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Case No. D39/07

Profitstax —whether or not the taxpayer’ sintention wasto hold the shares on along term basis—
whether or not the taxpayer’ s stated intention was genuinely held, redistic and redisable— whether
or not the premium paid and accounted to the taxpayer in one year on the issue of the warrants
could be assessed in another year of tax assessment — sections 60, 64 and 82A of the Inland
Revenue Ordinance — whether or not failure to determine an objection ‘within a reasonable time’
would have deprived her of jurisdiction or rendered her determination void

Pand: Kenneth Kwok Hing Wai SC (chairman), Lo Pui Yin and Kumar Ramanathan.

Dates of hearing: 1, 2, 3 and 6 June 2005.
Date of decison: 11 January 2008.

Thetaxpayer wasthe controlling shareholder and the managing director of alisted company.
In year20, the company announced a Efor-1 rights issue of ordinary shares. The taxpayer
subscribed sharesfor himself, hisimmediate family and companies controlled by them. InYear21 a
company wholly owned by the taxpayer issued warrants and each warrant entitled the warrant
holder to the right to purchase one existing issued ordinary share of the company within theexercise
period of two years. The premiums for the issue of the warrants were paid and accounted to the
taxpayer in Year2l.

The Commissioner increased the Y ear23/Y ear24 assessment and assessed the taxpayer’ s
gain from the issue of the warrants in Year21 and the sdes of the company’ s shares upon the
exercise of the warrantsin Year23. The taxpayer objected to the profits tax assessment raised on
him.

The taxpayer contends that (1) his intention &t the time of the Y ear20 Rights |ssue was to
hold the shareson along term basis; (2) the premium paid and accounted to thetaxpayer in Year21
on the issue of the warrants should not be assessed in the Y ear23/Y ear24 of assessment; (3) the
Commissoner was out of time and had no power to revise the Year23/Year24 profits tax
assessment to assess the gain from the sales of the company upon the exercise of the warrants in
Year23.

Hed:

1. The onus is on the taxpayer to prove, on a baance of probabilities, that the
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Assessment is excessve or incorrect. On the capita or trading issue, the question is
oneof fact—what wasthetaxpayer’ sintention a the time of the Y ear20 Rightsissue.

2. TheBoard tests the taxpayer’ s intention againgt the objective facts. The Board also
teststhetaxpayer’ sintention by consdering whether it was on the evidence, genuindy
held, redligtic and redlizable. The Board finds as a fact that the stated intention was
genuingly held, redigtic and redisable. The taxpayer intended to hold his Year20
Rights Issue shares on along term basis.

3.  Theissue of the warrants was a transaction by itsdf. The warrant holders paid the
taxpayer a premium to acquire an option to subscribe for the company shares at the
exercise pricewithin the exercise period. The warrantsissue was complete upon issue
of thewarrantsto the warrant holders and upon paying the premium (net of expenses)
to the taxpayer. The premium was due, payable and paid in Year2l. The taxpayer’ s
profitsarosein or derived from Hong Kong inthe Y ear21/Y ear22 year of assessment
and should be charged in that year of assessment under section 14 and assessed in
accordance with Part 1V of the Ordinance. Whether on the earnings/accrua basis or
the receipts basis, the profits in respect of the premium arose or was derived in the
Year21/Y ear22 year of assessment.

4.  Apart from additional tax assessments under section 82A, the Commissioner has no
power to assess any taxpayer to tax, whether property, sdary or profits. The
Commissioner has no power to make additiona assessments under section 60 and
the limitation periods (of Sx and 10 years) under section 60 do not gpply to her for the
smple reason that she was not the ng officer under section 60.

5. The Commissioner, in determining an objection under section 64, performs the
ultimate function to confirm, reduce, increase or annul the assessment. Section 64 is
not subject to section 60. They ded with different functions to be performed by
different officers. The Commissioner is required by section 64(2) to determine an
objection ‘within a reesonable time’. However falure to do so within a reasonable
time would not have deprived her of jurisdiction or have rendered her determination
void. The Commissioner has power under section 64(2) to increase an assessment
and thisiswhat the Commissioner did in respect of the Assessment (Commissioner of
Inland Revenuev Nina T H Wang [1993] 1 HKLR 7 and Wang v Commissoner of
Inland Revenue [1994] 1 WLR 1286 considered).

Appeal allowed.
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INTRODUCTION

1 Thisis an gpped againg the Determination of the Commissioner of Inland Revenue
dated 14 June 2004 whereby:

(@  Profits Tax Assessment for the year of assessment Year23/Y ear24 dated 28
March Y ear30 was increased (‘the Assessment’).

(b)  Profits Tax Assessment for the year of assessment Y ear24/Y ear 25 dated 27
March Y ear31 was annulled.

2. The gppdlant did not take issue with the annulment of the Year24/Year25
assessment.
3. At dl materid times, the gppelant was the controlling shareholder and the managing

director of alisted company, Listco.

4. In May Year20, Listco announced a for-1 rights issue of ordinary shares at
HK$3.00 per share. Asapre-condition of the rightsissue, the gppellant was required to subscribe
or procure subscribers for 903,204,000 ordinary shares. The appellant eventualy subscribed
798,520,476 shares for himsdf, hisimmediate family and companies controlled by them.

5. In June Year21l a company wholly owned by the gopdlant issued a totd of
400,000,000 covered warrants at an issue price of HK$1.50 per warrant. Thewarrantsissuewas
ub-participated up to 25% by athird party.

6. Each warrant entitled the warrant holder to the right to purchase one existing issued
ordinary sharein Listco at the exercise price of HK$5.80 within the exercise period of two years.
The premiums for the issue of the warrants were paid and accounted to the gopdlant in July
Year2l.

7. Upon expiry of the warrantsin July Y ear23, 399,416,000 units of the warrants had
been exercised and the remaining 584,000 units lapsed. With the exception of 70,000 unitswhich
were exercised on 25 March Y ear23, the exercise of the other units took place during the period
from 7 April Year23to 22 July Year23.

8. The Year23/Y ear24 assessment as increased by the Commissioner in June 2004
assesed the gppdlant’ s 75% share of the gain from:

(& theissueof thewarrantsin July Year21; and
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(b) the sdesof the Listco shares upon the exercise of the warrants from 7 April
Year23t0 22 duly Year23;

to profits tax.

9. The Commissioner was of the view that when the gppellant took up the shares under
the Y ear20 Rights Issue, he had dready had the intention of sdling a portion of the shares. The
appellant contendsthat hisintention a thetime of theY ear20 Rights | ssuewasto hold the shareson
along term basis.

10. The appdlant aso contends that:

(@ thepremium paid and accounted to the gppdlant in July Y ear21 on theissue of
the warrants should not be assessed in the Y ear23/Y ear23 year of assessment;
and

(b) the Commissoner was out of time and had no power to revise the
Y ear23/Y ear24 profits tax assessment to assess the gain from the sdes of the
Listco shares upon the exercise of the warrantsfrom 7 April Year23 to 22 July

Year23.
THE AGREED FACTS
11. The following facts are agreed and we find them asfacts.
12. The appellant has objected to the profits tax assessments raised on him for the years

of assessment Year23/Y ear24 and Y ear24/Y ear25. The gopellant claimed that the gains derived
by him from the sdle of sharesin Listco by means of the issue of covered warrantsin Year21, and
the subsequent exercise by the warrant holders of the rights under the warrants, were capitd in
nature and not assessable to tax.

13. Listico is a public company incorporated in Hong Kong with its shares listed on The
Stock Exchange of Hong Kong Limited (HKSE'). The appdlant was the managing director of
Listco from Yearl to Year30, and has been its chairman since Y ear25.

14. InY earl5, therewasab-for-4 rightsissue by Listco of participating preferred shares,
with warrants to subscribe for new ordinary shares, to raise capitd fund (the *Yearl5 Rights
Issue’).

15. The gppdllant arranged from Bank1 a 5-year term loan, the Yearl5 Bank1 Loan,
with repayment by 9 hdf yearly ingtdlments (the last instdlment repayment being in October
Y ear20) to finance the subscription of sharesin Listco under the Y ear15 Rights Issue.
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16. On 21 May Y ear20, Listco announced amgjor 1-for-1 rightsissue of ordinary shares
(the“Year20 Rights Issue’).

17. As a pre-condition of the Year20 Rights Issue and as part of the underwriting
arrangements, the agppellant, certain other directors of Listco and Col, a large shareholder of
Listco at the time, irrevocably undertook that they would subscribe or procure subscribers for
1,212,752,306 rights shares. Pursuant to that obligation, the appellant was required to subscribe
or procure subscribers for 903,204,000 ordinary shares. The appellant eventualy subscribed
798,520,476 shares for himsdlf, hisimmediate family and companies controlled by them.

18. The announced net profits and dividend per share of Listco for the financid years
Yearl4/Y ear15to Y earl9/Y ear20 (thefinancd year of Listco commences from 1 July to 30 June
of the following year) were listed in paragraph 7 of the Statement of Agreed Facts.

19. To finance in part the subscription of shares under the Year20 Rights Issue, the
gopellant arranged for a 5-year term persond loan from Bank1l, the Y ear20 Bank1 Loan.

20. (@  Thepurposes of the Year20 Bank1 Loan were to finance the subscription of
shares under theY ear20 Rights | ssue and to refinance athen existing term loan
of HK$200,000,000.

(b) TheYear20 Bankl Loanhad atermof 5yearsupto 31 May Y ear25 and was
repayable by 9 haf yearly instdlments. It was subject to Bank1’ soverriding
right of withdrawd and repayment on demand and aso subject to review at
any time by Bank1 and in any event by 31 January Year21.

(c) The Year20 Bankl Loan was fully repaid by the gppelant as dtated in
paragraph 9(c) of the Statement of Agreed Facts.

(d)  An up-front arangement fee and interest were paid by the gppdlant in
connection with the Year20 Bank1 Loan. A schedule showing the dates of
payment of interest and the amount paid on each occasionislisted in paragraph
9(d) of the Statement of Agreed Facts.

21. NomineeCo isaprivate company incorporated in Hong Kong on 16 JuneY ear21. It
waswhally and beneficialy owned and controlled by the gppdllant. Asitsaccounts demondtrate, it
acted in the covered warrants transaction hereinafter referred to as nominee and agent for the
goppellant. It accounted for dl proceedsto him and made no profit or gainfor itsdlf. 1t had no other
business or activities whatsoever.
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On 25 June Year2l a placing agreement was entered into between
NomineeCo, the appdlant, Underwriter2 as the manager and certain other
parties as the underwriters for the issue and placing of atotal of 400,000,000
warrants (‘the Warrants') a an issue price of HK$1.50 per warrant.

Subject to (d) below, each Warrant entitled the warrant holder to the right to
purchase one exiding issued ordinary share having a nomind vaue of
HK$0.50in Listco at the exercise price of HK$5.80 within the exercise period
of two yearsfrom 22 July Year21 to 22 July Y ear23.

TheWarrantswere secured by afirst fixed charge over 400,000,000 sharesin
Listco (the ‘Reserved Shares’) then held by the gppdlant in favour of a
custodian company for holders of the Warrants pursuant to the warrant

security deed dated 17 July Y ear21 to secure NomineeCo's performance of

its obligations under the Warrants.

Each Warrant entitled the warrant holder, upon payment of the exercise price
(HK$5.80) to delivery of one share. Each share was the initid pro rata
entitlement per Warrant to the Reserved Shares. NomineeCo could, at its
option, elect not to transfer to any warrant holder of the Reserved Shares upon
exercise of the Warrants but instead make a cash payment to him equivaent to
the closing price of such shares on the business day preceding the relevant
exercise date.

TheWarrantswereissuedon 17 July Year21l. They werelisted on the HKSE
and deglings commenced on 22 July Year21.

The Warrants issue was sub-participated by ColNominee, a wholly-owned
subsdiary of Col. Anagreement dated 27 July Y ear21 was entered into by
the appdlant, NomineeCo, ColNominee and Col for ColNominee to
ub-participate up to 25% of the issue, and in condderation of the
undertakings given by ColNominee in the agreement, the appellant agreed to
pay ColNominee a sum of HK$144,250,000.

The premiums for the issue of the Warrants (HK$1.50 per Warrant less
expenses) were paid on completion, 17 July Year21, to NomineeCo which
accounted for the same to the appellant on the same date.  This was in
accordance with the placing document of 17 July Y ear21 which at page 13
under the heading ‘Use of Proceeds stated as follows:

‘The proceeds of the Issue, ret of the underwriting and placing commisson
payable under the Placing Agreement and other expenses, amounted to
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goproximatdy HK$577 million and have been paid by the Issuer to [the
gppellant] for the reduction of hispersona indebtednessincurred in connection
with hissubscription of therightsissueof [Listco] in JuneY ear20 and for usein
connection with any arrangements which may be entered into in respect of the
exercise by [the gppellant] of his option under paragraph 4(F)(i) of the Terms
and Conditions of the Warrants.’

(h)  The total amount of expenses incurred in connection with the issue of the
Warrantswas HK $23,454,849 asreported in NomineeCo' s accounts for the
period from 1 July Y ear22 to 30 June Y ear26.

() The amount received by the appdlant was HK$432,295,151
(HK$600,000,000 (premium) less HK$23,454,849 (expenses) less
HK$144,250,000 (amount paid to ColNomineg)).

()  Upon expiry of the Warrants on 22 July Year23, 399,416,000 units of the
Warrants had been exercised and the remaining 584,000 units lgpsed. With
the exception of 70,000 unitswhich were exercised on 25 March Y ear23, the
exercise of the other unitstook place during the period from 7 April Year23 to
22 Jly Year23.

(k) All warrant holderswere satisfied by atransfer of sharesupon exercise of ther
Warrants. NomineeCo did not elect for cash options.

O  With ColNominee s sub-participation, the appellant disposed 299,562,000
Lisico shares [(400,000,000 - 584,000 (lapsed)) x 75%] through the
Warrantsissue. Thetota proceedsfrom the saleof the Reserved Shares upon
exercise of the rights under the Warrants were HK$2,316,612,800
(HK$5.80 x 399,416,000). The appdlant’'s 75% share was
HK$1,737,459,600.

23. On 28 March Y ear30, the assessor raised on the gppellant the following Profits Tax
Assessment for the year of assessment Y ear23/Y ear24.

Premium in respect of the Warants [$1.50 X $600,000,000

400,000,000]
Less: Warrant issue expenses $22,944,847
Estimated assessable profits $577,055,153

Tax payable thereon $86,558,272
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24, On behdf of the appdlant, the Tax Representatives objected againgt the
Y ear23/Y ear24 assessment.
25. On 27 March Y ear31, the assessor raised on the appdlant the following Profits Tax

Assessment for the year of assessment Y ear 24/Y ear25:

Proceeds from warrants exercised [ 387,146,000 x $2,245,446,800
$5.80]
Less: Cost of rdated shares as at 1 July Year20 $1,258,224,500
[387,146,000 x $3.25]
Estimated assessable profits $987,222,300
Tax payable thereon $148,083,345
26. On bendf of the appdlant, the Tax Representatives objected agangt the
Y ear24/Y ear25 assessment.
27. In addition to the Profits Tax Assessments raised on the gppellant as set out in

paragraphs 23 and 25 above, the assessor has aso raised on NomineeCo on divers dates the
following dterndtive Profits Tax Assessments in connection with the issue of the Warrants:

(&  Year of assessment Year23/Y ear24

Premium in respect of warrants exercised up to

30 June Year23 [$1.50 x 12,270,000] $18,405,000
Less Warrant issue expenses
[$22,944,847 x 12,270,000/400,000,000] $703,833
Estimated assessable profits $17,701,167
Tax payable thereon $2,920,692

(b)  Year of assessment Year24/Y ear25

Premium in respect of warrants exercised and
expired during the year ended 30 June Y ear24

[$1.50 X (387,146,000 + 584,000)] $581,595,000
Less Warrant issue expenses

[$22,944,847 - $703,833] $22,241,014

Estimated assessable profits $559,353,986

Tax payable thereon $92,293,407
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On behdf of NomineeCo, the Tax Representatives objected againg the above dternative

assessments.

28. The assessor considered that the Y ear24/Y ear25 assessment raised on the gppellant
should be annulled and the Y ear23/Y ear24 assessment should be revised asfollows:

Proceeds from Warrants exercised from
1 April to 22 July Y ear23:

Premium [$1.50 x 299,509,500] $449,264,250
Sde proceeds [$5.80 x 299,509,500] $1,737,155,100
Less: Cogt of shares [$3 x 299,509,500] $398528500  $838,626,600
Premium for Warrants lapsed on 22 July Y ear23
[$1.50 x 584,000 x 3/4] $657,000
$1,288,547,850
Less:
| ssue expenses $23,454,849
Loan arrangement fee
[$47,948,000 x 2,375,755,000/2,575,755,000] $44,224,975
Loan interest
[$433,316,793 x 2,375,755,000/2,575,755,000] $399,670,985 _ $467,350,809
Assessable profits $821,197,041
Tax payable thereon $123,179,556
29. By a Determination dated 14 June 2004, the Commissioner of Inland Revenue

increased the Y ear23/Y ear24 assessment by revisng it in the manner as stated in paragraph 28
above, and annulled the Y ear24/Y ear25 assessment.

30. By aletter dated 13 July 2004, the appellant, through his solicitors, appeded aganst
the Determination dated 14 June 2004.

REASONS FOR THE DETERMINATION

31. The Commissioner gave the following reasons for her Determinetion:

‘(1) The s0le issue for my determination in the present case is whether the gain

2

derived by [the gppellant] from the sde of sharesin Listco by means of the
issue of the Warrants should be assessable to Profits Tax. Itistheclamof [the
appdlant] that al dong he hasbeen holding the sharesin Listco on along term
basis and hence any gain arising from the sde of the shares should be capitd in
nature not assessable [to] tax.

Whilgt | do not take issue with [the appdlant] that the bulk of the shares in
Listco he owned was hislong term assets, | endorse the Assessor’ sview that
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©)

(4)

(©)

(6)

when [the gppdlant] took up the rights issue shares in July Year20 he has
dready had the intention of sdlling a portion of the shares.

Inascertaining [the gppdlant’ g intention at the time when he took up therights
Issue shares in Listco, it is necessary to look into dl the rdlevant facts and
circumgtances surrounding the rights issue.  In this connection, it is [the
gopelant’ 5| casethat [from Y ear19 onwards] there was expangon of business
of the [Listco] Group which required substantia amount of capitd funds. It
was under such circumstances that the rights issue exercise was made by
LiscoinY ear20[seeFacts(12)(d) & (€)] . In order to ensure the successful
issue of the shares and dso to enadble him to maintain his control over the
Group through the shareholding, it is only natura for [the appdlant], as the
magor shareholder and director of Listco, to undertake to subscribe a certain
number of the shares. The question is whether [the appdlant] had redly
intended to hold the rightsissue shares on along term basis.

It iswdl established that intention connotes the ability to carry it out into effect.

Onthefactsbeforemeinthe present case, | am not satisfied that [the appellant]
hasthefinancid ability to hold the newly acquired sharesin Listco (acquired by

means of the rightsissue) on along term basis. Asameatter of fact, in order to
take up the rights issue shares, [the appdlant] has to resort to [the
Y ear20Bank1 Loan] fromBank1. AlthoughtheLoan had aterm of fiveyears,

it was subject to the bank’ s overriding right of withdrawa and repayment on

demand and was subject to review at any time by Bank1 [see Fact (14)(c)] .

There is no evidence showing that [the appel lant] was able to repay the Loan

without resorting to sale of a portion of the rightsissue sharesin Listco.

| note that [the appellant] has, through the Representatives, adleged in March
Y ear32 that he had intended to substantialy finance the repayment of the Loan
by way of dividend income he expected to receive from the shares in Listco
owned by him [see Fact (15)(b)]. However, this dlegation is dealy
inconsistent with the Representetives  earlier statements that the repayment of
the Loan was matched by the receipt of the premium and the exercise pricein
relation to the Warrants and that the purpose for the sdle of the Listco shares
through the issue of the Warrants was to discharge the financia burden arisng
from the commitment to take up the rights issue shares [ see Fact (12)(m)] .

| am not unmindful of [the gppellant’ g dam that the shares sold by him through
the issue of the Warrants were the ‘ old' shares accumulated before Y ear20
and were not therightsissue sharesacquired by himin July Y ear20 [ see Facts
(22)(K) & (15)(c)]. However, as admitted by [the appdlant] himsdf, the
sharesin Listco were dl held by him in the name of nominees and hence could
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(1)

(8)

)

not be distinguished by reference to their respective share cartificates. In other
words, thereissmply no evidencein support of [the gppelant’ 5] claim that the
shares sold by him were the “old” shares but not the “new” ones. | am

therefore unable to accept the claim of [the gppdlant] in this regard.

Apart from arguing that the gain in question should not be subject to tax at dll,
| notethat itisaso [the gppdlant’ 5 contention that the gain should in any event
not be assessed in the year of assessment Y ear23/Y ear24. 1t was argued that
snce the premium from the issue of the Warrants was payable and paid in July
Year2l, the respective gain should therefore be assessed in the year of
assessment Year2l/Year22 ingtead [see Facts (8)(b), (10)(d) & (19)]. |
cannot agree to this argumen.

It is common ground that the Warrants were issued as a means to sl the
Listco shares held by [the appdlant]. The issue of the Warrants should

therefore be regarded as part and parcel of the adventure of sdlling the Listco
shares. Inmy view, any gain aidng from the sde of the Listco sharesthrough
the issue of the Warrants should be brought into charge at the time when the
sde of the shares was completed. In the circumstances, | hold that the gain

derived by [the agppdlant] from the exercise by the warrant holders of
299,509,000 units of the Warrants during the period from 7 April to 22 July
Y ear23, including the premium and the exercise price, and the premium for the
438,000 units [584,000 x 3/4] of the Warrants which expired on 22 July

Y ear23 were properly assessed to Profits Tax for the year of assessment

Year23/Y ear24.

For the above reasons, the objection lodged by [the gppdlant] falls. The
Year23/Year24 assessment is increased as per Fact (21) and the
Y ear24/Y ear25 assessment is annulled.’

THE APPEAL HEARING

Grounds of appeal
32. The appdlant’ s grounds of gpped are:
‘1. [Theappdlant’ 5 digpogtion of sharesin [Listco] condtituted a sde of capital

assets not assessableto profitstax. [The appellant] isthe founder of Listo and
al his holdings of shares in that company have been held asinvetments. He
could only beliableto profitstax if hewasadeder in sharesand had carried on,
a the leadt, an adventure or concern in the nature of trade in respect of the
acquidition and disposd of therdevant Listco shares. [The gppelant] was not
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and is not adeder in shares and his actions in relation to the relevant Listco
shares bear none of the halmarks of trading or an adventure or concernin the
nature of trade.

2. In the Commissoner’ s Reasons for Determination there are fundamental
erorsof law and fact. In particular in Reason 3(3) she asks hersdlf thewrong
question: the relevant question iswhether or not [the gppellant] has conducted
an adventure or concern in the nature of trade. What she saysin paragraphs
3(4) and (5) issmply without judtification asameaitter of fact. What shesaysin
paragraph 3(6) smply disregards the well known principle of law that where
one cannot find a definitive attribution of a sale to a purchase one applies the
principle of “fird in fird out”. Applying that principle (which is dearly
goplicable here and incontrovertible as a principle) the only concluson - even
on the Commissioner’ s own approach (see paragraphs 3(1) and (2) of her
Reasons) is that the shares disposed of were held as investments.

3. On 26 June Year32 the representatives of [the appdlant] (the Tax
Representatives) were invited to comment on arevised draft of the Statement
of Facts. Thisthey did on 7 October Year32 by letter from our firm to the
Commissoner together with an amended revised draft Statement (see
attached). Despite that, key and incontrovertible facts establishing that there
can be no liability have not been adopted in the statement issued by the Inland
Revenue Department.

4. In our letter of 7 October Y ear32 to the Commissoner we drew attention to
the point previoudy made in the notice of objection that the Y ear23/Y ear24
notice of assessment was seeking to assessincome (if there was income) of an
earlier year (Year21/Y ear22) - inwhich the premiums, on issue of thewarrants
wererecelved - and was, therefore, invaid. In paragraph (19) of the “Facts
upon which the Determination was arrived a” the Commissioner refersto this
and in consequence of this, at paragraph (20), states that:

“The Assessor now takes the following [different] view in connection with the
Issue and exercise of the Warrants’

and in paragraph (21), in consequence, that:

“the Y ear23/Y ear24 assessment should be revised” [in the manner st out in
that paragraph].
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This “action’ condtitutes an unlawful atempt to circumvent the Satutory
prohibition on raising assessments under Section 60 morethan 6 yearsafter the
relevant year of assessment (asindeed did the origina assessment itsdlf).

In particular:

(@ the Assessor has no power under the Ordinance to revise his or her
assessment in this way;

(b) the'revison' isan atempt to assess something e se than that which was
the subject matter of the aigind assessment and that is effectively
attempting to make another assessment (out of time);

(c) onany view the premium proceeds, if they were receipts of atrade or
Income were assessablefor Y ear21/Y ear22 (and not Y ear23/Y ear24);
their recel pt was not contingent and everything had been done that was
required to be doneto earnthem in Y ear21/Y ear22,

(d) inthe circumstances the Commissioner had no power to increase any
such “revised assessment” and for al the reasons given in this notice of
apped should have quashed the actua assessment made.

For the above reasons the content of paragraphs 3(7) and (8) of the
Commissioner’ s Reasons cannot be supported.

5. Inany event, thereisno basisfor the computation of taxable profit on whichthe
assessment was raised (or “revised”).’

Oral evidence

33. At the hearing of the appedl, the appellant was represented by Mr Robert Kotewall,
SC and the respondent by Mr Ambrose Ho, SC.

34. Mr Kotewadl caled three witnesses, namely, the appellant, Witness3 and CPA.

35. Mr Ho did not adduce any ord evidence.

The Tax Representatives' s letter dated the 26 November Year 30

36. In the course of objecting to the Year23/Year24 profits tax assessment (see
paragraph 23 above), the Tax Representatives wrote a letter to the Inland Revenue Department
(‘IRD’) dated 7 June Y ear30 ating that:
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37.
information:

38.

‘Pursuant to the Underwriting Arrangements, [the gppellant] was required to
subscribe for 323 million ordinary shares at aissue price of HK$3 each and a sum of
HK$ 969 million was required to satisfy the rights issue (“the Commitment”).

To discharge thefinancid burden arising from the Commitment, [the gppellant]had to
redlize a portion of his persond capita investment in sharesin Listco which he had
accumulated since Listco wasformedin Yearl.

The Warrant exercisewasrequisiteto facilitate disposal of hiscapital investment so as
to discharge the financid burden from the Commitment arisng from Listco’ s group
expanson and capita funding requirements. The Premium & issue was a capitd
receipt.’

By letter dated 27 July Y ear30, |RD asked the Tax Representatives for the following

‘As [the appdlant’ 5] commitment was discharged in June Y ear20 before the receipt
of the premium from the issue of warrantsin July Y ear21, explan in detalls how the
acquisition of the rights shares was financed together with documentary evidence in
support.’

The Tax Representatives replied by |etter dated 26 November Y ear30 Sating that:

‘4. The Commitment to subscribe 903,304,000 shares at HK$3 on right
issuein Year20

Our client has confirmed that pursuant to the Underwriting Arrangements, he
was required to subscribe or procure subscribers for 903,204,000 ordinary
shares (as he beneficidly held 699,576,000 shares and had non-beneficid
interest in another 203,628,000 shares) at an issue price of HK$3 each (the
“Commitment”). Please refer to page 27 of the enclosed underwriting
agreement (Appendix 1) for the shareholders  subscription undertaking.

5.  Thedischarge of the Commitment

Asexplained in (4) above, [the gppellant’ 5] (S¢) was under an obligation to
subscribe or procure subscribers for 903,204,000 Listco’ s right shares
pursuant to the Underwriting Arrangements. In view of the required cash
outlay of HK$2,709,612,000 (903,204,000 x HK$3) for the Commitment,
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our client decided to redize a portion of his persond capita investment in
Listco, which had been held by him for many years.

Thetime gap between the collection of the sales proceeds from the disposal of
the shares and effecting the right subscription payment was temporarily
accommodated by abank loan (i.e., equivaent to abridging loan), which was
subsequently repaid by the net proceeds from issue of the Warrants and the
price received from the warranthol ders on the exercise of the Warrants.

As explained above and in our earlier |etter, the Warrants were issued to
facilitate the disposd of the rdevant shares which were hdd as a capitd
investment. The reason for digposing of the investment and hence the issue of
the Warrant was explicit in the Placement Document (enclosed as Appendix 4
to our letter dated 7 June Year30) under the section * Use of Proceeds on
page 13 asfollows:

“The proceeds of the Issue [i.e. the Premium], net of the underwriting and
placing commission payable under the Placing Agreement and other expenses,
amounted to gpproximately HK$577 million ... have been paid by the Issuer
[i.e. NomineeCo Limited] to [the appellant] for the reduction of his persona
indebtedness incurred in connection with his subscription of the rightsissue of
[Listco] inuneYear20 ...”

The"persond indebtedness’ referred to in the Placement Document was [the
Year20 Bankl Loan] obtained by [the gppelant] in June Year20 from
[Bankl]. Pleaserefer to Appendix 2.

Todischarge the financid burden (i.e., his persond indebtedness) arising from
the Commitment, [the gppdlant] was required to redize a portion of his
persond capita investment in Listco, which he had accumulated since Listco
wasformed in Yearl. We submit that the shares being disposed of via the
issue of the Warrants were the shares accumulated prior to the right issue, not
the shares subscribed by [the appellant] in the right issue.

The issuance and placement of the Warrants became unconditiona and were
completed on 17 July Year21. The Premium on the issue of the Warrants
(before deduction of commission and other expenses) amounted to HK$600
million.

During the two-year exercise period, 399,416,000 warrants were exercised
which resulted in [the gppellant] receiving HK$2,316,612,800 (399,416,000
x HK$5.8). With the Premium and the proceeds from the redization of his
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long-terminvestment in Listco, theloan from [Bank1] was gradudly repaid by
[the appellant] during the period from 28 May Y ear21 to November Y ear23.
Please refer to Appendix 3.

] REPLY TO YOUR SPECIFIC QUESTIONS

Based on the background details regarding the issue of the Warrants, the
answers to your specific questions should become gpparent and we reply to
your specific questions on behdf of our client asfollows-

(2) Asexplanedin (1)(5) aove, the time gap between the collection of the
proceeds from redlization of [the gppdlant’ 5] long term investment in
Listco and the aforementioned rights subscription payment under the
Commitment was temporarily accommodated by a bank loan (i.e,
equivaent to abridging loan), which was subsequently repaid by the net
proceeds from theissue of the Warrants and the price received from the
warrantholders upon the exercise of the Warrants.

[ CONCLUSION

3.  Therewasagenuine need for [the gppdlant] to digpose of a portion of
his long-term investment. The Warrants were issued as a means to
facilitate the disposa of [the gppdlant’ 5| capital asset and to release the
financid burden of [the gppelant] from the Commitment arisng from
Listco' s group expanson and cgpitd funding requirements. The
Warrants issue is thus a transaction of a capital nature. We trust you
accede that a capita investment would not change into a trading stock
on the grounds thet it was sold. We submit that the Premium arisng
from the issue of the Warrants (acapitd transaction) isacapita receipt
and therefore not assessable under Section 14 and/ or Section 60 of the
IRO.

Prepar ation of withess satements
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39. Theevidencein chief of the witnesses called by the gppellant was commendably brief.
Their evidence in chief did not go beyond the adoption of their respective witness satements as
their evidence.

40. Thisis how witness statements should be prepared. The withess statements should
contain thewhole of thewitnesses evidencein the detail in which the witnesseswould have given it
if higher evidence had been icited by ord questionsat thetrid, seeNg Kam Chun (t/a Chun Mou
Estate Agency Co) v Chan Wai Hing and others [1994] 2 HKLR 89. Unfortunately, thistendsto
be the exception rather than the rule for gppealsto the Board. This case was a pleasant exception.

The appellant’ s evidence

41. In his witness statement, the gppellant stated that he and hisfather were the founders
of the Listco group and that he was the managing director of Listco from Yearl to Year30.

42. He acquired and maintained his portfolio of sharesin Listco as his persond long term
invesment fromitslising in Yearl to Year22 aslisted in paragraph 7 of his witness statement.

43. From Year9 onwards, the Listco group embarked on projects which were very
attractive because of their potentia huge returns and required very subgtantia equity financing on a
long term basis.

44, In'Y ear15, he subscribed for his entitlement under the Year15 Rights Issue and an
additiond shares. His subscription was financed by the Year15Banl Loan. He intended to fund
the repayment of the Yearl5Bankl Loan principdly through dividends from his Listco
shareholding.

45, By mid- Y ear20, Listco had become a conglomerate and was on the verge of another
phase of very subgtantid growth. Estimated funding of HK$5.5 hillion to HK$6 billion was
required. He consulted Witness3, described as ‘avery good friend’, who was deeply involved in
theYearl5 Rights|ssue and who wasin Y ear20 the managing director of the Underwriter2 group
on themethodsto raise equity funds. The gppellant rgected all those which had adilution effect on
his percentage shareholding. Based on the success of the Y earl5 Rights Issue, Witness3 and the
appellant decided on a 1-for-1 rights issue.

46. At thetimeof the planning of theY ear20 Rights Issue, the gppedllant’ sintention wasto
hold the newly subscribed shares on along term basis because:

(@ asitsfounder and the personin the driving seat, he wished to show his support
and commitment to Listco;
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(b)  Listco had been agood investment and he wastotaly convinced and confident
in its future and prospects,

(©) hewas convinced that Listco shares were substantialy undervalued;
(d) Lisicowasin very srong financia hedth; and

(e) withtheYear20 Bankl Loan, he had the financid ability to finance and hold
the shares to be acquired as along term investment.

47. TheY ear20 Bank1 Loan included a refinancing of a then existing HK$200,000,000
term loan granted in about April Year20 to finance in part his exercise of the Y earl5 warrants
under the Y ear15 Rights Issue.

48. He reied on the edimaed dividend income from the Listco shares to be
supplemented by extra cash from the sale of hisinterest in afamily property called the Property 1.
If there were any shortfal:

(@ itwas'very workable’ for him to re-schedule or refinance the Y ear20 Bank1
Loan, Bankl having been the banker for two generations and a strong
supporter of the appellant;

(b) he had other assats, investments and income, including Listco shares not
pledged; and

(©) hecould rdy on financid assstance and support from his sblings.
49, He projected the amount of dividend over the 5-year period.

50. From January Y ear21 onwards, the price and daily turnover of Listco shares rose.
The suggestions made by various investment bankers including Witness3 that the gppellant sold
some of his Listco shares by way of placement were turned down by the appellant because his
Listco shareholding was his mgor long term investment.

51 In mid-Y ear21, Witness3 advised that it would be prudent for him to mitigate his
financia exposure under theY ear20 RightsIssue and theY ear20 Bank1 Loan and initisted him into
theidea of covered warrants. The gppdlant was eventualy persuaded.

52. Theissue of the Warrants was the only warrant exercise by the gppellant snce Listco
wasligedin Yearl.
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53. The appdlant gave a detailed explanation of the letter dated the 26 November
Year30 letter by the Tax Representatives to IRD. He said that he was surprised by the
Y ear23/Y ear24 profitstax assessment issued to him on 28 March Y ear30, about 10 years after the
Y ear20 Rightsssue and theissue of the Warrants. He emphasised that hisintentionin mid-Y ear20
wasentirdy different from hisintentioninmid-Y ear21. He explained that his attention was focused
(wrongly) on hisintention in mid-Y ear21 because:

(& IRD taxed the gain from the [Y ear21] Warrants, and

(b) theenquiry wason the[Year21l] Warrants.

54. When the possible confus on was discovered, the matter was clarified in asubsequent
letter dated 13 March Y ear32.

55. The appellant was cross-examined a some length by Mr Ho.

56. Under cross-examination, the gppdlant sad that he sold the Property2 and

Property3 to make early repayment of the Y ear15 Bank1 Loan.

57. He said that therewere probably alot of mistakes made by hisTax Representativesin
their answers to IRD because alot of the documents which were in storage had not yet been dug
Out.

58. In response to questions in the morning of the first day of hearing on the HK$200
million loan, he produced two fadilities|ettersfrom Bank1 in the afternoon. The first was a letter
dated 30 April Year20 offering him a term loan of HK$200 million to ‘partidly finance the
conversion of warrantsinto ordinary shares' inListco, HK$100 million of which was repayable on
30 November Y ear20 and the remaining HK$100 million on 31 May Year21. The second letter
wasdated 10 May Y ear20 varying the terms of the 30 April Y ear20 letter by adding an overdraft
facility of HK$15 million and by stipulating the securities required.

59. By letter dated 21 May Year20, Bankl offered aterm loan. The Year20 Bankl
Loan wasaconsolidation of thisoffer with the HK$200 million term loan (with the repayment terms
rescheduled).

60. He aso produced achart called ‘5 year Repaymenyt (sic)’ which included interest
payments.
61. On the second day of hearing, after he had been re-examined and answered

questions asked by the Board to clarify certain matters, he produced a ‘ cashflow reconstruction
chart.
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62. Mr Kotewall suggested that they would do further work on the chart, and if it would
be of assstance to the Board, they would annex atable to their closing submission.
63. Mr Ho asked the appellant to look for facilities |etters of the other banks.

Wintness3's evidence

64. In his witness satement, Wintess3 stated that he had been an investment banker for
over 24 years, being experienced in corporate finance matters.

65. InY earl5, whilst he was with Underwriter3, he was involved in the Yearl5 Rights
Issue.
66. InY ear20, whilst he was with the Underwriter2 group, he was the principa financid

adviser of ListcointheY ear20 Rights I ssue and was primarily responsiblefor its structuring. It was
underwritten by Underwiterl and Underwriter2 as lead underwriters. One key issue for the
underwriterswas how the gppdllant would finance his subscription and what he intended to do with
hisshares. Aspart of the duediligence exercise, theinvestment banker had aduty to ensurethat the
gppelant had sufficient financial resources to make his subscription as undertaken. The reasons
were that:

(& if the gppdlant could not subscribe as undertaken, the dedl would collapse;

(b) If the rights issue were undersubscribed, the underwriters had to take up the
shortfal in which case the presence of an orderly and stable market would be
important to the underwriters so that they could minimise ther possble
financid loss. If the gppellant chose or wasforced to sell asubgtantia chunk of
hisListco shares in the market shortly after the rights issue, the market would
be very nevous and de-dablised, thereby dgnificantly increesng the
underwriters risk. Thetrading volumeof Listco shares at around the time was
low and he did not believe the market had enough liquidity to absorb disposas
by both the underwriters and the appellant at the same time.

67. Based on the projections shown to him by the appdlant, he was satisfied with the
finendng by Bank1. Histeam took comfort inthefact that Bank1, avery prudent and proper bank,
accepted the appelant’ s ability to repay. He added that there might be some shortfdl, but
conddered that it was manageable because the gppellant had other financid resources which
included proceeds from digposal of hisinterest in afamily property and because the loan could be
refinanced. He knew that the gppdlant had had along term relationship with Bank1 who hed dl
along been a strong supporter of the gopdlant, including the financing of the Y ear15 Rights Issue.
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68. In the course of his due diligence discussions with the gppdlant, the gppdlant was
very bullish about Liscto and did not have any plan or intention to sdll any of his shareholding in
Listco. At or beforethetime of theY ear20 Rights Issue, neither the ideato issue covered warrants
nor any plans to do so had been raised in his discussions with the appe lant.

69. Subsequent to the Y ear20 Rights Issue, he approached the gppel lant in the early part
of Year2l to seeif hewould sell some of his Listco shares by way of placement. The gppellant
refused.

70. As the strong demand for Listco shares continued, he approached the appdlant in
mid-Y ear21 to introduce theideaof covered warrantsto him. The gppdlant initidly refused. After
he had explained to the gppellant that it would be prudent for him to take advantage of the
favourable market conditions to do something to improve his persona financid pogtion and that
there was no down-side risk or loss for him, the appellant was finaly persuaded to do a covered
warrant issue. He remembered the appd lant telling him that the appellant was not concerned with
the risk of warrant holders not exercising the option because the gppellant had not plamned to sl
any of his shares and was content with the upfront premium.

71. Under cross-examination, he said that in his assessment made a the time of the
Y ear20 Rights Issue, the gppdlant could essily refinance the remaining balance of the loan in the
evert that he was unable to service the loan, both principa and interest, out of dividends.

72. Inmid-Y ear21, the only reason why he gpproached the appellant was that he wanted
todo aded.
73. There was no re-examindion.

CPA’ sevidence

74. In her witness statemert, she stated that shejoinedthe Tax Representativesin Y ear19
as a tax manager and had been a tax partner since Year25. In April Year30, the appelant
indructed Tax Representatives to object againg the profits tax assessment for Y ear23/Y ear24.
She was intimately involved in this matter as part of the Tax Representatives team handling the
matter.

75. Althoughthe Tax Representatives had been the auditors and Tax Representatives of
Listco and itsgroup companiessinceY ear26, the Tax Representatives had not hitherto handled the
persond financia and tax affairs of the gppellant and was not familiar with the background of the
Warrantsissuein Year21.

76. She and her colleagues attended a meeting with the gppdlant on 4 May Year30
during which the gppelant said that hisintention was waysto hold and had dways held his Listco
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sharesfor long term investment. The Tax Representatives asked the gppellant about his state of
mind in mid-Y ear21, and the gppellant explained that the Warrants were issued to facilitate the
disposa of part of his capital investment and the proceeds were used to repay the Y ear20 Bank 1
Loan.

77. At the conclusion of the meeting, the gppellant instructed the Tax Representatives to
contact his gaff for further information. Asthe appdlant did not carry on any business by himsdif,
he did not keep his persond records and papers systematically. When the Tax Representatives
wroteto IRD in Year20, the Tax Representatives did not have full information or documentation,
e.g. they did not have acopy of thefacility letter for theY ear20 Bank1 Loan. She explained that in
preparing the Tax Representatives s letter of 26 November Y ear30, the Tax Representatives was
focusing attention on IRD’ s question quoted in paragraph 37 above. Information which the Tax
Representatives asked for came in dribs and drabs.

78. By ealy Year32, the Tax Representatives had much dlearer information about the
events leading up to the appdlant’ s subscription under the Year20 Rights Issue and made
goppropriate clarificationsin the letter dated 13 March Y ear32.

79. Under cross-examination, she agreed that she had been an assessor with IRD for
more than 10 years before joining the Tax Representatives.

80. She said that the gppellant explained a the meeting that he had sold capita investment
and used the proceeds to repay aloan and the Tax Representatives noted that the statement in the
placement documents that he applied the proceeds to reduce his indebtedness. The Tax
Representatives put them together and ated in the letter to IRD that he ‘had’ to sdll.

8l The Tax Representatives would look at the question and, based on its background
understanding and information provided by its client, replied to the question to the best of its
knowledge. She sad:

‘We try our best to find an explanation and then our manager will forward it to the
client to review our reply.’

82. Shedsotold usthat theclient looked and tried very hard but had difficulty inretrieving
information or documents which existed in Y ear20.

83. There was no re-examination.

Production of further documents and tables

84. On the third day of hearing and before the closing submisson of Mr Kotewadl, the
appellant produced (without any objection by Mr Ho):
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(& copy documents to show other banking facilities (including a term loan of
HK$200,000,000 from Bank2) available to the appdlant as at 30 June
Y ear20,

(b) anoteon funding of subscription and cash flow;

(o0 atableontota indebtedness as at 30 June Y ear20; and

(d) atablecdled ‘Cashflow Reconstruction 3'.

85. The gppellant submitted that the documents showed:
(@ thetotal indebtedness asat 30 June Y ear20;

(b)

that hewould be ableto servicethe repayment of principal and interest from his
projected dividend income and other sources of funding except for:

()  asghort period in December Y ear20 and January Y ear21 (which could
be covered by the proceeds of sdleon 27 May Y ear21 of hisinterest in
Propertyl); and

() May Year24 to May Year25 (when there should be no difficulty in
rescheduling).

Appdlant’ slig of authorities

86. The gppdlant furnished us with abundle of the following authorities:

©WoNOOA~WNE

=
o

Commissioners of Inland Revenue v Reinhold (1953) 34 TC 389

Wes v Phillips (1958) 38 TC 203

Taylor v Good (1974) 49 TC 277

Commissioner of Inland Revenuev Dr Chang Liang-Jen (1977) 1 HKTC 975
St v Chamberlain (1979) 53 TC 143

SmmonsV Inland Revenue Commissoners[1980] 1 WLR 1196

Cooper v C & JClark Ltd (1982) 54 TC 670

Marson v Morton[1986] 1 WLR 1343

Wing On Cheong Invesment Co Ltd v Commissioner of Inland Revenue
(1987) SHKTC 1

Dodge Knitting Co Ltd v Commissioner of Inland Revenue (1989) 2 HKTC
597
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11.

12.
13.
14.
15.
16.
17.
18.
19.
20.

21.

22.
23.

24,
25.

Waylee Investment Ltd v Commissoner of Inland Revenue (1990) 3 HKTC
410

All Bes WishesLtd v Commissioner of Inand Revenue (1992) 3 HKTC 750
BR11/76, (1977) IRBRD, vol 1, 239

D60/87, (1988) IRBRD, val 3, 24

D116/95, (1996) IRBRD, vol 11, 254

D111/97, (1998) IRBRD, vol 13, 20

D103/99, (1999) IRBRD, val 15, 214

D74/00, (2000) IRBRD, val 15, 670

D13/03, (2003) IRBRD, vol 18, 365

Commissioner of Inland Revenue v Nationd Mutua Centre (HK) Ltd [1988]
2 HKLRD 599

Brent v The Commissoner of Taxation of the Commonwedth of Audrdia
(1971) 125 CLR 418

Mok Tsze Fung v Commissoner of Inland Revenue (1962) 1 HKTC 166
Commissoner of Inland Revenue v The Hong Kong Battlers Ltd (1970) 1
HKTC 497

Whitney v Inland Revenue Commissioners[1926] AC 37

WodIner, Barkoczy, Murphy and Evans, Audrdian Taxation Law 2005,
paras 15-100 - 15-110

87. Mr Kotewadl told us that he was not taking the *firg in firgt out’ point.

Respondent’ slist of authorities

88. The respondent furnished us with a bundle of the following authorities:

1.  Sections 14, 64 & 68 of the Inland Revenue Ordinance (Chapter 112).

2. Hasbury’ sLawsof Hong Kong, Vol 24, §370.154.

3. Willoughby & Hakyard, Encylopedia of Hong Kong Taxation, Vol 4, a
§85180-5220, 20435-20475.

4.  Rutledgev IRC (1929) 14 TC 490.

5.  Griffithsv JP Harrison (Watford) Ltd [1963] AC 1.

6.  Wannell v Rathwell (1996) 68 TC 719.

7. Wing Ta Development Co Ltdv CIR (1979) 1 HKTC 1115.

8. D56/93, IRBRD, vol 9, 1.

9. D52/87, IRBRD, val 2, 461.

10. D73/97, IRBRD, vol 12, 439.

11. Iswerav CIR[1965] 1 WLR 663

12.  Abbott v Philbin (HM Inspector of Taxes) 39 TC 82

13. Depatmenta Interpretation and Practice Notes No. 38 (Revised)
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14. Taxation of New Fnancid Ingruments by Organisation for Economic
Co-operation and Development

BOARD’ SDECISION

Capital or trading — governing authoritiesprinciples

89. Section 68(4) of the Inland Revenue Ordinance, Chapter 112, provides that the onus
of proving that the assessment appeded againgt is excessve or incorrect is on the appellant.

0. Section 2 defines ‘ trade  as incuding ‘ every trade and manufecture, and every
adventure and concern in the nature of trade’ . Section 14(1) excludes profits arising from the sdle
of capita assets.

91. Mr Ho told usthat he did not intend to go further than the obvious propositions stated
in the fallowing authorities:

(&  what Sr Nicholas Browne-Wilkinson VC said in Marson v Morton [1986] 1
WLR 1343 at pages 1347 to 1349 and [1986] STC 463 at pages470to 471,

(b) what Lord Wilberforce authoritatively stated in Smmons v IRC [1980] 1
WLR 1196 at page 1199 and (1980) 53 Tax Cases 461 at pages 491 to 492;
and the statement of the law by Orr LJ at pages 488 and 489 of the report in
Tax Cases, which was approved by Lord Wilberforce as a generaly correct
statement (WLR at page 1202 and Tax Cases at page 495); and

(¢) what Mortimer J(ashethenwas) saidin All Best WishesLimited v CIR (1992)
3 HKTC 750 at pages 770 and 771.

Capital or trading —analysis

92. Theappdlant’ ssated intention wasto hold the Y ear20 Rights Issue shares on along
term basis.

93. The Commissoner took the view that ‘intention connotes the ability to carry it into
effect’.

94, Mr Ho submitted that:

(@ theburden of proof is on the gppdllant;
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(b) the gppdlant did not have the financid means to sarvice the Year20 Bankl
Loanfor theentirety of itsterm and could not have intended to hold the shares
asalong term investment;

(o) theevidencein support of hisaleged financid ability to repay isevolvingandis
far from satisfactory and is much less than sufficient to discharge the burden of
proof under section 68(4).

95. The onus is on the gppellant to prove, on a baance of probabilities, that the
Assessment isexcessive or incorrect. On the capitd or trading issue, the question is one of fact —
what was the gppdlant’ sintention at the time of the Y ear20 Rights I ssue.

96. We accept that the evidence in support isevolving. That isameatter to be bornin mind.
However, the red issue is whether the documents produced in the course of the objection and the

gpped are authentic and whether the evidenceiscredible. Mr Ho did not chalenge the authenticity

of any of the documents relied on by the gppellant.

97. We test the gppdlant’ s intention againg the objective facts. We dso test the
aopdlant’ s intention by consdering whether it was on the evidence, genuindly held, redistic and
redisable.

98. The appdlant was one of thefoundersof Listco and had been the personinthedriving
segt SnceY earl. Hehad beenitscontrolling shareholder sinceitsligingin Yearl. From Yearlto
thetime of the'Y ear20 Rights Issuehe had dways been acquiring moreListco shares and had never
sold asngleListco share. He had no difficulty in borrowing and had borrowed the Y ear15 Bank 1
Loan and HK$200 million from Bank1 and had sold other properties to build up his portfolio of
Listco shares. He had a controlling shareholding throughout. These facts dl point to investment
holding.

99. The appdlant knew the Listco group better than anybody ese; was convinced that
Listco shares had been substantially undervalued and was very bullish about Listco’ s prospects.

100. The appdlant, Witness3 and CPA were subject to an able and probing
cross-examination by Mr Ho. In our decison, none of them was shaken. We accept ther
evidence.

101. Wefind as afact that the stated intention was genuingly held.

102. Theappdlant’ scaseisthat he had thefinancia ability to holdthe Y ear20 Rights Issue
shareson along term basis.

103. The gppelant said he had worked out achart a the time showing his ability to service
the Y ear20 Bank1 Loan from projected dividend income.
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104. We are mindful that he has not produced the originad or a copy of the chart.
Nevertheless, we are satisfied on a balance of probabilities that he must have carried out some
projection and caculation exercises and satisfied himself, Bank1 and the underwriters that he had
the financid ability to subscribe and service the Y ear20 Bank1 Loan.

105. In view of his attachment to Listco, the inherent probakilities are that he must have
satisfied himsdf on the question of his own financid ability. A forced sdle of hisholding of Listco
shares would have been the last thing he would want to see.

106. Inview of the sze of the Y ear20 Bank1 Loan, a prudent bank such as Bank1, must,
inour view, have required the gppellant to satisfy it on the question of ability to repay. The fact that
Bank1 granted the Y ear20 Bank1 Loan suggests that Bank1 must have been so satisfied.

107. Mr Ho described Witness3 and CAP as ‘independent witnesses. On the evidence
of Witness3, the underwriters had a duty to ensure that the gppelant had sufficient financia

resources to make his subscription as undertaken and to hold on to them in order to minimise thelr
possiblerisk inthe event of the rightsissue being undersubscribed. Witness3 said he was satisfied.
The fact that the underwriters underwrote the Y ear20 Rights Issue suggests that they must have
been so sdtisfied.

108. The gppdlant dso said that he had in mind the proceeds from the intended sdle of his
interestsin Propertyl. Thisiscondgstent with his previous sde of the Property2 and Property3 to
effect early repayment of the'Y ear15 Bank1 Loan. On balance, we accept that it was hisintention
a thetime of theY ear20 Rights Issue to rely on the proceeds from the intended sale of hisinterests
in Property1 to fund his acquisition and holding of the Y ear20 Rights | ssue shares.

109. The gppellant dso said that he was confident that Bank1 would be accommodating
and would agree to refinance in the event of any (unexpected) shortfdl. The facts are that Bank1
granted the Y ear15 Bank1 Loan; the HK$200 millionterm loaninlate April and early May Y ear20;
and the Year20 Bankl Loan. The HK$200 million term loan to fund the conversion of the
warrants under the Y earl5 Rights Issue into shares was repayable as to HK$100 millionwithin
about Sx months and the remaining HK$100 million within about 12 months. The HK$200 million
term loan was rescheduled under the Year20 Bankl Loan to be repayable by nine hdf yearly
ingalments over aterm of five years. We find as a fact that the gppellant believed that Bank1
would agree to refinance in the event of any (unexpected) shortfadl and that his relief was genuine
held and reasonable.

110. The gppdlant had aso obtained a HK$200 million loan by Bank2 on about 21 June
Y ear20, repayable within two yesars.
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111 Mr Ho placed heavy reiance on the letters dated 7 June Y ear30 and 26 November
Year30 (‘the Year30 letters’) from the Tax Representativesto IRD.

112. We have carefully consdered Mr Ho' s submission and the explanations offered by
the appellant and CPA. We accept the gppellant’ sand CPA’ sexplanations. The gppellant and the
Tax Representatives were, wrongly in our view, focusng ther atention on his state of mind in
mid-Y ear2l, ingead of his gate of mind in mid-Year20. Many of the rdlevant documents which
cameinto exigencein Y ear20 were in storage and the appellant probably did not spend as much
time as he should have, or did, by the time of the conclusion of the hearing of his gpped to look for
the rdlevant documents and information. The Tax Representatives did not even have the facility
letter for the'Y ear20 Bank1 Loan. If it had, it would not have described Y ear20 Bank1 Loan asa
‘bridging’ loan. Thereferenceto* 323 million ordinary shares was clearly factudly wrong. Inour
view, the explanation for the inaccuracies and inconsstenciesin the Y ear30 letters lies in the Tax
Representatives attempt ‘totry [its] best to find an explanation’ in the absence of afull picture and
complete documentation. The Tax Representatives noted the statement in the Y ear21 placement
documents that the appellant applied the proceeds to reduce his indebtedness and the appdlant’ s
ingtructions that he had sold capita investment and used the proceeds to repay aloan. Doing its
best to find an explanation, the Tax Representatives put two and two together and stated that the
gppellant ‘was required to redlize a portion of his persond capitd invesment in Listco, which he
had accumulated sSinceLisicowasformedin Yearl'. The Tax Representativesinvoked the ‘fird in
fird out’ rule. Inour view, that approach was wrong, but that is quite beside the point. The Tax
Representativestried to put forward and build acase by invoking the*firg infirg out’ rule. The Tax
Representatives took abad point and built on it.

113. Quite gpart from what we find to be the explanation, the assertion in Y ear30 that the
gppellant ‘had to’ sl sharesin duly Y ear21 overl ooked the fact that on about 27 May Y ear21, the
gppellant had aready disposed of hisinterest in Propertyl and had received more than HK$451
million.

114. Moreover, if he*had’ tosdl inJuly Year21 in order to discharge a“‘bridging’ loan, he
would and should, in our decision, have proceeded by way of placement instead of warrants. The
warrant holders had up to two years to exercise the warrants and the appellant would have to wait
up to two years from the issue of warrants to receive $5.80 per share exercise price. Taking the
warrantsroute also ran therisk that thevaue of Listco sharesmight fal below the exerciseprice. If
this should happen, the appd lant would receive nothing further from the warrant holders and the
gppdlant would face the greatest difficulty in funding what he *had’ to do, to pay off the *bridging’
loan. Given Witness3's expertise and experience in corporate finance matters, he would and
should have advised the appellant againg taking the warrants route if the gppellant ‘had’ to sl to

repay a‘bridging' loan.
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115. There is another reason why the assartion isincorrect. By comparing the repayment
provisonsinthefacility |etter for theY ear20 Bank1 Loan with repaymentslisted in paragraph 9(c)
of the Statement of Agreed Facts, one seesthat therewas no early repayment until 29 July Y ear23.

116. For these reasons, we b not accept Mr Ho' s submission based on the Year30
|etters.
117. Mr Ho argued that the Year20 Bankl Loan documentation indicated that the

appdlant had intended to take up theY ear20 Rights | ssue shares and to sdll them, usingthe Y ear20
Bank1 Loanastheinitid source of finance. Mr Ho pointed out that there was no penalty for early
repayment and that there was no assgnment of the Listco share dividend.

118. We disagree. It was a commercid transaction and there was no reason why the
appellant should haveingsted on less favourable terms to himsdlf so long as Bank1 was agreeable
to thetermsunder theloan documentation. If theY ear20 Bank1 Loan were intended as a bridging
loan pending the disposal of at least some of the Y ear20 Rights I ssue shares, the appellant would
not have agreed to incur a substantid upfront fee of 2%. Moreover, the gppellant did not make
early repayment upon receipt of the premium for the issue of the Warrants.

119. The lending bank’ s overriding right to demand repayment was and is a gandard
banking practice and we are unable to draw any adverse inference againg the appd lant.

120. Weare of theview that the sated intention was genuindy held, redistic and redisable.

Conclusion on the capital or trading issue

121. Wefindinfavour of the gppelant on the factud question of hisintention as at the time
of the Year20 Rights Issue. He intended to hold his Y ear20 Rights Issue shares on along term
basis.

122. Weadsofind that inmid-Y ear21 the gppdlant eventualy went dong with Witness3's
suggestion to issue covered warrants. That was a new and unexpected development arising from
Witness3's successin mid-Y ear21 in talking the gppellant into doing aded.

123. In view of our finding on the question of intention a the time of the Y ear20 Rights
Issue, the gpped should be alowed and the Assessment should be annulled.

Premium for the Warrants—whether assessablein Y ear23/Y ear 24

124, It is not necessary for us to decide the issues summarised in paragraph 10 above.
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125. We will comment briefly on how we would have dedt with them had it been
necessary for usto do so.
126. The issue of the Warrants was a transaction by itsef. The warrant holders paid the

appellant a premium to acquire an option to subscribefor Listco shares at the exercise price within
the exercise period. The warrants issue was complete upon issue of the warrants to the warrant
holders and upon paying the premium (net of expenses) to the appdlant. The premium was due,
payableand paidin uly Year21. Theagppdlant’ sprofitsaroseinor derived from Hong Kong inthe
Year21/Y ear22 year of assessment and should be charged in that year of assessment under section
14 and assessed in accordance with Part 1V of the Ordinance. Whether on the earnings/accrual
basis or the receipts bass, the profits in respect of the premium arose or was derived in the
Year2l/Y ear22 year of assessment.

127. Had it been necessary for us to do so, we would have decided in favour of the
gopellant on thisissue.

Whether the Commissioner was out of time in revisng the Year23/Y ear 24 profits tax
assessment

128. Whether the assessor was out of time if the assessor had revised the Y ear23/Y ear24
profits tax assessment a about the time of the Determinationisirrdevant. The assessor did not in
fact revise the Assessment. 1t was the Commissioner who determined the objection by increasing
the Assessment.

129. Apart from additiona tax assessments under section 82A, the Commissioner has no
power to assess any taxpayer to tax, whether property, sdary or profits.

130. The Commissoner has no power to make additional assessments under section 60
and thelimitation periods (of 9x and 10 years) under section 60 do not apply to her for the smple
reason that she was not the assessing officer under section 60.

131. The Commissoner, in determining an objection under section 64, performs the
ultimate function to confirm, reduce, increase or annul the assessment, Commissoner of Inland
Revenuev Nina T H Wang [1993] 1 HKLR 7 at page 23, CA.

132. Section 64 is not subject to section 60. They ded with different functions to be
performed by different officers. The Commissioner is required by section 64(2) to determine an
objection ‘within areasonabletime’. However, failure to do so within areasonable time would not
have deprived her of jurisdiction or have rendered her determination void, Wang v Commissioner
of Inland Revenue [1994] 1 WLR 1286, PC, on appeal from Hong Kong.
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133. The Commissioner has power under section 64(2) to increase an assessment and this
iswhat the Commissioner did in repect of the Assessment.

134. Had it been necessary for us to do so, we would have decided in favour of the
Commissioner and held that shewas not out of time when sheincreased the Assessment in theway

she did under section 64.
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135. We allow the gppeal and annul the Assessment.

136. It remainsfor usto thank the team led by Mr Kotewall and the team led by Mr Ho for
their able and helpful assstance.



