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The taxpayer was a Hong Kong company. It was interested in an urban resdential and
commercid development in China a a time when the congtruction of the property was underway.
The taxpayer intended to purchase the property and resdll the individud units to buyers from Hong
Kong, Canadaand USA. But the sdein Hong Kong was so well received that promotiona efforts
el sawhere were no longer required.

The taxpayer Sgned three documents on the same day to acquire an interest in the property,
Viz, apurchase agreement to purchase the property from the devel oper, an underwriting contract to
facilitate the resadle and an agency agreement whereby the devel oper was appointed the sales agent
of the taxpayer in sdling the property to individua buyers. After the taxpayer took avested interest
inthe property, individud unitsin the property were then presold to individua buyersin Hong Kong.
The promotion and sgning of the preliminary sale and purchase agreements with buyers of the
individuad units were undertaken in Hong Kong by Company G which acted as agent for both the
taxpayer and the developer. All individua buyers sgned the forma purchase agreement in China.
The taxpayer did not appear in any capacity in the sde and purchase documents in respect of the
individual sdesto Hong Kong buyers.

The taxpayer argued that it was atrader of foreign property in essence and an underwriter in
form and that as the property was offshore, no Hong Kong tax was payable.

The Revenue argued that the taxpayer was an underwriter and the profits were earned
through the marketing and sales of the units through the taxpayer’ s agent in Hong Kong. Thus the
source of the taxpayer’ s profit was Hong Kong and subject to Hong Kong tax. Alternatively, the
Revenue argued that by adopting the operationstes, if the promotion and sales of non-Hong Kong
property took place in Hong Kong, then the profits of the owner who sold the property directly or
indirectly through an agent in Hong Kong would be subject to Hong Kong profits tax.



INLAND REVENUE BOARD OF REVIEW DECISIONS

Theissueto be decided by the Board was whether the taxpayer was atrader of the property
by purchasng the property and resdlling the ill uncompleted individud units in the property to
individua buyersor an underwriter in the sale of the property to the individua buyers by underwriting
thetota sde proceedsthat the developer of the property would obtain from pre-selling theindividua
units. The crucid question was whether that part of the sale proceeds from the sde of the individua
units in Hong Kong that accrued to the taxpayer was taxable in Hong Kong.

Hedd:

1.

The place where the taxpayer’ s agent performs authorised acts on behaf of the
taxpayer can be taken to be the place where the taxpayer has operated as if the
taxpayer had acted in that place. The taxpayer is assessable to Hong Kong tax in
respect of profits arisng from activities or operations of the taxpayer’ s agent which
took placein Hong Kong.

The nature of the transaction between the developer and the taxpayer was that of
underwriting. The taxpayer argued that the Board should regard the substance
(purchase) rather than the form (underwriting). 1t isinherent in this argument thet there
isan admisson of the form being underwriting. When congdering tax issues, it would
be very difficult to disregard the form and look at the substance. To abandon theform
would render dl tax-saving schemes usdless. The Revenue cannot abandon the form
as tax datues are congtrued drictly. 1t is only when tax statute or the common law
specificdly dlowed the Revenue to pierce the form that the Revenue is able to
chdlenge atransaction.

Thereisadifferencefrom the Hong Kong prafitstax point of view arisng fromafinding
or concluson that the transaction was underwriting or purchase and resde. A
purchase and resale of foreign property would not attract profitstax. An underwriting
arrangement of forelgn property may arguably be subject to profits tax, depending on
the true nature of underwriting.

The underwriting in this gppea was an assumption of risk which was assumed in China
where the underwriting agreement was Sgned and where the subject matter of the
underwriting agreement was Situated. The Board does not agree with the Revenue’ s
submission that the profits of the taxpayer arose from its marketing and sales activities

in Hong Kong.

If the assumption of risk was not the essence of the underwriting and the profits did not
arise from the assumption of risk, the source of the profits should not be determined
soldly on where the marketing and saleswere done. 1t would be legitimate to consder
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the place where the contract was negotiated and signed which wasin China, the nature
of the subject matter being underwritten which could be the property in China or the
sde of the property which wasin Hong Kong.

6. If the Board were wrong and the transaction between the taxpayer and the developer
was that of purchase, the Board does agree that using the operations test is the
goppropriate test for properties. There are no authorities to judtify this gpproach. But
on the other hand, there were scant authoritiesto support the opposite that profitsfrom
sdesin Hong Kong of offshore properties were not taxable in Hong Kong.

Per Mr Mohan Bharwar ney (dissenting):

1.  TheBoard cannot ignore the fact that the assumption of the risk in China materidised
into profits only because of the marketing activities conducted in Hong Kong and the
receipts of fundsin Hong Kong. Thereisadirect tug of war between the place where
the risk was assumed and the place where that risk wasturned into profit. To hismind,
thelatter factor ismore potent in the production of profit and leads him to conclude that
the source of the profits was Hong Kong and not China, notwithstanding obvious links
to China.

2. He ventures to suggest that the same conclusion would be reached even if the true
nature of the transaction was one of salesingead of underwriting. It wasnot asdein
the forma sense of sde and conveyance of property which would make China the
source of the profits; the transactions were in the nature of arrangements for the sde
and transfer of the property by the developer in China.

Appeal allowed.
Cases referred to:

CIR v Hang Seng Bank Ltd 3HKTC 351

CIRv TVB Internationd Ltd 3 HKTC 468

CIR v Orion Caribbean Ltd [1997] HKLRD 924

CIR v MagnaIndustrid Co Ltd [1997] HKLRD 173

CIR v Montana Lands Ltd (1968) 1 HKTC 334

Liquidator, Rhodesa Metas Limited (in liquidation) v Commissioner of
Taxes (1940) AC 774
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Sewart Wong ingtructed by Department of Justice for the Commissioner of Inland Revenue.
Chua Guan Hock ingtructed by Messrs Fred Kan & Co for the taxpayer.

Decision:

A: Majority decision
Natur e of appeal

1. This gpped concerns the profits tax assessments raised on Company A (‘ the
Taxpayer' ) for the four years of assessment 1992/93 to 1995/96 in the total sum of $6,860,124.
The Commissioner of Inland Revenue confirmed these assessments in his determination dated 30
November 1998 (* the Determinationi ). The Taxpayer now gppedls againg this Determination.

Background facts

2. The Taxpayer agreed to mogt facts as set out in paragraphs 1 (1) to (30) of the
Determination except for three changes, one of whichwas agreed by the Revenue. Thetwo changes
which could not be agreed will be stated below in paragraph 8. Except for the disputed first two
changes, the agreed facts set out in the Determination are findings of fact in this apped.

3. There were disagreements on certain English trandations of the Chinese documents
submitted to us. Asfar aswe can tell, nothing turns on the disagreements on these trandations.

4. The Taxpayer isaHong Kong company incorporated in May 1991. It wasinterestedin
an urban resdentid and commercid development in City B of China called House C Stuated at
Address D (* the Redevelopment’ ).

5. The developer of the Redevelopment was Company E, a property developer in City B
(‘ the Developer’ ). The Redevelopment comprised of resdentia units from level four and upwards
(‘ the Property’ ). The Property was otherwise called Highrise Block F. The lower floors not
included in the purchase were commercid and retall units. There were dso some seven carparks
included in the Property but these carparks were inggnificant and are ignored in this decison

6. The Taxpayer became interested in the Property in September or November 1991. Itis
the manner in which the Taxpayer took an interest in the Property which is disouted in this gpped.
Did the Taxpayer purchase the Property or underwrite its sale? At the time, congtruction of the
Redevelopment had not been completed. After the Taxpayer obtained a vested interest in the
Property, individual unitsin the Property were then presold to individua buyersin Hong Kong.
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7. The promotion and signing of the preiminary sde and purchase agreements with buyers
of the individua units were undertaken by Company G, ared estate agency incorporated in Hong
Kong associated with the Taxpayer. The sde of the individud units took place in Hong Kong
between December 1991 and January 1992, with some salesin February and March 1992. The
congruction of the Redevel opment was completed sometime in late 1994.

8. The Revenue argued that dl the buyers (while the Taxpayer argued that the mgority of
the buyers) were Hong Kong residents and had Hong Kong addresses. The Revenue argued that all
the purchase price paid by these buyers to Company G wes pad in Hong Kong in Hong Kong
dollars. The Taxpayer argued that only a part of the purchase price was so paid. These were the
two areas in the facts set out in the Determination to which the parties could not agree.

Two issues
0. One agpect of the dispute under apped (the first issue) is:

Whether the Taxpayer was.

I. a trader of the Property by purchasing the Property in September 1991 and
resdling the dill uncompleted individua unitsin the Property to individua buyers,
or

i. an underwriter in the sale of the Property to the individual buyers by underwriting
the total sde proceeds tha the Developer would obtain from pre-sdling the
individud units

10. For smplicity’ ssake, inthisdecision, wewill refer to thisfirst issueas* the nature of the

transaction’ between the Devel oper and the Taxpayer.

11. Irrespective of the nature of the transaction, the crucid aspect of the dispute for our
decison (the second issue) is

Whether thet part of the sale proceeds from the sale of theindividua unitsin Hong Kong
that accrued to the Taxpayer inits capacity (either asresdler of theindividua unitsor as
underwriter of the sde of the individua units) was taxable in Hong Kong.

12. The Taxpayer argued at the hearing of this gpped that it was atrader of foreign property
in essence and an underwriter in form. And that as the Property was offshore, no Hong Kong tax
was payable. Further, the Taxpayer appointed a Hong Kong agent (Company G) to market and sl
the Property in Hong Kong. It was the Hong Kong agent who arranged the sgning of preiminary
sdle and purchase contracts in Hong Kong and receipt of the individud unit buyers inddlment
payments.
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13. The Revenue argued that the Taxpayer was an underwriter and the activities by which
the profitsunder appedl were earned were through the marketing of the unitsthrough the Taxpayer’ s
agent in Hong Kong or the payment or crediting to the Taxpayer of its profits in the sde of the
individua units in Hong Kong. Thus the source of the Taxpayer’ s profit was Hong Kong and
subject to Hong Kong tax. The Revenue further argued that, even if the Taxpayer had traded in
offshore property, by virtue of its almost exclusive promotion and sales activitiesin Hong Kong, its
profits were taxable in Hong Kong.

Burden of proof

14. In congdering the evidence and the submissions of both parties, we remind ourselves
that section 68(4) of the IRO puts the onus of proof on the Taxpayer as follows. * The onus of
proving that the assessment appealed against is excessive or incorrect shall be on the
appellant.’

Thelaw — guiding principles

15. Counsd for both parties addressed us on the applicable law and we are grateful for their
assgtance. Section 14(1) of the IRO, the charging section for profits tax, 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 atrade,
profession or businessin Hong Kong in respect of hisassessable profitsarising in
or derived fromHong Kong for that year fromsuch trade, profession or business
(excluding profits arising from the sale of capital assets) as ascertained in
accordance with this Part.’

16. Section 2 of the IRO defines* profits arising in or derived from Hong Kong' as:

* without in any way limiting the meaning of the term, include all profits from
business transacted in Hong Kong, whether directly or through an agent.’

17. The common law has provided uswith authoritative Privy Council decisonsto clarify the
difficult question of the source of profits in the CIR v Hang Seng Bank Ltd 3 HKTC 351, CIR v
TVB Internationd Ltd 3 HKTC 468 and CIR v Orion Caribbean Ltd [1997] HKLRD 924. Inthe
judgment of Lord Bridge in the Hang Seng Bank case (at page 355):

* Three conditions must be satisfied before a charge to tax can arise under
section 14: (1) thetaxpayer must carry on atrade, profession or businessin Hong
Kong; (2) the profits to be charged must be “from such trade, profession or
business,” which their Lordships construe to mean fromthe trade, profession or
business carried on by the taxpayer in Hong Kong; (3) the profits must be
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“profitsarisingin or derived from” Hong Kong. Thusthe structure of the section
presupposes that the profits of a business carried on in Hong Kong may accrue
from different sources, some located within Hong Kong, others overseas. The
former aretaxable, the latter are not.

No submissions were made that the first two conditionswere not satisfied inthisgpped. Thisapped
is concerned with only the third condition, viz, whether the profits under apped arose in or was
derived from Hong Kong.

18. On thisthird condition, the generd guidelineisto look at whét the taxpayer has doneto
earn the profits. Lord Bridge, in the Hang Seng Bank case, had this to say (at page 360):

‘ But the question whether the gross profit resulting from a particular
transaction arose in or derived from one place or another is always in the last
analysis a question of fact depending on the nature of the transaction. It is
impossible to lay down precise rules of law by which the answer to that question
isto bedetermined. Thebroad guiding principle, attested by many authorities,
is that one looks to see what the taxpayer has done to earn the profits in
guestion. If he has rendered a service or engaged in an activity such as the
manufacture of goods, the profit will have arisen or derived from the place
where the service was rendered or the profit making activity carried on. But if
the profit was earned by the exploitation of property assets as by letting
property, lending money or dealing in commodities or securities by buying and
reselling at a profit, the profit will havearisenin or derived fromthe placewhere
the property was let, the money was lent or the contracts of purchase and sale
were effected.” (emphasis added)

19. This guideline was daborated by Lord Jauncey of Tullichettle who ddivered the Privy
Coundail judgment inthe TVBI case at page 477-

* Thus Lord Bridge' s guiding principle could properly be expanded to read
“One looks to see what the taxpayer has done to earn the profit in question
and where he hasdoneit”. Further their Lordships have no doubt that when
Bridge, after quoting the guiding principle, gave certain examples he was not
intending thereby to lay down an exhaustive list of teststo be applied in all cases
in determining whether or not profits arose in or derived from Hong Kong.’
(emphasis added)

And at page 479:

* Their Lordships consider that it is a mistake to try to find an analogy between
the facts in this appeal and the example given by Lord Bridge in the Hang Seng



INLAND REVENUE BOARD OF REVIEW DECISIONS

Bank case. .and the examples were never intended to be exhaustive of all
situationsin which section 14 of the Ordinance might haveto be considered. The
proper approach isto ascertain what were the operations which produced the
relevant profits and where those operations took place.” (emphasis added)

20. Further clarification was made by Lord Nolan in another Privy Council case on apped
from Hong Kong: CIR v Orion Caribbean Ltd [1997] HKLRD 924. At page 931, Lord Nolan
stated that * the ascertaining of actual source of incomeisa practical hard matter of fact’ and
that * No ssimple, single, legal test can be employed’ .

21. We were referred to the 1998 edition of the DIPN No 21 issued by the Revenue in
1992. DIPN No 21 was essentialy issued by the Revenueto clarify the Revenue’ sinterpretation of
thetwo Privy Council cases: Hang Seng Bank and TVBI. It repeated the above generd principleson
which locdity of profitsis determined.

22. We were aso asked to consider the acts of a taxpayer’ s agent. Both sides accepted
that the place where ataxpayer’ s agent performs authorized acts on behdf of the taxpayer can be
taken to be the place where the taxpayer has operated asif the taxpayer had acted in that place. The
definition in section 2 of the IRO of * profits arising in or derived from Hong Kong'  expressy
includes business transacted through an agent. The view of the Privy Council in the Orion Caribbean
casewasthat ataxpayer isassessable to Hong Kong tax in respect of profitsarisng from activitiesor
operations of the taxpayer’ sagent which took placein Hong Kong. TheCIR v Magnalndustria Co
Ltd [1997] HKLRD 173 case showed how acts of agents may be treated as acts of the taxpayer.

Theevidence

23. Adde from the documents annexed to the Determination, further documents were
submitted to us for the purpose of the apped. The Taxpayer submitted additiona documents as
evidence of the purchase of the Property by the Taxpayer. The Revenue submitted the relevant tax
returns and the exchange of correspondence between Messs Erngt & Young, the then tax
representatives for the Taxpayer, and the Revenue prior to the Determination.

24. Agang this background of the law on the source of profits, the agreed facts and the
evidence presented to us, we note five aspects of the evidence:
a The ord testimony of adirector of the Taxpayer.
b. The two sets of documents (one set was said to prove underwriting and the
other set, trading in property) and other documentation said to show either
nature of the transaction.

C. Tax payments to Chinese tax authorities.
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d. Sde of the uncompleted individua units of the Property in Hong Kong.
e The gpplicable Chinese legdl and regulatory environment.
Director’ stestimony

25. Firgly, Ms H, a director of the Taxpayer, gave ord testimony. Ms H tedtified that
another director, Mr | was dso involved in the facts of this gpped and he signed the important and
disputed documentation. According to Ms H, it was Mr |, amgor shareholder of the Taxpayer,
who proposed using the Taxpayer as the invesment vehicle for the syndicate of investors who
wanted to invest in the Property. Although MsH indicated it should be Mr | who should be giving
evidence, shetold usthat she had been involved from the beginning to theend. She said that shedid
the procedures and had been involved in most of the work and going to City B.

26. According to Ms H:

a Theentire venture originated from Company G of which shewasaso adirector.
Company G came across the Redevelopment which was under construction
and syndicated a group of investors to participate in the Property. (At alater
sage in January 1994, Company G acquired 100% of the Taxpayer.) The
investment vehicle used by the syndicate was the sole purpose corporate entity
intheform of the Taxpayer. Theintention wasto use the Taxpayer to purchase
the Property and resdll the individua units to buyers from Hong Kong, Canada
and USA. But the sde in Hong Kong was so well received that promotiond
efforts esawhere were no longer required.

b. The Taxpayer sgned three documents to acquire an interest in the Property:

I. The Provisond Purchase Agreement (hereinafter defined) to purchase
the Property from the Devel oper.

. The Underwriting Contract (hereinafter defined) to fecilitate the resde
because MsH thought that before completion of congtruction, legdl title
belonged to the Devel oper.

. The Agency Agreement (hereinafter defined) as the Taxpayer did not
have the property development right and the right to resell uncompleted
propertiesin City B.

C. All three agreements were intended to be effective. At the time, the Taxpayer
had not sought legal advice on itsinvestiment in the Property. 1t had relied onthe
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documentation supplied by the Developer. In the sdle of the individua units of
the Property, Company G acted as agent for both the Taxpayer and the
Developer in concluding the Pre-sde Provisond Contract (hereinafter defined)
inHong Kong. All theindividua buyers sgned the Formal Purchase Agreement
in City B (hereinafter defined).

Two sets of documents and other documents

27. Secondly, insofar as the documentation relating to the nature of the transaction between
the Taxpayer and the Devel oper was concerned, there were two types of documentation presented
to us.

28. The Taxpayer presented to the Commissoner for his Determination, as evidence of the
underwriting arrangement, an agreement dated 22 November 1991 titled * Underwriting Contract’
meade between the Developer and the Taxpayer (* the Underwriting Contract’ ). It wasexpressedto
have been sgnedin City B. The Taxpayer wasthe sole underwriter for the sde of the Property. The
underwriting price was $84,314,015 (which is rounded off to $84,000,000 for smplicity in this
decison). The underwriting period was to end on 30 June 1992. By this deedling, if the totd price
of the individud units in the Property sold was more than the agreed underwriting price, then the
Devel oper would pay the excessto the Taxpayer in accordance with the payment schedule set inthe
sdeand purchase agreements of individua buyers. If thetota sale proceedsfrom theindividua units
were less than the guaranteed underwriting amount, the Taxpayer was to pay the shortfdl to the
Developer and the Developer would sign forma purchase and sde agreement of the unsold unitsto
the Taxpayer or its nominees. The Underwriting Contract congtituted the first set of documents.

29. The second set of documents, to which the Commissioner was not privy when the
Determination was made, was presented to this Board as evidence that the Taxpayer purchased the
Property from the Developer (as opposed to underwriting). The second set comprised of the
fallowing:

a By aletter dated 2 September 1991 from the Taxpayer to Company G, the
Taxpayer appointed Company G to negotiate and make arrangements to
conclude and sign a sale and purchase agreement to purchase the Property in
return for 10% of the net profit to be generated in the resde. One peculiarity
was that according to the accounts of the Taxpayer, it had paid commission to
another party, unnamed, to find the Property for the Taxpayer.

b. By a provisond purchase agreement dated 12 September 1991 (* the
Provisona Purchase Agreement’ ), the Taxpayer was to purchase the
Property which was under congruction at the time. It was stated in the
Provisond Purchase Agreement that it was signed in City B. The purchase
price was $88,290,000 with 30% paid by six ingadlments and the baance
70% was to be paid in one lump sum prior to ddivery of the Property. The
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Property was to be completed and deivered within 38 months from
commencement of foundation works. A forma agreement was to be signed.

C. On 22 November 1991, the same date as the Underwriting Contract, the
formd purchase agreement (‘ the Formad Purchase Agreement’ ) was
concluded. 1t wasdso stated ashaving been sgned in City B. By thistime, the
size of the Property has decreased as the 13/F was no longer included in the
sde and purchase (our ‘ Property’ definition excludes the 13/F where
applicable). The purchase price was decreased to $84,314,015 which wasthe
same as the guaranteed underwriting price in the Underwriting Contract. The
pricewasto be paid by five 10% fixed quarterly ingtdlment paymentsup to 15
March 1993 and the balance 50% payable ten days prior to the delivery of the
Property. The congtruction and ddlivery of the Property to the Taxpayer was
to be on or before 31 December 1994.

d. An agency agreement dated the same day as the Formal Purchase Agreement
(* the Agency Agreament’ ) was shown to us. This agreement referred to the
Formal Purchase Agreement. The Devel oper was appointed the sales agent of
the Taxpayer in saling the Property to individud buyers. The Developer was
to sign the agreements with the individua buyers as developer. The price to
individua buyers was to be decided by the Taxpayer but the manner in which
the price was paid was not to exceed theingdIment payments by the Taxpayer
tothe Developer. The Developer wasresponsiblefor thetax on the price paid
by the Taxpayer to the Developer and if the price sold to individua buyers
were in total higher, then the Taxpayer would pay the tax on the difference.
The Taxpayer was to pay the Developer who would apply for ownership
documents for individud buyers a the rate of RMB400 per unit. The
Taxpayer was aso to pay an agency fee to the Developer a8 RMB1,000 per
individud unit sold with liberty for the Devedoper to collect a further
RMB1,000 from individud buyers if they request transfers of interest. The
Taxpayer wasto be solely respongblefor thelegd and economicissuesduring
marketing and Sgning of individual buyers sale and purchase agreements.

30. There were other documents which were produced to us but which the Commissioner
did not have for his Determination. We set out our views on these further documents and other
important (but not al) documents which the Taxpayer did put before the Commissioner for his
Determination. The documents rdating to Chinatax payments are dedt with separately.

a By a smple letter dated 22 November 1991, the Developer confirmed an
agreement to appoint Company G to represent the Developer in the sales of
the Property. (‘the Company G as Deveoper’ s Agent Appointment
Letter’ ). We do not know whether Company G was paid any feesto act for
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the Developer. The agreement itsdf was not produced to us nor was it
mentioned that it was an ord agreement. On its own, this document could
point to the nature of the transaction between the Taxpayer and the Devel oper
as underwriting since the Devel oper gppointed Company G asits saes agent
and Company G marketed and sold the individud unitsin Hong Kong. But it
could also point to the nature of the transaction as being trading because the
Taxpayer was using the Developer’ s name as the vendor vis-a-vis individua
unit buyers (as, according to the Taxpayer, it could not be named as the vendor
in the agreements for sde and purchase to buyers and the Developer had
appointed the Taxpayer as agent in the Agency Agreement).

By aletter dated 23 November 1991, the Taxpayer appointed Company G as
the exclusve agent in the salling of the Property which wasto be marketed and
sold a prices stipulated by and at the expense of the Taxpayer (* the Company
G as Taxpayer’ s Agent Appointment Letter’ ). The gppointment was to last
sx months commencing on 1 December 1991. The agent was to receive its
savice feesfrom individud buyers. Again, looking at this document per s, it
could not have been said that it pointed definitively to underwriting or trading.
If the Taxpayer were a purchaser from the Developer, then it could appoint
Company G asitssalesagent. But evenif the Taxpayer were the underwriter,
nothing would have prevented the Taxpayer from taking steps (by marketing
and assging in sdling theindividua units and gppointing agentsto do the same)
to (i) minimize the risk of the underwriting and (i) maximize the profit which it
would receive if the underwriting was successful.  One of the Chinese law
experts who described underwriting in China expected that the underwriter
and not the devel oper to promote the sales.

On 8 and 9 January 1992, advertisements appeared in Newspaper J. The
developer mentioned in the advertisements was the Developer. Company G
was named as the Hong Kong reception desk. There was no mention of the
Taxpayer as underwriter, seller or principa. The Taxpayer did not appear at
al. While this was the only piece of documentary evidence which directly
showed the marketing effort in the sale of the Property, it would gppear that
there were other marketing activities as many of the sdlesof theindividua units
took place in December 1991.

By aletter dated 21 December 1993, the Taxpayer appointed Company G as
the project manager of the Property to supervise the quaity and progress of
congruction for a monthly project management fee of $21,000 effective as
from 1 January 1994 until the* turnkey' of thebuilding. The Taxpayer clamed
that this gppointment indicated that the Taxpayer was the purchaser (in
substance if not in name) of the Property from the Developer.
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By aletter dated 13 October 1994, the Developer agreed to guarantee bank
mortgages in return for the Taxpayer paying the Developer 2% of the total
bank mortgage obtained by individual buyers as guarantor services fees.
Curioudy, this letter refers to a sales agency contract dated 22 November
1991 with the Developer as developer and the Taxpayer as sales agent. No
such agreement was produced to us and we are uncertain whether it was
meant to be reference to the Agency Agreement or the Company G as
Deveoper’ sAgent Appointment Letter or some other documents, or whether
the Developer was treating the Taxpayer asits sdes agent.

In aletter dated 22 November 1994, the Developer informed the Taxpayer
that * the property for which we have undertaken to build and you arethe agent
for sdle stuated at.. will be formaly ddivered for use on 12 December 1994.
The baance 50% of the purchase price will have to be fully paid within ten
days.... It went on to say that due to practica problems it was willing to
accept payment in two tranches of $20,000,000 before 2 December 1994
and the balance $22 odd million on 3 January 1995. Primafacie, the wording
in the letter contradicts itsdf by mentioning the Taxpayer as agent for the sdle
and asking for payment of the balance of the purchase price (bearing in mind
that under the Formal Purchase Agreement, the baance of the purchase price
was 50% and was payable within ten days of ddivery of the Property). But
there would be no contradiction if the Taxpayer, as agent of the Developer,
wereto receive the balance of the purchase pricefrom al theindividua buyers.
We could see no reason why the Taxpayer would be addressed as the agent
for the sde by the Developer if the Developer did not think that the Taxpayer
was its agent.

Asevidence of the payment of thefirst tranche of $20,000,000, acredit advice
of Bank K dated 3 December 1994 was shown to the Revenue and in the
‘nature of transaction box was stated ‘ received from (Company G)
cheque’ . There was then a receipt issued by the Developer dated 13
December 1994 as having received from the Taxpayer the $20,000,000 in
respect of the Property. There was no smilar evidence given for the payment
of the second tranche of the balance $22,000,000.

We note that there was no documentary evidence of how the cash flowed
between the Taxpayer and the Developer which might have asssted us in
ascartaining whether such cash flow was condgtent with the nature of the
transaction between the Developer and the Taxpayer as trading or
underwriting.
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China tax payment

31 Thirdly, we were addressed on payments of tax in China and Ms H thought that
somehow tax was paid on the difference between $84,000,000 (either the guaranteed underwriting
sum or purchase price of the Property) and the tota sale proceeds of the individua units. But she
had no idea how. Some documentation relaing to Chinatax payments were submitted to us:

a A bank credit advice dated sometime in December 1993 issued by the Bank
K, Hong Kong Branch advising of the Taxpayer paying into the Developer’ s
Bank K account a sum of $1,529,107.8. A copy of this credit advice was
written as afax from Ms H (with the Company G chop and a 29 December
1993 date chop) to the Developer stating that ‘ Please confirm that my
company has paid the tax of your company today into your company’ sBank
K account.” MsH tegtified that this payment of $1,529,107.8 represented the
tax pad by the Taxpayer for the difference or the excess between the
purchase/underwriting price of $84 odd million and the total sde proceeds
fromthe sdeof theindividud unitsto buyers. Receipt for this payment camein
the form of two separate official receipts.

I. A specid receipt for miscelaneous revenue issued on 29 December
1993 for $900,000 with the City B tax department chop and the
Developer’ schop. Thereceipt Sated the payer to be the Taxpayer.
In the description column was Stated * received tax payment” .

. A dmilar specid receipt as the preceding receipt issued aso on 29
December but in the amount of $629,107.8.

When questioned on these specid receipts, Ms H testified that these specid
receipts were part of a book of officid receipts issued by the City B tax
department to entities for entities to issue to payers when such entities receive
payments from payers. She also said that copies of the issued recelpts were
given to thetax department monthly. These receipts resemble officia invoices
or receipts which certain tax jurisdiction mandate for busnesses for tax
purpose. The trandation of the document should be ‘ City B Municipd
Miscdllaneous Receipts Invoice  rather than the trandation that was given to
us in the Taxpayer’ s bundle of documents. In our view, the description of
‘ recaived tax payment’ in thesemiscellaneousinvoi ces did not represent atax
payment by the Taxpayer to the City B tax department. The Developer would
have had to issue thisinvoice, if proper procedures were followed, in respect
of any payment which it recaivesin the course of itsbusiness. And becausethe
$1,529,107.8 was received by the Developer as tax payments from the
Taxpayer, it described the payment in the invoice as atax payment. But the
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invoicesthemsalves do not appear to betax payment receiptsissued by thetax
authority when the tax is actudly paid. Actud tax receiptsissued by the tax
authority can be seen in the City B tax payment advice and the series of tax
payment advice mentioned below. There is the question of why two such
invoices were required when there was only one remittance or payment.
Further there was no evidence whether the Developer subsequently actualy
paid the $1,529,107.8 (which it received from the Taxpayer) to the City B tax
department. Nor was there evidence that the tax department credited the
Taxpayer or the Deve oper with having paid thistax on the excess between the
purchase/underwriting price and the total individua unit sde proceeds. We
notethat if the Taxpayer was never registered in any capacity in China, onwhat
bassdid it pay tax, if the tax had been paid?

A bank customer’ sadvice of Bank K dated sometimein September 1996 for
the sum of $967,491.04 together (in the same photocopy) with a cheque
issued by Company G for the same amount dated 23 September 1996. Asa
separate copy, afax from Company G to the Developer dated 25 September
1996 ating that Company G has remitted $967,491.04 tax into the
Deveoper’ sBank K account. Thisserved only to show that Company G had
paid money to the Developer through the Developer’ s bank account in Hong
Kong.

A generd payment advice of businesstax issued by the City B tax department
dated 10 January 1994 naming the tax recipient as the ‘ City B Tax
Depatment Foreign Enterprise Section and the Taxpayer to be the
‘ Developer’ . The tax period covered was December 1993 and the taxes
paid were:

i.  Commodity housing $2,339,100.86
i. Sdessavicefee $38,489.83
ii.  Education surcharge $94,162.01

Ms H thought that the $1,529,107.8 which the Taxpayer had paid to the
Developer as atax payment (referred to above) was somehow amal gamated
withthe Developer’ sown payment of thethree taxes mentioned in thisgenera
payment advice of busness tax. She was unable to explain how this
amalgamation occurred. We do not know how these three taxes were
cadculated, whether these payments rdae to the $34 odd million
purchase/underwriting price or the totd sde proceeds from individud unit
buyers or both or whether they relate to the Property &t all.
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d. A sies of City B tax payment advice dl dating the Taxpayer as the
deveoper, itsfile number 1020108 with the payment being for the account of
the * trust account of the foreign enterprise section of the City B Tax
Depatment’ . They contained the following detalls.

Issue date Tax section Typeof tax Tax period Amount
cover ed
$
29-7-1996 Salestax Blank Blank 500,000.00
29-7-1996  City 100% Blank 1/94-12/95 500,000.00
2-9-1996  Sdestax (provincial Blank 1/94-6/96 480,769.23
40%, city 60%)
2-9-199%6  City 100% Blank 1/94-6/96 19,230.77
7-10-1996 Salestax (provincia Blank 1/NA-12/95 488,852.54
40%, city 60%)
7-10-1996  City 100% Education  1/94-12/95 19,554.10
surcharge
1510-1996 Salestax (provincid Blank 1/94-12/95 58,784.87
40%, city 60%)
15-10-1996 City 100% Education  1/94-12/95 2,351.39
surcharge

Aganwe are unableto make any conclusonsasto how the taxesmentioned in
this series of receipts were calculated, whether these payments relate to the
$84 odd million purchasefunderwriting price or the total sale proceeds from
individua unit buyers or both or whether they relate to the Property at all.

32. It gppearsto usthat the documents relating to Chinatax payments produced to us offer
little, if any, assstance. They do not show that the Taxpayer (or the Developer on behdf of the
Taxpayer) had paid to the Chinese tax authorities any taxes whatsoever relating to the Property or
relating to the transaction between the Developer and the Taxpayer. They showed that the
Developer had paid some Chinatax but they do not show what sort of tax was pad. If anything, it
showed ether that the Taxpayer was totdly dependent on the Developer to structure the
transactionsfor Chinalegal and tax purposes or the Taxpayer wasignorant or took a callous attitude
regarding the need to comply with Chinese regulations and tax requirements.
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Sale of individual unitsin Hong Kong

33. Fourthly, there was little controversy in respect of the marketing and sde of the
individual uncompleted units in Hong Kong. One sample set of documentation in respect of the
pre-sdeof the Unit D11 of the Property used to represent the typical documentation for the pre-sde
of individual unitsto purchasers were presented to us. We note that the Taxpayer does not appear
in any of these documentsin any capacity. The sample documents were as follows:

a Provisona contract dated 15 January 1992 (‘ the Pre-sde Provisond
Contract’ ). It was a one-page document under the letterhead of Company G
with its Hong Kong address. All these contracts were Sgned in Hong Kong.
The vendor wasthe developer. Company G signed it as agent of the devel oper.
The purchase price wasto be paid by six inddlments. Thefird fiveingdlments
congtituting 50% of the purchase price was to be paid by cheque made out to
Company G by quarterly payments and the last inddlment condituting the
balance 50% was to be paid to the devel oper within ten days of buyer receiving
notice of the occupation permit . The buyer was to persondly arive a the
developer’ s City B office within ten days to sgn the pre-sde contract. The
buyer had to pay a service fee to Company G of 1% on sgning the pre-sde
contract. If the buyer did not comply with the Pre-sde Provisond Contract, the
deposits paid were forfeited whereasiif the vendor was unable to sl it had no
obligations except refunding the deposits paid. There was no governing law or
jurisdiction clause. Our view is that the Pre-sde Provisond Contract was a
legdly binding document. Its format was that of a contract and the buyer
suffered aloss of the deposits paid if it did not abide by itsterms. And because
it was sgned in Hong Kong by a Hong Kong entity on behaf of the devel oper
and by the buyer who were from Hong Kong, we have no doubt thet it was
enforceable in Hong Kong. It was not merely an offer to purchase or a
document of little legd effect. A document with little lega effect would Hill bea
document with legdl effect.

b. Forma sale and purchase agreement dated 9 March 1992 ( the Pre-sde
Forma Contract’ ). These were, according the Taxpayer, Sgned in City B.
Again the developer was named as the vendor. The inddlment payments
mirrored that of the Pre-sde Provisonal Contract. Further the ingalment
paymentswere 15 days after theinstallment payments (payable by the Taxpayer
to the developer) in the Forma Purchase Agreement. The Developer would
apply on behdf of the buyer for mortgage financing for the balance 50% of the
purchase pricewhich if unsuccessful would be paid by the buyer. Theindividua
unit in the Property was to be ddlivered before 31 December 1994. The buyer
was to abide by Chinese law. Terms not specified in the contract were to be
governed by City B municipa law. The contract was to be notarized.
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C. Various receipts of payment of the purchase price by theindividuad buyers. Six
receipts issued by Company G with a Hong Kong address showing dl the
ingalment payments (except the initid depost paid on dgning the Pre-sde
Provisona Contract) being paid on or close to the payment due dates stated in
the Pre-sdle Formal Contract. One peculiarity to noteisthat eventhereceipt for
the 50% baance of the purchase price was issued by Company G despite the
contractua obligation of the buyer in the Pre-sdle Forma Contract to pay the
ingtalments to Company G and the balance to the devel oper.

A cetificate of ownership issued by the City B municipa government dated 31 July 1995 inwhichiit
was dated that it was issued to the property to protect the legd land usage right and property
ownership. It wasissued totheindividud unit with thebuyer’ sname and overleaf ablank form tofill
infuturetransfer regisration details. Inthe* Sourceof Title’ row, thefollowingwasfilledin: * bought
from (the Developer)’ . There was no mention of the Taxpayer. The land that was gpportioned to
the unit wasleft blank. According to the applicable Chineselaw, titleto buildingswerein proportion
to the land use rights where title to a building was partidly assgned. Inthe‘ remarks row, it was
dtated that the land use right of the usable ot Size for common use area is shared among the owners
of thewhole building. A floor plan was atached.

34. There were as0 produced to usthelists of buyers of theindividua units of the Property.
Thereweresix ligs showing salesof 122 unitsintotal and onelist for seven carparking spaces. Each
block list showed one block (from blocks A to F). Each of the block has 21 unitsfrom units4 to 25.
On theright hand sde was written a“ Date of Sdles column which on comparison with the sample
documentsindicated that it was one day after the signing of the Pre-sde Forma Contract (Ms H
inssted that it was the date of the signing of the Pre-sale Provisiona Contract). This showed that all
the unitswere sold between 14 December 1991 and 27 January 1992 with the exception of acouple
sold in March 1992.

35. From the list of the buyers, some were repeat buyers while others show joint buyers.
Out of thetota 122 units shown assold, al the purchasers had Hong Kong identity cards and Hong
Kong addresses with the exception of three foreign passport holders who had Hong Kong
addresses. Only onebuyer’ saddresswas outside Hong Kong in Canada. Therewas disagreement
on the facts stated in the Determination on whether dl or only amgority of the purchaserswere from
Hong Kong. We find the difference between dl and mgority as of no rlevance. Certainly, on the
Taxpayer' sown admission, the mgority of the marketing and salestook place in Hong Kong.

36. In respect of the other disagreement between the parties on the facts sated in the
Determingtion, that is, whether dl or part of the individud unit buyers purchase price was paid to
Company G in Hong Kong, we have aready noted that the receipts in the sample documentation
showed that al the payments were made to Company G in Hong Kong. Thiswas confirmed by Ms



INLAND REVENUE BOARD OF REVIEW DECISIONS

H in her ord testimony who dso said that after receiving the money from buyers, Company G would
disburse the money to the Developer and then to the Taxpayer.

Chinalaw

37. Fifthly, in order to try to understand what the Taxpayer and the Developer weretrying to
do, we must try to understand the legd and regulatory environment under which they laboured at the
materia time. Each party produced an expert on Chinese law to give evidence on the gpplicable
Chinese legd and regulatory environment in relation to properties, sde of uncompleted
developments and underwriting. Mr L, asenior researcher fellow of the Chinese law program at the
indtitute of Asan-Pecific studies of University M, gave evidence for the Taxpayer. Professor N, a
professor of Chinese and comparative law at University O, gave evidence for the Revenue.

38. It was obvious from both experts  evidence that China’ s property law wasin its early
stages of development or was undergoing dramatic changes a the materid time. Combining both
experts legd views on the legidative and regulatory environment at the time (with the more
comprehensive materids provided by Professor N), we have the picture of the City B municipa
government providing theinitid modern legal framework which gpplied drictly locdly to land in City
B. This was then followed by State Council Orders on a nationd level. In view of the state of
development of the red estate legd environment in China as awhole and in City B at the materid
time, we take the evidence presented by both experts as complimentary to each other athough they
reached different conclusons on the nature of the transaction between the Developer and the
Taxpayer. Without denigrating the assstance that Mr L had so hdpfully given to us, where there
were any clear contradictions on matters of Chineselaw (asdistinct fromtheir different conclusons),
we preferred the more comprehensive evidence of Professor N.

39. We congder thelegd environment in terms of two sets of framework: () for that of land
and (b) for that of business registration requirements. We set out the applicable provisons. When
we mention the gpplicablelaw or legidationin Ching, it includeslegidation enacted by itsnationd and
local legidatures and its various standing committees, administrative ordersor regulations of the State
Council and explanations of the Peoples Supreme Court.

Land legidation

40. The very first law referred to uswasthe * temporary measuresfor transactionsin City B
houses  gpproved for promulgation by the City B municipa government on 4 February 1986 (* the
86 City B House Transactions Measures ) which had replaced the 1965 temporary measures for
transactionsin City B houses. Buying and sdlling of land had to be conducted through an entity called
the City B municipd rea estate exchange (* the Exchange’ ) and making use of sales and purchases
transactionsfor profit-making was strictly forbidden (article 2). 1ts purpose was expressed to be'* to
srengthen the administration of urban red estate transactions and to protect the legitimate rights and
interest of both partiesin the transaction.” . It stated that urban land is property of the State (article
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8). Therefore there was a ditinction between the land and the house on the land. It gpplied to dl
urban housesin counties and towns within the jurisdiction of the City B municipa government (article
14). 1t was made under the Chinese Congtitution and the relevant provisions of the State Council’ s
‘ regulationsfor private urban houses (article 1). These State Council regulationswere not referred
to and we can only assume that they areirrdlevant for the purpose of this gpped.

41. About three years laer, the City B municipd government promulgated further

regulationson 3 May 1989titled * trid measuresof City B municipdity on the compensatory transfer

and assgnment of urban State-ownedland’ (* the 89 City B Urban State-owned Land Measures’ ).

Its effective date was 1 June 1989. Its purpose was to effect the gppropriate usage and protection

of land and toimprove control of urban State-owned land within City B (article 1). 1t wasformulated

according to the Chinese Condtitution, the law of land management and urban planning rules (article

1). These measures gpplied to State-owned land within the City B municipdity and makes a
distinction between the land which remained property of the State and land userights (article 2). The

State could transfer land userightsto atrandferee (* the First Transferee’ ) for atransfer chargefor a
specific length of time. This was termed compensatory transfer of land use rights (article 3). The

Firg Transferee could assgn the land use rights to others during the period under which the First

Transferee hdd the land userightsfrom the State (article 3). Thiswastermed assignment of land use
rights. There were dso registration and notarization formalities required for assgnments of land use
rights (article 28). If title to a building were partidly assgned, their land use rights were to be
proportionate with the percentage of title to the building, but the land use rights for the land as
occupied by the building as awhole was not to be divided (article 23). These principles were later,

more or less, repeated on a nationd level by a subsequent State Council regulations in 1990

mentioned below.

42. It is not clear to us a al how the 89 City B Urban State-owned Land Measures
interacted with the 86 City B House Transactions Measures and whether the system of regidtration
of house trandfers (in the 86 Measures) and transfer of land use rights (in the 89 Measures) were the
same or different sysems. But one thing istolerably clear, these two City B Measures were part of
the applicable laws relevant to the Property a the time. Article 40 of the 89 City B Urban State-
owned Land Measures mentioned that after State regulations on compensatory usage of State-
owned land came into effect, the various provisons of the 89 City B Urban State-owned Land
Measures were to be implemented in accordance with the State regulations. But article 40 dso
dated that in the absence of relevant provisons in the State regulations, the 89 City B Urban
State-owned Land Measures were still gpplicable. No State regulations were produced to us that
were applicable as a 1989 (and indeed up to 24 May 1990 when the State Council promulgated
provisond regulations, as will be described below). Nor were there any specific provisons in the
subsequent State Council regulations which specificaly contradicted or replaced the86 and 89 City
B Measures.

43. Therdevant nationd level legidation or regulaion relating to land (drawn to our atention
by Professor N) was a State Council order promulgated and effective on 24 May 1990 titled
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‘ Provisond Regulations of the People’ s Republic of Chinaconcerning the Grant and Assgnment of
the Right to Use State Land In Urban Areas (* the 90 State Council Urban Areas State Land
Regulaions’ ). These regulations were formulated to reform the system of the use of State land in
urban areas, to rationalize development and utilization of and business rdating to land, to strengthen
land management and to promote urban congtruction and economic development (article 1). It
confirmed the separation of ownership of land from the right to use land and that China would
implement a system for the grant of the right to use land in urban areas (article 2). Theright to use
land wasto be granted in the form of grant contract (article 8) by the land administration department
of the municipa and county governments (articles 9 and 11). Upon payment of the grant fee, aland
user was to carry out registration procedures in accordance with the regulations, obtain aland use
certificate and thus acquire the right to use land (article 16). When the right to use land is assigned,
an assgnment contract was to be entered into (article 20). Where aright to use land was assigned,
formdlitiesto register such conveyance in accordance with the regulations was required (article 25).
Where the right to use land is assgned in portions, gpprova from the municipa or county land
adminigtration department and red estate management department was required to register such
conveyance (article 25).

44, After the 90 State Council Urban Areas State Land Regulations, the State Council
published the‘ Notices Regarding Certain | ssues on the Development of the Redl Estate Market’” on
4 November 1992 (* the 92 State Council Red Estate Notice' ) which wasdrawn to our attention by
Mr L. Copiesof the notices were not produced to us and according to Mr L, the notices said that
“ locd governments may, pursuant to the current relevant legidation and loca circumstances, enact
certainlocd legidation . Therewasno evidencefrom Mr L on what werethe then current relevant
legidation . Mr L dtated that pursuant to the 92 State Council Redl Estate Notice, City B enacted
local red estate legidation which might differ from thoselegidated e sewherein China. But no City B
local red edtate legidation were cited to us by him. On the other hand, Professor N pointed us to
three legidation mentioned above which pre-dated the 92 State Council Real Estate Notice and
which would be the gpplicable legidation in the transactions under apped.

45, On 5 July 1994, the Standing Committee of the National People’ s Congress
promulgated the * Adminigration of Urban Red Edtate Law’ which became effective on 1 January
1995 (* the 95 Urban Redl Estate Law’ ) . Itspurpose wasto safeguard the legd rightsand interests
of red edtate title holders and to promote the hedthy development of the red estate industry. Both
experts agree that Chinese law does not apply retrospectively. Thislegidation doesnot assist usas
it came after the underwriting/purchasing transactions and sale of theindividud unitsin the Property

under appedl.

46. In confronting the difficulties faced for transactionswhich had taken place prior to the 95
Urban Real Edtate Law, the Supreme People’ s Court published its* Explanations on Certain Issues
Regarding Red Estate Development and Engagement Cases Before the Enactment of the Urban
Red Edate Adminigration Law’ on 27 December 1995 (* the 95 Court Explanations’ ). That the
86 City B House Transactions Measures and the 89 City B State-owned Land Measures were the
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goplicable legidation isreinforced by the 95 Court Explanations. According to Mr L, the 95 Court
Explanations said that for property development cases occurring after the enactment of the urban
red estate adminigtration law, itsprovisons must be strictly applied. For actsreating to the property
development and engagements prior to the 95 Urban Red Edtate Law, the People’ s Courts should
base its decisons on the rdevant laws and policies a the time of those acts and clarify the facts,
distinguish right from wrong, judging from the actua circumstances and sdttle the matter practicaly
and reasonably. Articles 27 and 29 of the 95 Court Explanations were shown to us.

a Article 27 — After 9gning the pre-sde commodity housing contract before the
buyer obtained the title deed, but with the prior consent of the buyer, any
subsequent pre-sale contract signed for the same property by the sdler is
invaid. If the buyer of the subsequent pre-sae contract has obtained the title
deed, the subsequent pre-sde contract is congdered vdid. The sdler is
respongble for dl civil responghility in compensating al losses and damages
caused to the buyer of the first pre-sdle contract.

b. Article 29 — The buyer can legdly trandfer his property to another person by
way of proper transfer procedure before the completion of the property only if
his origind purchase contract is duly signed and vdidated. The proper transfer
procedure can be done to validate the transfer contract during the litigation
period.

Businessregistration and foreign entitieslegisation

47. Asdde from the legidation on property, there were the laws on regigration of business
and foreign entities mentioned by Professor N which we need to consder to understand what the
Taxpayer wastrying to, or did not, do.

48. On 1 July 1985, the * Law on Foreign Economic Contract Involving Foreign Interest’

adopted by the National People’ s Congress became effective (* the 85 Foreign Economic Contract
Law’ ). Its purpose was to protect the rights and interests of the parties to Chinese-foreign
economic contracts and promote the development of China’ sforeign economic relations. 1t applied
to economic contracts concluded between Chinese enterprises and foreign enterprises and other
economic organizations or individuds. Under article 9, contracts that violate the law or public
interest were void. This aticle formed the basis of Professor N’ s view that both sets of
documentation relating to the nature of the transaction were void.

49, The State Council promulgated the * Regulations of the People’ s Republic of Chinafor
Contralling the Regidtration of Enterprises as Legd Persons’ with an effective date of 1 July 1988
(‘ the 88 State Council Lega Persons Regulaions’). It required foreign capita enterprises
established in China and privately operated enterprises to register themselves as lega persons.
Those enterprises not registered were not alowed to engage in business operations.
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50. The 86 City B House Transactions Measures contained licensing regulations. To sl a
house operated on a commercid bass, a sdler had to possess the qudification in housing
development and hold abusiness licence issued by the City B Municipd Industrial and Commercid
Adminigration Bureau. Houses built under Sino-foreign joint ventures or co-operative enterprises
to be sold in Hong Kong or Macau needed the prior approva of the City B Foreign Economic
Adminigration Bureau (articles 3to 5).

51. After the 89 City B Urban State-owned Land Measures, the City B municipa
government promulgated the * Measures of City B Municipaity governing Control of Foreign-

funded Red Edate Operations’ to take effect on 1 September 1989 (‘ the 89 City B Foreign-

funded Real Estate Measures ). These measures were stated to be formulated in accordance with,

amongst others, the 89 City B Urban State-owned Land Measures and wereto gpply to soleforeign
invetment enterprises, Sino-foreign joint equity enterprises and foreign-foreign co-operative
enterprises. * Foreign investment enterprises  included those financed by Hong Kong enterprises
(artide 2). Red edate activities of foreign investment enterprises had to comply with Chinese law
(aticle 5). The foreign investment enterprise had to gpply and obtain the gpprovd of the City B
municipa commission of foreign economic relations and trade (* COFERT’ ) (article 7). To engage
inred estate operationswithin City B, it had to obtain land use rights in accordance with the 89 City
B Urban State-owned Land Measures (article 9). * Red estate operations’ was defined as
economic activities involving the buying, sdlling, leasing or entrusting of buildings and the transfer or
assignment of land userights (article 2). Land development and building construction undertaken by
a foreign investment enterprise had to comply with sipulated rules and regulations (article 12).

When sdling abuilding the sdler must have a certificate of property title for the said building. The
two partiesto the transaction isto sign the contract and complete the relevant hand-over procedures
with the Exchange (article 14). Land use rights and title to building property legdly obtained by a
foreign investment enterprise may be mortgaged (article 18). The foreign investment enterprise had
to register with the tax authorities and pay tax aswell asland use fees (articles 19 and 21).

Underwriting

52. Asdefrom the gpplicable Chinalaw, one areawhich Professor N went into in detail was
“ underwriting’ in Chinese practice. According to him, * underwriting' isageneric term in Chinese
culture. No specific definition can befound in the generd laws governing commercid transactionsor
civil matters. According to Professor N and his discussions with Chinese lawyers and judges, there
were three kinds of underwriting property practicein City B.

a There was the sole or exclusve underwriting ( ). The developer and
underwriter agreed on a guaranteed sum which the developer would receive for
the property. The property would be sold by the devel oper as arranged by the
underwriter a the price dictated by the underwriter. The fee or compensation
received by the underwriter was the margin between the guaranteed sum and the
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sde prices to individud buyers. If the underwriter faled to arrange to sdl the
properties, it paid the shortfal in the guaranteed sum to the developer.

b. There was the commission underwriting ( ) of which there were two types.
The first was where the property sde price was determined by the developer
and the underwriter was paid by the devel oper out of the proceeds of the sale of
the property in accordance with the formula agreed by the partiesin advance.

C. Thethird kind of underwriting was the second type of commission underwriting.
The developer and the underwriter would agree on the basic price and basic
payment for the underwriter. Any sale proceeds received in excess of the base
price was to be divided between the developer and the underwriter in
accordance with the agreed formula.

According to Professor N, it was clear that in al underwriting transactions, it was the underwriter
and not the developer who promoted the sale of the property.

The Chinalaw experts’ viewson the transactions and conclusons

53. Mr L was of the view that an underwriting agreement was required if a buyer from the
Developer wishes to sal uncompleted units in City B. The reason for the underwriting agreement
wasthat the Taxpayer was not a Chineselega person and it had no property trading rightsin City B.
It was a gpecid buying and sdling method. No system smilar to the Hong Kong confirmor sde
exised in City B. The rights between buyers and sdllers of uncompleted units were not based on
property rights. It was based on contractud rights. Mr L was of the view that a the materid time,
Chinadid not have a st of red estate adminidrative laws. He mentioned that the 92 State Council
Red Edate Notice stipulated that the loca government could enact certain local legidation pursuant
to current relevant legidation and local circumstances. However, Mr L did not set out what the local
legidation that may have been gpplicable a the materid time. Mr L concluded that:

a The pre-sde of uncompleted unitswas legd and permissible at the time dueto
the spirit of articles 27 and 29 of the 95 Court Explanations.

b. The Taxpayer purchased the Property and resold individua units through the
Deveoper.

C. The Taxpayer was not the agent or representative of the Developer.

d. The profit of the Taxpayer in sde and purchase of the Property between the

Taxpayer and the Developer were gained in City B.
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54. Professor N gave amore comprehendve picture of the legidation involved and supplied
the text of the bulk of nationa and local legidation that was applicable a the materid time. He
concluded that:

a The Property transaction between the Taxpayer and the Developer in 1991
was an underwriting arrangement and not a sale and purchase.

b. The Taxpayer had violated administrative regul ations by the State Council and
loca regulations (the 86 City B House Transactions Measures, the 89 City B
Foreign-funded Redl Estate Measures and the 88 State Council Lega Persons
Regidration Regulations) in not obtaining the necessary gpprova or business
licence from the relevant government bodies.

C. As the Taxpayer was not permitted to conduct property business which
included underwriting, under article 9 of the 85 Foreign Economic Contract
Law and principlesof Chineselaw, dl the contracts between the Taxpayer and
the Developer were void ab initio.

Our decision on first issue

55. After congdering dl the evidence, induding those not mentioned in this decison, and
bearing in mind the evidentia burden being on the Taxpayer, we have come to the view that the
nature of the transaction between the Developer and the Taxpayer was that of underwriting.

56. The Taxpayer argued that we should regard the substance (purchase) rather than form
(underwriting). It is inherent in this argument that there is an admisson 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 al tax-saving schemes usdess. The Revenue
cannot abandon the form as tax statues are congtrued drictly. It isonly when the tax Satute or the
common law specificaly alowed the Revenue to pierce the form that the Revenue is adle to
chalenge atransaction (for example, section 61 of the IRO which dlows the Revenue to disregard
certain artificid or fictitious transactions and dispositions). We see no reason why we should look at
the subgtance if the Taxpayer had ddiberately used or permitted the use of a certain form. In any
event, we are of the view that the substance of the nature of the transaction was underwriting as will
be elaborated below.

57. Except for the documents mentioned as the two sets of documents which emphaticaly
pointed to the nature of the transaction as underwriting or as purchasing, most of the other
documentswere of little ass stancein determining the nature of the transaction or could beread either
way. We have dready commented on most of the documentary evidence above which will not be
repeated. Weview MsH’ stestimony on the nature of the transaction with circumspection. In any
event, it was a conclusion based on what she thought had occurred and with which we may differ.
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Further her conclusion indicated in her testimony was different from what the Taxpayer’ s tax
representative had indicated to the Revenue (based on her ingtructions) prior to the Determination.

58. Where third parties were involved in the evidence, such evidence on its own pointed to
underwriting. Such evidenceinclude the 1992/93 to 1994/95 directors  reports of the Taxpayer a
the relevant time in the audited financid statements and the profits tax returns for the same period
describing itsdf as in the underwriting business, the Pre-sde Provisond and Forma Agreements
sgned by the individua unit buyers with the Developer as vendor, the certificate of ownership of
individud unitsissued by the City B municipa government showing the units as having been bought
from the Developer, and the correspondence between the Taxpayer’ s tax representatives and the
Revenue prior to the Determination.

59. The origind intention of the Taxpayer may have been trading or merely to profit fromthe
opportunity arising from the Property and the Taxpayer’ s contact with the Developer. Whatever
that intention was, that intention was implemented through an underwriting arrangement as a matter
of choice by the Taxpayer. We form the view that if the Taxpayer had carried out its intention to
purchase and resdl, it could do o legitimately under Chinese law if it was willing to follow the legd
requirements. However, irrespective of what the Taxpayer thought was or was not legaly or
practicaly possble in carrying out itsintention and because of the Taxpayer’ s perceived obstacles
to purchase or to resdl the individua units under the applicable Chinese legd and regulatory
environment at the materia time, it implemented itsintention to profit from the opportunity presented
by the Property in the form of underwriting. Most of the documentary evidence was consstent with
underwriting except the set of documents produced later relating to purchase of the Property. We
do not accept the reasons why these late documents were not produced earlier. There wasno red
commercid explanation for the two sats of documents. The only logicd reason was that the
underwriting was used to avoid somered or unknown regulatory requirement. We eaborate further
below.

The applicable Chineselegal and regulatory environment

60. The 92 State Council Red Estate Notice and the 95 Supreme Court Explanation
highlighted to us the importance of the local law operating at the time of the transactions between the
Taxpayer and the Developer inlate 1991 and the marketing and sal e of the Property inlate 1991 and
ealy 1992. Therefore with exception of the 95 Urban Red Edtate Law, the materid applicable
Chinese law for usto congder was the Chinese legidation referred to us by the experts. From the
evidence on the Chinese legd and regulatory requirement, we find the following propostions to be
true & thetime:

a Foreigners could buy and sl land userightsin China. The purchase and sde
could take place in or outside China

b. Pre-sdlling of uncompleted developments was legdly permitted.
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C. Persons or enterprises doing business operations or deding with land in China
were required to have the necessary government approvals or regigtration.

61. The firgt proposition was the most sraight forward.  Under the 89 City B Urban
State-owned Land Measures, the transferee of land use rights could be a Chinese or foreign
enterprise, other economic entity or individua unless the foreign entity’ s country had no diplometic
relationship or not established a commercid representative office in China (article 5).  Further
assgnment of land use rights could be conducted either in or outside China (article 25). Under the
90 State Council Urban Areas State Land Regulations, any company, enterprise, other organization
or individud in or outsde the People’ s Republic of China could acquire the right to use land and
develop, utilize and engage in business rdaing to land in accordance with these Regulaions (article
3).

62. The second proposition was agreed on by both experts. The pre-sale of uncompleted
units in the land of City B was legdly permitted under Chinese law at the materid time in 1990 to
1992. But there were regulations or what we cal * conditions’ which were required to be met by
foreigners and other regulations regarding the pre-sde of uncompleted units irrespective of whether
you were aforeigner or not. We bear in mind, as the experts pointed out, that there is a difference
between the contract buying and sdlling the land use rights (which was a contractud right) and the
actuad assgnment of the land use rights (which was a right in property). We note that it was not
aways gpparent when the provisons of certain legidation referred to the contract to buy and sell and
the assgnment or trandfer itsdlf. Further, it was difficult to reconcile trading of property with an
activity which was described asillegd in article 2 of the 86 House Transactions Measures with the
example of illegd activity being * making use of the (buying and sdling) transaction for profit-
making' !

63. Some of the conditions which would confront the Taxpayer and/or the Developer inthe
pre-sale of uncompleted properties would be the following:

a For pre-sale of uncompleted units in State-owned land, there were the two
conditions under article 21 of the 89 City B Urban State-owned Land
Messures. (i) it had to be land which has been issued with a land use rights
certificate following the transfer of the said rights; and (i) the land must have
dready undergone development (that is, completion of condruction Ste
leveling, supply of water and dectricity and roads for use during construction;
or, in addition to land use charges, 25% of thetota investment stipulated inthe
trandfer contract for buildings and other attachments to be constructed on the
land must have aready been paid). It would appear to apply irrespective of
whether the Devel oper was sdlling to the Taxpayer or to individual owners or
the Taxpayer sdlling to individuad owners
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b. If the sdler of the uncompleted property were a sole foreign investment
enterprise, Sino-foreign joint equity enterprise or Sino-foreign co-operative
enterprise authorized to conduct red estate operations in City B, then the 89
City B Foreign-funded Real Estate Measureswould a so have been applicable
(article 3 therein) and additiona conditions must be complied with. These
additiona requirementsarefound in article 15 of the 89 City B Foreign-funded
Real Estate Measures, which were:

I Sdler had to have the certificate of land use rights and congtruction
permit.

i. A building congtruction contract having been signed and the building
infrastructure had aready been completed.

. A pre-sde contract having been signed and notarized.

V. Advance payments recelved by the sdler are to be used firdly to
discharge construction costs.

V. Within 90 days of completion, ingpection and acceptance, the sdller
and buyer were to present the pre-sde contract and memorandum of
transfer to the Municipal Red Estate Bureau in order to register the

property title.

64. The third proposition is not so clear as the experts took opposite stands. Mr L was of
the view that there were no regulatory requirements for gpprova or registration for underwriting in
China Professor N regarded that any entity proposing to do business in Ching, including
underwriting and buying and selling property, required compliance with the regulatory requirements.
We could see that the regulatory requirements clearly stated in the legidation were referred to us
athough we were not aware of the details. These requirements included the following:

a For the sale of houses operated on acommercia bass (as was the Property),
the sdller was to possess the qudification in housing development and hold a
business licence from the City B municipd adminigration of industry and
commerce (articles 3to 5 of the 86 City B House Transactions Measures).

b. Being a foreign investment enterprise about to engage in City B red edate
business (buy the Property), it should have applied to COFERT for permission
to engage in rea estate operations under articles 3 and 7 of the 89 City B
Foreign-funded Real Estate Measures. If approved, a businesslicence would
be issued by the municipal adminigtration for industry and commerce.
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C. The Taxpayer had to be established asalegd personin Chinaunder the article
2 of the 88 State Council Regidration of Lega Persons Regulations. Article5
requires that the registration of a foreign-capitd enterprise be examined and
approved by the State administration for industry and commerce or the district
level adminigtrative departmentsfor industry and commerce. We do not know
if abusness licence issued by the City B municipa adminigiration for industry
and commerce would be the same as or the equivaent asregistration asalega
person under the State Council Regulations. If it were then one regidtration
requirement was dl that was needed.

d. Under articles3to 5 of the 86 City B House Transactions Measures, aseller of
houses had to have the business licence of the City B municipa administration
for industry and commerce. Again this may the same as the preceding two
regulatory requirements.

65. Thus we agree with Professor N on the third propostion. That there were business
registration requirements in existence was made clear by the joint notice of 15 November 1993
made by Minigtry of Condruction and three other government units. It clearly required that any
company deding with red property business must be a legd person as mentioned in Mr L's
evidence. Itisnot gpparent to us whether this Ministry of Congtruction joint notice was a new law
proclaming in 1993 the need for businessesto have aregistration permit in order to ded inred edtate
business. From Professor N’ s short description of what congtituted Chinese law, this joint notice
could not be law. In dl likelihood, but we have no evidence of this, the notice gave notice to the
public of the need to abide by and the authorities  intention to drictly enforce the exigting law.

66. From areview of the three propositions, it is evident that if the Taxpayer had intended
that the nature of the transaction was to be trading and intended to purchase the Property from the
Developer and to sdl uncompleted units of the Property in Hong Kong, it could do so. The only
guestion was whether the Taxpayer waswilling to go through the effort of finding out what were the
regulatory and formal requirements and to comply with them. From Ms H s testimony, it was
evident that if the Taxpayer did not even bother to consult Chinese legd opinion (being contented to
rely on the Developer), it could not be bothered to comply with these requirements. The Taxpayer
was contented or chose to proceed on the underwriting approach.

Why two sets of documents

67. We can see no commercid reason why there should be two sets of conflicting
documentations: one for underwriting and the other for purchase of the Property by the Taxpayer.
MsH testified that the Underwriting Contract was required to facilitate the resdlling of the Property
and that the Agency Agreement was required as the Taxpayer did not have the property
development right and the right to resdll uncompleted propertiesin City B. But we cannot see how
the Underwriting Contract facilitated the resdle. Nothing would prevent the Developer from sdlling
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the individua units on behdf of the Taxpayer without the Underwriting Contract and without the
Deveoper being an agent. Similarly, nothing would have prevented the Taxpayer from purchasing
the Property and pre-sdling the individud units if it had complied with the relevant regulations on
presales and business registration.

68. Mr L s view was that the underwriting was necessary as the Taxpayer was not
established asalegd person and had no red edtate trading rights. But this begs the question of why
the Taxpayer did then establish itsdlf as a legal person in China and obtain the red edtate trading
rights. We cannot see, and Mr L had not advanced, any obstacles which would prevent the
Taxpayer from doing so. Mr L said that underwriting was a permitted and recognized practice. It
may very wdl be and mogt likdly is permitted and recognized per se. We have seen no evidence of
any legd prohibition againgt the underwriting businessin China. But we do not see how thisassgts
the Taxpayer in explaining why underwriting was a matter of necessity. Certainly the Taxpayer was
not compelled by the circumstances or the legal environment to use underwriting as the only way in
which it can redize itsintention.

69. According to Professor N, the only logica explanation for the underwriting arrangement
wasto avoid government regul ations regarding taxation, registration, transaction, etc. We agreewith
Professor N’ sview on this point.

Substanceor form

70. The Taxpayer urges usto look the substance of the transaction as that of a purchase by
the Taxpayer and that the Developer was only the legd owner on the surface. From the evidence
submitted to us, we conclude that the substance of the transaction was an underwriting arrangement.
We cannot turn a blind eye to the inescapable fact that the lega owner of the Property had been,
throughout the whole episode up to the issue of the certificate of ownership of individud units, the
Developer. There was no evidence of the recognition of the common law separation of legd and
beneficid interest or trustee/beneficiary relationship by Chineselaw. The experts have pointed out
that there was no concept of confirmor salesin Chinaat the materid time.

71. Foreignerscan buy and sell City B property. It could do so evenoutsde China. Presde
of uncompleted individua units was permitted. But in the mind of the Taxpayer (and perhaps even
the Developer) something was preventing the Taxpayer from ether becoming the purchaser of the
Property or, after becoming the purchaser, pre-sdling the individua units in the Property prior to
completion of the congtruction. It could be the failure or unwillingness or inability of the Taxpayer to
register itself asalegd personin Chinaand/or City B to partake in real estate business. It could be
that underwriting the sale of properties was not dealing in Chinese red estate and hence regulatory
requirements relaing to foreigners dealing in Chinese property did not apply. It could be that a
purchaser of an incomplete resdentid development could not legaly resdl the Property or its
individual units prior to completion of the redevelopment or issue of the certificate of ownership. Or
even that the 89 City B Urban State-owned Land Measures or the 90 State Council Urban Areas
State Land Regulations or other applicable legidation not known to the experts did not cover the
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scenario of the resdlling of pre-sold uncompleted developments and no one knew what could be
done or not done. Perhaps both the Taxpayer and the Developer did not know what the necessary
legd requirements were and that was why there were two sets of different documentation prepared
and signed. But we need not speculate on the reason why there were two sets of documents. Inany
event, with or without consdering the Chinese legd context at the time gpplicable to what the
Taxpayer intended to do or for whatever wasthe reason in the minds of the directorsof the Taxpayer
a the time, the Taxpayer chose or consented to proceed with carrying out its intention by way of
underwriting in substance.

Taxpayer’ sown treatment of the transaction as underwriting

72. At the materid time, the Taxpayer regarded itsdf as being in the underwriting business.
Inthedirectors report of the audited financial statements of the Taxpayer, the directors themsalves
described the business of the Taxpayer asthat of an underwriter in Chinesered etate for the period
1992/93 until 1994/95. The same nature of business was reported by the Taxpayer inits profitstax
returns for the same periods. It was only in the period 1995/96 that the Taxpayer’ s busness was
described as * the development and sale of properties .

73. In the correspondence between the Revenue and the Taxpayer’ s tax representatives,
the Taxpayer had repeatedly put its case as underwriter. The Provisond Purchase Agreement and
the Formal Purchase Agreement were never mentioned nor shown to the Revenue prior to the
Determination. The Taxpayer was formed, as Ms H or the tax representatives put it, as a Sngle
purpose company to invest in the Property and itsmanner of investment was by way of underwriting.
It switched to an ‘ underwriting as form and trading as substance’ argument only at the very end of
the pre-Determination correspondence with the Revenue and during this gopead when it then
produced the additional set of documents represented by the Forma Purchase Agreement and the
Agency Agreement which related to purchase of the Property.

74. There was no reason that important documents such as these could have escaped the
attention of the directors of the Taxpayer and not to have been presented to the Revenue earlier. We
do not accept the explanations offered by Ms H which were (i) the Taxpayer had supplied whét it
thought were sufficient documents and informetion to its tax representatives and (ii) the paperswere
kept separately and forgotten and the Taxpayer could only get the purchase documentation from the
Developer. Thereisno reason why piecemed information would be asked to be supplied by the tax
representative and why the Taxpayer would only have first supplied information based on the
underwriting arrangement if the Taxpayer had not thought of the transaction as an underwriting
arrangement. The fact that piecemed information was given draws suspicion on the Taxpayer and
damages its credibility. Further, if the transaction were in fact a purchase of the Property by the
Taxpayer, it isinconceivable that the Taxpayer did not keep copies of the purchase documentation
or kept such documentation separately from the underwriting documents (dbeit that it was drafted
by the Developer and presented to the Taxpayer as testified by MsH).

Firs issue conclusions and findings
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75. Insofar as the firgt issue is concerned, we make the following findings. The Taxpayer
was formed with the purpose of profiting from the Property and its redevelopment. The intention
was to acquire an interest a an agreed price from the Developer prior to completion of the
construction of the Property and to profit in the sde of the uncompleted individud units There may
have been a consderation of a straight forward purchase and resde, but at the end of the day, the
manner in which the Taxpayer chose to redize its intention was the underwriting arrangement.

Considerations on the second issue

76. Our concluson on thefirst issue does not decide the gpped. Thereisadifference from
the Hong Kong profitstax point of view arising from afinding or conclusion that the transaction was
underwriting or purchase and resadle. A purchase and resde of foreign property would not (or, with
amogt certainty, would not) attract profits tax. Applying the principles from decided cases above
mentioned, an underwriting arrangement of foreign property may arguably be subject to profits tax.
We note that the IRO does not make any distinction between foreign or Hong Kong assets where
asetsaretraded. Profitstax ispayable solong asthe profit arisesin or is derived from Hong Kong.
If wewereto consider thetrue nature of * underwriting’ and itsvarioustypes as set out by Professor
N, our conclusion on the second issue would be in favour of the Taxpayer for the reasons set out
below.

True nature of underwriting

77. In the TVBI case, the Privy Council wasof the view that the nature of the businessor the
transaction of granting royalties to its offshore companies was not that of service. It was said that
service connoted some positive action of the service provider. In that sense, the underwriting in this
gpped was not asarvice. It was an assumption of risk. The risk was assumed in Chinawhere the
underwriting agreement was sgned and where the subject matter of the underwriting agreement was
Stuated. Thiswaswhat the taxpayer had done to earn its underwriting remuneration, to echo Lords
Bridge and Jauncey in theHang Seng and TVBI cases. Though we do take into account the location
of the Property (as a subject matter of the underwriting, rather than the Property as the trading
stock), the moreimportant factor waswherethe risk was assumed. How much the Taxpayer wasto
be remunerated for itswillingnessto assume therisk wasin accordance with the agreed formula. The
agreed formula was to be the difference between the guaranteed sum of $84,000,000 and the total
sae proceeds from the sde of theindividua units. According to thisformula, the amount was to be
the same as the profits which the Taxpayer would have made if it had purchased and resold the
Property. But itsnature was not that of atrading profit arisng from apurchaseand resde. Itsnature
was that of an underwriting fee which the Taxpayer would receive from the underwriting. As
Professor N pointed out, the compensation for the first kind of underwriting called the sole or
exclusve underwriting is the margin between the guaranteed sum and the sde prices received from
individua buyers.
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78. Both parties accept that Company G was the agent of the Taxpayer in Hong Kong and
that Company G’ sactswerethe acts of the Taxpayer. If Company G did the actsin Hong Kong, it
was as good asthe Taxpayer performing those actsin Hong Kong. All the actions of the Taxpayer,
whether directly or through Company G, in Hong Kong, were not directly relevant as to how or
where the profit arose or was derived in the underwriting. 1t cannot be denied that the more that the
Taxpayer did, the moreit would earn from its underwriting arrangement. Or that if the Taxpayer had
done nothing, it might have suffered aloss since the Devel oper would have been contented to receive
the guaranteed sum. The saleof theindividud unitsin Hong Kong werein essence sdes made by the
Developer as vendor. Although not contractualy required under the Underwriting Contract, the
Taxpayer did dl it could to market and sdll theindividud units. It wasinitsinterest to do so because
under the Underwriting Contract, it was to pocket the excess of the sdle proceeds of the individua
units over the $84,000,000 underwriting price. It follows that we do not agree with the Revenue’ s
submission thet the profits of the Taxpayer arosefrom its marketing and sdles activitiesin Hong Kong
(through Company G). The profits of the Taxpayer arose from the assumption of the risk in the
underwriting.

79. We can approach the Revenue’ sargument that the profit of the underwriting arose from
the marketing and sdlesin Hong Kong from another angle. There was no contractua obligation for
the Taxpayer to market and sll. There was only the financia incentive for the Taxpayer to do dl it
could to maximize its underwriting fee. What would happen if the Taxpayer (or its agent) did no
marketing at dl? Wha if the demand for resdentid unitswas S0 high that the unitsvirtualy sold itsdlf
to buyers in Hong Kong? Or a single purchaser who contacted the Developer directly decided to
purchase the entire Property for long term investment or for speculation and the legally enforceable
contract was sgned in Hong Kong? Could the Taxpayer Hill be taxed in Hong Kong when no
marketing was done in Hong Kong? We think not.

80. Another perspective in looking at the second issue is the following series of smplified
questions and answers.
a What was the Taxpayer’ s business?
Underwriting.
b. Where and when did the underwriting come into existence?

In City B when the Underwriting Contract was negotiated and executed.
C. What is the nature of the underwriting?
Assuming arisk in return for areward.

d. What was the risk assumed in the underwriting?
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That the total sale proceeds of the Property would not exceed the guaranteed
um.

e Where and when was the risk assumed by the underwriter?
In City B when the Underwriting Contract was signed.
f. What was to be the underwriter’ sreward for assuming the risk?

If the sale proceeds which the Developer obtained from the sde of the
individua units exceeded the guaranteed sum, the reward was any excess over
and above the guaranteed sum.

o} Where and when did the reward to the underwriter (for assuming the risk)
arse?

It arose in City B when the Underwriting Contract was sgned.  Although the
amount of the reward was unascertained a the time of the coming into
exigence of the Underwriting Contract, there was the agreed formula for its
cdculation.

h. What about the sdle of theindividud units of Property in Hong Kong to mostly
Hong Kong purchasers?

This activity is subsequent to the assumption of risk which was the essentid
ingredient of the underwriting transaction. The reward or profit of the
underwriter arose from the assumption of the risk. The caculaion and
payment of thisreward by reference to subsequent events after the assumption
of risk do not affect the fact that the core underwriting essence and hence its
reward or profit had aready arisen.

Marketing and sales of individual unitsin Hong Kong

81. If we were wrong on the true nature of underwriting and it is necessary to consder the
marketing and sales acts of Company G asthe Taxpayer’ sagent in Hong Kong, then wefind that the
promotion, marketing and sales of the individua units were performed in Hong Kong.

82. Details of services provided by Company G as st out in aletter from the Taxpayer’ s
tax representative to the Revenue dated 12 March 1997 and confirmed by Ms H showed that
Company G performed the services predominantly in Hong Kong. These details were:
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a promotion of the Property, including soliciting design companiesfor thedesign
and printing of sales brochures and advertissment were done in Hong Kong.
The only promotion in China was erecting of a Sgn on the Property ste to
identify the Ste;

b. arranging sale presentationsin Hong Kong and City B was done partly in Hong
Kong and partly in Ching;

C. aranging Property vists was done partly in Hong Kong and partly in Ching;

d. aranging for dgning the Pre-sdle Provisond Contracts was done in Hong
Kong;

e sgning the Pre-sdle Provisond Contracts for the vendor which was the

Deveoper in Hong Kong;

f. aranging for sgning of the Pre-sde Forma Contracts between the Devel oper
and the individud unit buyers was partly in Hong Kong and partly in Ching;

s} various liaison between buyers and the Developer in connection with slewas
done partly in Hong Kong and partly in Ching;

h. managing of sale proceeds recaived from buyers including disbursement of
fundsto the Taxpayer and the Devel oper as appropriate was done basicaly in
Hong Kong except for physica receipt of that part of the ingdlment payment
payable on signing the Pre-sde Forma Contract in City B.

83. The breskdown of advertisng expenses of the Taxpayer for the year of assessment
1992/93 supplied to the Revenue showed that the design, artwork, printing and production of the
marketing efforts were done in Hong Kong by Hong Kong companies (with the exception of the
putting up of asignboard at the Property Site by the Developer). The marketing effortswere donein
Hong Kong gpart from the sign on the Ste which was to basicdly identify the Ste to buyers. The
purchasers were from Hong Kong except two with foreign addresses. The payment of the purchase
pricefor theindividua units by the buyers was made in Hong Kong except possibly the second part
of the firg ingtalment payment of the purchase price which was paid when the Pre-sde Formal
Contract was signed in City B (and according to Ms H even the cheques that were collected in City
B were ddivered back to Hong Kong). Company G received the purchase pricein Hong Kong and
paid it first to the Developer and the excessto the Taxpayer. Nothing was basicaly done to market
the Property in Canada or the USA which were origindly intended to be included.

84. If the assumption of risk was not the essence of the underwriting and the profits did not
arise from the assumption of risk, the source of the profits should not be determined solely on where
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the marketing and saleswere done. It would be legitimate to consider the place where the contract
was negotiated and signed which was in China, the nature of the subject matter being underwritten
which could be the Property in China or the sde of the Property which wasin Hong Kong.

85. We were quoted CIR v Montana Lands Ltd (1968) 1 HKTC 334. The Hong Kong
Supreme Court decided that in a sale and purchase of land, only the instalments of purchase price
actualy paid could betreated as part of the assessable profits. We do not think that Montana L ands
appliesto thisapped. It wasacase deding with the direct sale of land whereas we are dedling with
underwriting. Further, that case was dedling with unpaid and paidingdlments. Inthisapped, there
IS no question of gpportioning the purchase price in agiven tax year as being according to what was
paid and what was unpaid.

Tax on profits from sale of offshore property

86. If wewerewrong and the transaction between the Taxpayer and the Devel oper wasthat
of purchase, and the Taxpayer’ s profit therefore arose from its property trading activities, what
would the Hong Kong tax position be? The Revenue urged on us to adopt the operations test.
According to the Revenue’ sargument, if the promotion and sales of non-Hong Kong property took
placein Hong Kong, then the profits of the owner who sold the property directly or indirectly through
an agent in Hong Kong would be subject to Hong Kong profitstax. We do not agree that using the
operationstest isthe appropriate test for properties. Thereareno authoritiesto justify thisapproach.
But on the other hand, there were scant authorities to support the opposite proposition that profits
from sdlesin Hong Kong of offshore properties were not taxable in Hong Kong. There were only
textbook quotes, the example given obiter by Lord Bridge in theHang Seng case dready mentioned
and aPrivy Council case on gpped from South Africawhichis not binding in Hong Kong and which
dedlt with mining rights rather than immovadle land (Ligquidator, Rhodesa Metas Limited (in
liquidation) v Commissioner of Taxes (1940) AC 774).

87. The Revenue certainly does not think that profits from the sde of offshore properties
were taxable in Hong Kong. Paragraph 20(b) of DIPN No 21 dtates that locdity of the property
decided the source of profits from the sale of the real estate. We would not have adopted an
gpproach which would differ from paragraph 20(b) of DIPN No 21 and its underlying conventiona
wisdom . If the Taxpayer weretrading, it traded in offshoreimmovable property and wewould have
found that the profits that it earned from salesin Hong Kong were not subject to Hong Kong tax.

Second issue conclusion — an alter native per spective

88. Our conclusion on the second issue is not without difficulties and came only after much
agony tothisBoard. A different conclusion can bereached by looking at thefactsfrom an aterndtive
perspective which would result in the profits having arisen in Hong Kong. In our view, this different
perspective should be aired to highlight the difficult question of source of profits even when the
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principles of law on thisissue can be said to have settled. Our above andysis and conclusion on the
second issueis based on the nature of the transaction being underwriting and on the underwriting fee
having arisen as a reault of the assumption of the underwritten risk. This gpproach treets the
economic source of the profits (underwriting fee) as synonymous with the territoriad source of the
profits. Thismay not be necessarily so if we shift the focus to where the profits materidized.

89. The dternative perspectiveisthus. We cannot ignore the fact that the assumption of the
risk in City B materidized into profits only because of the marketing activities conducted in Hong
Kong and the receipts of fundsin Hong Kong. Accordingly, the latter aspects are factorsthat could
be legitimately consdered when answering the essential questionsin this case. Of course, if some
marketing took placein Canadaor other parts of the world and monies were recelved in those other
parts then obvioudy the profits generated from those marketing activities could not be said to have
been sourced in Hong Kong since the assumption of the risk wasin City B and the materidization of
profits also occurred dsawhere. On this andyds, the profits did not arise when the underwriting
arrangement was entered into, but only when the third party users agreed to purchase the units. Until
then there was aliability which had been undertaken in order to acquire ‘ contractud rights  which
were ' marketable’ . It isonly when those rights were marketed that the profit was created.

90. The same dternative concluson would be reached even if the true nature of the
transaction was one of sdesingtead of underwriting. It wasnot asdeintheforma senseof sdeand
conveyance of property which would have made City B the source of the profitsin accordance with
the authoritiesidentified in paragraph 87; the transactions were in the nature of arrangementsfor the
sdeand transfer of the property by the developer in China. Accordingly, those authorities, which are
drictly spesking confined to sale and conveyance in the forma sense, are not binding on thisissue.
Here again, whilst the assumption of risk was obvioudy City B, the potent acts, in the dternative
view, creating the profits took place in Hong Kong.

91. In other words, if we were to shift our focus on the second issue, the place where the
profits materiaized (rather than the place of assumption of risk) could be argued to be the place
where that risk was turned into profit. If we wereto treat materiaization as the more potent factor,
then due to the marketing and sde activities of the Taxpayer in Hong Kong, we would have
concluded that the source of the profits was Hong Kong and not China, notwithstanding obvious
links to Ching; in short, the more potent acts to produce the profits occurred in Hong Kong.

92. In the end of the day, we did not take the dternative approach.
Illegality and impropriety

93. If what the Taxpayer did was to purchase the Property in City B, then clearly it would
have falen foul of the various regulatory requirements which we have mentioned. Further if what
Professor N sad was correct, even the underwriting arrangement fel foul of the regulatory
requirements and both the purchase and the underwriting documentations were void ab initio. The
possibleillegdity issuesthat may arise from the failure to comply with the regulatory regime or other
Chinese laws are useful for us when considering the true nature of the transaction between the
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Taxpayer and the Developer. But a the end of the day, illegdity is irrdevant when consdering
whether profitstax is payable.

94, From what we can see from the evidence, the cavaier manner in which the Taxpayer
chose to ignore legd and regulatory requirements in conductingits * invesment’ in the Property in
China, the deliberate creation of two setsof conflicting documentationfor no commercid reason and
deliberately withholding of one sat or suddenly producing a second set of documents depending on
the occasion or need, invites disbelief and suspicion. Some may even find this type of conduct
reprehensible. However, this cannot be relevant to this Board when we consider whether the profit
earned by the Taxpayer is taxable in Hong Kong.

B: Dissenting opinion of M r M ohan Bharwar ney

95. | agree with the andyss of the facts and the findings about the true nature of the
transaction as contained in paragraphs 1 to 75, and in paragraphs 93 and 94, of themgority decison
of the chairman of the Board and of Mr Oxley, which | have had an opportunity to read and
condgder. However, notwithstanding much deliberation, | cannot agree with the decision of the
mgority that the source of the profits in question was outsde Hong Kong. In my judgment, the
profits in question arose in Hong Kong, for the reasons summarised in paragraphs 89 to 91 of the
majority decison and which | would reiterate in these terms.

96. | agreethat City B can be said to be the source of the profits because the assumption of
the risk giving rise of the subsequent profits occurred in City B. However, it ssemsto me that we
cannot ignore the fact that the assumption of therisk in City B materidised into profits only because
of the marketing activities conducted in Hong Kong and the receipts of funds in Hong Kong.
Accordingly, the latter aspects are factors that we must also consider when answering the essentia
guestionsinthiscase. Of course, if some marketing took placein Canadaor other partsof theworld
and monies were received in those other parts then obvioudy the profits generated from those
marketing activities cannot be said to be sourced in Hong Kong since the assumption of the risk was
in City B and the materidisation of profits aso occurred esawhere. Here, however, thereisadirect
tug of war between the place where the risk was assumed and the place where that risk was turned
into profit. To my mind, the latter factor is more potent in the production of profit and leads me to
conclude that the source of the profits was Hong Kong and not China, notwithstanding obviouslinks
to China; in short, the more potent acts to produce the profits occurred in Hong Kong.

97. | venture to suggest that the same conclusion would be reached even if the true nature of
the transaction was one of sdesingtead of underwriting. It was not asdein theforma sense of sde
and conveyance of property which would have made City B the source of the profitsin accordance
with the authorities identified in paragraph 86 of the mgority decison; the transactions were in the
nature of arrangements for the sde and transfer of the property by the developer in China
Accordingly, those authorities, which, drictly spesking, are confined to sdle and conveyance in the
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formd sense, are not binding on thisissue. Here again, whilst the assumption of risk was obvioudy
City B, the potent acts, in my view, creating the profits took place in Hong Kong.

98. Ultimately, we must make a vaue judgment on the operations that can be regarded as
generating the profit. In this case the operations straddle two jurisdictions, and therein lies the
difficulty. Inacaselikethis, reasonable men can come to different conclusons.

99. | do nat think that the liability-quantum dichotomy helps to solve the problem for the
reason that, in my view, the profits did not arise when the underwriting arrangement was entered into,
but only when thethird party usersagreed to purchasethe units. Until then, therewasaliability which
had been undertaken in order to acquire ‘ contractua rights which were* marketable’ . It isonly
when those rights were marketed that the profit was created. Asthe marketing took placein Hong
Kong, therefore, the profit arose in Hong Kong.

100. To put it another way, the question to focus on is the source of the profits, not wherethe
marketable goods were situated or, asin this case, where the contractud rights were acquired.

101. Let me put aspin on the facts of theTVBI case to make good the point. Let usassume
that TVB sold therightsto its library to a distributor in Hong Kong for afixed fee. The distributor
then marketsthose rightsin Singapore and Vancouver and receives payment in those places. Should
the digtributor be taxed in Hong Kong for the profits he made? | would say no, for the reason that
those profits were sourced abroad, notwithstanding that the distributor acquired and paid for
marketable rights in Hong Kong. The liability was acquired in Hong Kong, the marketable assets
were acquired in Hong Kong, but the profits from marketing them arose abroad.

102. Let me postulate two further examples by way of anadogy.

a Suppose the owners of ahotel in Shenzhen grant the exclusive use of it for a
certain period to aHong Kong company for afixed sum, and the Hong Kong
company then markets the right to use the hotd in Hong Kong and receives
payment for such usein Hong Kong. | would suggest that the profitsin such a
case arise in Hong Kong, notwithstanding that the hotel could only be used in
China and the Hong Kong company was given the right to market its use in
Chinaand paid for such right in China,

b. Suppose the owners of certain immovable equipment in China grant the
exclusveuseof it for acertain period to aHong Kong company for afixed sum
and the Hong Kong company then marketstheright to useit in Hong Kong and
receives payment for such usein Hong Kong. | would suggest thet the profits
in such a case arise in Hong Kong, notwithstanding that the equipment could
only be used in China and the Hong Kong company was given the right to
market its use in Chinaand pad for such right in China
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103. The digtinction and tug of war, as | see it, is between the source of the marketable
product/asset/contractud rights. Chinese product/asset/contractual rights located in China and/or
lidbility arisng from its acquigtion arisng in Ching and the source of the profits Chinese
product/asset/contractua rights marketed in Hong Kong and paid for in Hong Kong.

104. In this case, for the reasons set out above, | conclude that Hong Kong has won the tug
of war.

C: Conclusions

105. This Board has found that the true nature of the transaction between the Taxpayer and
the Devel oper was underwriting. There was evidence which pointed to the purchase of Property by
the Taxpayer but the mgority of this Board has chosen to disregard them for the reasons given in
their mgority decison. Having decided that the Taxpayer was underwriting the sale of theindividua
unitsin the Property, the mgority of this Board has found that on andyss of the true nature of the
underwriting, the profits of the Taxpayer earned in the underwriting arose in and was derived from
the assumption of an underwritten risk which was outsde Hong Kong. The dissenting view of this
Board wasthe view that the profits earned arose in and was derived from Hong Kong. By mgority
decision, the Taxpayer succeedsin thisappea. We wish to thank Counsel for both partiesfor their
assstanceto usin this apped.



