
relations between the Taxpayer and its customers. Equdly there was no
evidence of expressor implied consent of Company A — PRC so to act asthe
Taxpayer’ sagent. There was neither evidence nor suggestion thet there were
contacts in any form between Company A — PRC and the Taxpayer’ s
customers whereby Company A — PRC could on behdf of the Taxpayer
cregte legd rdations with the Taxpayer’ s cusomers. The Taxpayer had no
businessor tax regigrationin Mainland China. UnlikeCompany A — PRC, the
Taxpayer without a licence from the PRC authority, was unable to carry out
‘fabric dyeing’ works in Mainland China For the existence of arelation of
agency, the generd principleisthat whatever aperson had power to do himsdf
he may do by means of an agent, and conversaly, what a person cannot do
himself he cannot do by means of an agent. Hence, the Taxpayer, without the
licenceto carry out ‘fabric dyeing’ works in Mainland China, had no power to
authorize Company A — PRC to act asits agent to carry out the dyeing works
in Manland China.  In executing the dyeing orders of the Taxpayer’ s
customers, Company A — PRC was transacting with the Taxpayer on principa
to principal basis. The Taxpayer did not nor wasit in the position to authorize
Company A —PRC to act asitsagent so asto creeatelegd relaionsor to affect
the relations between the Taxpayer and its customers. Counsd for the
Taxpayer submitted that the Taxpayer would be wholly responsible for any
delay a damage caused by Company A — PRC to the raw fébric of its
customers, and thus Company A — PRC by its acts, could affect the relations
between the Taxpayer and its cusomers. In this regard, since the Taxpayer
took the dyeing orders from its customers and agreed to perform the dyeing
works pursuant to the agreements made between them, rightly so the Taxpayer
would bewholly responsgible for any delay or damage caused to the raw fabric
of its cusomers. The liability was crested by the Taxpayer itsdf and not
Company A —PRC. Itwasonly inthetracing back, that the damage rdated to
Company A — PRC’ sacts.
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8.27 Accordingly, the Taxpayer has aso failed to prove that Company A — PRC
was the implied agent of the Taxpayer.

‘Puppet’ and * Dummy’

8.28 Also asto the contention that Company A — PRC was a mere ‘ puppet’ and
‘dummy’ creeted solely for the purpose of complying with the rlevant PRC’ s
foreign investment law gpplicable to fabric dyeing industry, this contention is
totally untenable. The bases for the contertion were asfollows:

‘- Though in substance a (contract) processing ( ) factory with no
title ever taken of the (import) raw and (export) dyed fabrics, loca PRC
tax and customs authorities rejected [Company A — PRC’ 9] request to
prepare its accounts to reflect the actud substantive facts.

- Locd Tax charged on [Company A — PRC] not based on its actud
performance (profits or 10ss);

- No double-entry books and records kept, but mere reporting usage of
funds and dyeing costs (direct and indirect) incurred to the Taxpayer;

- Company chop for the issuance of chegues kept not by itself in PRC but
by the Taxpayer in Hong Kong.

- The Taxpayer deprived [Company A — PRC] dl the autonomous rights
approved of by the PRC authorities and kept the running and operation of
[Company A —PRC] under its totd management, control, monitoring and

responghility.’

The above are assartionsonly. Evenif they were proved which is not the case
here, they cannot assst the Taxpayer’ sclaim. Far from being amere * puppet’
and ‘dummy’, Company A —PRC was alegd entity incorporated in Mainland
China. It wasincorporated for the purpose of carrying out dyeing processing
works in Mainland China and a licence was granted to it to do the same.
Indeed, it carried out processing works since the granting of the licence. 1t had
itsown capitd. It had its own employees. It maintained its own accounts. It
had paid its own taxes. These are some very positive aspects of its existence
and cannot beignored. The Taxpayer had no establishment or licenceto carry
out ‘fabricdyeing’ worksin Mainland China. Without Company A — PRC, no
‘fabric dyeing’ works could have been performed. The contention raised by
Counsd for the Taxpayer in this regard mudt fail.



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

8.29
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When ascartaining ‘what were the operations which produced the relevant
profits and where those operations took place, it is the operations of the
taxpayer, and not of the taxpayer’ s oversess broker(s), which are the relevant
condderation. See CIR v Wardley Investment Services (HK) Ltd (1992) 3
HKTC 703 at 729 (per Fuad V-P).

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

Having congdered the relevant law, dl the documentary and ord evidence
before us and the submissonsfor and on behaf of both parties, wefind that the
Taxpayer has faled to prove that Company A — PRC was the Taxpayer’ s
meanufacturing establishment or agent in Mainland China.or that Company A —
PRC was amere ‘puppet’ and ‘dummy’. Consequently, the Taxpayer has
failed to satify usthat the operations of Company A —PRC in Manland China
were those of the Taxpayer and the profits related to those operations were
offshore profits and are therefore exempt from Hong Kong profits tax.
Accordingly, the clam of an gpportionment of profits on at least 50:50 basis
cannot be proved. Since Counse for the Taxpayer did not seek leave from us
for inclusion of the additionad new grounds, we could have disposed of the
apped here. However, having considered the additional grounds, and heard
the evidence, we find that the Taxpayer has also faled to prove its case under
both grounds 2 and 3. Our reasons are given below.
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Ground 2

8.31 Asgtated under paragraph 20(e) of DIPN 21, the Inland Revenue Department
regards the locdity of sarvice feeincome is the place where the services are
performed which give rise to the fees. In this indance, Counsd for the
Taxpayer submitted that paragraph 20(e) of DIPN 21 was applicable to the
Taxpayer' s case and the Taxpayer’ s profits should be totaly exempt fom
Hong Kong profits tax. She contended that the source of the Taxpayer’ s
profits was the actud execution of orders of the Taxpayer’ s cusomers which
was undertaken by Company A — PRC whally in Manland China and since
the source of the profitswas|ocated outside Hong Kong, the profits were thus
offshore and not subject to Hong Kong profits tax. This contention must be
made on the assumption that (1) Company A — PRC was the Taxpayer’ sown
manufacturing establishment or agent and thus Company A — PRC’ sactivities
in Mainland Chinawere those of the Taxpayer and (2) On the basisof (1), the
actua execution of orders in Manland China was the only profit-making
activity and the other activities in Hong Kong were not profit-producing and
wereirrdevant for the purpose of ng the Taxpayer’ sprofits. However,
it isobviousthat the Taxpayer cannot succeed on this ground because we have
dready found that Company A — PRC was nether the manufacturing
establishment nor the agent of the Taxpayer and therefore Company A —
PRC’ s activity in Manland China cannot be taken as that of the Taxpayer.
Thus, the Taxpayer’ sclaim of offshore profits under paragraph 20(€) of DIPN
21 isunsudainable. Also, the Taxpayer’ s activities in Hong Kong were far
from being non-profit- producing. The Taxpayer’ s activities semmed from the
ordersplaced with it by its customers, arerdevant for the purpose of ng
itsprofits. Those activities aretaking ordersfrom customers, taking ddlivery of
raw fabric and yarnsfrom cusomers, giving indructionsto Company A — PRC
on customers  orders, purchasng and taking ddivery of raw materids for
processing works, liaisng with both its customers and Company A — PRC for
the processing works, funding the operations, performing adminidretive
functions, taking delivery of finished goods from Company A — PRC for
onward transgmission to customers, issuing invoices and collecting payments
from customers.

Ground 3

8.32 The Taxpayer s find dam is tha should the other grounds fail, because
Company A — PRC was found not the Taxpayer’ s own manufacturing
establishment or agent but a sub-contractor separate and distinct from the
Taxpayer, paragraphs 15-16 on ‘manufacturing profits and paragraphs
21-22 on ‘gpportionment of profits of DIPN 21 should apply whereby the
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Taxpayer should be alowed concesson on payment of profits tax on 50:50
gpportionment basis.

Before we proceed, we remind oursalves that the apportionment on 50:50
bas's now sought, is a concession only which the Inland Revenue Department
IS prepared to grant in the case of manufacturing profits and aso only after
certain conditions are met. It is a concession only because in law, if the
Mainland processing unit is a sub-contractor separate and distinct from the
Hong Kong manufacturing business rendering its activity not that of the Hong
Kong manufacturing business, the question of apportionment strictly does not
aise. Further, we are mindful that Departmenta Interpretation & Practice
Notes are issued for information and guidance of taxpayers and ther
authorized representatives. They have no binding force and do not affect a
person’ sright of objection or gpped. The concession under paragraph 16 of
DIPN 21 is a hon-gtatutory concession.

For a concession to be granted, the Inland Revenue Department requires the
Hong Kong manufacturing business to enter into a processing or assembly
arrangement with the Mainland entity with terms as described in paragraph 15
of DIPN 21, and it also requiresthat such processing or assembly arrangement
be in the form of ‘contract processng’. The Revenue s requirement on the
form of ‘contract processing’ was made clear in the *‘Full Minutes of the
2000/2001 Annua Meeting between the HKSA’ s Tax Committee and the
CIR held on 23rd February 2001 at the IRD'.

Presently, the Revenue has objected to the Taxpayer' s cam for an
apportionment under paragraphs 15 and 16 of DIPN 21 on the basis that (1)
there was no processing agreement between the Taxpayer and Company A —
PRC and it was smply a case where the Taxpayer subcontracted the dyeing
processing works to Company A — PRC and (2) Company A — PRC was
engaged in ‘import processng busness where the concessond 50:50
gpportionment of profits was not applicable.

Meanwhile, Counsd for the Taxpayer contends that (1) in law an agreement
needed not bein writing which could beimplied from the factua circumstances
and dedings between the parties, and the Revenue by submitting that the
Taxpayer ‘subcontracted the provison of dyeing service to [Company A —
PRC]’ wasredly making an admission of an agreement between the Taxpayer
and Company A —PRC; (2) DIPN 21 did not stipulate that for the concession
to apply, the processing arrangement must be one of ‘ contract processing’ and
not ‘import processng’ and aso, dthough Company A — PRC was
established and legdly approved by the PRC government to operate its



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

8.37

8.38

8.39

8.40

busness under the mode of ‘import processng’, it actudly operated its
business under the mode of ‘contract processng’; and (3) the Minutes of
2000/2001 annua meeting had no binding force on ataxpayer.

In support of the above contentions, Counsdl for the Taxpayer again drew our
attention to the representations made by the Taxpayer’ s representative in the
course of investigation by theassessor. Those representationswere dso relied
on by the Taxpayer on its clam that the Taxpayer and Company A — PRC
were one single economic entity. The representations were those contained in
paragraph 18.15 (1) to (8) above.

Following from the above, it is apparent that the Taxpayer’ s case Smply rests
on the contention of * substance over form'.

Itisstated in paragraph 15 DIPN 21 that the processing arrangement between
the Hong Kong manufacturing business and the Manland entity usudly
containsterms such as the Mainland entity will charge aprocessang fee for the
processing works and will provide the factory premises, the land and labour
while the Hong Kong manufacturing business will normaly provide the raw
materids, technica know-how, management and the manufacturing plant and
meachinery. In thisconnection, the Taxpayer dleged that amilar to the kind of
processing arrangement described in the said paragraph 15, in the transactions
between the Taxpayer and Company A —PRC, the Taxpayer supplied theraw
materids, the plant and machinery and aso management to Company A —
PRC and instead of being charged a fee for the processng services, the
Taxpayer was responsble for dl the operating expenses of Company A —
PRC. Asdiscussed and found by us earlier on, we are not satisfied that the
Taxpayer supplied the manufacturing plant and machinery and management to
Company A — PRC. We a0 disagree with the suggestion that the Leasing
Agreement was Smilar to a contract processng agreement. Our reasons are
to be given below.

To dart with, the processng arrangement required under paragraph 15 of

DIPN 21 is an arrangement between a Hong Kong manufacturing business
and aMainland entity. In the present case, the Leasing Agreement was made
between the Taxpayer and Company H and Company H was not the
Mainland entity. Further, under this Leasing Agreement, the Taxpayer had to
pay rent to Company H for the use of the factory premises and facilities, unlike
a processing arrangement under paragraph 15 of DIPN 21, the Mainland
entity usudly providestheland and factory premises. In any event, as deposed
by Mr E, this Leasng Agreement was not a contemporaneous document but
was one made subsequently in about 1999 as to reflect the arrangement
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between the parties. However, we are of theview that thisLeasng Agreement
is a sdf-serving document. The Leasing Agreement stated that since the
commencement of the business of Company A — PRC, Company H rented
Company A — PRC’ s production facilities such as the premises and plant and
meachinery to the Taxpayer for it to carry out dyeing processing works, with a
waiver of rent for thefirst five years ending on 31 December 1998 and subject
to review, at amonthly rent of REM 128,000 (about HK$96,250) as from 1
January 1999. The Leasing Agreement dso dated that the agreement
between the parties was operative as of 20 December 1993. Indeed, the
payment and receipt of the tota rentd of $1,155,000 per year were
respectively recorded in the accounts of the Taxpayer and Company H for
each of the accounting years ended 31 December 1999, 31 December 2000,
31 December 2001 and 31 December 2002. There was neither payment nor
receipt of rent in any of the previous accounting years. As we were told, the
rents for those yearswerewaived by Company H, because the Taxpayer was
not making profitsin those years. In this connection, we should note that only
until 8 February 1999, Company H was just one of the two equity owners of
Company A — PRC and yet the Leasing Agreement related back to a period
when Company A —PRC was also owned by another party besides Company
H. The Taxpayer’ s agreement with Company A — PRC would require the
approvd of the other party and not Company H alone. We have no evidence
in thisregard. Thus, we cannot rely on the Leasing Agreement for factud
circumstances and dedlings between the Taxpayer and Company A — PRC.

All dong, the Taxpayer agreed and recognised that Company A — PRC was
established and legdlly approved by the PRC government to run its business as
an import processing business, but it denied that Company A — PRC was
actudly running its business on that basis. It aleged that Company A — PRC
wasin substance running itsbusinessasa‘ contract processing’ business. We
should note that the essential difference between ‘contract processing’

arangement and ‘import processng arangement is tha in ‘contract
processng’ arrangement, thereis no transfer of title to the unfinished goods or
raw materidsimported into Manland China by the Hong Kong manufacturing
business to the Mainland entity for manufacturing, processing or assembling,
while in ‘import processng’ arangement, the Hong Kong manufacturing
business sends the unfinished goods or raw materials to the Mainland ettity
and the Mainland entity usudly owns the inventory and dso the work in

progress. Thereis aso a difference in the procedures for compliance of the
PRC customsregulations and statutory requirements. In ‘contract processing’

arrangement, thereis a prescribed form for goods ddivery and no sales and
purchases invoices are required. In ‘import processing’ arrangement, sdes
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and purchasesinvoices are required for the goods to be trangported in and out
of the Mainland.

We have the following ord and documentary evidence before us which
substantiates the fact that Company A — PRC was running its business on an
‘import processing’ basis.

(1) Mr E deposed that the PRC authority only authorized Company A —
PRC to operate on ‘import processng’ basis, Company H made import
and export declarations and clearance for theimport of raw materidsand
theraw fabric and yarns, plant and machinery of Company A — PRC and
export of finished goods in accordance with PRC customs regulations
and datutory requirements.

(2) Mr F deposed that dl thefabric processing works of Company A — PRC
was booked as sales to the Taxpayer and recorded by way of entriesin
the inter-company accounts.

(3 The permit for carrying on processing trade
of Company A — PRC shows that the category of processing trade was
Import processing

(4) It is shown in the audited account of Company A — PRC ended 31
December 2001 that it had closing stock of REM 18,788,172.05 as a
30 December 2001; a profit of REM 188,333.33 in respect of its
operations and atax payment of REM 22,660. There were aso entries
suchassdes and cost of sales :
Similar entries also appear in the audited accountsfor the years ended 31
December 1999 and 31 December 2000 respectively.

It is clear from the above evidence that Company A — PRC’ s trade method’

was import processing. However, the Taxpayer contends that the ‘trade
method’ wasin substance contract processing. Mr E tried to explain to usthat
the tax payment of REM 22,660 shown on the PRC tax return of Company
A — PRC for the accounting year 2001, was in substance a kind of ‘factory
feg "or' " fixed and imposed by theloca government
without any regard to the actud profit or loss of Company A — PRC. He
further explained that the PRC tax return was prepared in accordance with the
amount of tax imposed for the purpose of complying with the relevant PRC tax
and cusoms authorities. When questioned asto whether the audited accounts
and the PRC tax return of Company A — PRC were correct, Mr E replied to
the effect that they were correct to the extent and in so far as they were
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prepared or had to be prepared in accordance with the relevant PRC tax and
customs authorities but they were not reflective of the actua subgtantive
circumstances of Company A —PRC. Mr F dso tried to explain to usthat the
Taxpayer bore dl the operating costs of Company A — PRC; Company A —
PRC’ s chief accountant prepared and provided the Taxpayer with monthly
financid statements with detalled andlysis of the application of the fund, the
costs of production and business performance review of Company A — PRC;
theimport price of raw materials and raw fabric and the export price of finished
fabric were fixed by the custom authority which had no regards to the actud
real prices, Company A — PRC did not have title to the raw fabric or the
finished fabric; the actud dyeing cogts incurred by Company A — PRC
including items such as the purchase price of raw materials acquired by the
Taxpayer for Company A — PRC and fund remitted to Company A — PRC
when it was utilized were recognised and recorded in the Taxpayer’ s accounts
under the current account of Company A — PRC with the company; Company
A — PRC would report to the Taxpayer the Dyeing Costs on a monthly basis
which matching the invoiced dyeing work done would be borne by the
Taxpayer; and Company A — PRC never issueinvoices of the dyeing codsto
the Taxpayer for its settlement.

Notwithstanding the aforesaid explanations as to ‘substance over form' in
Company A —PRC’ s'trade method’, we are unable to accept that Company
A — PRC was carrying on its busness on the basis of ‘contract processing'.
We cometo this conclusion for the following reasons.

Company A — PRC was authorized by the PRC government to operate its
businesson ‘import processng’ basis only. Indeed Company A — PRC did
adopt the ‘import processng’ method to import raw materials and raw fabric
and yarns into the Mainland and to export the finished goods out of the
Mainland. Company A — PRC’ s audited accounts showed entries such as
sales, costsof saes, closing stock and payment of profitstax. Even though Mr
E explained that the amount of tax charged had no relevanceto the actud profit
or lossof Company A — PRC, when cross-examined he refused to say that the
audited accounts were incorrect in any way. In fact he confirmed that the
audited accounts were correct in relation to the relevant PRC tax and customs
regulations and gtatutory requirements. Company A — PRC was carrying on
business in the Mainland. In the preparation of its accounts, it is proper and
correct that Company A — PRC should prepare and had to prepare them in
accordance with the relevant PRC tax and custom law and regulations. Thus,
these accounts should accurately reflect the nature of the transactions between
the Taxpayer and Company A —PRC. Astotheexplanation givenby Mr F on
how the Taxpayer reimbursed Company A — PRC the operating costs, we
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have no way of verifying this satement as no documents or records were
produced to substantiate this clam. Regardiess of whether or not any
documents were produced, we take the view that the Taxpayer and Company
A — PRC were a liberty to conduct their business affairs and to make such
agreements or arrangements on financial matters in whatever ways they liked.
Such conducts or agreements would not affect the nature of their businesses.
Asthe Taxpayer and Company A —PRC expresdy adopted their transactions
intheform of *import processing’, the Taxpayer must be bound by the form of
such transactions. We were referred to the legd principles drawn from the
following cases by the Revenue which we find are applicable to the present
contention of ‘ substance over form':

(@ Inthecaseof Pott’ s Executorsv IRC [32 TC 211; R2, page 33], Lord
Normand said [at R2, page 52]:

‘The Court isnot entitled to say that for the purposes of taxation the
actual transactionisto bedisregarded as“ machinery” , and that the
substance or equivalent results are the relevant consideration.’

(b) Inthe case of Johnson v Britannia Airways Ltd [1994 STC 763; R2,
page 76], it was hdd that ‘(where) accounts were prepared in
accordance with accepted principles of commercial accountancy,
the court would be slow to accept that they were not adequate for
tax purposes as a true statement of the taxpayer’ s profits for the
relevant period.’ [paragraph b at page 764; R2, page 77]

(©) IntheCourt of Fina Appeal caseof Secan Ltd and Ranon Ltd [5 HKTC
266; R2, page 279] it was held, among other things, that [see page 268;
R2, page 281]:

‘(3) Thetaxpayer isbound by its own choice. Thereisno basison
which a taxpayer can challenge on assessment based on its
own financial statements so long as these are prepared in
accordance with ordinary accounting principles, show a true
and fair view of its affairs and are not in consistent with a
provision of the Ordinance.’

The judgment of Lord Millett (at page 330; R2, page 343) reads as
follows

‘Both profitsand losses ther efore must be ascertained in accordance
with the ordinary principles of commercial accounting as modified
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to conform with the Ordinance. Where the taxpayer’ s financial
statements are correctly drawn in accordance with the ordinary
principles of commercial accounting and in conformity with the
Ordinance, no further modifications are required or permitted.

Where the taxpayer may properly draw its financial statements on
either of two alternative bases, the Commissioner is both entitled
and bound to ascertain the assessabl e profits on whichever basisthe
taxpayer has chosen to adopt.’

(d) Inthe Board of Review Decison D 38/01, IRBRD, vol 17, 333; R2,
page 459, the Board commented on the ‘ substance over form' issuein
the following terms [ see paragraph 56 on page 357; R2, page 483]:

‘The Taxpayer argued that we should regard the substance
(purchase) rather than form (underwriting). It isinherent in this
argument that thereisan admission of the form being underwriting.
When considering tax issues, it would be very difficult to disregard
the form and look at the substance. To abandon the form would
render all tax-saving schemes useless. The Revenue cannot
abandon the form as tax statutes are construed strictly. It isonly
when the tax statute or the common law specifically allowed the
Revenue to pierce the form that the Revenue is able to challenge a
transaction (for example section 61 of the (Ordinance) which allows
the Revenue to disregard certain artificial or fictitious transactions
and dispositions). We see no reason why we should look at the
substanceif the Taxpayer had deliberately used or permitted the use
of acertainform...... '

8.46 Sincewe agreethat the transactions between the Taxpayer and Company A —
PRC were conducted by way of ‘import processng’ arrangemernt, it follows
that the concession on gpportionment of profits under paragraphs 15-16 of
DIPN 21 is not applicable to the Taxpayer’ s case despite the contention of
Counsd for the Taxpayer that paragraphs 15 and 16 did not stipulate that the
processing arrangement must be one of ‘import processng’. We take this
stand because as we reminded oursalves earlier, Departmenta Interpretation
and Practice Notes have no binding force on the parties involved and aso in
law, where the parties are two entities separate and distinct from each other,
the taxpayer is not entitled to an apportionment whether or not the processing
arangement is one of ‘contract processing’ or ‘import processng’. The
gpportionment is a concession given by the Inland Revenue Department and it
is only prepared to give the concession in the case of ‘contract processng’
transactions.  The pogtion taken by the Inland Revenue Department in this
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regard is cealy made known in the meeting between the HKSA' s Tax
Committee and the CIR in 2001. The function of the Board is to find the
relevant facts and to apply those facts to the gpplicable law. 1t is beyond our
bounds to award a concession which is not gpplicable under the law.

8.47 Accordingly, the Taxpayer’ s apped is hereby dismissed, and the assessments
confirmed.
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Appendix J

The Schedule Referred To In Paragraph 2.17

Five largest customers

Name
Company W
Company X
Company Y
Company Z

Company AA

Five largest suppliers

Name
Company AB
Company AC
Company AD
Company AE

Company AF

Total sdles
$2,114,287
$2,266,970
$4,768,063
$2,267,915

$4,387,837

Tota purchases
$897,719
$1,150,580
$957,068
$1,053,834

$4,998,306

Address

HK Address AG

HK Address AH

HK Address Al

HK Address AJ

HK Address AK

Address

HK Address AL

HK Address AM

HK Address AN

HK AddressAO

HK Address AP



