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Case No. D40/08

Profitstax — agreed facts before the hearing — essentia s of witness statement — source of profits —
burden of proof — grounds not covered by the ground of apped — section 68(4) of the Inland
Revenue Ordinance (*IRO’) — frivolous and vexatious appedl.

Pand: Kenneth Kwok Hing Wai SC (chairman), LisaK'Y Wong SC and Catherine Yip Miu Chun.

Date of hearing: 21 October 2008.
Date of decison: 24 November 2008.

The gppdlant was a private limited company incorporated in Hong Kong. The appdlant
appeded againg the profits tax assessments on the grounds that (1) The assessments were
excessve and incorrect. (2) Theappdlant madeits profits not merdy by buying finished goods for
sde its profits were partly derived from its manufacturing operations carried out outside Hong
Kong through processing agreements with entities since 1988; and its manufacturing operations
have remained the samefor al the reevant years of assessment. (3) The gppdlant’ scasefdl within
the intent and concession under paragraphs 13 to 19 of the ‘Departmenta Interpretation &
Practice Notes Number 21 (1988) revised' issued by the Commissoner. (4) In its 1994/95 to
1997/98 profits tax returns, the gppelant made a mistake in omitting to dam part of its profits
whichwas derived from outsde Hong Kong.

Hed:

1.  Unless there is absolutely no common ground between the taxpayers and the
Revenue, facts which are not in dispute could and should be agreed before the
hearing (D35/07, (2007-08) IRBRD, vol 22, 809 followed).

2.  Sewvice of witness satements is intended to achieve afair and speedy hearing of
the issues and to save costs. An overriding feature of witness statements is that
they relatetoissues of fact to be adduced at the hearing. Any document referred to
must be clearly identified. They must not contain inadmissble evidence. They
should be confined to matters of fact and must not contain any expressions of
opinion. They should, in generd, contain only such materid facts asthe witnessis
ableto prove of hisown knowledge. While hearsay evidence is not excluded by
itsdlf, the question of weight to be attached is a different matter. Subject to the
question of admisshility, statements of information or bdief should date the
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grounds and reasonsthereof (Ng Kam Chun, Stephen trading as Chun Mou Estate
Agency Company v Chan Wa Hing, Janegt HC Action No A3036 of 1992, 9
February 1994, unreported, followed).

3. It iswell established that sourceis“aquestion of fact”, a* practica hard matter of
fact”. Thefacts must be asserted concisely and precisely and proved on abalance
of probabilities. Fallureto lay the necessary factud foundation may often be fatd
againg the taxpayers (CIR v Hang Seng Bank Ltd [1991] 1 AC 306; CIRvV
HK-TVB Internationd Ltd [1992] 2 AC 397; Orion Carribean Ltd (in voluntary
liquidetion) v CIR [1997] HKLRD 924; Kwong Mile Services Ltd v CIR (2004)
7 HKCFAR 275 and ING Baring Securities (Hong Kong) Ltd v CIR (2007) 10
HKCFAR 417 considered).

4.  TheBoard finds that the gppdlant has come nowhere near discharging its burden
of proof. TheBoard dsofinds that there is no credibility in the gppdlant’ scase a
dl. The Board finds tha the witness of the gppdlant is neither a reliable nor
credible witness.  The Board finds againg the gppdlant on the manufacturer
assertion and ground (2) of the grounds of apped fails (Chinachem Invesment
Company Limited v Commissioner of Inland Revenue (1987) 2 HKTC 261; and
Extramoney Ltd v CIR [1997] HKLR 387 followed).

5. The Board rules thet it is not open to the appdlant to rey on any ground not
covered by the grounds of appeal. No factud scenario has been raised in its
groundsof gpped. It isnot open to the appdlant to put forward any other factua
scenario (China Map Limited v. Commissioner of Inland Revenue, (2007-08)
IRBRD, vol 22, 1215 followed).

6. The Boad finds that the appelant has failed to substantiate that there was a
mistake by not having made any offshore claim.

7.  The gppdlant has faled to discharge its section 68(4) onus of proving that the
assessments appedled against were excessive or incorrect.

8.  This gpped is a frivolous and vexatious one which amounts to an abuse of the
process. There is no reason why the upstanding and irreproachable taxpayers
should bear the costs of this appedl.

Appeal dismissed and costs order in the amount of $5,000 imposed.
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Decision:
I ntroduction
1 3 auditors audited the financia statements of the appd lant for the following years of
assessment:
Auditor Year of assessment

Auditorl 1994/95

Auditorl 1995/96

Auditor2 1996/97

Auditor2 1997/98

Auditor3 1998/99

Auditor3 1999/2000

Auditor3 2000/01
2. For the years of assessment 1994/95 to 1997/98, the appdlant submitted profits tax

returns which made no claim that any of the returned profits was sourced outsde Hong Kong. The
assessor assessed the gppellant to profits tax as per the gppdlant’ s returns for these 4 years of
assessment.

3. In March 2001, the appellant applied for correction of the profits tax assessmentsfor
the years of assessment 1994/95 to 1997/98 under section 70A of the Inland Revenue Ordinance,
Chapter 112 (*the Ordinance’), on the ground that the returned profits were multi- sourced.

4. For the years of assessment 1998/99 to 2000/01, the appellant submitted profits tax
returns which included an offshore claim, asserting that there should be 50:50 apportionment under
the Inland Revenue Department’ s (‘IRD’ or ‘ Revenue’) Departmenta I nterpretation and Practice
Notes (‘DIPN’) No 21.

5. The assessor refused to correct under section 70A and considered that Hong Kong
was the source of dl the returned profits.

6. The gppellant objected to the notice of refusa and againgt the profitstax assessments.

7. By a Determination dated 18 March 2008, the Deputy Commissioner of Inland
Revenue (‘ the Deputy Commissoner’):

(1) uphddtheassessor’ snaticeof refusdl, dated 9 December 2004, to correct the
profits tax assessment for the year of assessment 1994/95 and confirmed the
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2

©)

(4)

(©)

(6)

(1)

Theagreed facts

profits tax assessment under charge number X-XXXXXXX-XX-X, dated 1
December 1995, showing assessable profits of $8,658,171 with tax payable
thereon of $1,428,598;

upheld the assessor’ snotice of refusal, dated 9 December 2004, to correct the
profits tax assessment for the year of assessment 1995/96 and confirmed the
profitstax assessment under charge number X-XXXXXXX-XX-X, dated 27
November 1996, showing assessable profits of $5,397,155 with tax payable
thereon of $890,530;

upheld the assessor’ snotice of refusal, dated 9 December 2004, to correct the
profits tax assessment for the year of assessment 1996/97 and confirmed the
profits tax assessment under charge number X-XXXXXXX-XX-X, dated 1
December 1997, showing assessable profits of $2,224,806 with tax payable
thereon of $367,092;

upheld the assessor’ snotice of refusal, dated 9 December 2004, to correct the
profits tax assessment for the year of assessment 1997/98 and confirmed the
profits tax assessment under charge number X-XXXXXXX-XX-X, dated 1
December 1998, showing assessable profits of $6,362,920 with tax payable
thereon of $944,892 [after giving effect to the Tax Exemption (1997 Tax Y ear)
Order];

confirmed the additiond profits tax assessment for the year of assessment
1998/99 under charge number X-XXXXXXX-XX-X, dated 29 January
2001, showing additiona assessable profits of $4,430,182 with additional tax
payable thereon of $708,830;

confirmed the profits tax assessment for the year of assessment 1999/2000
under charge number X-XXXXXXX-XX-X, dated 29 January 2001,
showing assessable profits of $3,272,219 with tax payable thereon of
$523,555; and

confirmed the profitstax assessment for the year of assessment 2000/01 under
charge number X-XXXXXXX-XX-X, dated 2 August 2004, showing
assessable profits of $1,599,251 with tax payable thereon of $255,880.

8. In D35/07, (2007-08) IRBRD, vol 22, 809 at paragraphs 12 — 17, the Board
(Kenneth Kwok Hing Wai SC, Susan Bestrice Johnson and Richard Leung Wai Keung) reiterated
the importance of agreeing facts which are not in dispute-
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‘12

13.

14.

15.

16.

17.

... In the absence of agreement, the party making the assertion should
prove it, bearing in mind section 68(4) which provides that “ the onus of
proving that the assessment appealed against is excessive or incorrect
shall be on the appellant” .

As the Board (Kenneth Kwok Hing Wai SC, Berry Hsu Fong Chung and
Vincent Mak Yee Chuen) said in paragraph 4 in D65/00, IRBRD, vol 15,
610, the purpose of having agreed factsisto facilitate the hearing of the
appeal so that the Board and the parties may concentrate on the facts in
issue.

“ ... the purpose of a statement of facts is to facilitate the hearing of
the appeal. Unless there is absolutely no common ground, an
agreed statement of facts sets out the facts which are agreed by the
parties to the appeal so that the Board of Review and the parties
may concentrate on the factsin issue.”

Facts which are not in dispute should be agreed.

Itisintheinterests of both the Taxpayers and the Revenueto try to agree
as many facts as they can.

Taxpayers (or their representatives) who declineto try to agree any facts
at all are being unhelpful to the taxpayers because, absent agreement,
the taxpayerswill have to prove every fact material to the success of the

appeal.

If the Revenue should, for example, decline to agree facts which should
not be in dispute e.g. the facts in the “Facts upon which the
Determinationwasarrived at” sectioninthe Determination, the Revenue
is being unhelpful to the Board, unless the Revenue has good cause for
not agreeing any particular fact.’

9. Ms Michelle Chan wrote to the appellant’ s representative on the preparation of an
agreed statement of facts. She received responses which contained incorrect statements of law but
no subgtantive reply.

10. The hearing commenced without any agreement on facts. In response to the pand
chairman’ s question whether there was any agreement on facts, the appdllant then agreed the
following facts' and wefind them asfacts. It isregrettable thet the Board’ stimeistaken up in quite

! As stated in the Revenue sdraft * Agreed Facts' .
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anumber of casestrying to find out what, if any, facts are agreed. Unless there is absolutely no
common ground between the taxpayers and the Revenue, facts which are not in dispute could and
should be agreed before the hearing.

11. The gppellant has objected to the assessor’ snotice of refusal to correct the profits tax
assessmentsfor the years of assessment 1994/95 to 1997/98 under section 70A of the Ordinance,
the additiond profits tax assessment for the year of assessment 1998/99 and the prdfits tax
assessments for the years of assessment 1999/2000 and 2000/01 raised on it. The appdlant
claimed that part of its profits was derived outsde Hong Kong and should not be subject to profits
tax.

12. The gppdlant was a private limited company incorporated in Hong Kong on 14
August 1984 under itsformer name. 1t commenced business on 27 October 1984 and changed to
its present name on 11 January 1994. During the period from 19 November 1984 to 1 July 1994,
the appdlant had dso carried on business under its then trade name.  For the relevant years of
assessment, the gppdlant’ s directors and shareholders were:

Directors Shareholders

Directorl Directorl
(Sharestransferred to Shareholder2 on 21
April 1999)

Director2 Shareholder3

(Resigned on 10 June 1998)

Director3 Shareholder2

(Resigned on 1 September (Shares transferred from Directorl on 21 April

2000) 1999)

Director4

(Appointed on 1 September

2000)

At dl rdlevant times, the business address of the gppellant was in Hong Kong. In its profits tax
returnsfor the relevant years of assessment, the appellant declared its nature of business/ principa
business activity as follows:

Y ear of assessment Nature of business/
Principd business activity

1994/95, 1995/96, 1996/97, Trading of toys

1997/98 and 2000/01

1998/99 and 1999/2000 Manufacturing of soft toys

The appdlant closed its accounts annualy on 31 March.
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13. RelatedCo was a private limited company incorporated in Hong Kong in 1990. For
the relevant years of assessment, its directors and shareholders were:
Directors Shareholders
Directorl Directorl
(Sharestransferred to Shareholder2 on 21
April 1999)
Director2 Shareholder3
(Resigned on 10 June 1998)
Director3 Shareholder2
(Resigned on 1 September 2000) | (Sharestransferred from Directorl on 21
April 1999)
Director5
(Appointed on 1 September
2000)

At al relevant times, the business address of RelatedCo was the same as the business address of
the appdllant. Initsdirectors reportsfor the relevant years of assessment, RelatedCo declared its
principa activity was provison of subcontracting services for manufacturing of toys.

14. On 3 August 1988, the appellant? entered into the First Processing Agreement with:
the First Overseas Party; together with
Factoryl;
concerning toys processing business. It was mentioned in the First Processing Agreement, among
other things, that the agreement had an effective period of 5 years and that both parties were
required to negotiate and confirm half year in advance if they intended to extend or terminate the
agreement.
15. On 7 January 1993, the agppdlant® entered into the Supplement to the First
Processing Agreement with the First Overseas Party representing Factoryl. The Supplement to
the First Processng Agreement mentioned, among other things, that:

(1) Duetooperationa needs, both parties after negotiation agreed that RelatedCo
would manage the factory on behalf of the appellant®.

(2) Thename of the factory would change to Factory?2.

2 The appellant contracted in its former trade name.
% The appellant contracted in its former trade name.
* The appellant was referred to by its former trade name.
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16.

©)
(4)

The appdlant® would bear &l obligations and liabilities.

It was the supplemental part of the First Processing Agreement. Other things

would be administered in accordance with the original processing agreement.

©)

It was vaid until August 1993.

On 16 March 1993, ReatedCo entered into the Second Processing Agreement with:

the First Overseas Party and its factory, Factory2, together with;

the Second Overseas Party;

concerning toys processing business. It was mentioned in the Second Processing Agreement,
among other things, that the agreement had an effective period of 5 yearsand that both parties were
required to negotiate and confirm haf year in advance if they intended to extend or terminate the
agreement. The Second Processing Agreement was signed by Director3, adirector of RelatedCo
(see paragraph 13 above), on behaf of RelatedCo.

17.

On 6 April 1998:

the First Overseas Party and its factory, Factory2, together with;

the Second Oversesas Party; and

RelatedCo entered into the Second Processing Agreement’ s Extenson Agreement to extend the
Second Processing Agreement for afurther 5 years until 30 March 2003. The Second Processing
Agreement’ s Extension Agreement was signed by Director3 on behdf of RelatedCo.

18.

Initsprofitstax returnsfor the years of assessment 1994/95 to 2000/01, the appellant
declared the following assessable profits:

Y ear of
assessment

1994/95

1995/96

1996/97

1997/98

1998/99

1999/2000

2000/01

Assessable
profits

$8.658, 17;|

$5,397,155

$2,224,806

$6,362,920

$4.430, 18ﬁ

$1,636,109

$799,626

19.

other things, the computation of the reported assessable profits as follows:

® The appellant was referred to by its former trade name.

Thegppellant’ sprofit and lossaccounts and profitstax computations showed, among
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(1) Profit and loss accounts
Year of 1994/95 1995/96 1996/97 1997/98 1998/99 | 1999/2000 | 2000/01
assessment $ $ $ $ $ $ $
Y ear ended 3U/3/1995 | 31/3/1996 | 31/3/1997 | 31/3/1998 | 31/3/1999 | 31/3/2000 | 31/3/2001
Turnover 153,084,520 140553390 148420439 271,281,965 208,889,029 250,743,041 207,415,771
Production Cost:
Raw materials
consumed
Openingstocks| 10421704 8117193 11076321 12516102 12,051,739 9623512 17,663,380
Purchases 67,044,460 76,261,799 78926503 163955047| 108,326,043 131,913,949 104,656,522
77466169 84378989 90,002,824 176471149 120,377,782| 141537460 122,319,902
Closing stocks 8,117,193 11076321 1251607 12,051,739 9623512 17,663380  7,412918
69,348,974 73302669 77,486,722 164419410 110,754,270 123,874,080 114,906,984
Subcontracting | 54,516,639 42,157,615 43494015 71,504,968 60,626,781 88678219 66,506,949
charges (Notes)
Other overheads| 5685671 4538813 3780904  6618,724] 7,741,283 11,724555 5,074,430
129551282 119848419 124761641 242543102 1791223341 224276854 186488363
Gross profit 2353323 20704971 23658795 28,738863| 29,766,695 26,466,187 20,927,409
Other income 4198492 3361693 1258503 19597400 2416642 4,314,189 3,840,132
27,731,730 24066664 24917299 30,698,603 32,183337] 30,780,37 24,767,540
Operating
expenses
Sdling & 1328669 1486834 1786153 3051,347| 4746479 10348059 3,305,607
distribution
Administration | 15343099 16011549 18485067 18870983 16,172,731 14,861,234 16,785,049
Finance 1835004 1408759 1931634 2611564 2129977 1555759 1,219,599
18506,769 18,907,187 22,202,854 24,533,894 23,049,187 26,765,054 21,310,255
Profit before 9224961 5159477 2714444 6164709 9134150 4015323 3457285
taxation
Notes
(@ Breakdowns of the subcontracting charges were provided by the
gopelant which showed that the following sub-contracting charges
were paid to RelatedCo during the following years of assessment:
1994/95 | 1995/96 | 1996/97 | 1997/98 | 1998/99 |1999/2000| 2000/01
$ $ $ $ $ $ $
30,094,931 (24,691,993|26.475,754|43,851,384(30.517,731|47,341,977|49,566,283

(b) Note 18 to the appelant’ s account for the year ended 31 March 1999
showed, among cther things, the following:
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(©

‘[ The gppellant] had the following materid transaction with its related
company during the year:

1999 1998
HK$ HK$

Sub- contracting charges 30,517,731 |48.851.384° (sic)

[RelatedCo]

[Directorl] and [Director3] are interested in these transactions as
directors of [RelatedCo].

Inthe opinion of thedirectors, the aboverelated party transactionswere
caried out in the ordinary course of business and under norma
commercia terms’

Note 16 to the appellant’ s account for the year ended 31 March 2000
showed, among ather things, the following:

‘[ The appdlant] had the following materid transaction with its related
company during the year:

2000
HK$

1999
HK$

Sub-contracting charges

47,341,977

30,517,731

(d)

[RelatedCol

[Directorl] and [Director3] are interested in these transactions as
directors of [RelatedCo.

Inthe opinion of thedirectors, the aboverelated party transactionswere
caried out in the ordinary course of busness and under normd
commercia terms’

Note 16 to the appellant’ s account for the year ended 31 March 2001
showed, among other things, the following:

‘[The appdlant] had the following materia transactions with its related
companies during the year:

2001
HK$

2000
HK$

® The amount in paragraph 19(1)(a) above is $43,851,384.
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@)

Sub-contracting charges
[RelatedCo]

48,520,363’ (sic)

47,341,977

[Directorl] and [Director3] are interested in these transactions as

directors of [RelatedCo].

Inthe opinion of the directors, the above related party transactionswere
caried out in the ordinary course of business and under norma

commercid terms!’

Profits tax computations

Year of
assessment

1994/95 | 1995/96 | 1996/97

1997/98

1998/99

1999/2000

2000/01

$ $ $

$

$

$

$

Profits per
accounts

9,224,961 | 5,159,477| 2,714,444

6,164,709

9,134,150

4,015,322

3,457,285

[Paragraph
19(1) above]

Add:
Disdlowable
items

541,368 551,300 1,011,693

940,363

941,010

1,845,427

1,634,222

9,766,329| 5,710,777| 3,726,137

7,105,072

10,075,160

5,860,749

5,091,507

Less
Allowable
items

Less:
Non-taxable
profit for sde
of goods
manufactured
[offshore]
@50%"

1,108,158 313,622 1,501,331

742,152

1,214,797

2,588,530

3,492,256

8,658,171| 5,397,155| 2,224,806

6,362,920

8,860,363

4,430,182

3,272,219

1,636,110

1,599,251

799,625

Assessable
profits
[Paragraph 18
above]

8.658.171| 5.397.155| 2.224.806

6.362.920

4,430,181

1.636.109

"The amount in paragraph 19(1)(a) aboveis $49,566,283.
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# Auditor3, on behdf of the appelant, daimed the following when submitting the
appdlant’ sprofitstax computationsfor the years of assessment 1998/99, 1999/2000
and 2000/01 to IRD:

“ We would like to draw your attention to that in the preparation of the profits tax
computation ... 50% of the profitsis adjusted as profits derived outside Hong Kong
in accordance with [IRD’ s| Departmenta Interpretation and Practice Notes No.21.
This adjustment is necessary because the gppdlant’ s principd activity in toys
manufacturing is substantialy carried out through subcontractor appointed [outside
Hong Kong].’

20. On divers dates, the assessor raised on the appdlant the following profits tax
assessments for the years of assessment 1994/95 to 1998/99:

1994/95 | 1995/96 | 1996/97 | 1997/98 | 1998/99

$ $ $ $ $
Assessable profitsper | 8,658,171 | 5,397,155 | 2,224,806 | 6,362,920 | 4,430,181
returns [paragraph 18
above]

Tax payable thereon 1,428,598 | 890,530 | 367,092 |1.049,881°| 708,828

21. The appdlant did not object to the assessments in paragraph 20 above. These
asessments became find and conclusive in terms of section 70 of the Ordinance.

22. Auditor3 did not reply [to] the assessor’ s enquiries concerning the gppdlant’ sclam
for partial exemption of its profits [paragraph 19(2) above] within the stipulated time. On divers
dates, the assessor raised on the appellant the following assessments and additiona assessment:

(1) Additiond profitstax assessment for the year of assessment 1998/99:

$
Additiond assessable profits 4,430,182
Additiond tax payable thereon 708,830

(2) Profitstax assessments for the years of assessment 1999/2000 and 2000/01..

1999/2000 2000/01
$ $
Assessable profits 3,272,219 1,599,251
Tax payable thereon 523,555 255,880

8 By virtue of the Tax Exemption (1997 Tax Y ear) Order, the tax payable was subsequently reduced to $944,892.
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23. The appellant objected to the above additiona profits tax assessment and profits tax
assessments on the ground that 50% of its profits was derived from a source outsde Hong Kong
and that it should not be chargeable to profits tax.

24, By letter dated 15 March 2001, on behaf of the appellant, Auditor3 applied for
correction of the profits tax assessments for the years of assessment 1994/95 to 1997/98
[paragraph 20 above] ... pursuant to section 70A of the Ordinance on the following ground:

“ According to Section 14 of [the Ordinance] and [IRD’ 5] Depatmental and
Interpretation Practice Note No.21 [* DIPN 21’ ], the source of manufacturing profits
is determined by the manufacturing operation. In [the gppdlant’ § case its
manufacturing process has been taken place outsde Hong Kong since 26 March
1993 smilar to the 1998/99 year of assessment. It is gppropriate to apportion [the
gopelant’ §] manufacturing profits on 50:50 bags Sarting from 26 March 1993!

25. In response to the assessor’ s enquiries, Auditor3 contended the following:

(1) Theappdlant was one of the renowned loca manufacturers of soft toys. To
remain competitive, its manufacturing plant was relocated [offshore] in 1993.
For reasons of [overseas] taxes, administration and protection of the
gppellant’ s assts, its factory [offshore] was registered under the Hong Kong
incorporated company, RelatedCo. Under this structure, al necessary
manufacturing processes arisng from the orders from the gppelant’ s
customers were sub-contracted to RelatedCo.

(2)  The Second Processing Agreement was signed by RelatedCo. There was no
assgnment of rights and obligations under the Second Processing Agreement.
There was no agreement entered into among the gppdlant, RelatedCo and
Factory2 showing that the gppellant would conduct manufacturing operations
in Factory?2. 1t wasnot considered necessary for the gppellant to enter into any
agreement with Factory2 since the appellant and RelatedCo were in substance
the same entity.

(3 The appdlant’ s headquarters in Hong Kong was the [centre] for order
negotiation, material purchasing, sample making, invoice preparation, shipping
arangement, accounting functions, adminigration services and after-sde
liason.

(4) Theappelant had assigned some of its senior employeesto sation in Factory2
to be responsble for overdl adminigration, production control and loca
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(©)

(6)

()

(8)

©)

(10)

accounting. No sdaries were paid to these employees by RelatedCo. The
production line of Factory2 was solely run for the appellant.

The appellant’ s directors considered that the gppellant was their trading arm
while RelatedCo was their manufacturing arm.

The formulafor the caculation of the subcontracting charge was sewing labour
cost for 100 pieces plusthread cutting cost for 100 pieces (

) / 100 x 4. Based on the experience of the gpdlat’ s
directors, four times the cost on sewing was approximately equa to the total
cost incurred by the [offshore] factory. In their opinion, this bass might
normaly overgate the tota cost by a smal amount and the balance would be
reflected as a profit in RelatedCo. There would not be any drop out of (sic)
profit for the business as awhole.

All expenses of Factory2 had been accounted for in RelatedCo'’ s financid
Satements.

RelatedCo had lodged an offshore claim in respect of its profits and IRD hed
gpproved the claim.

‘Since [RelatedCo’ §] capacity have (sic®) been fully utilized and [RelatedCo]
cannot coped (sic) with the required production schedule, [the appdlant] has
to seek for other subcontractors to fulfil its manufacturing needs. All of the
other subcontractors factories are located [offshore], some of these
subcontractors factory are run by aHong Kong company. In order to control
the qudity of products, [the appellant] had adso provided the technicd
know-how, production skills and supervision to these subcontractors.’

‘As explained above, [the appelant] in substance entered into a processing
arrangement with [an overseas] entity “Factory2” through [RelatedCo] for its
manufecturing busness.  “Factory2” is responsble for processing,
manufacturing or assembling the goods that are required to be exported to
places outside ... “Factory2” provided the factory premises, the land and
labour. [The appelant] provided raw materids, technica know-how,
management, production skills, design, skilled labour, training and supervison
for the locally recruited labour. Therefore, [the appdlant] has satisfied the
criteriafor atreatment of profits on 50:50 basis as described in DIPN 21

26. Auditor3 provided the following documents:

®Theword ‘ sic’ doesnot appear at all the placeswhenever it isdesirabletoindicate that the passage waswritten
exactly asit standsin the original. Thiswould unduly burden this decision.
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(1) Copiesof organisation charts of the gppellant and Factory2.

(2) A copy of processng and assembling compensation trade agreement put on
record certificate ( ).

(3 A copy of newly sgned processing agreement gpprova form (

).

(4) A copy of business license of Factory2 issued in 1993. Its registered capita
was HK$4,190,000. Its address was [outside Hong Kong]. Its scope of
business was rag dolls, toys processing ( ). Thelicense
was valid from 26 March 1993 to 16 March 1998.

(5) A copy of business license of Factory2 issued on 13 April 1998. It included
the same particulars as the origind business license except that it was vdid
from 26 March 1993 to 30 March 2003.

(6) A copy of cloth with soft ngp dolls processing agreement (

) entered into between RelatedCo and Factory2.

(7) Theappdlant’ sworkflow charts.

(8) Thegppdlant’ saccount ledger list of plant and machinery.

(90 Aligof the gppdlant’ slargest customers and suppliers.

(10) A copy of letter of appreciation issued by [athird party] to the appelant™in
March 1994.

(11) A copy of membership certificate dated 4 June 1997 awarded by the Toys
Manufacturers  Association of Hong Kong Ltd to the appellant.

27. Upon the assessor’ s request, Auditor3 provided the following documents in relation
to asde transaction effected in 1998:
Date Description
@ 15-6-1998 Master Purchase Order No. ... placed by a customer
and (*the customer™) to the appdllant as vendor for 160,000

19 The appellant was referred to by its former trade name.
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22-6-1998

piecesof ... a unit price of USD4.840.

(b)

24-6-1998

Purchase Order No. ... placed by the appellant to a
supplier (“the supplier™) for materids.

(©

26-6-1998

Production Order issued by the appd lant to RelatedCo
for 160,000 pieces of ... in respect of [the customer’
purchase order.

(d)

22-7-1998

Commercid Invoice No. ... issued by the supplier to the
aopdlant for the latter’ s purchase of materials under the
Purchase Order No. ...

(€)

23-7-1998

Bill of Lading No. ... showing that the supplier was the
shipper and the gppellant was the notify party, and that
the materids purchased under the Purchase Order
No. ... were loaded [offshore] and delivered in Hong
Kong.

()

29-7-1998

Hong Kong Exporter’ s Declaration prepared and
sgned by the gppdlant for deivering the materids to
Factory?2.

@

7-8-1998

Purchase Contract entered into between the appellant
and the customer for sdlling 72,000 pieces of ... under
the Master Purchase Order No. ... to the latter.

W)

21-8-1998

Packing List No. ... issued by the appdlant to the
customer in respect of the 72,000 pieces of ....

0]

21-8-1998

Sde Invoice No. ... issued by the appelant to the
customer in respect of the sde of the 72,000 pieces
of ...

0)

11-9-1998

Customer’ s advice issued by [a bank in Hong Kong]
showing the settlement of the customer’ s account (with
a remittance advice issued by the customer to the
gopdlant showing that part of the settlement amount
relating to the Sdle Invoice No. ...).
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28. Having consdered Auditor3' s contention and available information, the assessor did
not accept the appedllant’ s claims. By letter dated 31 October 2002, the assessor explained to
Auditor3 why he consdered that dl the gppelant’ s profits for the rdevant years of assessment
were chargeable to tax.

29. Auditor3 did not accept the assessor’ s explanation. They contended further that:

‘It was mentioned ... that [the gppellant] Sarted its manufacturing [offshore] since
1993. However, it wasdiscovered that thedirectors memory in connection with [the
gppellant’ g processing agreement is not totaly correct. The directors had mixed up
certain facts of thelr setup [offshore]. Based on the relevant contract found out
recently, [the gppellant] actudly started its manufacturing [offshore] since 1988
instead of 1993. Furthermore, the gppellant entered into processing agreement with
the [overseas party] directly a the very beginning, insead of through its
representative, [RelatedCo).’

In 1988 [the gppdlant’ 5] name was [its former name]. [The gppellant] dso held a
branch regidration under the name [the former trade name]. At that time, the
processing contract of [the appellant] was signed by [the gppdlant™]. [RelatedCo]
started to represent [the appellant] in 1993.

[The appellant] agreed with theloca government to change the processing agreement
with the factory from [the appellant™?] to [RelatedCo] in 1993. [RelatedCo] is only
the trustee / representative of [the gppellant]. In substance there is no change in the
legdl position of agreement. [The appdlant™] is till the party responsible for dl the
terms in the agreement.’

The processing contracts with (Sic) in [an oversess place] were entered into by [the
appdlant] or through its trustee / representative through the years concerned.’

The fee paid by [the gppellant] to [RelatedCol is not a arms length. In fact, itisa
nomind fee charged for adminidrative convenient (sic) only. It was only intended to
cover the running cost of [RelatedCo]. [The appdlant] is not intended to pay the fee
at market rate.’

30. On 9 December 2004, the assessor issued anotice of refusal to correct the profits tax
assessments for the years of assessment 1994/95, 1995/96, 1996/97 and 1997/98 pursuant to
section 70A of the Ordinance.

" The appellant contracted in its former trade name.
2 The appellant was referred to by its former trade name.
3 The appellant was referred to by its former trade name.
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3L By letter dated 3 January 2005, Auditor3 lodged an objection againgt the notice of
refusal to correct the above profits tax assessments.

32. By letter dated 2 April 2007, the assessor issued a statement of facts to Auditor3 for
commern.

33. After the processing agreement with the [overseas| entities came into existence, the

gppellant did not make any claim for profits agpportionment with a 50:50 basis in the gppellat’ s
profitstax returns for the years of assessment 1993/94 to 1997/98.

34. The assessor raised profits tax assessments for the years of assessment 1994/95 to
1997/98 on the appdllant in accordance with the profits tax returns.

35. The appdlant clamed exemption for parts of its profits for the years of assessment
1998/99 to 2000/01 inits profits tax returns and the appellant was represented by Auditor3 in the
years of assessment 1998/99 to 2000/01.

The grounds of appeal

36. By letter dated 14 April 2008, the appellant gave notice of apped through its tax
representative on the following grounds (written exactly asit gandsin the origind):

‘(1) The assessments were excessive and incorrect.

(2) [Theagppdlant] madeits profitsnot merdy by buying finished goodsfor sde; its
profits were partly derived from its manufacturing operations carried out
[outside Hong Kong] through processing agreements with [overseas] entities
snce 1988; and its manufacturing operations have remained the same for dl
the relevant years of assessment.

(3) Atdl materid times, [the gopelant’ § casefdl within theintent and concession
under paragraphs 13 to 19 of the “ Departmentd Interpretation & Practice
Notes Number 21 (1988) revised” issued by the Commissioner; such practice
and concession focus more (sic) on the revised” issued by the Commissioner;
such practice and concession focus more (sic) to the substance than the form
of the operations carried out by ataxpayer.

(4) Inits1994/95 to 1997/98 Profits Tax returns, [the gppellant] made a mistake
in omitting to clam part of its profits was derived from outsde Hong Kong.’

The appeal hearing
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37. At the hearing of the appedl:
(1) the appdlant was represented by a certified public accountant ( CPA’) from
its representative, together with Auditor3 who sat next to CPA at the hearing;
and
(2) therespondent was represented by Mr Eugene Fung of counsdl.
38. The panedl chairman asked CPA what the gppdlant’ s case on the facts was. CPA
told us tha the factud bads of the gppdlant’ s case was that the gppdlant itsdlf was the
manufacturer.
39. The pand chairman reminded CPA of:

(1) section 66(3);

(2) the Court of Find Apped judgment in the China Map case™; and

(3) the Chinachem case™.

40. CPA cdled Directorl to give ord evidence.
41. Mr Eugene Fung did not cal any witness,
42. The gppelant’ slist of authorities reads as follows (written exactly as it gands in the
origind):
‘1. ING Baring Securities (Hong Kong) Ltd and CIR [FACV No 19 of 2006]
2. CIR and Datatronic Limited [HCIA 3 and 4/2007]
3. BoadDecison D163/01 [IRBRD Volume 17]
4, Departmenta Interpretation and Practice Note No 21
5.  Board Decison D23/96 [IRBRD 358 Volume 11}’

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

1. Inland Revenue Ordinance, Chapter 112, sections 2, 14, 68, 70A and
Schedule 5

2. CIRvHang SengBank Ltd [1991] 1 AC 306

3.  CIRvVHK-TVB Internationa Ltd [1992] 2 AC 397

4, Orion Carribean Ltd (in voluntary liquidation) v CIR [1997] HKLRD 924

 ChinaMap Limited v Commissioner of Inland Revenue, (2007-08) IRBRD, vol 22, 1215.
*> Chinachem Investment Company Limited v Commissioner of Inland Revenue (1987) 2 HKTC 261
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Kwong Mile Services Ltd v CIR (2004) 7 HKCFAR 275

ING Baring Securities (Hong Kong) Ltd v CIR (2007) 10 HKCFAR 417
CIR v Wardley Investment Services (HK) Ltd (1992) 3 HKTC 703
D111/03, IRBRD, val 19, 51

D56/04, IRBRD, vol 19, 456

D24/06, (2006-07) IRBRD, val 21, 461

D36/06, (2006-07) IRBRD, vol 21, 694

D54/06, (2006-07) IRBRD, val 21, 1037

McEntirev Crossey Bros Ltd [1895] AC 457

IRC v Duke of Westminster [1936] AC 1

IRC v Westleyan and General Assurance Society (1946) 30 TC 11
NZI Bank Ltd v Euro-National Corporation Ltd [1992] 3 NZLR 528
Harley Development Incet d v CIR (1994) 4 HKTC 91

Odhams Press Ltd v Cook (1938) 23 TC 233

Extramoney Ltd v CIR [1997] HKLR 387

Therelevant statutory provisons

44, Section 2 provides, among others, that:

profitsarisinginor derived fromHong Kong” (

) for the purposes of Part I'V shall, 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’.

45, Section 14(1) provides that:

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

46. Sections 66(1) & (3) provide that:

(D)

Any person (hereinafter referred to as the appellant) who has validly
objected to an assessment but with whom the Commissioner in
considering the objection has failed to agree may ... either himself or by
his authorized representative give notice of appeal to the Board; but no
such notice shall be entertained unlessit isgiven in writing to the clerk to
the Board and is accompanied by a copy of the Commissioner’ swritten
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determination together with a copy of the reasons therefor and of the
statement of facts and a statement of the grounds of appeal .’

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

Section 68(4) providesthat the onus of proving that the assessment gpped ed against
IS excessve or incorrect is on the appel lant.

Section 68(7) provides that:

* At the hearing of the appeal the Board may, subject to the provisions of section
66(3), admit or reject any evidence adduced, whether oral or documentary, and
the provisions of the Evidence Ordinance (Cap 8), relating to the admissibility
of evidence shall not apply.’

Section 68(9) provides that:

‘Where under subsection (8), the Board does not reduce or annul such
assessment, the Board may order the appellant to pay as costs of the Board a
sum not exceeding the amount specified in Part | of Schedule 5, which shall be
added to the tax charged and recovered therewith.’

The amount specified in Part | of Schedule 5 is $5,000.

Section 70A provides that:

‘(D

Notwithstanding the provisions of section 70, if, upon application made
within 6 years after the end of a year of assessment or within 6 months
after the date on which the relative notice of assessment was served,
whichever isthe later, it is established to the satisfaction of an assessor
that the tax charged for that year of assessment is excessive by reason of
an error or omission in any return or statement submitted in respect
thereof, or by reason of any arithmetical error or omission in the
calculation of the amount of the net assessable value (within the meaning
of section 5(1A)), assessable income or profits assessed or in the amount
of the tax charged, the assessor shall correct such assessment: (Amended
56 of 1993 s. 29)
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e

Provided that under this section no correction shall be made to any
assessment in respect of an error or omission in any return or statement
submitted in respect thereof as to the basis on which the liability to tax
ought to have been computed where the return or statement was in fact
made on the basis of or in accordance with the practice generally
prevailing at the time when the return or statement was made.

Where an assessor refuses to correct an assessment in accordance with
an application under this section he shall give notice thereof inwriting to
the person who made such application and such person shall thereupon
have the same rights of objection and appeal under this Part as if such
notice of refusal were a notice of assessment. (Added 35 of 1965 s. 36)’

Authorities on source of profit, section 70A and section 66

51. Ddlivering their lordships advicein Commissioner of Inland Revenue v Hang Seng
Bank Limited [1991] 1 AC 306, Lord Bridge said that:

@

(b)

(©

(d)

(€)

Three conditions must be satisfied before a charge to tax can arise under
section 14: (1) the taxpayer must carry on atrade, professon or busnessin
Hong Kong; (2) the profitsto be charged must be* from such trade, profession
or busness’ which their Lordships condrue to mean from the trade,
professon or business carried on by thetaxpayer in Hong Kong; (3) the profits
must be ‘ profitsarising in or derived from’ Hong Kong. Thus the structure of
section 14 presupposes that the profits of abusiness carried onin Hong Kong
may accrue from different sources, some located within Hong Kong, others
overseas. The former are taxable, the latter are not (page 318).

A diginction must fal to be made between profits arisng in or derived from
Hong Kong (‘Hong Kong profits’) and profits arising in or derived from a
place outsde Hong Kong (‘ offshore profits) according to the nature of the
different transactions by which the profits are generated (page 319).

The question whether the gross profit resulting from a particular transaction
aroxe in or derived from one place or another is dways in the last analyss a
question of fact depending on the nature of the transaction (page 322).

It isimpossble to lay down precise rules of law by which the answer to that
question isto be determined (page 322).

The broad guiding principle, attested by many authorities, isthat one looks to
seewheat the taxpayer has doneto earn the profit in question (pages 322- 323).
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52. The guiding principle laid down by Lord Bridge in the Hang Seng Bank case was
expanded and applied by Lord Jauncey in Commissoner of Inland Revenue v HK-TVB
Internationa Limited [1992] 2 AC 397 at page 407 asfollows:

Onelooksto see what the taxpayer has done to earn the profit in question and where
he has doneit.

Lord Jauncey went on to state that:

(& When Lord Bridge, after quoting the guiding principle, gave certain examples
he was not intending thereby to lay down an exhaudive list of tests to be
goplied in dl cases in determining whether or not profits arose in or derived
from Hong Kong (page 407).

(b) Itisamigtaketotry to find an andogy between the factsin this apped and the
example given by Lord Bridge in the Hang Seng Bank case. The proper
gpproach isto ascertain what were the operationswhich produced the relevant
profits and where those operations took place (page 409).

53. The ascertaining of the actud sourceof incomeisa‘ practical hard matter of fact’ and
no smple, single, legd test can be employed, Orion Caribbean Limited (in voluntary liquidetion) v
Commissioner of Inland Revenue [1997] HKLRD 924 at page 931.

54, The correct approach is stated by Bokhary PJin Kwong Mile Services Limited v
Commissoner of Inland Revenue (2004) 7 HKCFAR 275 asfollows:

(8  The ascertainment of the actual source of a given income is a practicd, hard
meatter of fact (paragraph 7).

(b)  Judging the matter of source as one of practica redity does not involve
disregarding the accurate legd analysis of transactions (paragraph 9). AsRich
JsadintheHigh Court of Audrdiain Tariff Reinsurances Ltd v Commissioner
of Taxes (Victoria) (1938) 59 CLR 194 at page 208 (repeated in Federal
Commissioner of Taxation v United Aircraft Corporation (1943-44) 68 CLR
525 at page 538):

‘ We are frequently told, on the authority of judgments of this court, that
such a question is “ a hard, practical matter of fact”. This means, |
suppose, that every case must be decided on its own circumstances, and
that screens, pretexts, devices and other unrealities, however fair may be
thelegal appearancewhich onfirst sight they bear, arenot to stand in the
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56.
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way of the court charged with the duty of deciding these questions. But it
does not mean that the question is one for a jury or that it is one for

economists set free to disregard every legal relation and penetrate into
the recesses of thecausation of financial results, nor doesit mean that the
court isto treat contracts, agreements and other acts, matters and things
existing in the law as having no significance.’

In Kim Eng Securities (Hong Kong) Limited v Commissoner of Inland Revenue
(2007) 10 HKCFAR 213, Bokhary PJregarded it as wdll established that:

@

(b)

Sourceisapractical hard matter of fact to be judged asone of practica redity
(paragraph 56).

Judging the matter of source as one of practica redity does not involve
disregarding the accurate legd andyds of transactions (paragraph 52).

In ING Baring Securities (Hong Kong) Limited v Commissoner of Inland Revenue

(2007) 10 HKCFAR 417, Ribeiro PJ said that:

“In Kwong Mile Services Ltd v Commissioner of Inland Revenue, applying the

abovementioned authorities, this Court noted the absence of a universal test
but emphasised “the need to grasp the reality of each case, focusing on

effective causes without being distracted by antecedent or incidental matters.”

' The focus is therefore on establishing the geographical location of the
taxpayer’ s profit-producing transactions themselves as distinct from activities
antecedent or incidental to those transactions. Such antecedent activities will
often be commercially esential to the operations and profitability of the
taxpayer’ s business, but they do not provide the legal test for ascertaining the
geographical source of profits for the purposes of section 14.” (paragraph 38)

Lord Millet NPJ said that:

@

The operations ‘ from which the profits in substance arisg’ to which Atkin LJ
referred"” must be taken to be the operations of the taxpayer from which the
profits in substance arise; and they arise in the place where his sarvice is
rendered or profit-making activities are carried on. There are thus two
limitations: (i) the operationsin question must be the operations of the taxpayer;
and (ii) the rlevant operations do not comprise the whole of the taxpayer’'s
operaions but only those which produce the profit in question (paragraph
129).

16

(2004) 7 HKCFAR 275 at 283G, per Bokhary PJ.
Y The judgment of Atkin LJinFL Smidth & Co v Greenwood [1921] 3 KB 583 at 593.
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(b) Itiswell established inthisasin anumber of other jurisdictions that the source
of profitsisahard practica matter of fact to bejudged asapractica redlity. It
IS, in other words, not a technica matter but a commercia one (paragraph
131).

(©) | cannot accept the propodgtion that, in the case of a group of companies,
‘commercid redity dictatesthat the source of the profits of one member of the
group can be ascribed to the activities of another. The profits in question must
be the profits of abusiness carried on in Hong Kong. No doubt a group may
for some purposes be properly regarded asasingle commercid entity. But for
tax purposesin thisjurisdiction abusnesswhich is carried on in Hong Kong is
thebusiness of the company which carriesit on and not of the group of which
itisamember; the profitswhich arepotentidly chargesble to tax are the profits
of the business of the company which carries it on; and the source of those
profits must be attributed to the operations of the company which produced
them and not to the operations of other members of the group (paragraph
134).

(d) In congdering the source of profits, however, it is not necessary for the
taxpayer to establish that the transaction which produced the profit was carried
out by him or hisagent in the full legal sense. It is sufficient that it was carried
out on hisbehdf and for hisaccount by aperson acting on hisingructions. Nor
doesit matter whether the taxpayer wasacting on his own account with aview
to profit or for the account of a client in return for a commission (paragraph
139).

(® Insummary (i) the place where the taxpayer’ s profits arise is not necessarily
the place where he carries on busness; (ii) where the taxpayer earns a
commission for rendering a service to aclient, his profit is earned in the place
wherethe serviceisrendered not where the contract for commisson isentered
into; (iii) the transactions must be looked at separately and the profits of each
transaction consdered on their own; and (iv) where the taxpayer employs
othersto act for himin carrying out atransaction for aclient, his profit is earned
inthe place wherethey carry out his ingructions whether they do so as agents

or principas (paragraph 147).
57. In Extramoney Limited v Commissioner of Inland Revenue [1997] HKLR 387, Chan
J (as he then was) dtated that:

(@ Clealy there mug be findity in taxation matters. That is the dear intention of
section 70. The Commissioner is entitled © accept the truth of tax returns
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(b)

(©

made by the taxpayers. If an individud submits a return or Satement to the
Commissoner which saysthat heis ligble to tax, then it is reasonable thet the
Commissioner should assessthe individua to tax and that should be an end of
the matter (page 395).

The burden is obvioudy on the taxpayer to show that the assessment was
excessve by reason of an error or omisson in the tax return or statement
submitted by him (page 395).

After all, they were his documents Macdougall J (as he then was) in
Chinachem Investment Co Ltd v CIR, IR App No 2 of 1985 said:

If a taxpayer wishes to challenge the accuracy of his own audited
statements and tax declarations made by a ... director, it is not
sufficient merely to say that ... a mistake was made ... Evidence to
substantiate the mistake must be given in the strongest terms.’

It would be unwise to attempt to give a comprehengve definition of what isor
Isnot an error or omission which can cater for dl Stuations. It would be easier
to identify casesin which it is not (page 396).

In my view, for the purpose of s.70A, the meaning of “ error” giveninthe
Oxford English Dictionary (p.277) would be appropriate, that is,
“something incorrectly done through ignorance or inadvertence; a
mistake” . | do not think that a deliberate act in the sense of a
conscientious choice of one out of two or more courses which
subsequently turns out to be less than advantageous or which does not
give the desired effect as previously hoped for can be regarded as an
error within s.70A. It is even worse if the deliberate act is motivated by
fraud or dishonesty. But the question of fraud or dishonesty need not
arise.

Hence, in the context of the present case, if thereisa change of opinion of
the auditors or accountants in respect of the accounts, the first opinion
cannot beregarded asan error or omission within the section. Smilarly if
there is a change of mind of the directors of the company in connection
with how any part of the accounts should be made up, the previous
decisionwill not beregarded asan error or omission. Nor isitanerror or
omissionifitismerely a differencein thetreatment of certainitemsin the
accounts by those preparing or approving the accounts. If this were
permitted, the director or officer of a company will be tempted at a later
stage to try and “improve” the company’ s accounts or change his own
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decisionsif thisisto hisadvantage. Thiswould be contrary to the spirit of
the Ordinancethat there should befinality in taxation matters. The whole
statutory scheme provided in the Ordinance simply cannot work.

58. The Chinachem case cited by Chan Jis Chinachem Investment Company Limited v
Commissioner of Inland Revenue (1987) 2 HKTC 261 where no one from ether of the two firms
of auditorswas called to cast any light on the gppellant’ sfallure to dlam depreciation. Macdougal
Jsad that:

‘If a tax payer wishes to challenge the accuracy of its own audited statements
and tax declarations made by a director it is not sufficient merely to say that
either a mistake was made or that the accounts were kept in a particular form
which was incorrect “ for convenience” . Evidence to substantiate the mistake
must be given in the strongest terms.” (page 282)

Snce Mrs. Wang had testified that the appellant’ s policy as to the retention of
certain properties for investment purposes was well known to all its staff, the
book-keeper’ s alleged mistake in classification of the properties and the
consequent failure to claim depreciation called for a clear and cogent
explanation. None was forthcoming.” (page 301)

| entirely accept that the matter isnot concluded by theway in which it hasbeen
treated in the taxpayer’ s books of account, but it seems to me that the way in
which the properties have been treated in the accounts is by no means an
insignificant factor to be taken into consideration, particularly where there has
also been no attempt to claim depreciation in respect of those properties.” (page
302)

The Board, therefore, had before them a witness in Mrs. Wang whom they did
not believe, no evidence in the form of company minutes or resolutions to
support her evidence, accounts which classified the propertiesas current assets,
no claims for depreciation, no real explanation from Mrs. Wang as to the
misclassification of the properties or the failure to claim depreciation, and
finally, no evidence from any of the persons who could reasonably be expected
to shed light on these matters. Bearing in mind that that the burden lay on the
taxpayer to establish that the Commissioner’ s assessment was wrong, it is
hardly surprising that the Board came to the decision to which they did. They
were entitled to disbelieve Mrs. Wang and had ample reason to do so.” (page
302)

On apped to the Court of Apped, Sir Alan Huggins VP said at page 308 that:
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‘It is accepted by the Commissioner that the accounts are not conclusive
evidence of the matter in issue, and obviously that is rightly accepted.
Nevertheless the accounts must remain important and call for credible
explanation, because they are contemporaneous evidence of the Company’ s
intention ... | agree with the judge that “ the way in which the properties have
been treated in the accounts is by no means an insignificant factor” and | am
not persuaded that the Board regarded them as conclusive.’

59. In D25/06, (2006-07) IRBRD, vol 21, 496, the Board (Kenneth Kwok Hing Wai
SC, Winnie Kong La Wan and Kumar Ramanathan) quoted paragraph 9 of the objects and
reasons of Bill No 15/64 introduced in 1964 to repeal and replace the 1956 version of section 70A
and concluded™ that section 70A is not a back door provision for objections and appeals out of
time

‘9.  Thesecond main object of thisBill isdealt withinclause11. Itisessential,
under any tax system, that finality as regards assessments be achieved.
In Hong Kong this is provided by section 70 of the Inland Revenue
Ordinance, but to safeguard the position of taxpayerswho for one reason
or another disagree with their assessments, an assessment does not
become final and conclusive under section 70, until the objections, if any,
raised by the taxpayer have been disposed of on appeal in accordance
with the successive rights of appeal granted to every taxpayer or
agreement is reached between the taxpayer and the assessor, or , if no
objection is raised, until the time limited for raising objections has
expired. Section 70A, however, creates an exception to this finality and
conclusiveness in permitting the correction of errors and omissions in
assessments within six years or, in certain cases, within a longer period.
This section, which was added to the Ordinance in 1956, was intended to
cover only errors and omissions by the taxpayer in any return or
statement made by him which, if they had not been made, would have
resultedinareduced original liability, or errorsand mistakes purely of an
arithmetical or similar nature, but doubt has arisen as to whether, onits
present wording, it may not be capable of a wider application than that
intended. If it were to have a wider application, it would not only make
appeal provisions, referred to above, of little practical use; it would also,
for practical purposes, negate that finality and conclusiveness, provided
by section 70, whichisessential. Clause 11 of thisBill, therefore, seeksto
replace section 70A, with effect from the date when this section was
originally enacted, by similar provisions more clearly stating the original
intention.’

18 At paragraphs 70 & 72.
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60. The Court of Find Apped held in China Map Limited and others v Commissioner of
Inland Revenue, (2007-08) IRBRD, vol 22, 1215 that sections 66 (1) and (3) must be observed.

* Grounds of appeal : section 66(3) consent

9.  Byitsrepresentative, each of the Taxpayers put forward the grounds of
appeal that the profitsin question *“ were capital in nature and were not
assessable to Profits Tax or alternatively that the assessment was
excessive’ . None of the Taxpayers pursued its alternative ground that
the assessmentswere excessive. That |eft only one question raised by the
grounds of appeal given in accordance with s.66(1). Did the profitsin
guestion arise from the sale of capital assets? But at the hearing before
us, Mr Patrick Fung SC for the Taxpayers contended that there was an
antecedent question. Werethe profitsin question fromthe carrying on of
atrade, profession or business?

10. No such question israised by the Taxpayers grounds of appeal givenin
accordance with s.66(1). But Mr Fung contended that the Board isto be
treated as having consented under s.66(3) to the Taxpayersrelying on a
fresh ground which raised such a question. For this contention, Mr Fung
relied on an exchange between the Board’ s chairman and the Taxpayers
counsal (not Mr Fung or his junior Ms Catrina Lam). That exchange
took place after the close of the evidence and during final speech. By its
nature, such a question is fact-sensitive and its answer inherently
dependent on evidence. For a tribunal of fact to entertain such a
guestion after the close of the evidence would be unusual and plainly
inappropriate if done without offering the party against whom the
guestion is raised an opportunity to call further evidence. No such
opportunity was offered to the Revenue. We do not think that the Board
is to be treated as having consented under s.66(3) to the Taxpayers
relying on a fresh ground which raised the antecedent question for which
Mr Fung now contends. If and whenever s.66(3) consent is sought, it
should be sought fairly, squarely and unambiguously. Nothing of that
kind occurred in this case.’

Witness statements
61. All too often, the Board is given witness statements which, like Directorl’ s witness

gatement, are quite unhelpful. Tax representatives who are not familiar with the preparation of
witness stlatements may wish to bear in mind the following.
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62. It is clear from section 68(7)™° that section 66(3)% governs admissibility and
underlines the overriding requirement of relevance. Evidence must relate to matters at issue.

63. Sarvice of witness satementsis intended to achieve afair and speedy hearing of the
Issues and to save costs. An overriding feature of witness statementsisthat they relate to issues of
fact to be adduced at the hearing. Any document referred to must be clearly identified. They must
not contain inadmissible evidence. They should be confined to matters of fact and must not contain
any expressionsof opiniort™. They should, in generd,, contain only such materia facts asthewitness
Is able to prove of his own knowledge. While hearsay evidence is not excluded by itsdf, the
question of weight to be attached is a different matter. Subject to the question of admissibility,
dtatements of information or belief should State the grounds and reasons thereof.

64. Lastly, we repeat what Keith J (as he then was) said in Ng Kam Chun, Stephen
trading as Chun Mou Estate Agency Company v Chan Wai Hing, Janet, HC Action No A3036 of
1992, 9 February, 1994, unreported, at pages 23 - 24.

‘ The witness statement should contain the whole of the withess' evidence in the
detail in which the witness would have given it if his evidence has been €elicited
by oral questions at the trial. Anything less than that prevents the statements
from serving the purposes which they are intended to achieve - saving time,
eliminating any element of surprise in the witnesses' evidence, enabling the
parties to know the full strength of the case they have to meet, and enabling
counsel to prepare a crisp and effective cross-examination.’

Factual basis of the appellant’ s case on source

65. Asthe Privy Council said on gppeds from Hong Kong and as the Hong Kong Court
of Find Apped said, itiswell established that sourceis*aquestion of fact’, a ‘practical hard matter
of fact'. The facts must be asserted concisdly and precisely and proved on a balance of
probabilities.  Failure to lay the necessary factud foundation may often be fatal againg the
taxpayers.

66. The convoluted way in which some tax representatives present their cases and the
falure of sometax representativesto appreciate that sourceisaquestion of fact create unnecessary
and unwelcome difficulties for the Board. They start and go on and on to argue without regard to
facts. Ingead of fathfully adducing evidence on facts, some tax representatives put forward:

19 See paragraph 48 above.

% Quoted in paragraph 46 above.

2 Except in cases, which are few and far between, where the opinion of the witnessis relevant.
% Compare Hong Kong Civil Procedure 2009, Volume 1, paragraphs 38/2A/3 and 38/2A/6.
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(1) assationsof mixed fact and opinion/argument, making no attempt to separate
fact from opinion or argument;
(2) assartionsof the conclusion they hope for; and

(3) worse dill, assertions of dleged facts to fit a previous judgment or decison,
with scant or no regard for truth.

67. It seems clear from ground (2)* of the grounds of apped that the appdlant’ s caseis
thet it itself was the manufacturer®®. CPA told us dearly, specificaly and unequivocaly a the
hearing thet ‘ the appellant itsalf was the manufacturer’ % (‘the manufacturer assertior?).

68. The manufacturer assertion is contradicted by the agreed facts.

69. Therdevant years of assessment are 1994/95— 2000/01. Asthe appellant closed its
accountsannually on 31 March esch year®, the relevant basis periods”™ were from 1 April 1994 —
31 March 2001.

70. Itisan agreed fact that the Second Processing Agreement and the Second Processing
Agreement’ sExtension Agreement were made by RelatedCo with the First Overseas Party ‘and its
factory, [Factory2]' %,
71. In the Second Processng Agreement:

(1) RelatedCo was Party B.

(2) The First Overseas Party and the Second Overseas Party were referred to
collectively as Party A.

(3) Factory2 was Paty A’ sfactory ( ).
72. In the Second Processing Agreement’ s Extenson Agreement, Factory2 was again
Party A’ s Factory ( ).
% See paragraph 36(2) above.

%+ . its manufacturing operations carried out [outside Hong Kong] through processing agreements with
[overseas] entities since 1988; and its manufacturing operations..." , emphasis added.

% See paragraph 38 above.

% See paragraph 12 above.

" Section 2defines* basisperiod’ for any year of assessment as the period on the income or the profits of which
tax for that year ultimately fallsto be computed”.

% See paragraphs 16 and 17 above.
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73.

74.

Moreover:

75.

Having agreed as a fact, and having contracted on the basis, that Factory2 was the
factory of the oversess parties, the appellant cannot be heard to say that Factory2 was its own
factory or RelatedCo’ sfactory. Thisisdecisve againg the gppellant on the manufacturer assertion.

The First Processng Agreement and the Supplement to the First Processing
Agreement expired before the beginning of the first rdevant bass period and are irrdevarnt.

@D

e

The First Processing Agreement was made by the gppdlant as Party B and
Factoryl was referred to as Party A’ s factory? ( ). 1t made no
sense for a person to contract with onesdf. Yet this would have been the
position if Factoryl and the appellant were one and the same person.

The Supplement to the First Processing Agreement was made by the appellant
with the First Overseas Party representing Factory1®. On the gppdlant’ s
case, the appellant, not the First Overseas Party, should represent Factoryl.

RelatedCo was brought into the picture in 1993. Directorl testified in-chief and
confirmed under cross-examination that (written exactly asit sandsin the origind):

‘ The reason for borrowing the name of [RelatedCo] was to protect the assets and
goodwill of [the appelant] which it had gained over the years among oversess
customers. [The appellant] relied on its good name to recelve order and to survive.
[The appdlant] had dways complied with dl [law and practices at the place where
the factory was Stuated] but at times, the rules might not be clear enough. Therefore,
the use of [RelatedCo] on record in the processing agreement would give some
protection to [the appd lant] in case of whatever had things happened, [the appdlant’ 9
name would be less affected.’

76. The above was the only reason put forward in sworn testimony for bringing in

RelatedCo.

77. The following are the reasons put forward by Auditor3 on behalf of the gppellant:

(1) For reasons of [overseas taxes, administration and protection of the

gppellant’ s asts, its factory [offshore] was registered under the Hong Kong
incorporated company, RelatedCo. Under this structure, adl necessary
manufacturing processes arisng from the orders from the gppelant’ s
customers were sub-contracted to RelatedCo™.

» See paragraph 14 above.

% See paragraph 15 above.

3! See paragraph 25(1) above.



(2008-09) VOLUME 23 INLAND REVENUE BOARD OF REVIEW DECISIONS

(2) The main reason for a need of a nominee is that in the early days doing
business ... were subject to unforeseeable uncertainties and risks, hence the
appdlant consdered prudent to use a nominee to carry out its processng
activities.... in order to reduce risk exposures. if RelatedCo ran into difficulties
for whatever reasons, the appdlant’ s assets, goodwill and its customer’ slinks
would not be affected™.

78. On Directorl’ sown testimony, the purpose of bringing in RelatedCo wasto distance
the gppellant from the factory and the processing agreements, that is to say, the manufacturing
process. The gppellant cannot haveitscakeand eat it. On Directorl’ sown testimony and also on
the gppellant’ s own case, the manufacturer assertion must and doesfail.

79. Further and in any event, the manufacturer assertion is dso contradicted by the
contemporaneous documents, including its own audited financid statements vouched for by the
gppellant’ sdirectors and its auditors, Auditorl, Auditor2, or Auditor3, as the case may be.

80. Whether the gppdllant wasitsalf atoy manufacturer was afactud matter known to its
directors in general and Directorl in particular. The appdlant must know thet it itsef had been
making toysthroughout the years, if such werethe case. Knowledge of its own business operations
did not depend on the advice of professonad accountants. Nor did it depend on the aleged ability
or fallureto recdl any processing agreement.

81. The profit and loss account showed the following which contradicted the
manufacturer assertion:

(1) ‘Subcontracting charges *, induding those paid to RelatedCo®, had been
charged for dl 7 years of assessment. Thereis no reason for the appdlant, as
the manufecturer itsdf, to incur subcontracting charges ingtead of
manufacturing costs. Thereisaso no legitimate reason for the gppel lant to pay
subcontracting charges to RelatedCo if RelatedCo were not the toy maker.

(2) Notesto the accounts for the years ended 31 March 1999, 31 March 2000
and 31 March 2001%, audited by Auditor3, where the directors opined that
the ‘related party transactions [with RelatedCo] were carried out in the
ordinary course of busness and under norma commercid terms’. If the
gopdlant were itsdf the manufacturer, these transactions would have been

% Seerthe letter dated 18 July 2007 referred to in paragraph 86 below.
% See paragraph 19(1) above.

% See paragraph 19(1)(a) above.

% See paragraphs 19(1)(a), 19(1)(b) and 19(1)(c) above.
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fictitious transactions, and could hardly be described as transactions carried
out ‘in the ordinary course of business and under norma commercia terms’.

82. Having said more than once in the audited financid statements that the related party
transactions between the gppelant and RelatedCo were carried out ‘in the ordinary course of
business and under norma commercid terms’, the gppellant and its then tax representative,
Auditor3, had no scruples about dleging that:

Letter dated  Year of Assartion
asessment

22-4-2004  1994/95 — The fee paid by the appellant to RelatedCo is
1999/2000 not a arms length. In fact, it isanomind fee

charged for adminidrative convenient (Sic)
only. It wasonly intended to cover the running
cost of ReaedCo. The appdlant is not
intended to pay the fee at market rate.

15-12-2004 1994/95 — The charge of ReatedCo' s work to the
1999/2000 gopdlant is only a& a nomind amount thet is

totdly different from that of separate legd

entities. The charge is set for adminidtrative

convenience only. The employees of the

aopdlant handled dl the reprocessing work

carried out [offshore]. The agppdlant used

RelatedCo asits representative to execute the

reprocessing contract with the Overseas party

only.
83. Directorl made no attempt to reconcile any of contradictions or inconsistencies.
84. Nether Auditorl nor Auditor2 nor Auditor3 nor any person from their respective
practices has been called to give evidence.
8b5. Applying the Chinachem case and the Extramoney case, wefind that the gppellant has

come nowhere near discharging its burden of proof. Thisis another reason for finding againg the
gppellant on the manufacturer assertion.

86. Last but not leadt, thereisno credibility inthe gppdlant’ scaseat dl. Inaddition to the
above, the gppellant has, through itsthentax representative, Auditor3, made numerous inconsi stent
factud assations — ‘subcontractor’, ‘trustee’, ‘representative’, ‘nomineg and now the
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manufacturer assertion. There was no attempt at reconciliation or explanation. The alegationsare
tabulated asfollows:

Date Year of Assertion
asessmnent
15-11-1999 1998/99 Manufacturing subdtantidly  carried  out
through subcontractors.
9-11-2000  1999/2000 Manufacturing subdantidly carried  out
through subcontractor.
31-1-2001  1998/99 Manufacturing  subgtantidly carried  out
through subcontractor.
31-1-2001  1999/2000 Manufacturing subdantidly carried  out
through subcontractor.
15-3-2001  1994/95 — The agppdlatt had commenced its
1997/98 manufacturing process in its factory snce 26
March 1993.
26-3-2001  1998/99 & Manufacturing processes sub-contracted to
1999/2000 RelatedCo.
2-11-2001  2000/01 Manufacturing subdantidly carried  out
through subcontractor.
15-8-2002  1994/95 — For reasons of overseas taxes, administration
1999/2000 and protection of the appdlant’ s assts, the

factory offshore dthough it was owned in
equity and controlled by the gppdlant’ s
management was registered in the records
under the Hong Kong incorporated company,
RelatedCo. Under thisstructure, al necessary
manufacturing processes arisng from the
orders from the gppdlant’ s customers were
sub-contracted to RelatedCo.

RelatedCo is used to be the manufacturing arm
of the gopdlant which isin substance the same
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entity®®. The appdlant is, of course, the only
customer of RelatedCo.

22-4-2004  1994/95 — The processng contracts with (sic) in [an
1999/2000 oversess place] were entered into by [the
aopdlant] or through its trustee /

representative through the years concerned.

11-8-2004  2000/01 Its manufacturing process has been taken
place outside Hong Kong.

15-12-2004  1994/95 — The appellant used RedaedCo as its

1999/2000 representative to execute the reprocessng

contract with the Oversess party only.

3-1-2005 1994/95 — In our client’ s case, its manufacturing process
1997/98 has been taken place outsde Hong Kong.

18-7-2007  No year of RelatedCo is the nominee of the gppelant
assessment when it entered into the various processng
indicated agreements.

Themain reason for aneed of anomineeisthat
in the early days doing busness .. were
subject to unforeseegble uncertainties and
risks, hence the gppellant considered prudent
to use a nominee to carry out its processing
activities ... in order to reduce risk exposures.
if RelatedCo ran into difficulties for whatever
reasons, the gppellant’ s assets, goodwill and
its customer’ slinks would not be affected.

We should add that these contentions demonstrate muddled thinking and are in any event wholly
untenable becausethe source of profits must be attributed to the operations of the gppellant which
produced them and not to the operations of another member of the ‘group’, RelatedCo, per Lord
Millet NPJin ING Baring®.

% That RelatedCo isin substance the same entity as the appellant is awholly untenable proposition in law.
What follows is the assertion that the appellant is the only customer of what isin substance the same entity.
%" See paragraph 56 above.
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87. Directorl regurgitated what he thought was supportive of the gpped, obliviousto the
incons stencies with agreed facts and contemporaneous documents and with little or no respect for
truth. We find that heis neither ardiable nor credible witness.

88. We find againgt the appellant on the manufacturer assertion and ground (2)® of the
grounds of appedsfails.

Contentions not covered by the grounds of appeal

89. CPA quoted paragraph 139 in the ING Baring case™ and sought to rely on it.
90. The grounds of gppedl contain no ground that the transactions were carried out on

behalf of te appdlant and for its account by RelatedCo acting on its indructions. It is aso
incons stent with ground (2) thet the appel lant itself wasthe manufacturer. CPA had been reminded
of sections66(1) & (3) and theChina Map case, but for reasons which we know not, he made no
application under section 66(3). Applying the China Map case, we rule that it is not open to the
appdlant to rely on any ground based on paragraph 139 in the ING Baring case.

91. CPA cited D163/01 and based his argument upon what is in our view a
misunderstanding or misgpplication of that decison. It probably explainsthe‘ nomineg dlegationin
Auditor3’ sletter dated 18 July 2007%.

92. D163/01, IRBRD, vol 17, 286, is a decison on the peculiar facts of that case. For
reasons given in paragraphs 37 & 38 in that decision, the Board (Kenneth Kwok Hing Wai SC,
James Julius Bertram and Colin Cohen) made a factud finding that UIL was the taxpayer’ s
nominee.

93. As Mortimer J (as he then was) sad in the well-known case of All Best Wishes
Limited v CIR (1992) 3 HKTC 750 at page 770:

‘ Reference to cases wher e analogous facts are decided, is of limited value unless
the principle behind those analogous facts can be clearly identified.’

CPA has not been able to extract any principle from D163/01. CPA’ srdiance on D163/01 and
Auditor3 sassartion of ‘nomineg is misconceived and misplaced.

94, Last but not least, thereis no ground of apped on the footing that RelatedCo was the
gopdlant’ snominee. It isnot open to the appellant to rely onit.

% See paragraph 36(2) above.
¥ Cited in paragraph 56(c) above.
“0 See paragraph 86 above.
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DIPN 21

95, The gopdlant’ s essentid and only assertion on the facts was that it itsdf was the
manufacturer. The manufacturer assertion was disputed by the Revenue and we have made a
finding on thisissue, resolving it againgt the appellant.

96. No other factua scenario has been raised in its grounds of apped. It isnot open to
the appellant to put forward any other factual scenario. We cite the China Map case again.

97. Thereisthus no factud basisfor invoking DIPN 21.

98. Ground (3)* of the grounds of apped fails.

Section 70A

99. We repeat paragraphs 95 and 96 above.

100. Having faled on the offshore clam, the gppdlant must aso fail on the section 70A
dam.

101. We repeat paragraphs 57, 58, and 79 - 85 above.

102. Wefind that:

(1) Theappdlant hasfalled to subgtantiate that there was amistake by not having
made any offshore clam.

(20 Toputitat the highest for the appellant, what has happened hereisthat there
was a change of auditors and Auditor3 felt able to put forward a convoluted
and tenuous offshore clam. Thisisafar cry from an error or omission within
the meaning of section 70A.

Assessments not incorrect and no excessive
103. For the reasons given above, the gppellant has falled to discharge its section 68(4)
onus of proving that the assessments appealed against were excessive or incorrect. Ground (1)*

of the grounds of gpped fals.

Disposition

! See paragraph 36(3) above.
“2 See paragraph 36(1) above.
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104. We diamiss the gpped, confirm the Deputy Commissoner’ s Determination and
confirm dl the assessments appealed againgt.

Costs
105. In our decision, this gpped is a frivolous and vexatious one which amounts to an
abuse of the process. There is no reason why the upstanding and irreproachabl e taxpayers should

bear the costs of this apped.

106. Pursuant to section 68(9), we order the appellant to pay the sum of $5,000 as costs
of the Board, which $5,000 shall be added to the tax charged and recovered therewith.



