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Case No. D60/05

Profits tax — whether expenditure of a capita nature — anti-avoidance - section 61A — whether
gopellant obtained tax benefit — whether sole or dominant intention to obtain tax benefit — whether
Commissioner entitled to consder assessments afresh.

Pand: Kenneth Kwok Hing Wai SC (chairman), Patrick James Harvey and Thomas Mark Lea.

Dates of hearing: 2, 3, 4, 5, 8 and 9 March 2004.
Date of decison: 1 December 2005.

This was an gpped againg the CIR’ s profits tax assessments against the gopelant for the
years of assessment 1988/89 to 1996/97. The gppdlant was a company within agroup which had
dructured a scheme involving loan and sub-participation arrangements with the assistance of
professond tax advice.

In the books of the appdlant, a total of HK$606,202,680 was written off as ‘deferred
expenditure’ in 1988/89. Thisexpenditure was amortised by thegppellant each year from 1988/89
to 1996/97 and it was described in its accounts as ‘ consderation paid to obtain aright to receive
interest paymentsfrom afellow subsidiary and lega and professiona feespaid in respect of aloan'.

The Board found that the fund flow on the implementation of the scheme occurred in the
following manner:
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assumption under in Company X loan to
Company X loan Company G
| Company H | | Company X |
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capitd injection loan
Company F $1,200 million Company G
as part of purchase price for
Building R

Essentidly, the appelant had pad HK$600 million in exchange for Company C's
assgnment of its right to receive amounts under a sub-participation agreement. Company C had
paid HK$1.2 million to Company X to sub-participate in Company X’ s loan of an eguivaent
amount to Company G. Effectively, therefore, the gppelant recaived net monthly payments from
Company G.

Theissues before the Board was whether the HK $606,202,680 was a capita expense, and
whether the gppellant and the other participants in the scheme had entered into it for the dominant
purpose of enabling thegppelant to obtain atax benefit. The appdlant aso objected to the Board
conddering the prior question, as it contended that the originad assessments were made under
section 61A only.

Hed:

1 In considering an objection to the assessement, the CIR was under a duty to act de
novo and to determine afresh what should be the proper assessment.  Accordingly,
thefact that the assessments were originally made under section 61A, which was not
of itsdlf acharging provision, did not preclude the CIR from consdering whether the
expenditure was deductible under section 16(1). Mok Tsze Fung v CIR [1962]
HKLR 258, CIR v The Hong Kong Bottlers Ltd [1970] HKLR 581, CIR v DH
Howe [1977] HKLR 436 applied.

2. Under section 17(1)(c), expenditureis not deductibleif it isof acapitd nature. Inthe
present case, in exchange for its payment of HK$600 million, the appellant acquired
a contractud right to recelve monies to last for years. The cogt of acquiring
permanent structure from which income was to be derived was of a capital nature.
Wharf Properties Limited v CIR [1997] AC 505, Commissioner of Taxesv Nchanga
Consolidated Copper Mines Ltd [1964] AC 948 applied.
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3. In order for section 61A to gpply, there must be a tax benefit on the gopdlant. A
reduction in the amount of tax satisfiesthis requirement. Thereis no requirement of
any pre-exiging liability totax. Inthe present case, the scheme reduced the amount of
tax payable by the appdlant, and hence it was conferred a tax benefit. Yick Fung
Egtates Limited v CIR [2000] 1 HKLRD 381, Cheung Wah Keung v CIR [2002] 3
HKLRD 773 applied.

4. It was dear that the implementation of the scheme involved an atificia and arcular
flow of HK$600 million. Having regard to the 7 mattersin section 61A(1), the Board
held that there was a dominant purpose on the part of the gppellant and the other
participants in the scheme to enable the gppdlant to obtain atax benefit. Yick Fung
Estates Limited v CIR [2000] 1 HKLRD 381 applied.

Appeal dismissed.
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Decision:
1 Thisis an apped againg the Determination of the Commissoner of Inland Revenue
dated 12 August 1998 whereby:

@

(b)

(©

(d)

(€)

()

@

W)

Profitstax assessment for theyear of assessment 1988/89 under charge number
1-4767640-89-8, dated 24 March 1995, showing assessable profits of
$46,402,759 with tax payable thereon of $7,888,469 was confirmed.

Profitstax assessment for theyear of assessment 1989/90 under charge number
1-4767641-90-8, dated 24 March 1995, showing assessable profits of
$57,104,806 with tax payable thereon of $9,422,292 was confirmed.

Profitstax assessment for theyear of assessment 1990/91 under charge number
1-4767642-91-2, dated 24 March 1995, showing assessable profits of
$62,470,522 with tax payable thereon of $10,307,636 was confirmed.

Profitstax assessment for theyear of assessment 1991/92 under charge number
1-4767643-92-7, dated 24 March 1995, showing assessable profits of
$69,363,125 with tax payable thereon of $11,444,915 was confirmed.

Profitstax assessment for theyear of assessment 1992/93 under charge number
1-4767644-93-1, dated 24 March 1995, showing assessable profits of
$75,938,219 with tax payable thereon of $13,289,188 was confirmed.

Profitstax assessment for theyear of assessment 1993/94 under charge number
1-4767645-94-2, dated 24 March 1995, showing assessable profits of
$84,005,872 with tax payable thereon of $14,701,027 was increased to
assessable profits of $84,829,978 with tax payable thereon of $14,825,246.

Profitstax assessment for theyear of assessment 1994/95 under charge number
1-5043057-95-3, dated 29 October 1997, showing assessable profits of
$91,978,846 with tax payable thereon of $15,176,509 was confirmed.

Profitstax assessment for theyear of assessment 1995/96 under charge number
1-3130082-96-2, dated 29 October 1997, showing assessable profits of
$100,432,031 with tax payable thereon of $16,571,285 was confirmed.

Profitstax assessment for theyear of assessment 1996/97 under charge number
1-1112816-97-4, dated 2 March 1998, showing assessable profits of
$11,340,308 with tax payable thereon of $1,871,150 was confirmed.
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AGREED FACTS
2. The parties agreed the following facts and we find them as facts.
Background

3. The gppdlant appedls againg the Determination of the Commissioner of Inland

Revenue(‘the CIR’) dated 12 August 1998 and the assessmentsfor the 1988/89 to 1996/97 years
of assessment issued by the Assstant Commissioner under section 61A(2) of the Inland Revenue
Ordinance, Chapter 112 (‘the Ordinance’).

4, The principd activity of the gppdlant at dl rdevant timeswas and 4ill is ‘to arrange
financing activities or ‘loanfinancing', as described by the directorsin their reports attached to the
gopdlant’ sfinancid satements.

5. Company F, aprivate company incorporated in Hong Kong on 10 January 1984, has
been at dl rdevant times the beneficid owner of 100 per cent of the share capitd in the following
companies.

(@ The gppdlant — a private company incorporated in Hong Kong on 11 March
1988;

(b) Company G— aprivate company incorporated in Hong Kong on 24 July 1987;
ad

(c) Company H — aprivate company incorporated in Country | on 12 April 1988.

6. Company J a private company incorporated in Hong Kong on 3 June 1980, has
been at dl relevant times the beneficia owner of 100 per cent of the share capital in Company F.
Company K, aprivate company incorporated in Hong Kong on 31 October 1975, has been at dll
relevant times the beneficial owner of 100 per cent of the share capitd in Company J Group L
presently known as Holdings Company M, a private company incorporated in Hong Kong on 29
July 1965, has been a dl reevant times the beneficia owner of 100 per cent of the share capitd in
Company K.

7. Company N, aprivate company incorporated in Country O on 4 July 1989, has been
the ultimate holding company of the Group since 7 November 1989. Copies of the group
organisation chart showing the relevant companies as a 31 March 1987 and 31 May 1988 were
attached to the Statement of Agreed Factsas Annex 1 and Annex 2. The group structure shownin
Annex 2 has remained unchanged since 31 May 1988.
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8. On 20 May 1985, the Hong Kong Government granted to Company Fat a
congderation of HK$302,000,000, under Conditions of Sale No xxxxx, alease of Inland Lot No
P being a 3,429 square meters stein Didrict Q for aterm of 75 years commencing on that day.

9. On 28 August 1985, Company F obtained a syndicated loan facility in the sum of
HK $360,000,000 for the purposes of (a) re-financing part of the land premium; and (b) financing
in full the condruction cogts of a commercid building to be built on the site and to be known as
BuildingR. The Bank Swas the agent for the syndicated loan facility. A debenture incorporating
abuilding mortgage and floating charge was created over the land and building in favour of Bank S.

10. Company F completed the congtruction of Building R on the lot at a cost of around
HK $596,000,000 (including HK$302,000,000 land premium) during the year ended 31 March
1988. The permit to occupy Building Rwas issued by the Building Authority on 11 May 1987.

11. Company F had an outstanding accrued liability of HK$357,000,000 under theloan
fadlity from Bank S amounts due to group companies totaling HK$209,000,000 and creditors
and accrua baances in the sum of HK$30,000,000 as at 31 March 1988.

12. Sarting from early 1987, unitsin Building R were available for letting for terms of
three yearsto Sx years.
13. In January 1988, Building R was vaued by afirm of surveyors, Company T, ashaving

amarket vaue of HK$1.31 hillion.

14. Inthe Annual Report of GroupL for the year ended 31 March 1988, at pages 25 and
26, the directors stated:

(& ‘The[Building R] if fully leased is expected to generate annud rental of about
HK$100 million.’

(b) ‘Thecompany’ smgor development, [Building R], was fully leased at year end.
Over three quarters of the tenants are international companies.’

L oan arrangements

15. By aLoan Agreement dated 4 May 1988 made between the appellant as Borrower,
Bank U — Agaasthe Arranger, Bank V as Lead Manager and Agent and others as Lenders, the
appellant was granted aloan facility of HK$600,000,000 at afloating rate.

16. By aNotice of Drawdown dated 4 May 1988, the appellant gave notice to Bank V
that it wished to draw down the advance in the following manner:
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(& by way of acashier cheque in the amount of HK$358,223,214 in favour of
Bank S; and

(b) by way of a cashier cheque in an amount equa to the resdue of the
HK$600,000,000 loan fadility, that isHK $241,776,786, payable to Company
W for credit to the account of the appellant.

17. By aletter dated 9 May 1988, Comparny X confirmed the receipt from Company G
of the gpplication for the ‘ Term Loan of Up to HK$1,200,000,000'.

18. By a Loan Agreement (‘the Loan Agreement’) dated 9 May 1988 made between
Company Gand Company X, the former obtained a Loan Facility of HK$1,200,000,000 at a
fixed rate of 9.375 per cent per annum from Company X. The loan would be repayable by
Company Ginfull in onelump sum at the end of eght years.

19. By aNotice of Drawdown dated 9 May 1988, Company G noatified Company X that
it wished to draw down the advance of HK$1,200,000,000 on 11 May 1988.

20. By a Guarantee dated 9 May 1988, Group L and Company K jointly and severdly
guaranteed to Company X the due and punctua payment by Company G of dl indebtedness under
the loan facility of HK$1,200,000,000.

21. By a Sub- Participation Agreement (‘ the Sub- Participation Agreement’) dated 9 May
1988, Company C subsequently renamed asCompany Y, paid to Company X a purchase price of
HK$1,200,000,000 in congderation of the sub-participation of the HK$1,200,000,000 loan due
by Company G and recaiving the full rights and obligations of Company X under the Loan
Agreement.

22. By an Assgnment dated 9 May 1988, Company C assgned to the gppdlant dl of its
right to receive amounts of interest from Company G under the Loan Agreement and the appellant
agreed to pay a purchase price of HK$600,000,000.

23. By aletter dated 9 May 1988, Company X informed Company Gthat the interest
payable under the Loan Agreement should be paid to the appellant.

24, By a Swap Agreement ( Swap Agreement’) dated 9 May 1988, Bank U — Asa
agreed to pay a fixed rate amount to Company G on certain specified dates and Company G
agreed to pay afloating rate amount to Bank U — Asa on certain specified dates and Company G
paid afee of HK$50,000to Bank U — Ada, asthe adviser on the Swap Agreement, for arranging
for theinterest swap. Thefloating rate amount was arrived at by applying HIBOR plusamarginto
adiminishing‘ notiond principa’ of HK$600,000,000 and a‘ principd ingdlment’. The fixed rate
amount was arrived at by applying afixed rate of 9.375% per annum to HK$1,200,000,000.
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25. By a Supplemental Swap Agreement ( Supplemental Swap Agreement’) dated 9
May 1988 between Bank U — Aga, the gppellant and Company G, the gppellant agreed to perform
al the obligationsof Bank U — Asaunder the Swap Agreement and Company G agreed to perform
its obligations under the Swap Agreement as if the gppdlant were Bank U — Ada named in the
Swap Agreement.

26. By aDeed of Covenant (‘ Deed of Covenant’) dated 9 May 1988 between Company
W, Company Hand Company C, Company H agreed to pay a sum of HK$600,000,000 to
Company W and Company W covenanted to discharge or procure to be discharged Company
X’s obligation to pay to Company C the principal of HK$1,200,000,000 under the Loan
Agreement. All directors of Company H were Hong Kong residents and they held dl their board
meetings in Hong Kong.

27. By aletter dated 10 May 1988, Company G ingtructed Company W asfollows.

‘(1) [Company G] has recently agreed to borrow HK$1,200 million from
[Company X] with drawdown to occur on May 11, 1988. As soon as
[Company X] notifiesyou that the proceeds of drawdown are available, credit
[Company G's] account with this amount of HK$1,200 million.

(2) [Company G] has agreed to purchase [Building R] from [Company F] which
we understand aso has an account with [Company W]. As soon as the
proceeds of the borrowing from [Company X] referred to in (1) above have
been credited to [Company G 's] account, debit [Company G s] account and
credit [Company F’s] account with HK$1,200 million in partid satisfaction of
the purchase consderation due to [Company F].’

28. By aletter dated 10 May 1988, Company F ingructed Company W asfollows.

‘(1) [Company F] has recently agreed to sdl the [Building R] to [Company G] for
HK$1,310 million of which amount HK$1,200 millionisto bepaid on May 11,
1988. Assoon as[Company G] notifies you thet it isin apogtion to pay the
aforementioned HK$1,200 million, credit the same to [Company F'g
account.

(2) [Company F] hasan overseas subsdiary, [Company H] which we understand
a o hasan account with [ Company W]. We proposetoincreasethe capital of
[Company H] by subscribing for new sharesin the same.  Accordingly, once
the monies referred to in (1) above have been credited to [Company Fs)
account, debit [Company Fs] account with HK$599,999,999 and credit
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[Company H s] account with HK$599,999,999 in satisfaction of the issue
price for the new [Company H] sharesissued to us.

At the request of [Company F|, [Company C] recently repaid on our behalf
certan borrowings by [Company F] from [Bank § in the amount of
HK$358,223,214.04. We understand that [ Company C] hasan account with
[Company W]. Accordingly, once the monies referred to in (1) above have
been credited to[Company F’ 5| account, debit [Company F s] account in the
amount of HK$358,223,214.04 and credit [Company Cs| account in the
same amount in discharge of thisinter-company obligation.’

29. By aletter dated 10 May 1998, in connection with the operation of the gppelant’ s
HK$ current account with Company W, the appellant wrote:

‘D)

e

[the gppdllant] is the borrower under a syndicated loan arrangement with
[Bank V] and others asthe lenders. On May 11, 1988, [Bank V] will ddiver
to you acashier’ schequein the amount of HK$241,776,785.96. Y ou should
credit this amount to [the appellant’ ] account.

[the appellant] has recently been offered the opportunity to acquiretherights of
acompany caled [Company C] in a Sub-Participation Agreement vis-a-visa
stream of fixed interest payments due under an eight year loan in the amount of
HK$1,200 million. The purchase price for theserightsis HK$600 million. As
soon as the amount referred to in (a) above has been received into [the
gopelat’s] account, debit [the gppdlant’s] account in the amount of
HK$241,776,785.96 and credit the account which we understand [ Company
C] maintainswith [ Company W] in the amount of HK$241,776,785.96. This
payment will bein partid satisfaction of the purchase price due to [Company
C]’

30. By aletter dated 10 May 1988, Company H instructed Company W asfollows.

‘D)

e

[Company H] has recently increased its authorized share capital to HK$600
million and proposesto increaseitsissued share capitd to the same amount by
issuing to [Company F] 99,999,999 new shares in [Company H] of HK$6
each. Assoon as[Company F] notifies you thet it isin apodtion to satisy the
issue pricefor the new sharesin [Company H] to beissued to it, please credit
[Company H's] account with the amount of HK$599,999,994.

Asyou are aware, [Company H] has entered into a contractua relationship
with [Company W], pursuant to which [Company W] has agreed to perform
certain actions in return for a nonrefundable fee of HK$600 million.
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[Company H] proposesto settle thisfee from the proceeds of the newly issued
capita of [Company H] referred toin (1) above. Assoon astheissue price of
the new capital of [Company H] is credited to our account, please debit our
account in the amount of HK$600 million and credit the appropriate account
of [Company W] with [Company W] in Hong Kong in the amount of HK$600
million.’

31. By an Assgnment of Rentd (‘Rentd Assgnment’) dated 11 May 1988, as a
condition precedent to utilise the Syndicated Loan Facility of HK$600,000,000 by the appellant,
Company G assigned to Bank V al the rentals derived from Building R

32. By aFirg Legd Charge (‘First Lega Charge’) dated 11 May 1988, as a condition
precedent to utilise the Syndicated L oan Facility of HK$600,000,000 by the appellant, Company
G charged Building Ronto Bank V.

33. By aletter dated 11 May 1988, Company C gave notice to the appellant to pay the
purchase price under the Assgnment in the following manner:

() by way of acashier cheque in the amount of HK$358,223,214 in favour of
Bank S; and

(i) by way of direct transfer an amount of HK$241,776,786 to Company C s
account with Company W.

34. By an Assignment dated 11 May 1988, Company F assigned to Company G Building
R at aconsderation of HK$1,310,000,000.

35. By aletter dated 11 May 1988, Bank V authorised the appdlant and Company Gto
grant or renew tenancies and to accept surrenders of tenancies and otherwise manage Building R
and for moneysto be released from the rental account as provided in the Renta Assgnmen.

36. On 11 May 1988, Company K received a sum of HK$241,776,786 for settlement
of theinter-company baances due by Company F. The sum of HK$241,776,786 was applied by
Company K in thefallowing manner:

(& HK$200,000,000 was paid to Company Z for the following purposes:

HK$

million

Subscription of sharesin Company Z 58
Repayment of inter-company loan 75

Advances to Company Z for working capitd use _67
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(b) HK$4,000,000 was advanced to Company AA for financing itsworking capital
requirements.

() HK$4,000,000 was advanced to Company AB for funding its working capita
requirements.

(d) HK$2,000,000 was paid to Company AC for financing its working capitd.

(6) HK$10,000,000 was advanced to Company AD for working capitd financing
purposes.

(f) HK$21,000,000 was retained by Company K to reduce its bank overdraft
balance and for working capital use.

37. On 22 September 1989, Company W, Company H and Company C entered into a
supplemental deed to supplement the Deed of Covenant.

Additional information/subsequent events

38. The Controller of Bank AE by aletter dated 30 March 1993, informed the CIR that
Company X was dissolved on 29 August 1990.

39. By aletter dated 11 April 1996, Company H gave an indruction to Company C
pursuant to Clause 3(A)(i) of the Deed of Covenant, requesting the latter to instruct Company X to
release Company G from its obligation to repay the loan principa of HK$1,200,000,000.

40. By aletter dated 20 April 1998, Company W ingtructed the liquidators of Company
X to release Company G from its obligation to repay the loan principa of HK$1,200,000,000.

41. Company C was awholly owned subsidiary company of Bank U — Ada. Bank U —
Adawasindirectly hedd by Company W to the extent of 50 per cent of its shareholding.

Accountsand profitstax returns

42. In its 1988/89 to 1996/97 profit and loss accounts, the appellant recorded the
following particulars:
1988/89 1989/90 1990/91 1991/92
HK$ HK$ HK$ HK$
Interest income-Company G 100,171,233 112,500,000 112,500,000 112,500,000

Loss oninterest swap-Company G (7,219,220) (2,510.469) (7.214,280) (17,787.187)
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2902013 100089531 100280720 24712813

Interest expenses (46,507,024) (52,856,875) (42,744,018) (25,283,453)
Deferred expenditure w/o (47,134,883) (57,907,460) (63,316,507) (70,204,164)
Other expenses (48,229) (27.850) (71,180) (66,235)
93600136 110702185 106131705 95553852
Profit/(L oss) (738123) (802.654) (845,985) (841,039
1992/93 1993/94 1994/95 1995/96 1996/97
HK$ HK$ HK$ HK$ HK$
Interest 112,500,000 112,500,000 112,500,000 112,500,000 12,328,767
income-Company
G
Loss on interest (21,823 779) (18,082,598) (9,844,197) (5,657.227) (69,163)
swap-Company G
20676221 94417402 102,655.803 106842773 —12.250.604
Interest expenses (14,689,722) (9,544,898) (10,637,522) (5,927,013) (371,972)
Deferred (76,761,303) (84,417,925) (92,793,086) (101,690,564) (11,976,787)
expenditure w/o
Other expenses (48,280) (42,526) (39,435) (26,400) (44,285)
Bank charges - - - (457,329) (503,039)
91490305 94005349 103470043 108.101.306 12,896,083
Profit/(Loss) (823.084) (412.053) (814.240) (1.258,533) (636479)

43.

A note to each of the profit and loss accounts reads as follows:

‘ The deferred expenditure represents consideration paid to obtain aright to receive
interest payments from a fellow subgdiary and legd and professond fees pad in
respect of a loan. The amortisation of such expenses represents deductible
expenses on the bass that the corresponding repayment of the consderation is
trested as taxable income in the Profits Tax Computation.’

44, In its 1988/89 to 1996/97 profits and loss accounts, Company Grecorded the
following particulars.

1988/89 1989/90 1990/91 1991/92
HK$ HK$ HK$ HK$
Renta income 87,889,449 104,815,897 119,818,159 169,278,198
Disposal profit - - - -
Management fee 3,478,764 4,350,820 1,491,646 1,579,702
Interest income - onshore 2,262,295 2,899,761 10,622,639 32,803,904
Interest income - offshore - - - -
Gain from swap transaction - 7,219,200 2,510,469 7,214,280 17,787,187
the appellant

Other income 142,617 1,472,960 5,598,754 4,579,329

100,902,325 116040907 144745478 226,028,320
Agency fee 186,707 659,040 2,075,444 18,697,957
Amortization 3,096,215 2,902,703 - -
Deferred charges 291,042 317,500 446,666 188,583
Depreciation 2,650,956 2915172 2,713,186 1,786,406
Fixed assetsw/o - 1,292,152 2,767,048 232,021
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Insurance 211,010 339,775 490,100 297,786
Interest - the appellant 100,171,233 112,500,132 112,500,000 112,500,000
Interest - bank loan - - 7,342,467 28,191,095
Interest - related companies - - - 4915955
Legal and professional fees 132,536 500,353 1,069,233 330,453
Management fees 229,787 234,461 228,987 4,800,000
Donations - - - -
Rates/Rent and rates 118,315 146,452 589,967 3,792,409
Repair and maintenance 162,646 72,243 1,021,711 271,167
Other expenses 119374 380,862 1430520 2,339,720
107360821 122260845 132675329 178343552
Profit/(L oss) (6.377,496) (6.210938) 12070149 47,684,768
1992/93 1993/94 1994/95 1995/96 1996/97
HK$ HK$ HK$ HK$ HK$
Renta income 160,285,156 163,667,511 111,769,705 113,860,531 114,215,536
Disposal profit - 1,089,080,200 891,142,322 - -
Management fee 3,219,175 4,338,224 - - -
Interest income - 25,069,648 25,155,349 3,853,864 3,678,936 10,982,289
onshore
Interest income - 1,978,613 2,106,382 3,025,562 - -
Offshore
Gain from swap 21,823,779 18,082,597 9,844,196 5,657,227 69,163
transaction - the
appellant
Other income 3,618,243 6,547,788 7,577,062 6462916 10,362,704
215904614 1308978051 1027212711 129,650,640 135620602
Agency fee 12,214,692 14,671,057 7,108,247 9,696,953 9,601,508
Amortization - - - - -
Deferred charges 317,500 978,959 - - -
Depreciation 1,702,212 2,058,358 1,128,334 1,681,841 2,219,703
Insurance 305459 341,875 220,043 9,052,084 8,446,743
Interest - the 112,500,000 112,500,000 112,500,000 112,500,000 12,328,767
appellant
Interest - bank loan 18,781,952 24,587,012 - - 24,018,519
Interest - related 15,231,373 8,897,436 11,252,968 12,650,862 36,566,077
companies
Legal and 500,037 1,038,245 650,200 705,945 78,100
professional fees
Management fees 17,400,000 20,000,000 29,910,590 27,598,470 49,959,405
Donations - - - 27,000,000 -
Rates/Rent and 271,791 620,040 966,942 769,722 1,520,666
rates
Repair and 3,709,072 328,515 479,328 812,051 1,333,867
maintenance
Other expenses 794,502 1014926 2,559,097 2120564 1,529,096
183,728,590 187,036,423 166,775,749 204,588,492 147,602,451
Exceptional gain - - - - 1.200.000.000
Profit/(Loss) 32,266,024 1121941628 860436962  (74928852)  1188027.241
45, In its 1988/89 accounts, the appellant described the * Deferred Expenditure’ written

off in nate 5 in the following terms
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HK$
Condderation paid to obtain the right to receive
interest payments from afelow subsdiary 600,000,000
Lega and professond fees paid in respect of the loan 6,202,680
606,202,680
Less: Amortization for the period (47,134,883)
Balance at 31 March 1989 559,067,797

A dmilar note is attached to the gppellant’ s accounts for each of the years from 1989/90 to
1996/97.

46. For the year of assessment 1988/89, Company G damed for deduction thefollowing
two sums
HK$
Arrangement fee paid to Bank U — Again respect of the
$1,200 Million Loan: 2,540,000
Arrangement fee paid to Bank U — Again respect of the
Swap Agreements: 50,000
2,590,000
47. The following sums were paid to Bank V by the gppellant as interest in respect of
HK $600,000,000 drawn down under the syndicated facility:
Year of assessment I nterest expenses
HK$
1988/89 46,507,024
1989/90 52,856,875
1990/91 42,744,018
1991/92 25,283,453
1992/93 14,689,722
1993/94 9,544,898
48. Upon the partid disposd of the unitsin Building R the loan from Bank V was fully

repaid on 17 February 1994. The assessor was provided with schedules showing:
(& therepayment of principa and payment of interest to Bank V by the gppdllant;

(b) thebreskdown of interest expenses charged in the accounts of Company G; and
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(c) thebreakdown of interest paid and the gain on swap transaction recorded in the
accounts of Company G.

49, Inits profits tax returns, the appellant declared the following losses:

Year of assessment L osses
HK$

1988/89 (Note 1) (732,124)
1989/90 (802,654)
1990/91 (845,985)
1991/92 (841,039)
1992/93 (823,084)
1993/94 (Note 2) (412,053)
1994/95 (814,240)
1995/96 (1,258,533)
1996/97 (636,479)

Notes:

1. Formation expenses of HK$5,999 written off to the profit and loss account for the year ended
31 March 1989 were disalowed in the tax computation for 1988/89.

2. It was subsequently noted that the figure of HK$412,053 for the year of assessment 1993/94
should be a profit rather than aloss.

50. Inits profits tax returns, Company G made certain tax adjustments, excluded the
profits from the sde of unitsin Building R, excluded the gain of HK$1,200,000,000 from the loan
waiver and declared the following profits or losses:

Year of assessment Profits/(L osses)
HK$
1988/89 (57,679,934)
1989/90 (4,430,032)
1990/91 11,064,626
1991/92 43,345,279
1992/93 28,189,746
1993/94 27,608,728
1994/95 (55,244,838)
1995/96 (52,176,795)

1996/97 (20,112,859)



(2005-06) VOLUME 20 INLAND REVENUE BOARD OF REVIEW DECISIONS

51 Inits 1996/97 prafitstax return, Company G did not include as assessable profits the
gain of HK$1,200,000,000 arising from the waiver of theloan principa under the Loan Agreement.
Company G described the loan waiver in the following terms:

‘ Theloan was provided by afinancid indtitution for the sole purpose of financing the
acquigtion of the company’ s invesment property in 1988. The company was
released to repay the principal amount of the loan in May 1996 and the loan was
written back. Accordingly, the exceptiond gain of HK$1,200 million is capita in
nature and should be treated as non-taxable.’

Assessments

52. The Assgtant Commissioner was of the opinion that the scheme or transactions
described above was entered into by the above parties for the sole or dominant purpose of
obtaining atax benefit. On diversdates, profitstax assessments for the years 1988/89 to 1996/97
were raised on the gppellant under section 61A(2) of the Ordinance as follows:

(@ Year of assessment 1988/89
HK$
Loss per return (732,124)
Add: Deferred expenditure 47,134,883
Assessable profits 46,402,759
Tax payable @17% 7,888,469
(b) Year of assessment 1989/90
HK$
L oss per return (802,654)
Add: Deferred expenditure 57,907,460
Assessable profits 57,104,806
Tax payable @16.5% 9,422,292
(0 Year of assessment 1990/91
HK$
Loss per return (845,985)
Add: Deferred expenditure 63,316,507
Assessable profits 62,470,522
Tax payable @16.5% 10,307,636
(d) Year of assessment 1991/92
HK$
L oss per return (841,039)
Add: Deferred expenditure 70,204,164
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Assessable profits 69,363,125
Tax payable @16.5% 11,444,915
(e) Year of assessment 1992/93
HK$
L oss per return (823,084)
Add: Deferred expenditure 76,761,303
Assessable profits 75,938,219
Tax payable @17.5% 13,289,188
(f) Year of assessment 1993/94
HK$
L oss per return (412,053)
Add: Deferred expenditure 84,417,925
Assessable profits 84,005,872
Tax payable @17.5% 14,701,027
(g) Year of assessment 1994/95
HK$
Loss per return (814,240)
Add: Deferred expenditure 92,793,086
Assessable profits 91,978,846
Tax payable @16.5% 15,176,509
(h) Year of assessment 1995/96
HK$
L oss per return (1,258,533)
Add: Deferred expenditure 101,690,564
Assessable profits 100,432,031
Tax payable @16.5% 16,571,285
(i) Year of assessment 1996/97
HK$
Loss per return (636,479)
Add: Deferred expenditure 11,976,787
Assessable profits 11,340,308
Tax payable @16.5% 1,871,150
53. By ax letters dl dated 19 April 1995, two letters dated 11 November 1997 and a

letter dated 5 March 1998, Messrs KPM G Peat Marwick, astax representativesfor the appellant,
objected against the assessments.
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54, By his Determination dated 12 August 1998, the CIR confirmed the profits tax
assessments for the years of assessment 1988/89 to 1996/97 raised by the Assigtant
Commissioner under section 61A(2) of the Ordinance. In particular, the CIR was of the opinion
thet:

* ..the charging of the “deferred expenditure’ in the accounts of [the appdlant] is
clearly part and parce of a composite tax avoidance scheme entered into by the
relevant persons to obtain a tax benefit. Thus | do not accept the claim that the
deferred expenditure wasincurred to produce any chargegble profits. | do not think
that the conditionsin section 16(1) are satisfied at dl.’

Revised assessment

55. As there was an error in the profits tax computation of the gppellant for the year
1993/94. The CIR hasindicated that sheis prepared to revise the assessment as follows:

Year of assessment 1993/94

HK$
Profit per return 412,053
Add: Deferred expenditure 84,417,925
Assessable profits 84,829,978
Tax payable @17.5% 14,845,246
Appeal to the Board of Review
56. Messrs KPM G Peat Marwick sent anotice of appeal dated 12 September 1998 to

the Clerk to the Board of Review under section 66(1) of the Ordinance againgt the Determination
of the CIR dated 12 August 1998.

THE APPEAL HEARING
Grounds of appeal
57. The grounds of apped in the notice dated 12 September 1998 are as follows:

‘1. The deferred expenditure totaling HK$606,202,680 for al the years
concerned was incurred to produce interest income chargeable to profits tax
and, therefore, is deductible under Section 16(1) of [the Ordinance].

2. The Commissioner was incorrect in concluding that Section 61A of [the

Ordinance] appliesin respect of the transactions entered into by [the appd lant]
and identified in the Commissoner’ s Determingtion dated 12 August 1998; in



(2005-06) VOLUME 20 INLAND REVENUE BOARD OF REVIEW DECISIONS

particular, no tax benefit accrued to [the appdlant] asaresult thereof and ot is
not arelevant person for the purposes of the said Section.

3. Without prgjudice to the foregoing, even if in the event atax benefit did result
from the said transactions (which is denied), the sole or dominant purpose of
entering into those transactions was not to obtain such abenefit; accordingly, for
this reason dso, the Commissioner was incorrect in applying Section 61A of
[the Ordinance] to the said transactions.

4. In view of the foregoing, the Commissone’ s Determination confirming the
profitstax assessmentsfor the years of assessment 1988/89, 1989/90, 1990/91,
1991/92, 1992/93, 1994/95, 1995/96 and 1996/97 issued to [the appellant]
and increasing the assessable profits of [the gppellant] for the year of assessment
1993/94 to $84,829,978 with tax payable thereon of $14,825,246 should be
cancelled and the tax position of [the gppellant] should be revised as follows:

Y ear of assessment Adjusted Adjusted loss carried
loss/(Assessable Profits)  forward per [appellant]
per [appellant] HK$
HK$
1988/89 732,124 732,124
1989/90 802,654 1,534,778
1990/91 845,985 2,380,763
1991/92 841039 3,221,802
1992/93 823,084 4,044,886
1993/94 (412,053) 3,632,833
1994/95 814,240 4,447,073
1995/96 1,258,533 5,705,606
1996/97 636,479 6,342,085’

Representation & witnesses called

58. At the hearing of the gpped, the gppellant was represented by Mr Barrie Barlow.
59. The respondent was represented by Mr Ambrose Ho, SC.
60. Mr Barrie Barlow caled Mr A, Mr B and Mr D to give ord evidence. A gatutory

declaration of Mr E was taken as read.

61. Mr Ambrose Ho did not call any witness.
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62. The gppdlant’ s case was that in early 1987, Company W, through its Mr AF, an
associate, and Ms AG, an assstant vice president, touted a structure for the Group to obtain
‘financing a avery low after tax cost of fund’. After some meetings, Mr B countersigned a letter
dated 27 March 1987 from Company W confirming the Group’ sinterest. A scheme, which was
more el aborate than the one discussed at the early stages, was subsequently implemented.

Mr A’s evidence

63. Mr A told usthat he wasthe senior legd adviser of the Group from 1985 to late 1988.
His evidence was that around May 1987, Mr B told him that Company W had approached him
regarding the Group’ s interest in a refinancing scheme and asked him if he had any knowledge
about financing structures with tax efficient festures. He replied that he was unfamiliar with Hong
Kong tax matters. Mr A asserted in evidence that * medium term financing was not reedily available
to Hong Kong development and congtruction companies a the time’. From May 1987 to May

1988, he, Mr B and otherswereinvolved inthe process of liailsng with Company W and Company
AV. Oneof theissuesonwhich advice was sought was whether the refinancing scheme would fall

within the then newly introduced section 61A of the Ordinance. Hereviewed thevariouslegd and
accounting advices that were provided to the Group by Company W. He asserted that, in

consultation with Mr B, the Group decided that it would be a prudent step to take independent lega

advicein Hong Kong. Advicewas obtained from Mr AH, QC [now a non-parmanent judge of the
Court of Final Apped]. He further asserted that:

‘ Thelegd and accounting advice confirmed that the scheme was a legitimate way to
raise finance for the Group and that dthough it would save tax for the Group, it was
not assessable under section 61A.  As the Group' s legd counsd and having
reviewed the various professona advices given to the Group, | was aware of the
uncertainty associated with the interpretation of section 61A at thetime. However,
al theadvice of thelega and accounting expertson the structure and implementation
of the Refinancing Scheme were favourable and the Group was comforted by the
andysis of the professond advisers that the Refinancing Scheme was a legitimate
exercise in ragng finance for the Group.’

64. Under cross-examination, he said this on the nature of the beast to which heattributed
favourable advices:

‘Q Wasthereany aspect of those concernsthat you raised with[Mr Al] which was
met with an opinion that, yes, there was a concern here, there was a possibility
that it may not in fact survive a chalenge of section 61A7?

A | would assume s0 but | cannot redly recdl any specifics, but in the nature of
senior tax counsd advising on sophidticated transactions, is that not inherent?
They do not give you a 100 percent guarantee, you know, al clear. They
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adwaysgive, and | have ded with counse for years not on tax matters, but | have
never had counsdl give me aclean opinion on anything. That isthe nature of the
beast. Sorry. | think if counsd gave me....

Do you remember any aspect ...?

Sorry, if | could finish? | think if counsd gave me a 60 percent chance of
success on something, | have done very wel to get counsd to actudly put a
number on advice, but normaly it isvague like that, but | would expect counsd
to put in cautionary paragraphs from time to timein his opinion.

Wasthere any aspect of thisadvicethat, say, wasto the effect, for example, like
it is quite probably that you would not survive a section 61A chalenge?

| appreciate you need to probe for details but | do not think that | am going to
spontaneoudy suddenly remember details of these opinions seventeen years
later. So my answer remains| redly do not remember the specific details’

65. His answer to the question whether the Group consulted Mr AH, QC, again after
June 1987 was asfollows

‘Charman | am sorry, may | just ask one question if you are moving onto a new

topic. Did [the Group] go to [Mr AH] again for advice after June
1987 in respect of this scheme?

| do not think so. | cannot recal a particular ingtance where we went
back to [Mr AH] again, but we might have. | just do not recall.

Charmanr  Isthere any particular reason?

A We seemto be, therewere quite afew advisorsdready involved inthe
later stages.’
66. Towards the end of his cross-examination, he was asked whether, compared with a

‘conventiond loar the scheme did have an advantage in the sense that it would have saved the
group’ stax ligbility. Hisanswersto this and other questions were as follows.

‘A

No the commercid driver hereismore money for alonger period, and
this came as an unsolicited proposa to the group. Looking at it
commercidly it made a lot of sense. | mean, there was a way to
borrow more money for alonger tenure, and if theway to do that isin
effect through tax-efficent planning, well, more power to you.



(2005-06) VOLUME 20 INLAND REVENUE BOARD OF REVIEW DECISIONS

O

> O >

O

Charman

Charman

It made available more cash, as you earlier said, because the tax
pogtion of the group is reduced. The tax ligbility of the group is
reduced.

| think that is part of the transaction. Yes.

And that is one of the attractions?

Yes.

And that is one of the attractions of the scheme.
Sure.

Areyou abletotd| usthis, that if it had not, if the scheme had not been
ableto achieve atax advantage, would the group have consdered this
scheme feasible?

| amredly not theright person for that question. | think thet isreally for
[Mr B] on the financing Sde. Because unlike him, | did not have
access to some of the other ranges of dternatives, like the one you
showed me yesterday, [Bank AJ] or some, thefloating rate notes | etter
that you showed me yesterday.

Sorry, [Mr A], [Bank V] was prepared to lend $600 million against
the security of the building.

[Bank VV]?

[Bank V], that was under the transaction [Bank V] would lend $600
million againgt the security of the building and rentd. Now a much
sampler way would be, instead of going through the scheme, would be
for [Company F], the origind owner, to mortgage or charge the
building to [Bank V] and obtain aloan of $600 million on the same
terms as [Bank V] granted to the gppelant. And if [the Group]
wanted to put it in, the building in the name of ancother subsdiary, it
would be smpler in this case the [Company G], the [Company G] to
borrow from [Bank V] $600 million againgt the security of the building,
right?

That would have been smpler?
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Charmax It would have been smpler, and less expensve in terms of
transactiond costs. Did that occur to you as an dternative?

A No, | do not recall it being discussed by us. | mean, it might have been
one of the thingsthat [Mr B] was weighing a this time, but | cannot

Speak to that.

Charmanr  That would be conventiona borrowing.

A I mean, my recollectioniis, as| have said, that conventiona borrowing
was a very limited option a the rdevant time. It is a different
circumstance than today and adifferent circumstance to ten years ago,
and the tenure was alot shorter and the va uation issues were going to
be difficult.

Charman  But[Bank V] wasprepared to lend $600 million against the security of
the building.

A In this transaction?

Charmar  Right. Thereisno other security.

A | think thisisredlly a better question for [Mr B].’
Mr B’ sevidence

67. Mr B told us that he was the finance director of the Group from 1983 to 1991. His
evidencewasthat in early 1987, he started active discussons with the Group’ s bankers on options
available to re-finance Building R He thought that maximising the leverage on the Group’ s mgor
asset was probably their best way to raisefundsfor expanson. Severa bankswhich had never had
any dedlings with the Group started to contact him with proposals. An unsolicited approach came
from Company W which claimed expertise as a merchant banker in the business of originating and
digributing loans and claimed that they had recently developed proposalsthat involved tax efficient
term financing methods, having worked with specidist accountants and lawyers to deveop
proposa ssuitable for Hong Kong companiesinthe Group’ s position.  After some discussions, Mr
B countersigned the letter dated 27 March 1987. He led and coordinated the Group’ s
consderation of the proposd, involving so-called debt defeasance structures, working with Mr A,
and MsAK, the Group’ sthen company secretary and financial controller, and deding directly with
Company W and Company AV. He assarted that he believed it prudent for the Group to seek
Independent advice from Hong Kong solicitors and leading Hong Kong tax counsd. In May 1987,
Messrs AL, solicitors, and Mr AH QC [now anon-permanent judge of the Court of Final Appedl]
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were retained to advise on, anong others, whether Company W's proposed scheme was within
the scope of section 61 or section 61A of the Ordinance. The occupation permit for Building R
was issued ; 11 May 1987 and a 6 month extenson was obtained to repay the Bank S
syndicated loan by 11 February 1988 and a further 3-month extension was obtained to repay by
11 May 1988. After working with Company W and Company AV for three months, he prepared
amemorandum dated 2 July 1987 to the board of Company K. We interpose here to note that:

(8 hedated in hismemorandum marked ‘ CONFIDENTIAL’ that the ‘ proposed
scheme appearsto be very viable (but then of courseitisnot entirely risk free) ...
Sincewe shall be discussing amatter of serious consequences, | fed obliged to
enclose dl therdevant materids/reportsfor your information and consderation';
and

(b) the memorandum contained a hand-written note * Please go to each director/or
secretary/ in turn and get back this memo and al papers and give them to me
with a checkligt of names.

Shortly afterwards, the board gave him gpprova in principle.

He proceeded to finalise matterswith Company W and the proposal's were implemented from 9 —
11 May 1988. He assarted that what he was looking to achieve in the refinancing of Building R
was.

‘(@ amediumtermsloanfor a least 7— 8 years at market rates or better (in 1987
the HIBOR 6 month interest rate had fluctuated in one year from 2.75% p.a —
7.93 p.a) secured againgt [Building R] without other assets being
encumbered;

(b) inan amount substantidly exceeding the exiding [Bank Ssyndicated] Loan
debt (of HK$357 million) so that the surplus could be used to fund other
projects,; and

(c) whichwouldnot create any likely legd or accounting or taxation difficulties or
dangers.’

He concluded his witness statement, adopted as his evidence-in-chief, by asserting that:

‘| have absolutely no hesitation in saying thet the driving congderation and primary
purpose of [the Group] in adopting the[ Company W] scheme was to raise medium
term borrowings for [the Group] using its principa asset ([Building R] property) as
security on the best achievable commercid terms avallable. We were advised by
the best legd and accounting experts available that, athough the scheme would
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enable the Group to achieve savings in profitstax, it did not infringe section 61 and
was not assessable under section 61A of the [4 lines of repetition left out] Inland
Revenue Ordinance. Although the savingsin profitstax was anincidentd advantage
of the scheme it was never our primary purpose in adopting the [Company W]
proposals.’

68. Under cross-examination, he said that in the beginning of 1987, he started consdering
the refinancing of Building R, that he was talking to the banksin terms of a conventional mortgage
loan; and that in March 1987 Company W came dong. He was then cross-examined about the

Bank V loan.
‘Q

A

When did negotiation with [Bank V] begin?

| think it came in after we basicaly we have the financia structure in place.
What | mean is that we have the financid, the, how shdl | describe it, we have
the, we have what we want to achieve. | mean the transaction, structure of the
transaction agreed. Then we brought in the banks, yes.

Y ou mean after the structure of the scheme was settled, then negotiation with
[Bank V] began?

| would think so.
That would have been when? After July?
Oh, yes.

1987. Andwould you not say that the[Bank V] loan basically was one of these
very conventiond loans?

It was not.
Why wasit not?

Because it was not lending to the property owner. It was lending to [the
gppellant].

Y es, and is there anything else which is different from a conventiona loan?

And it was againgt the support of amortgage, the support of arenta assignment,
yes.
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Q

A

Wi, those would have been standard features of a conventiond loan, would it
not, support of a mortgage on the property, support of the assgnment of the
rentd income from the property? That would have been pretty standard.

Yes.

S0 the only thing that is different between the [Bank V] loan and that of a
standard, conventiona |oan would have been that you are advancing to an entity
which is not a property owner. That isthe only point, isit not?

But | think when [Bank V] came in they were brought in together with
[Company W].

Sorry?

They were brought intojoin [Company W] and oursaves brought them inas a
lender.

Yes, | am taking about the features of thisloan. How is that different from a
conventiond loan?

Not much.’

We note that the Bank V loan was secured by:

@
(b)
(©

ajoint and severa guarantee by Company K and Group L ;
afirg legd charge over Building R, and

an assgnment of dl rental income.

Under the earlier smpler scheme, the amount of the gross loan was $900,000,000
and the amount of the net loan was $600,000,000. Under the more complicated scheme
subsequently implemented, the amount of the gross loan was $1,200,000,000 [the Company X
loan] and the amount of the net loan was $600,000,000 [the Bank V loan]. During his
cross-examination, Mr B explained to usthat the essence of the tax defeasance schemewasto turn
the payment of principa of the net [oan into something deductible and that the other eement of the
scheme was the lidbility assumption.

Q

Well, | am not talking about any individual company a the moment. |
am just testing these generd propositionsto seeif you agree with them.
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Normaly repayment on principa would not give you deductions in
termsof tax. Section 16 smply doesnot gpply to that sort of Situation.

A Agreed.
Q But somehow if you can devise ascheme or aproposa or astructure

which dlows you to turn the payment of the principd into something
deductible in terms of tax, that would be the sort of tax advantage that

you would gain out of that scheme.

A | think you can say that isthe essence of thetax efficient scheme or tax
defeasance scheme.

Q That isthe essence of thetax defeasance scheme, yes. | am jumping a

little ahead here. That isthe essence of this[ampler] proposal in order
to generate atax benefit of $108 million?

A Yes.

Q That isaso the essence of the, later on, more complicated scheme that
you eventudly developed, the scheme that we are dealing with here
now. That isaso the essence of that scheme, isit not? If | may refer
you to page 275 of the respondent’ sbundle? Doesthat mean that you
agree that is the essence of that more complicated scheme?

A Yes.

Q And hence this $108 million tax benefit that we see on page 56, redly
we are taking about turning a sum equivdent to $600 million into
something that is deductible at eighteen percent, and that would give
you atax benefit of $108 million ...

A Yes.
Q ... if we can achieve that.
A Yes.

Q Can | ask you to look at page ...
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Charmanr  Sorry, let me make sure | understand what you are saying. When you
say that the essence of the scheme is to derive a figure, which is
repayment of principd, into expenseitem, right? Havel got it correct?

A Actudly there are two dements to the scheme: one is the liability
assumption. Theat isthe capital gain, which is not taxable at the end of
the day. And s0 in away thank you for this chance of clarification
because the question was asked, because there are two eements.
Thereisdso aliability assumption scheme,

Charmanr  Back to understanding your earlier answver. Now, we are taking
about savings on a $600 million. Are we taking about $600 million
because $600 million is the net loan amount, not the inflated amount?
The figures we are working with is 300.

A No, here we are working on agross loan of $900, anet loan of $600.

Charmat  Sothedifferenceis $300.

A The savings is redly on the net borrowings not on the gross
borrowings. | think | make that statement clear in the beginning.

Charmatr  Yes.

A There is no saving on the gross loan. The gross [oan carries interest,
then thereisthis net loan.

Charmat  Sotherearetwo dements: theturning of the repayment of the principa
of the net loan into an expenseitem ...

A Yes.

Charmatr ... and the other oneiswhat?

A The other oneisactualy because we have agrossloan of $900 million,
that will haveto beliquidated with apayment of $300. But | think [Mr
D] will be @leto explain thisalot better than | am.’

71. Mr B was asked why Mr AH, QC, had not been consulted on the scheme which was

infact implemented. Heinitidly attributed more expertisstoMr Al. He gavethefollowing answvers
on the limited involvement of Mr AH:
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Q

[A]

We have seen [Mr AH'S] advice to you. We understand
[Company W] has procured advicefrom [Mr Al]. Isthere any reason
why [Mr AH] was not again consulted on the scheme actualy
implemented?

[Mr Al] wasmoreatax expert. | hope | am not being disrespectful ...
No, we just want the truth.

..to [Mr AH]. [Mr Al] is regarded as the top tax lawyer in the
[Country AM], and he has written numerous tax books on the tax
Stuaion. And he advised [Company W] and he had dedt with alot
moretax cases, | think, than[Mr AH]. But to be doubly sure | want a
legd QC at that time to give hisopinion, so | want to play safe.

And that was the reason you went to [Mr AH] because you wanted
the group to consult its own lawyers as to the viahility of the scheme?

Because this is a Hong Kong tax dtuation, then | want the top Hong
Kong counsd for his opinion.

And having advisad on the smpler scheme, when it came to the
implementation of the more eaborate scheme, why did the group not
then indruct its own lawyers to advise the group?

| think on theimplementation wewereguided by [Mr AN] and[Mr Al]
and [Company AV], so we felt that that was good enough.

Y ou consulted [Mr AH] because the group wanted to besure, wanted
to take a prudent step, but when it actudly came to theimplementation
of the scheme in question, the group did not indruct its own lawyers.
What is the explanation?

We got hisopinion. We did not think that we would change anything
mgor to the scheme, so we thought actudly it is not necessary.

Sorry?

We did not think it would change anything substantialy compared to
the smpler scheme.
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Charmanr  Sorry, | have difficulty following your answers. You sad the group
wanted to be, the group was prudent, conservative, and despite dl the
advices given by outside parties you wanted to get your own advice.
Y ou went to[Mr AH] because he was the top QC in Hong Kong and
he was a member of this board. And in his note he concluded by
saying that the vulnerability of the schemeto attack under section 61A
becomes very red. Did you follow that up? If you want to look at it,
itisat page 505 of your, of the gppellant’ sbundle.

Mr Barlow:. Thiswasthe intermediate advice, Mr Chairman, because he does go
on.

A Attached to that is aso the telgphone conversation notes.

Charmanr  So, isyour answer that you were comforted by pages 506 and 5077
Y ou might liketo read from page 504 to 7 before you give any answer,
just to remind yoursdf.

A Yes.

Charmar  Have you finished? Can | ask you the question as to whether you
thought it was necessary to follow up on his reservations?

A | think as | read this, he was taking about the definition of relevant
person, whether itisacompany or agroup. | think | may bewrong on
this, but on page 507 he seems to be saying that the relevant person
should be a company rather than the [the Group].

Charmar  Thank you.’
Evidence on professional advices

72. Of the legal and professiond advices attributed to professond advisers, only the
following advices given by Mr AH, QC, werein evidence.

73. By letter dated 14 May 1987 (pages 488 — 489 of the gppellant’ s bundle), Mr A
wroteto Mr AO of MessrsAL. Mr A sought advice on a scheme said to be set forth in Company
W’ s letter of 9 May 1987; referred to an opinion (which was not in evidence) of an unnamed
leading counsdl; and sought advice on whether the transfer by Company F to company ‘A’ was ‘a
taxableevent’ and whether ‘ the schemeviewed initsentirety [is] areasonable use of tax planning or
doesit fdl a[dic] foul of anti-avoidance legidation and practice. Mr A had wanted to instruct
Professor AP but he was out of Hong Kong until July. Mr A had discussed the possibility of
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indructing Mr AQ or Mr AR, QC [now a Vice-Presdent of the Court of Apped]. Mr A
impressed on Mr AO to ‘minimize the number of copies made and the circulaion of existing
copies.

74. By Ingtructionsto Counsd dated 26 May 1987 (pages 490 — 491 of the gppdlant’ s
bundle), Messrs AL instructed counsel who was not named to advise on the two issues which they
wereingructed by Mr A to adviseon. MessrsAL impressed on counsd to treat the proposalswith
utmost confidentidity and to minimise the number of copies made and their circulaion.

75. By an Opinion dated 3 June 1987 (pages 492 — 499 of the gppdlant’ s bundle), Mr
AH, QC, opined on the second issue as follows:

‘SECTION 61A OF THE INLAND REVENUE ORDINANCE

11. This is a new provison which empowes the Commissoner in the
circumstances as outlined in subsection (1) of section 61A to assessa“relevant
person’ to tax asif the transactions which have been entered into had not been
entered into or carried out.

12. Thisprovison of law in Hong Kong only cameinto effect in March 1986. The
wording of section 61A has not been tested in any court of law in Hong Kong.
It istherefore difficult to anticipate how the provisions will be applied.

13. Asfa asthe scheme under consideration is concerned, there could only be
two “relevant persons’: [Company F|] and Company “A”.

14. Asfar as [Company F] is concerned, it is difficult to see what “tax benefit”
[Company F| could be said to have obtained as aresult of the transaction. It
has amply transferred its property a a price dightly below market vaue.
Either the transaction comes within the provisons of section 14, or it does not.
If it does not come within section 14, because the transaction can properly be
regarded asthe sde of acapital asst, | cannot see where thereisroom for the
gpplication of section 61A. If itiscaught by section 14 because the trandfer to
Company “A” isatrading transaction, then the gain is taxable irrespective of
section 61A.

15. AsfarasCompany “A” is concerned, the fact that it entered into a transaction
whereby it borrowed $900 million from [Company W] could hardly be denied.
| cannot see how the Commissioner could, by the gpplication of section 61A(2)
assess Company “A” asif Company “A” had only borrowed $600 million
from[Company W] and thereforedlow only the interest on $600 million to be
charged againgt itsassessable profits. If Company “A” incurred any liability at



(2005-06) VOLUME 20 INLAND REVENUE BOARD OF REVIEW DECISIONS

al to[Company W], then it must be to the whole tune of $900 million. Asfar
as| am aware [Company AS] is not a party related to [Company W].

CONCLUSION

16.

Whilst there can be no certainty in these matters, | am reasonably confident
that the digposd of [Building R] by [Company F] will be treated as the sde of
a capitd asst, and that the scheme as a whole will not fal foul of current
anti-avoidance legidation and practice in Hong Kong.’

76. A telephone note dated 4 June 1987 (pages 501 — 502 of the gppdlant’ s bundle)
made by Mr AO made the following note of his telephone discusson with Mr AH, QC.

‘Asto the second point, | referred to Section 61A, and in particular:-

@
(b)

(©

(d)

(€)

(®

there was clearly a“tax benefit” to Company “A”;

the definition of “transaction” included a*“scheme” so that the individud parts
of the Scheme would not necessarily have to be looked at in isolation;

it was possiblethat one or more of the partiesinvolved in the scheme other than
Company “A” would have done so “for the sole or dominant purpose of
enabling the rlevant person (Company “A”) ... to obtain atax benefit”;

the scheme may have “created rights or obligations which would not normally
be created between persons dealing with each other at arm’ s length under a
transaction of the kind in question” (sub-Clause 61A(2)(f)) In that context, |
referred to the investment made by [Company F] of HK$300 million and the
subsequent payments of the same amount by one or more companies who
would receive no benefit from their investments or payments. In that context,
Counsd referred to the Charterbridge case as demonstrating that payments by
acompany which isamember of agroup, for the benefit of other members of
the same group, are less closdly looked at than payments to unconnected
parties. Theimportant point wasthat the roles of the participantsin the scheme
should be lawful and within their powers,

acorporation or corporations resdent or carrying on business outsde Hong
Kong would participate in the Scheme (Sub-section (g) of Section 61A(1));

in circumstances where the Revenue came to the conclusion under Section
61A(2) that one of the participants sole or dominant motives was to enable
Company “A” to obtain atax benefit, why would the Revenue, in order to be
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ableto counteract thetax benefit to Company “A”, have to find that the loan to
Company “A” was less than HK$900 million (as Counsd’ sview appeared to
be) when, under Section 61A(2)(b) the Revenue was able to assess Company
“A” sligbility to tax “in such other manner as to the Assstant Commissoner
congders gppropriate to counteract the tax benefit which would otherwise be
obtained”. It seemedto methat the purpose of the Section, unlike Section 61,
was to make it unnecessary for the Revenue to prove that the part of the
Scheme which gave rise to the obligation to pay interest was itsdlf artificia or
fictitious so asto endbleit, or some part of it, to be disregarded, provided that
the conclusion could be drawn under Section 61A (1) that one of the partiesto
some other part of the Scheme had entered into it for the sole or dominant
purpose of enabling Company “A” to obtain atax benefit. Counsd’ sview on
thiswasthat the revenue would need to show, which it could not (subject to the
actual documentation used to evidence the loan being adequate and subject
as0to possble problemsif the[ Company AS] was associated with [Bank U])
that less than HK$900 million had been loaned to Company “A” or
(presumably) that less than HK$900 million remained owning &c) from
Company “A” throughout the period that interest continued to be paid. This
would be the case whether the Revenue sought to exercise its powers under
Sub-Section (a) or (b) of Section 61A(2). Counsd said that he would be
happy to respond to further ingtructions on these points should wewish to send
themto him.

Counsel agreed that however well the documentation was put together, the Revenue,
iIf it chose to question the transaction, would be entitled to production of dl relevant
documentation, including correspondence with [Bank U], from which it would be
gpparent that the whole scheme emanated from [Bank U] — not criticd initsdf but
obvioudy rasing suspicions’

77. By aNote dated 26 June 1987 (pages 503 — 505 of the gppellant’ sbundle), Mr AH
QC, referred to further instructions dated 24 June 1987 (which was not in evidence) and continued
asfollows

‘2. Paragraph 1 of the Further Ingtructions dels with the question of “tax benefit”
to Company “A”. Looking at the pogition of Company “A” asthe borrower of
the $900 million, | cannot see how it could be argued that the deduction of
interest from its assessable income under section 16(1)(a) could be said to be
a“tax bendfit” for the purposes of section 61A. To thisextent, | agree with the
views expressed by [Company AV]. However, it is possible to regard the
[Group of Companies] as “the relevant person’” for the purposes of section
61A(1), because the definition of “person’ in section 2 of the ordinance
incdludes “a corporation, partnership, trustee, whether incorporated or
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unincorporated, or body of persons”. To the extent that | said, in paragraph
13 of my previous Opinion, that there could only be two “relevant persons”
([Company F| and Company “A”) | now fed that | was wrong: that view was
too retricted (SC).

3. If the Commissoner could quite legitimately ask himsdlf the question whether
the [Group of Companies] has obtained a “tax benefit” on account of the
scheme, the answer might well be Yes.

4. To avey large extent, the question would depend upon whether, in redity,
looking at the position globaly, $900 million have been lent — or only $600
million. The answer to this question would depend upon a close andys's of
[Company AS]: its conditution, its normd ectivities and, above dl, its
relaionship with [Company W].

5.  If onelooked at the position globally, then many of the circumstancesin section
61A(i) could well gpply: in“form and substance’ the transaction hasresulted in
the property being held by one wholly owned company in [the Group]
(Company “A”) rather than another wholly owned subsidiary ([Company F).

6. Astowhether there hasbeen “any changeinthefinancid postion’ of the group
(being ‘ the rlevant person’ ) resulting from the scheme, thiswill depend upon
the actions of [Company AS] upon receiving the $300 million. If, for example,
[Company AS] wereto partidly discharge Company “A™ sdebt so that, at the
end of theday, Company “A” isrdieved of the obligation to repay $900 million,
then asubgtantia “tax benefit” would have been obtained by [the Group]. One
of the companies in the group — Company “A” — would have enjoyed tax
deductions on aloan of $900 million over a period of 8 years, but, upon the
expiration of 8 years, its obligation is not to repay $900 million but something
subgtantialy less.

7.  Moreover, as my indructing solicitors also pointed out in the course of our
telephone conversation on 4 June 1987, the use of Company C, and the
unnusud (sic) transaction to be entered into by Company C (paying the $300
millionto[ Company AS] with no gpparent benefit to itsdf) might wel bring in
the provisons of (f) and (g) of section 61A(i) as wdll.

8. Once it is admissble that one should regard [the Group] as “the relevant
person’ rather than Company “A”, then the vulnerability of the scheme to
attack under section 61A becomes very red.’
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78. By a‘Note of telephone conversation’ dated 26 June 1987 (pages 506 — 507 of the
aopdlant’ sbundle), Mr AH, QC, made arecord of his conversation with Mr AO:

‘My Note of today’ s date does not address this issues Assuming tha the
Commissioner comes to the view that [the Group] (being the “relevant person’ for
the purposes of subsection (1) of Section 61A) has derived atax benefit from atax
avoidance scheme; having regard to the various condderations mentioned in
paragraphs (a) to (g) of that subsection, how is heto give effect to his powers under
subsection 2(2)7?

Subsection (2) confers wide powers upon the Assstant Commissioner to “assess
theliability totax of the relevant person’: paragraph (b) of subsection (2) empowers
the Assstant Commissioner to assess in such manner as he considers gppropriate
“to counteract the tax benefit which would otherwise be obtained”.

Upon my anayss of the pogtion, as set out in my Note, there is in redity a
mis-match between subsections (1) and (2). Generaly spesking, the process of
assessment under Part X of the Inand Revenue Ordinance relates to the liability of
individual companies, irrespective of whether group accounts are prepared or not
for accounting purposes. The Assessor, under Part X of the Inland Revenue
Ordinance, cannot issue a Notice of Assessment to a group. Subsection (2) of
Section 61A says that the powers conferred upon an assessor under Part X areto
be exercised under subsection (2) by an assstant commissioner: these powers must,
on the face of it, relate to the liability of individua companies.

But, on the facts of this case, it is difficult to see how the Assstant Commissioner
could assess Company “A” to tax by disregarding the $900 million loan when
Company “A” is not the “relevant person’” — the “relevant person’ being [the

Group].

Whilst, therefore, the Scheme might be open to attack under Section 61A(1) on
account of the factors mentioned in my Note, by treating [the Group] as the
“relevant person’, | find it difficult to see how the Commissoner could exercise any
effective powers under subsection (2). This adso casts doubt on the basic
proposition that agroup could be a“relevant person’ for the purposes of subsection

1)
Company C' ssource of funds

79. When Mr Barrie Barlow opened the case for the gppdlant, it was not clear to ushow
Company C sourced its funds for another $600,000,000 in addition to the $600,000,000 it
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received from the gppellant, in order to fund the $1,200,000,000 participation in the loan to
Company G. Thefadllowing diagram explains the question:

Bank V ® ® ® Appdlant
$600 million loan
~ $600 million
to purchase interest
Stream under
Company X loan
® ® ®
Company W $600 million Company C
for assignment of rightsto
receive repayment of
principal under Company
X loan?
- $600 million - ~ $1,200 million ~ for
for Company W’ slighility ub-participationin
assumption under Company X loanto
Company X loan Company G
| Company H | | Company X |
- $600 million - ~ $1,200 million
capitd injection loan
Company F $1,200 million Company G
as part of purchase price for
Building R
80. Mr Barrie Barlow told us in his opening that the most probable inference was that

Company W used the money for Company H.

‘Professor Harvey:

Mr Barlow:

Mr Chairman, may | ask a question for clarification? With
respect to the flow of funds, the taxpayer has $600 million
flowing into [Company C]. [Company C] has $1.2 hillion
flowing into [Company X]. Where is the additional $600
million generated, just S0 | can note this on the chart, within
[Company C]? What is the source of that funds?

[Company C] isasubgdiary of the[Company W] group. So
| think the short answer, so far aswe are concerned, isthat itis
[Company W] money, but if you look at thediagram itisafact
that [Company W] received payment of $600 million, and that
the liability assumption ...
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Professor Harvey:

Mr Barlow:

Professor Harvey:

Mr Barlow:

Professor Harvey:

Mr Barlow:

Professor Harvey:.

Mr Barlow:

Professor Harvey:.

Right, on the far [right] of the chart, correct?
Exactly.

And | amlooking for theinput andyss of how we moved from
$600 to $1.2. Should | add an arow coming down from
[Company W] into[ Company C] for another $600 million? Is
that correct?

Widl, | think my learned friend is going to suggest thet it i, but
so far asthat aspect of the matter is concerned ...

| only ask this because, as you brought it up, it isreal money.
We could trace cheques or money transfers, etc, so | wanted
to know where did that money, where was it generated?

| am nat, there are two letters dealing with thisfrom Company
AT who, | think, were the liquidators of the reevant
[Company W] company. Bear in mind, Professor, [Company
W] of course disgppeared from the scene. Much of it was
closed. The resdue was actudly taken over by [Bank AU]
and largdy for that reason wewill not have any witnesses from
[Company W] who were involved in the devisng of the
scheme and theimplementation. The closest we getisthekind
assgance of [Mr D], who | suppose is the next best thing
because he was the tax partner in [Company AV], as they
were then called, who was advising [Company W]. But the
two lettersfrom [Company AT] certainly draw the concluson
that the [Company W] obligation was probably met from the
$600 million paid under the lighility assumption agreement by
[Company H], and it is a reasonable assumption to make. |
do not dispute that.

No, | am just curious and | wanted to tie up the details.
We do not have any direct evidence, Professor, asto, if you
like, the money going from one account into another account

and then on.

Correct, undoubtedly if [Company W] is repaid a the end it
must have been the source.
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Mr Barlow: | think it is reasonable to infer that an invesment banking

group would not enter into transactions of thiskind and leave
themsalves uncovered. And so we were naot, in fact that
assumption is a'so made by one of our witnesses, [Mr B], in
hiswitness statement. He feds now that he - | will ded with
thiswhen he gives hisevidence - but he feds now that he may
have jumped to an assumption that he should not necessarily
have. He does not regard himsdlf in any shape or form asan
expert on the scheme. Of course [Mr D] is, and | think the
question might usefully be raised with him. | believe that his
ansver will probably bethat it is[Company W] money. They
were investment bankers. Of course they would not leave
themselves exposed, and therefore the most probable
inference is that they used the money for [Company H].’

8l By fax dated 6 May 1988, Mr AF of Company W sent Ms AK a Status Report and
arevised Completion Memorandum (pages 94 — 99 of the Revenue s Bundle):

@

(b)

(©

The Status Report (pages 95 — 96) reported that each of the appdlant,

Company G, Company F, Company H, Company C, Company X had opened
bank accounts with Company W in Hong Kong ‘ subject to very redtrictive
operating rules and [Company W had] prepared irrevocable and unconditiona

ingtructions regarding each and every transaction to be effected in respect of the
sane’. Thereisno mention of any account of Company W with Company W
(see paragraph 30(2) above on the reference to Company W' s account with

Company W).
An‘Assgnment of Principa Agreement between [Company C] and [Company

W]’ waslisted asan outstanding matter ‘ to be dedlt with before the Completion
Date' [that is, 11 May 1988] (page 96).

The following chart appeared on pages 98 — 99:
‘(IV) Cash Flow

The payments/cash flow required to carry out the Scheme will gppear in
the books of [Company W] asfollows-

Dr. Cr.
HK$m HK$m
1 Cash 242

[The appellant] 242
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(Drawdown of Syndicated L oan)
2 [Company X] 1,200
[Company G] 1,200
(Loan to [Company G])
3 [Company G] 1,200
[Company F] 1,200
(Settlement of Purchase Consideration for
Property)
4 [Company F] 600
[Company H] 600
(Capitalisation of Offshore Sub.)
5 [Company F] 358
[The appellant] 358
(Repayment of Intercompany Loan from
[the appellant])
6 [Company H] 600
[Company W] —[Company AY 600
(Funding of [Company AS] payment)
7 [Company C] 1,200
[Company X] 1,200
(Sub-participation of Loan)
8 [The appellant] 600
[Company C] 600
(Assignment of Interest Stream)
9 [The appellant] 242
Cash 242
(Disbursement of Balance of Syndicated
Loany

Sgnificantly there is no debit entry for Company W and there is no
credit entry for the remaining $600,000,000 for Company C, in
addition to the $600,000,000 credit entry from the appellant.

82. By letter dated 1 March 1995 (page 285 of the Board' s Bundle), Company AT
advised the assessor on behdf of Company Cthat Company C obtained $600,000,000 from
Company W (written exactly asin the origind):

‘ Werefer to your |etter dated 19 January 1995 issued to our abovenamed client and
on behdf of our dient advised tha [Company C], dfter entering into the
Sub-Participation Agreement with [Company X], assgned its rights under Clause
2.04 of the Sub-Participation Agreement to [Company W] and [the appédllant]
respectively. As a result of such assgnments, [Company ( obtained HK$600
millionsfrom [ Company W] and HK$600 millions from [the gppellant] and gpplied
them in financing the payment of HK$1,200 millions to [Company X] pursuant to
the Sub- Participation Agreement dated 9 May 1988.

We hope the above information satisfies your enquiry and regret thet it is not
provided to you within 21 days as requested in your |etter dated 19 January 1995.
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We advise that our client did not intend to dday the submisson of the above
information. Taking into consderation that al events were happened in 1988 and
our client needed extra time to extract the requested information from old files in
storage (as explained in our letter dated 13 February 1995) and the holidays of the
Chinese New Year in early February, we request on our client’ s behaf to havethe
compound pendty issued on 17 February 1995 duly waived.’

83. By letter dated 24 March 1995 (page 286 of the Board' s Bundle), Company AT
replied to the assessor on behdf of Company C that the effective date of the assgnment by
Company W to Company C should be 11 May 1988:

‘1.

Dueto along lapse of time, our client isunableto locate the origina copy of the
Deed of Assgnment of Rights between [Company C] and [Company W] from
the old filesin storage.

Based on the information availlable to our dlient, the effective date should be
May 11, 1988 and therights assigned were dl of therights, of [Company C] to
receive from [Company X] amounts under the Sub-Participation Agreement
between [Company X] and [Company C] in respect of amounts received or
aoplied by [Company X], in or towards satisfaction of [Company G' 9
obligations to repay the principd amount of the advance (i.e
HK$1,200,000,000) under the Loan Agreement between [Company G and

[Company X].’

84. In paragraph 37 of his witness statement, Mr B asserted that Company C raised
$1,200,000,000 from two sources, $600,000,000 from the gppellant, funded by the Bank V loan,
and $600,000,000 from Company H, funded by a capitd issue of sharesto Company F. In his
evidence-in-chief, Mr B volunteered a correction and told us that Company C raised the money
from Company W:

Q

In paragraph 37 you describe in one paragraph the scheme as you
understandit. Isthat afair description of what you have written there?

WEell, on hearing the presentation and discussion last night | think | may
have jumped into the wrong conclusion in one part.

Which part isthat?

[Company C], which is a [Bank U] company, [Company W]
company, raising money, $600 million from [Company H]. It was not
entirdy correct. | think they raised the money from the [Bank U], not
from borrowing.
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Charmat  So [Company H] should read [Bank U]?

A Yes, it should be a[Bank U], | think. It should be [Bank U] — Asa
because it is their subsdiary. But [Company H] has entered into a
sub- participation agreement, right, with [Bank U], so it isnot directly
with [Company C]. | think, if | canbe...

Charman | see socanl just havethename? | just want to seewhich oneyou are
replacing it with.

A Could | have achart that was shown to the Board yesterday about the,
| mean this chart would do, the chart that was given by the Revenue.

Mr Barlow: Do you mean annex A to my opening address?

A Y es, the chart that you gave yesterday on the loan and cash flow.

Q This is annex A to my opening address, Mr Chairman. |s that the
document you are referring to?

A Yes, [Company H] gave the $600 million to [Company W]. Itis
stated here, so[ Company H] did not give the money to [ Company CJ.

Charman  So, areyou saying that [ Company C] got thispart of it from [Bank U]?

A They gat it from [Bank U]. They gat it from [Bank U] — Asa.

Charmanr  Isit[Bank U] or [Bank U] — Asa?

Mr Ho: [Bank U] Co. | do not think that is disputed.

Mr Barlow: No.

A That is[Bank U] Co, yes, OK, thisisthe chart from the Revenue.’
8b5. One day later, Mr B clamed tha he did not know the arrangement between
Company W and Company C:

‘Charman [Mr B], doyou know how [Company C] sourced its funds for $1,200

million?
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[Mr BJ: [Company C] is the subgdiary of [Bank U] Co. Asfar as| am
concerned -- as far as | know, [Company H] has paid $600 million
ligbility assumption to [Bank U] Co and | would not have known the
arrangement between [Bank U] Co and [Company C]. Tha isnotin
my area. That isnot for me to know.’

86. Mr B was referred to the letter dated 1 March 1988 at pege 285 of the Board' s
Bundle and he told us that he had no reason to doubt that Company C received $600,000,000
from Company W:

‘Mr Ho: Right, now there is this [Company Y], tha is [Company C] -- is

common ground, there is no issue on this — [Company C], after
entering the sub-participation agreement, assgned the rights under
clause 204 to [Company W] and [the appellant] respectively, and
then as a result of such assgnment, [Company C] obtained $600
million from [Bank U] and $600 million from [the appellant].
Now, it is stated there [Company C] obtained $600 million from
[Bank U]. Now, isthere any reason for you to think that that might
not have been an accurate reflection of the true position, any reason
to suspect that that was not the case?

Mr Barlow.  Onequestion a atime, please.

[Mr BJ: Now, you ask mewhether this-- whether | can -- | should have any
doubt on [Company C] recaiving $600 million from [Bank U]?

Mr Ho: Yes.

[Mr BJ: | -- thisiswhét it says here.

Mr Ho: No reason to doubt its accuracy?

[Mr B]: No.’

87. In answer to questions from Mr Barrie Barlow, Mr B clamed that whatever

happened was between Company W and Company C:

‘Mr Barlow:

Yes, just answer the questions | am puitting to you, [Mr B].

Can | take you back to the Commissioner’ s bundle, this one
(indicating), a page 96, and you were asked about item 1(f),
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[Mr B]:

assgnment of principal agreement between [Company C] and
[Bank U] Co. Now, you were asked whether there is any reason
to believe that that was not carried out and, again, my questionis.
do you have any persond knowledge one way or the other?

| do not.

Mr Barlow: If you turn on two pages, page 98, the middie of the page:

[Mr B]:

“Cash flow. The payments/cash flow required to carry out the
Scheme will gppear in the books of [Company W] asfollows.”

Now, you are afinancid man, [Mr B], can you look through the
entries under that sub-heading and tell usiif there is any entry in
relation to any assgnment from [Company C] to[Company W], in
the books of [Company W]?

Thereis no transaction like that.

Mr Barlow: And what does thet tell you?

[Mr B]: It is whatever happens is between [Company C] and [Bank U]
Co’
88. Under cross-examinaion, Mr B agreed that the steps in respect of the ‘gross loan

went round in acircle and there was no red gain or loss:

‘Mr Ho:

[Mr BJ:

Mr Ho:

[Mr B]:

All that goes round in a circle, does it not? [Company H] paid $600
million & the discount rate to procure an income of $1.2 billion in eight
yearstime. That $600 million goesto[ Company C]. [Company C] then
pays $1.2 billion to [Company X] so as to enable [Company X] to
advance the so-caled “gross loan” to the group? All those steps go
round in acircle. Isthat correct?

Yes, if that is your interpretation.

Widl, | annot-- itisnot my interpretation. | am asking you whether you
would agree with that.

Yes.
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MrHo:  Andof thiscrde thereis redly no gain or loss by any of those entities
involved? No red gain or red loss? Isthat not right?
[MrB]: Istha aquestion?
MrHo:  Yes Isthat not right?
[MrB]:  Yes’

Mr D’s evidence

89. Mr D told usthat hewasasenior tax partner in Company AV —Hong Kong, formerly
known as Company AV.
0. He said that that he had little independent recollection of the details of the transactions,

that Company AV was brought in by Company W that in early 1987, he met representatives of the
Group and in mid-1987, after the main proposals had been prepared by Company W, he took
over responsihility for providing opinionson Hong Kong tax issuesthat arose and for arranging any
other advice that would be required; and that once the scheme s accounting and taxation
implications had been explained and counsdl’” s opinions reviewed, there was no further input from
Company AV of any ggnificance.

91. Inhisevidence-in-chief, he criticised theitem * $600 million for asserted ass gnment of
principd’ from Company W to Company C in the Revenue s chart:

‘[MrD]: ... probably the most disturbing thing for me is the line at the top, this
“$600 million for asserted assignment of principd.”

Now, certainly, asfar as| can recollect — and | was not aware of this —
and just to give some sort of credibility to that statement, ourselves and
[the Group] in about a year afterwards, in 1989, orchestrated a
supplemental deed of covenant between [Company H], [Company C]
and [Company X] because we were concerned asto whether [Company
H] could enforce [Company C] to release [Company G] from its
obligation under theloan. Now, | do not see how [Company C] could
have entered into that agreement if it had actudly assgned its obligations
to another party.’

92. Under cross-examination, Mr D sad that Company AV were brought in by
Company W; that Company W were the arranger and that how Company W sourced the funds
was not ameatter of concern to him. He went on to amend his answer:
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‘IMr D]

Mr Ho:

[Mr DJ:

Mr Ho:

[Mr DJ:

Sorry, can | just amend that dightly? It would have been aconcern — it
would have been a concern to us if we had fdt that [Company C] was
being technically funded by [Company H], thisloop existed. When | say
that it was not aconcernto us, [ Company C] wasrequired to find itsown
funding to suit its own obligations and to us, when we looked at this,
[Company C], dthoughiit is part of the [Bank U] group, it is a separate,
independent, legd person in its own right, and we would look at
[Company C] as an independent, legd entity.

If you had been aware that [Company H] was to — the funds from
[Company H] wasto channd through [Bank U] back to [Company C],
that would have undermined the integrity of the parties involved in this
transaction, istha what you are saying?

Yes, | would have— | would have strongly advised that that should not
have happened.

Y es, and what is the objection? What is the essence of your objection?

| mean, to me, | mean the essence of that isthen thereisclearly, asin your
diagram, tries to portray a secured artificia flow of funds’

Statutory declaration of Mr E

93. Mr E declared in his Satutory declaration that he was the chairman of the ultimate
holding company of the gppellant; that Company W approached the Group proposing arefinancing
scheme; that the detailswere dedlt with by Mr B; that Mr B reported his conclusions to the Group
board in July 1987 and that the package was implemented in May 1988.

Authorities

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

(& Inland Revenue Ordinance, Chapter 112
(b) Yick Fung Egtates Ltd v CIR [1998] 4 HKC 700 (HC)

(©) Yick Fung Estates Ltd v CIR [2000] 1 HKC 588 (CA)

(d) WPKeighery Pty Ltd v FCT [1956-1957] 100 CLR 66

(e Newton v Commissioner of Taxation[1958] AC 450
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Manginv IRC [1971] AC 739

CIR v Swire Pacific Ltd [1979] HKLR 612

Urev FCT [1981] 11 ATR 484

CIR v Challenge Corporation[1987] 1 AC 155.

FCT v Peabody [1993-1994] 181 CLR 359

CIR v Cosmotron Manufacturing Co Ltd [1997] 2 HKC 417

Hitch v Stone (Inspector of Taxes) [1999] STC 431

O Nell v CIR[2001] 1 WLR 1212

IRD Departmenta Interpretation and Practice Notes No 15 (Revised) dated
September 1992.

Eastern Nitrogen Ltd v Commissioner of Taxation (2001) 108 FCR 27
Hart and Another v Commissioner of Taxation 196 ALR 636

Income Tax Assessment Act 1936

95, The respondent furnished us with abundle of the following authorities:

@
(b)
(©)
(d)
(€)
(®

@
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0)

()

(k)
(0

(m)
W)
(0)
(P)

Inland Revenue Ordinance, Chapter 112

Yick Fung Egtates Ltd v CIR [2000] 1 HKC 588 (CA)

Cheung Wah Keung v CIR [2002] 3 HKLRD 773 (CA)

D44/92, IRBRD, val 7, 324

Pettigrew v FCT (1990) 92 ALR 261 (Fed Ct of Aust — Full Ct)

FCT v Spotless Services Ltd (1996) 34 ATR 183 (HC of Aust)

FCT v Consolidated PressHoldingsand Ors (2001) 47 ATR 229 (HC of Aust)
Vincent v FCT (2002) 50 ATR 20 (Fed Ct of Aust — Single Judge)
Vincent v FCT (2002) 51 ATR 18 (Fed Ct of Aust — Full Ct)

FCT v Myer Emporium Ltd (1987) 163 CLR 199 (HC of Aust)

CIR v Waitie [1998] STC 1160 (PC)

Sun Newspapers Ltd v FCT (1938) 61 CLR 337 (HC of Aust)

Wharf PropertiesLtd v CIR 4 HKTC 310 (HC/CA/PC)

Henriksen v Grafton Hotel Ltd [1942] 24 TC 453 (CA)

Atherton v British Insulated and Helshy Cables Ltd [1926] AC 205 (HL)
Regent Oil Co Ltd v Strick [1966] AC 295 (HL)

BOARD’S DECISION ON WHETHER DEDUCTIBLE UNDER FECTIONS 16(1)

AND 17(1)(C)

The deferred expenditure

96. $600,000,000 was the consderation paid by the gppellant under the Assignment
referred to in paragraph 22 above in exchange for Company C's assgnment of dl its right to
recelve amounts under the Sub-Participation Agreement in respect of the amounts received and
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applied by Company X inor towards satisfaction of Company G' s obligationsto pay interest on the
principa amount of the advance under the Sub-Participation Agreement.

97. The deferred expenditure totalled $606,202,680 (see paragraph 57 above).
According tothe gppdlant’ sfinancia statements, $600,000,000 represented the consideration and
$6,202,680 represented legal and professiond fees paid in respect thereof (see paragraphs 43 and
45 above).

Theparties contentions

98. Mr Ambrose Ho contended that the deferred expenditure was not deductible under
sections 16(1) and 17(1)(c).

99. Mr Barrie Barlow contended that section 61A was a charging provision; that the
sections 16 and 17 point did not arise because al the assessments were expressy section 61A
assessments and that it was an agreed fact (see paragraph 52 above) that the assessments were
raised on the gppd lant under section 61A(2).

Whether partiesentitled to raise point

100. In our decision, whether the deferred expenditure was deductible under section 16(1)
wasraised by the appdlant itsdlf initsfirst ground of apped. All that the respondent was doing was
aguing agang it.

101. In contrast, the contention of Mr Barrie Barlow advanced at the hearing of the appedl
was not covered by the grounds of appeal. Thus, such contention was not open to the appellant by
reason of section 66(3).

102. Before we consder whether the deferred expenditure was deductible, we shall dedl
firs with Mr BarrieBarlow’ s contention in casewe are wrong on the point that such contention was
not open to him.

Whether section 61A a charging section

103. Section 5 isthe charging provison for property tax.
104. Section 8 isthe charging provison for sdariestax.
105. Section 14 isthe charging provison for profits tax.

106. Section 61A isnot acharging provison a dl.
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107. Part X isthe part on assessments. To assessisto set the vaue of atax a a specified
level and an assessment setsthe vaue of atax a a gpecified leve.

108. Section 59 isthe primary provison in Part X. It provides that:

‘ Every person who is in the opinion of an assessor chargeable with tax under
[the Ordinance] shall be assessed by him as soon as may be after the
expiration of the time limited by the notice requiring him to furnish a return
under section 51(1)’.

A person must be chargeable with tax under the Ordinance before that person may be assessed by
an assessor.

109. The proviso to section 59 deds with the Stuation where a person is about to leave
Hong Kong. Sub-sections (2) & (3) empower the assessor to make estimated assessments.
Sub-section (4) ded's with the Situation where accounts of atrade or business have not been kept
in asatisfactory form.

110. Section 60 empowers an assessor to assess or make additional assessmentswithin
sx years(or 10 yearsin case of fraud or wilful evason) where it gppearsto an assessor that for any
year of assessment any person chargeable with tax has not been assessed or has been assessed at
less than the proper amount.

111. What happens when a transaction is caught by section 61A(1) is governed by

ub-section (2) which provides that *where subsection (1) applies, the powers conferred upon
an assessor under Part X shall be exercised by an assistant commissioner ..." Sincedl powers
conferred upon an assessor by the Ordinance may be exercised by an assstant commissioner
under section 3(4), the effect of section 61A(2) is to remove the power of an assessor to assess
under Part X in section 61A cases and redtrict the exercise of such power to he assstant
commissioner level. In the exercise by the assstant commissioner of the power to assess under
Part X, the assstant commissioner ‘may ... assess the liability to tax of the relevant person (a)
asif the transaction or any part thereof had not been entered into or carried out; or (b) in
such other manner as the assistant commissioner considers appropriate to counteract the
tax benefit which would otherwise be obtained.” Thisiscdearly inthe context of setting thevaue
of tax. Section 61A isan ad to the charging provisons.

Duty of the Commissioner to deter mine afresh the proper assessment
112. It was an agreed fact that the assessments were raised under section 61A(2). The

appellant objected against these assessments. We are bound by authorities to hold that the duty of
the respondent in considering the objection was to act de novo, and to determine afresh what
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should be the proper assessment. We are bound by authorities to rgect Mr Barrie Barlow' s
contention.

113. InMok Tsze Fung v CIR [1962] HKLR 258 at pages 274 — 275, Mills-Owens J
sad tha the Commissoner’ s duty was to act de novo and determine afresh what the proper
assessment should be:

* A consideration of the functions of the Commissioner and the Board of Review
may not be out of place. Although the Ordinance expresses the proceedings
before the Commissioner to be an “ appeal” , what he is required to do by
section 64 is to “review and revise” the assessment in pursuance of the
taxpayer’ s notice of objection .... His duty is to review and revise the
assessment and this, in my view, requires him to perform an original and
administrative, not an appellate and judicial, function of considering what the
proper assessment should be. He acts de novo, putting himself in the place of
the assessor, and forms, as it were, a second opinion in substitution for the
opinion of the assessor. He determines what should be the proper assessment
afresh rather than acts as a judge weighing the merits of competing cases
presented to him and making a determination within the limits or confines of
the contest.’

114. Section 64 was amended by Ordinance No 35 of 1965. Blair-Kerr Jheldin CIRv
The Hong Kong Battlers Ltd [1970] HKLR 581 that Mok Tsze Fung v CIR was not affected by
theamendment. Inthat case, thetaxpayer claimed depreciation alowances on plant and machinery
and baancing dlowance on an industrid building. The assessor dlowed the clam for depreciation
dlowance in full but disdlowed the baancing dlowance clam. The taxpayer objected. The
Commissioner upheld the assessor’ s decison on the balancing dlowance and determined that no
depreciation alowance should have been dlowed. The mgority of the Board of Review held that
the Commissioner acted ultra vires in reopening the assessment with respect to the depreciation
alowances. The Commissioner appealed by way of case stated and the primary question was
‘whether the Board was correct in ruling that the Commissioner had actedultra viresin re-opening
the assessment with respect tothe alowances on plant and machinery’ . Blair-Kerr Janswered that
question in the negative and said at pages 590 — 591 that:

‘ Thequestionissimply this: Isataxpayer entitled to limit thejurisdiction of the
Commissioner to consider an assessment by the terms of his notice of
objection ? In my view the answer to that question is, clearly, “no”
Admittedly, the foundation of the Commissioner’ sjurisdiction under s. 64(2) is
the receipt by himof a valid notice of objection; and a notice of objection must
be stated precisely in order to give the Commissioner jurisdiction to consider
the assessment at all, that his jurisdiction is circumscribed by the grounds as
framed by the taxpayer. Once the Commissioner is seized of the matter, his
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first dutyis, of course, to consider questions raised by the notice of objection;
but it is the assessment he is concerned with. | do not agree with the majority
opinion of the Board of Review that “the words ‘ the assessment objected to’
are governed by the notice of objection”. The assessment objected to is the
assessment, not part of the assessment or such aspects of the assessment asthe
taxpayer choosesto have considered. One can readily visualize casesin which
it would be utterly impossible for the Commissioner to consider one aspect of
an assessment to the exclusion of other aspects. His duty is to consider the
assessment made by the Assessor, and to consider it asa whole. Having done
so, his powers are not confined to confirming, reducing, or annulling the
assessment. The subsection states specifically that he may increase it; and,
clearly, the Commissioner’ s power to increase an assessment is not limited to
cases in which the taxpayer, by his notice of objection, may, for any reason,
seek to have his assessment increased. |f the taxpayer’ s submission in this
case were well founded, it would mean that in every case in which the
Commissioner considered that an assessment should be increased, his duty
would be to direct his Assessor to raise an additional assessment under s. 60.
He would, himself, be powerlessto increase the assessment, although s. 64(2)
says that he may do so.

The Assessors' jurisdiction under s. 60 is more extensive in point of time than
that of the Commissioner; and it does not depend upon any initiating process,
such asthelodging of a notice of objection. But, the jurisdiction conferred by
S. 60 upon the Assessor does not affect the Commissioner’ s jurisdiction under
S. 64(2) to consider assessments, already made and confirmed, which he is
required to consider upon thefiling of a valid notice of objection. In my view,
the decisions in the Mok and Herald International Ltd. cases were not
affected in the dlightest by the amendments to s. 64 which were effected by
ordinance No. 35 of 1965. In redrafting s. 64, it would appear that the
intention was simply to give legidative effect to judicial criticism of the
phraseol ogy which had been employed in the section as originally enacted.

| would, therefore, answer the first question posed by the Board of Review in
the negative.’

115. INCIR v D H Howe [1977] HKLR 436 at pages 443 — 444, Cons J expressed the
obiter view that:

‘ Two further questions remain. They are no longer in point because of the
conclusions| havejust expressed. But in courtesy to the arguments put before
me | should say something.
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For thefirst it is necessary to return to section 61. This commences with the
words “ Where an assessor is of opinion that any transaction” etc. In the
present instance no assessor has at any time been of that opinion. It was first
formed by an Assistant Commissioner acting for the Commissioner under
section 3(3) in considering the taxpayer’ s original objection. It was later
endorsed by the Commissioner himself. Has there then been a valid
application of section 61? Section 3(4) providesthat: “ All powers conferred
upon an assessor by this Ordinance may be exercised by an assistant
commissioner” . It isargued that an “ opinion” is not a “ power”. Srictly
speaking that may be so. But it is equally possible to regard the formation of
the opinion as an integral part of the power to disregard. However thereisa
less technical way to approach the question. It was first adopted some time
ago by Mills-Owens, J. in Mok Tsze-fung v. The Commissioner of Inland
Revenue. At the foot of p. 274 he said:-

“His(i.e. Commissioner’ s) duty isto review and revise the assessment and this,
in my view. requires him to perform an original and administrative, not an

appellate and judicial, function of considering what the proper assessment

should be. He acts de novo, putting himself in the place of the assessor, and

forms, as it were, a second opinion in substitution for the opinion of the

assessor. He determines what should be the proper assessment afresh rather

than acts as a judge weighing the merits of competing cases presented to him
and making a determination within the limits or confines of the contest.” .

At that date the Ordinance provided for an “ appeal” to the Commissioner in
thefirstinstancerather than an “ objection”. And the Commissioner’ s duties
on the appeal were to “review and revise the assessment” rather than to
“ confirm, reduce, increase or annul” it. The present wording was introduced
in 1965, possibly as the result of that decision. However, the “ Objects and
Reasons’ annexed to the appropriate Bill indicate that the Legislature
intended no change in the nature of the Commissioner’ s functions. And |

agreerespectfully with the opinion of Blair-Kerr, J. that it has not effected any:
The Commissioner of Inland Revenue v. The Hong Kong Bottlers Ltd." .

When taken as a whole the effect of section 64(2) is to require the
Commissioner to reconsider the assessment and if necessary to reassess it
fromthe very beginning.’

116. The respondent determined that the deferred expenditure was not deductible. The
gopellant chalenged that by its first ground of goped. We must now decide whether it was
deductible.

Thelaw
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Section 16(1) provides that:

‘(1) Inascertaining the profitsin respect of which a person is chargeable to
tax under this Part for any year of assessment there shall be deducted all
outgoings and expenses to the extent to which they are incurred during
the basis period for that year of assessment by such person in the
production of profits in respect of which he is chargeable to tax under
this Part for any period ...

Section 17(2)(c) provides that:

‘(1) For the purpose of ascertaining profits in respect of which a person is
chargeableto tax under thisPart no deduction shall be allowed in respect
of —

(c) any expenditure of a capital nature or any loss or withdrawal of
capital ...’

Wharf Properties Limited v Commissioner of Inland Revenue [1997] AC 505 was an

gpped to the Privy Council from Hong Kong. Werefer to thereport in Appea Cases because this
IS the proper citation of authorities and because the reference in the Tax Cases report to relevant
passages in the judgment of the Court of Appedl isincorrect. Interest was the expense in issue.

120.

Ddivering the judgment of the Privy Council, Lord Hoffman said a page 510 that:

‘ Prima facie, therefore, the interest was deductible under section 16(1)(a). It
was incurred for the purpose of earning taxable profits in future years:
compare Commissioner of Inland Revenue v. Swire Pacific Ltd. [1979] 1
H.K.T.C. 1145. But section 17 contains a list of various kinds of expenditure
in respect of which “ no deduction shall be allowed.” Their Lordships think
that in the absence of express contrary language, expenditure which comes
within section 16 will not be deductible if it falls within one of the prohibited
categories in section 17. Snce sections 16 and 17 together “ provide
exhaustively for the deduction side of the account which is to yield the
assessable profits’ (Commissioner of Inland Revenue v. Mutual Investment
Co. Ltd. [1967] 1 A.C. 587, 598), section 17 would serve no purposeif it did
not exclude deductions which would otherwise be allowed under section 16.
Some of the heads of deduction in section 16 expressly say that they are to
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apply notwithstanding anything in section 17, but section 16(1)(a) is not one of
them.

The relevant head of prohibition in section 17 is subsection (1)(c): there shall
be no deduction of “any expenditure of a capital nature.” The question
therefore is whether the interest payments were expenditure of a capital

nature. In thus adopting a criterion of deductibility which refers to the
“nature” of the payment—either capital or revenue—the statute is adopting
an accounting concept asa rule oflaw: see Dixon J. in Hallstroms Pty. Ltd. v.
Federal Commissioner of Taxation (1946) 72 C.L.R. 634, 646. But whereas
the application of the concept by accountants is often a debatable question on
which professional opinions may differ, the law is obliged to give a decisive
answer. Expenditureiseither of a capital nature or it is not, and whether itis
one or the other isa question of law: see Beauchamp v. F. W. Woolworth Plc.
[1990] 1 A.C. 478 and the cases cited by Lord Templeman, at pp. 491-492.

There are many cases in which different forms of words have been used to try
to illuminate the distinction in terms appropriate to the particular and often
complicated facts of the case. But the present case seemsto their Lordshipsto
be relatively straightforward, in which it is sufficient to say that the cost of
“creating, acquiring or enlarging the permanent . . . structure of which the
income isto be the produce or fruit” is of a capital nature, while“ the cost of
earning that income itself or performing the income-earning operations’ isa
revenue expense: see per Viscount Radcliffe in Commissioner of Taxes v.
Nchanga Consolidated Copper Mines Ltd. [1964] A.C. 948, 960. Applying
this distinction, it seems to their Lordships to be plain that the payments of
interest during the yearsin question were made for a capital purpose, namely,
as consideration for the use of the money which enabled Wharf to acquire the
tramway depot and hold it pending its conversion by redevelopment into an
income earning capital asset.’

At page 513, their Lordships approved various passages in the judgment of Litton VP (Mr Henry
Litton QC had by then been appointed as a Vice-presdent of the Court of Appedl):

‘It remains only for their Lordships to make certain observations upon the
judgments in the Court of Appeal and some of the authorities to which they
werereferred. Their Lordshipsareentirely in agreement with the judgment of
Litton V.-P.[1995] 2 H.K.L.R. 522, 554-564, and in particular hisobservation,
at p. 562, that to say that the interest payments secured the use of the bank’ s
money was unhelpful; it is necessary to inquire into the purpose of the loan.’
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121. In the Court of Apped, [1995] 2 HKLR 552 at page 563, Litton VP concluded as
follows

‘Conclusion
The conclusions | have reached are these;

() Thewords“ outgoings and expenses’ in the context of s. 16(1) are wide
enough to encompass expenditure of a capital nature.

(i) Interest paid on money borrowed for the purpose of acquiring a
redevelopment site (intended ultimately to generate rental income) is
expenditure of a capital nature and therefore disallowed as a deduction
under s. 17(2)(c).

(iii)) When the redevel opment is complete and isready to generate chargeable
income, or isactually generating chargeable income, any interest paid to
secure that asset is expenditure of a revenue nature and is deductible if
the conditions in sub-s. (2) of s. 16 are satisfied.’

122. The Privy Council decided the What case by goplying Viscount Reddiffe s
diginctionin Commissioner of Taxesv Nchanga Consolidated Copper MinesLtd [1964] AC 948
that the cost of * creating, acquiring or enlarging the permanent . . . tructure of which theincomeis
to be the produce or fruit’ is of a capitd nature, while ‘the cost of earning that income itsef or
performing the income-earning operations’ is a revenue expense. At page 960 — 961, Viscount
Raddliffe sad:

‘ Again, courts have stressed the importance of observing ademarcation between the
cost of credting, acquiring or enlarging the permanent (which does not mean
perpetud) structure of which theincomeisto be the produce or fruit and the cost of
earning that income itsdlf or performing the income-earning operations.  Probably
thisisasilluminating alineof didinction asthelaw by itsdlf islikdly to achieve, but the
redity of the digtinction, it must be admitted, does not becomethe eesier to maintain
as tax sysems in different countries dlow more and more kinds of capitd
expenditure to be charged againg profits by way of alowances for depreciation,
and by so doing recognise that a any rate the exhaustion of fixed capitd is an
operating cost. Even 0, the functions of business are capable of great complexity
and the line of demarcation is sometimes difficult indeed to draw and leads to
digtinctions of some subtlety between profit that is made “out of” assets and profit
that is made “upon” assets or “with’ assets. It does not stle the question, for
Instance, to say merely that an expenditure has been made to acquire a“source of
income, as the appellant says here, unlessoneis clear that some forms of circulating
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capitd itsdf, eq., labour, raw materia, stock-in-trade, are not themsalves to be
regarded as such a source.

With these condderations in mind their Lordships must address themsdlves to
Nchanga s chdlenged expenditure. It bought one right only, the right to have
Bancroft out of production for 12 months. While, no doubt, money paid to acquire
abusiness or to shut a business down for good or to acquire some contractud right
to last for years may well be capital expenditure, it ssemsacontradiction in termsto
speak of what Nchanga thus acquired, which exhausted itself and was created to
exhaud itsdlf within the 12 months period within which profits are ascertained, as
condtituting an enduring benefit or as an accretion to the capitd or income-earning
structure of the business. If the expenditureisto be treated as capital expenditure at
all, it cannot be for any reason such asthat.’

Decision on deductibility

123. Applying these principles, what the appe lant acquired was a contractud right to last
for years and the cost of acquiring the permanent structure of which the income was to be the
produce or fruit was of acapita nature. Thus, the consideration, together with the related legdl and
professiond fees, paid by the gppellant was not deductible.

Conclusion
124. The gppedl falls.
125. With the exception of the assessment for the year of assessment 1993/94, dl the

assessments gppeded againgt as confirmed by the Commissioner should be confirmed.

126. In respect of the assessment for the year of assessment 1993/94, it should be
increased to show assessable profits of $84,829,978, with tax payable thereon of $14,845,246
(see paragraph 55 above).

BOARD’SDECISION ON APPLICATION OF SECTION 61A
Introduction
127. In view of our decison that the condderation, together with the related legd and

professond fees, paid by the appellant was not deductible, the section 61A point does not arise
and thereis no need for usto dedl with it.
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128. However, in deference to the submissions made on behdf of the parties and in case
we are wrong on the sections 16(1) and 17(1)(c) point, we dedl with the section 61A point below
on the footing that, contrary to our decison, the deferred expenditure was deductible.

Section 61A

129. Section 61A provides that:

‘(1) Thissection shall apply where any transaction has been entered into or
effected after the commencement of the Inland Revenue (Amendment)
Ordinance 1986 (7 of 1986) (other than a transaction in pursuance of a
legally enforceable obligation incurred prior to such commencement)
and that transaction has, or would have had but for this section, the
effect of conferring a tax benefit on a person (inthissectionreferred to as
“therelevant person” ), and, having regard to-

(@)
(b)
(©

(d)

(€

(f)

)

the manner in which the transaction was entered into or carried out;
the form and substance of the transaction:;

theresult in relation to the operation of this Ordinance that, but for
this section, would have been achieved by the transaction;

any change in the financial position of the relevant person that has
resulted, will result, or may reasonably be expected to result, from
the transaction;

any change in the financial position of any person who has, or has
had, any connection (whether of a business, family or other nature)
with the relevant person, being a change that has resulted or may
reasonably be expected to result from the transaction;

whether the transaction has created rights or obligations which
would not normally be created between persons dealing with each
other at arm’ s length under a transaction of the kind in question;
and

the participation in the transaction of a corporation resident or
carrying on business outside Hong Kong,

it would be concluded that the person, or one of the persons, who entered
into or carried out the transaction, did so for the sole or dominant
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e

©)

The ‘transaction’

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

Where subsection (1) applies, the powers conferred upon an assessor
under Part X shall be exercised by an assistant commissioner, and such
assistant commissioner shall, without derogation from the powers which
he may exercise under that Part, assesstheliability to tax of the relevant
person-

(a) asifthetransaction or any part thereof had not been entered into or
carried out; or

(b) in such other manner as the assistant commissioner considers
appropriate to counteract the tax benefit which would otherwise be
obtained.

In this section-

“tax benefit” means the avoidance or postponement of the liability to
pay tax or the reduction in the amount ther eof;

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

130. Thefird task isto identify the' transaction’. Mr Ambrose Ho submitted thet it wasthe
scheme as a whole with its component parts collectively, which conssted of the undertaking and

implementation of

al the steps and matters set out in paragraphs 15 — 26, 31 — 34, and 39 — 40

above, the assgnment by Company Cto Company W of the rights to receive repayment of the
principd under the Company X loan; the payment by Company W to Company C of
$600,000,000; and the release of the repayment of the principa under the Company X loan (‘the

Scheme’).
Two disputed steps
131. Two steps identified by Mr Ambrose Ho as condtituting the Scheme, that isto say:

(& the assgnment by Company C to Company W of the rights to receive

repayment of the principa under the Company X loan; and



(2005-06) VOLUME 20 INLAND REVENUE BOARD OF REVIEW DECISIONS

(b) the payment by Company W to Company C of $600,000,000;
were disputed by the appellant.
132. We must resolve these factud issues.

133. Theinherent probabilities are that Company C assigned to Company W therightsto
receive repayment of the principad under the Company X loan and that Company W paid
$600,000,000 to Company C. Mr Barrie Barlow told usin his opening that Company W:

‘ would not enter into transactions of this kind and leave themsalves uncovered ... Of
course they would not leave themsalves exposed, and therefore the most probable
inference is that they used the money for [Company H]', see paragraph 80 above.

134. Under the Deed of Covenant (see paragraph 26 above), Company H paid Company
W $600,000,000 in return for Company W’ s assumption of ligbility to pay the principa under the
Company X loan of $1,200,000,000. Unless Company W’ s position was covered by having an
assgnment by Company C to Company W of the rightsto receive repayment of the principal under
the Company X loan, Company W would be exposed and would have to repay the
$1,200,000,000 principa under theCompany X loan. Itisinherently improbable for Company W
to have touted ascheme which would expose itsdf to liability under the ligbility assumption. Inthis
context, it should be borne in mind that Company C was not wholly owned by Company W.
Company W indirectly hedBank U Asato the extent of 50% of its shareholding and Bank U Asa
wholly owned Company C, see paragraph 41 above.

135. If there was in fact no assgnment by Company Cto Company W of the rights to
recalve repayment of the principa under the Company X loan and if in fact Company W did not
pay Company C $600,000,000, the inherent probabilities are that Company W would have made
it apoint to tell the Group and the gppd lant would have madeit apoint to lead evidence on the point.
Thereisno evidence to support any suggestion that the appellant has lost any materid witness. Al
we have from such witnesses as the gppellant chose to cdl was the evasive and unhel pful statement
by Mr B that ‘it iswhatever happensis between [Company C] and [Bank U] Co.’, see paragraph
87 above. Wedo not for one moment accept that Mr B would have falled to satisfy himsdlf on how
Company C sourced the remaining $600,000,000 to fund the $1,200,000,000 participation in the
loan to Company G.

136. Therevised Completion Memorandum dated 6 May 1988 from Mr AF of Company
W (see paragraph 81(b) above) was a contemporaneous document which was plainly supportive
of the exigence of the assgnment by Company C to Company W. If Company W had
subsequently found any better source of funds than what Mr D described as ‘a secured atificid
flow of funds (see paragraph 92 above), the inherent probabilities are that Company W would
have told the Group about it and the gppellant would have led evidence on such source of funds.
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Mr Barrie Barlow sought to rely on the absence of such item in the cash flow statement, see
paragraph 87 above. Thisdoes not assist the appellant because there is no mention of Company
W' s account with Company W (see paragraph 81(a) above) and the cash flow statement is
incomplete in that there is no debit entry for Company W and there is no credit entry for the
remaining $600,000,000 for Company C, in addition to the $600,000,000 credit entry from the
appdlant (see paragraph 81(c) above). In any event, it isincumbent on the appdllant to satisfy us
why the clear and unequivocd statement referred to in paragraph 81(b) above did not mean what
it sad.

137. The letter dated 1 March 1995 from Company AT written on behdf of Company C
advised the assessor of the exigence of the disputed assgnment and of the payment of
$600,000,000 by Company W to Company C, see paragraph 82 above. Mr B told us under oath
that he had no reason to doubt that Company C received $600,000,000 from Company W, see
paragraph 86 above. We agree. We aso have no reason to doubt that Company C received
$600,000,000 from Company W. As Company C was only 50% owned by Company W, it is
inherently improbable that Company W would have pad Company C $600,000,000 without
condderation. There is no suggestion of any condderation other than the disputed assgnment.

138. The letter dated 24 March 1995 from Company AT referred to in paragraph 83
above supported the existence of the disputed assgnment.

139. Mr B volunteered a correction of hiswitness statement and told us that Company C
raised $600,000,000 from Company W, see paragraph 84 above. We attach no weight to what
he said in an attempt to backtrack.

140. The letter dated 21 September 1989 from Bank U Asiato Company H does not
ass & the gppellant on thesefactud issues. Bank U Asawas not a party to any of the transactions
referred to in the diagram in paragraph 79 above. What Bank U Asa undertook in this letter was
that Company C should remain Bank U Add ssubsdiary andif Company C should cease to beits
subgdiary, it would procure that dl right and interest of Company C in the Sub-Participation
Agreement be assigned to another of Bank U Ada s subsidiaries. No attempt has been made to
argue how this letter could be said to be incons stent with the existence of the disputed assgnment.

141. The supplementa deed dated 22 September 1989 entered into by Company W,
Company H, and Company C referred to in paragraph 37 above does not assist the gppellant on
thesefactual issues. By thissupplementa deed, Company C undertook that it should, as and when
directed by Company H, use dl reasonable endeavours to procure that the ingtructions given to
Company X pursuant to clause 5.01 of the Sub-Participation Agreement were carried out by
Company X. Clause 5.01 of the Sub-Participation Agreement provided that Company X agreed
with Company C that Company X, upon written instructionsfrom Company C unconditionaly and
irrevocably release Company G from its obligation to repay $1,200,000,000. No attempt has
been madeto explain why Company W was made a party or to argue how thisletter could be said
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to be inconggtent with the existence of an assignment by Company C to Company W of the rights
to receive repayment of the principa under the Company X loan.
142. We conclude and find as facts that:

(& therewasan assgnment by Company C to Company W of therightsto receive
repayment of the principa under the Company X loan; and

(b) Company W paid Company C $600,000,000.
Tax benefit for therelevant person
143. Mr Ambrose Ho submitted that the gppdllant was the relevant person.
144, We must now decide if there was a benefit on the gppdlant. As Rogers JA (as he

thenwas) saidin Yick Fung EstatesLimited v CIR 2000 1 HKLRD 381 at page 399, unlessthere
was atax benefit, section 61A would not be relevant or the subject matter of consderation.

145. ‘Tax benefit’ was defined in sub-section (3) to mean the avoidance or postponement
of the liability to pay tax or the reduction in the amount thereof. A reduction in the amount of tax
congtitutes tax benefit for the purpose of section 61A. Thereisno requirement of any pre-exising
ligbility or circumstances to tax, see Cheung Wah Keung v CIR [2002] 3 HKLRD 773 at
paragraphs 47 and 48.

146. Onthefooting that (contrary to our decision) the deferred expenditure was deductible,
the Scheme had, or would have had but for section 61A, the effect of conferring atax benefit (in the
sense of areduction in the amount of tax) on the appd lant.

147. Before we leave the question of tax benefit, we would comment briefly on the great
play which the appdlant made of the fact the Ordinance contains no provisons for group
assessments. With respect thisis a cursory and superficid approach. One must consider the tax
position of each relevant individua company in the group before one can arrive a the concluson
that thereisatax benefit for the group. We have dready concluded that there was atax benefit for
the gppellant, and thisis what matters for the purpose of section 61A. The phrase‘ either alone or
in conjunction with other persons’ in section 61A (1) makesit clear that whether or not thereisatax
benefit for some other person or personsisirrelevant, so long as the appellant obtains atax benefit.

Fund flow on implementation of the Scheme

148. Wewould like to ded with fund flow on implementation of the Scheme and fund flow
according to the Scheme before we consder the 7 matters in section 61A(1).



(2005-06) VOLUME 20 INLAND REVENUE BOARD OF REVIEW DECISIONS

149. Inview of our findings that there was an assgnment by Company C to Company W
of therightsto recaive repayment of the principa under theCompany X loan and that Company W
paid Company C $600,000,000, the question mark in the diagram in paragraph 79 above should
now be removed and the diagram is as follows:

Bank V ® ® ® Appdlant
$600 million loan
~ $600 million
to purchase interest
stream under Company X
loan
® ® ®
Company W $600 million Company C
for assgnment of rightsto
receive repayment of
principa under Company
X loan
- $600 million - ~ $1,200 million —
for Company W’'s for sub-participation
ligbility assumption in Company X loan to
under Company X loan Company G
| Company H | | Company X |
- $600 million - ~ $1,200 million
capita injection loan
Company F $1,200 million Company G
as part of purchase price
for Building R
150. It will be seen from the diagram above that the Bank V loan was the source of

$600,000,000. This $600,000,000 ended up in Company F. The Bank V loan fund flow was
dedlt with in greater detall in the agreed facts. Two cashier orders were issued under the Bank V
loan, onein the sum of $358,223,214 in favour of Bank S and another in the sum of $241,776,786
in favour of Company W (see paragraph 16 above). They were used by the appellant to pay
Company C for the purchase of theinterest stream under the Company X loan (see paragraphs 29
and 33 above).

(@) $358,223,214 was used by Company C in discharge of Company F's
indebtednessto Bank S Company Frepaid Company Chy transferring
$358,223,214, being part of the $600,000,000 plus $600,000,000 received
on completion of the sde of Building R, from Company Fs account with
Company W to Company C' s account with Company W (see paragraph 28
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(b)

above). Thus, $358,223,214 of the $600 Bank V loan was used to discharge
Company F sindebtednessto Bank S.

Theingructions from Company F to Company W referred to in paragraph 28
above left out $241,776,786 unaccounted for (thereisa$1 or $6 discrepancy
in respect of the $600,000,000 injection of capitd into Company H see
paragraphs 28(2) and 30 above, but nothing turns on this discrepancy). We
infer from paragrgph 36 above that the remaining $241,776,786 went to
Company K in discharge of the baance due by Company F to Company K.
Company K’ s gpplication of $241,776,786 is particularised in paragraph 36
above.

151. Removing the flow of the $600 Bank V loan from the diagram, it will be seen that
thereisacircular flow of $600,000,000 on implementation of the Scheme, as shown below:

® ® ®
Company W $600 million Company C
- $600 million - ~ $600 million ™
| Company H | | Company X |
- $600 million - ~ $600 million ™
Company F $600 million Company G
152. Inthiscircular fund flow, every participant relied on its payer asits source of fundsfor

payment to its payee (seefor example, paragraphs 27 — 30 above) and this went round in acircle.
Mr D aptly described it asan *atificid flow of funds (see paragraph 92 above).

Fund flow according to the Scheme

153. The net effect isthat Company G funded both the appdlant’ s repayment of principa
under the Bank V loan and the gppdlant’ s payment of interest under the Bank V loan.

@

(b)

Under the Loan Agreement, Company G had to pay interest on the Company X
loan of $1,200,000,000 at afixed rate of 9.375% per annum (see paragraph 18
above). Astheappellant had purchased theinterest stream under the Company
X loan (see paragraphs 21 and 22 above), Company G had to pay interest on
$1,200,000,000 at afixed rate of 9.375% per annum to the appellant.

Under the Swap Agreement, Bank U Asiahad to pay Company G 9.375% per
annum on $1,200,000,000 and Company G had to pay Bank U Asiaafloating
rate amount arrived a by aoplying HIBOR plus a margin to a diminishing
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(©

(d)

(€)

()

The7 matters

‘notiond principd’ of HK$600,000,000 and a ‘principad inddlment’, see
paragraph 24 above.

Under the Supplemental Swap Agreement, the appellant replaced Bank U Asia
under the Swap Agreement, see paragraph 25 above.

The net effect of the Swap Agreement and Supplemental Swap Agreement was
that the gppellant had to pay Company G 9.375% per annum on
$1,200,000,000 and Company G had to pay the appelant a floating rate
amount arrived at by applying HIBOR plus a margin to adiminishing * notiona
principd’ of HK$600,000,000 and a‘principd ingtalment’.

The liability of the gopdlant to pay Company G 9.375% per annum on
$1,200,000,000 under the Swap Agreement and the Supplementa Swap
Agreement is cancelled out by Company G’ s ligbility to pay interes on
$1,200,000,000 at afixed rate of 9.375% per annum under the Company X
loan in respect of which the appdlant had purchased the interest stream.

The net effect of these stepsis that there was a net fund flow from Company G
to the appdlant of afloating rate amount arrived a by applying HIBOR plus a
margintoadiminishing‘ notiond principd’ of HK$600,000,000 and a‘ principd
ingdlment’. The floating rate amount was equd to the appdlant’ s

(i) repayment of principal under the Bank V loan; and

(i) payment of interest under the Bank V loan.

154, On the basis that there was a tax benefit, the various matters at () to (g) in section

61A(1) have to be consdered to seeif it would be concluded that the person, or one of the persons,
who entered into or carried out the transaction, did so for the sole or dominant purpose of enabling

the relevant person, either done or in conjunction with other persons, to obtain atax benefit.

‘ Clearly, what must happen is that those matters must be considered and the
strength or otherwise of the various resulting conclusions from considering
those matters must be looked at globally. On the basis of that assessment, it
must be decided whether the sole or dominant purpose was the obtaining of a
tax benefit. It may be observed, for example, that one or other of the matters
in (a) to (g) may be strongly or weakly suggestive of a purpose of obtaining a
tax benefit or may be strongly or weakly suggestive of some other purpose.
The Assistant Commissioner who undertakes such task has to use his own
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common sense and apply the results of his deliberations in respect of each
matter and come to an overall conclusion’, per Rogers JA in Yick Fung Estates
Limited v CIR 2000 1 HKLRD 382 at page 399.

‘ The Board approached the matter on the basis that the word “ form” related
to thelegal effect or, as| would put it, the legal nature of the transaction and
that the substance related to the practical or commercial end result of the
transaction. Inthat respect, | would have no causeto disagree with theway in
which thiswas put’, per Rogers JA in Yick Fung Egtates Limited v CIR 2000 1
HKLRD 382 at page 400.

The manner in which the transaction was entered into or carried out
155. We are not impressed by any of the gppellant’ s witnesses.

156. If the driving consideration and primary purpose of the Group in adopting the Scheme
was to rase medium term borrowings for the Group using its principa assat (the Building R
property) as security on the best achievable commercid terms available and if what Mr B was
looking to achievein the refinancing of Building Rwas:

‘(@ amediumtermsloanfor at least 7— 8 years at market rates or better (in 1987
the HIBOR 6 month interest rate had fluctuated in one year from 2.75% p.a. —
793 p.a) secured againgt the [Building R] without other assets being
encumbered;

(b) in an amount subgtantially exceeding the exidting [Bank Ssyndicated] Loan
debt (of HK$357 million) so that the surplus could be used to fund other
projects, and

(©) whichwould not create any likely legd or accounting or taxation difficulties or
dangers (see paragraph 67 above);

then al he had to do was to arrange aloan of $600,000,000 from Bank V to Company F on the
same terms as the Bank V loan under the Scheme, and with the same security, that is, ajoint and
severd guarantee by Company K and Group L, a first legd charge over Building Rand an
assgnment of al rental income. The transactiona costs would have been much cheaper.

157. Y et the companies in the Group chose to enter into the Scheme, a dubious scheme
withan artificid circular flow of $600,000,000 on implementation of the Scheme, made possible by
Company W’s role as banker. We are baffled by Company X’ s involvement in thiscase. No
innocuous reason was suggested for Company X’ sgrant of a$1,200,000,000 loan to Company G,
with the back-to-back Sub-Participation Agreement with Company C. Why did Company C not
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grant a $1,200,000,000 loan directly to Company G? It would be smpler but then it would be
eader to see through the scheme. We are dso baffled by Bank U Add sinvolvement in this case.
It entered into both the Swap Agreement and the Supplemental Swap Agreement Smultaneoudly.
The net effect under thesetwo agreements was that there would be a net fund flow from Company
G to the gppdlant equd to the gppdlant’ s repayment of principal under the Bank V loan and
payment of interest under the Bank V loan. Why did Company G not contract directly with the
gopdlant? Again, it would be smpler but, again, it would be easer to see through the scheme of
channeling renta income from the property owning company to the gppellant and then reducing the
gopdlant’ stax by deducting the deferred expenditure as an expense.

158. The manner in which the transaction was entered into and carried out was strongly
suggedtive that:

(@ theappdlant, and
(b) theother participantsin the Scheme,

entered into or carried out the Scheme for the dominant purpose of enabling the gppellant to obtain
atax benefit.

Theform and substance of the transaction

159. The form of the transaction is summarised in paragraphs 15 — 26, 31 — 34, 39 — 40
and 131 above.
160. The practical or commercid end result was that:

(@ the $600,000,000 Bank V loan was used to discharge Company F's
indebtedness to Bank S and to discharge the balance due by Company F to
Company K and Company K’s gpplication of funds is particularised in
paragraph 36 above;

(b) Company G, the new owner of Building Rand the recipient of renta income,
made net monthly payments to the gppdlant in an amount equa to the
gopellant’ s repayment of principd under the Bank V loan and payment of
interest under the Bank V loan;

(c) theappdlant, the recipient of net monthly payments by Company G, incurred
the deferred expenditure which was a tax deductible expense;

(d) Company F made a capita gain on sde of Building Rto Company G;
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(e by amultaneoudy entering into the Loan Agreement and the Sub-Participation
Agreement, Company X practicaly disgppeared from the scene on
implementation of the Scheme;

() by dmultaneoudy entering into the Sub-Paticipation Agreement, the
Assgnment of theinterest stream to the gppellant and the assgnment of rightsto
recalve repayment of principa under the Company X loan, Company C had no
role to play except, when caled upon to do so by Company H, to release
Company G from the obligation to repay the principd,;

(@ by smultaneoudy entering into the Deed of Covenant and the assignment to
Company C, Company W disappeared from the scene on implementation of the
Scheme;

(h) by smultaneoudy entering into the Swagp Agreement and the Supplementa
Swap Agreement, Bank U Asia disgppeared from scene on implementation of
the Scheme; and

() by dmultaneoudy entering into the Deed of Covenatt and having a
$600,000,000 injection of capital, Company H disappeared from the scene on
implementation of the Scheme.

161. The form and substance of the transaction was strongly suggestive that:

(@ theappdlant, and

(b) the other participantsin the Scheme,

entered into or carried out the Scheme for the dominant purpose of enabling the gppellant to obtain
atax benefit.

Theresult in relation to the operation of the Ordinance that, but for section 61A, would
have been achieved by the transaction

162. Company F made a capital gain on sde of Building R Capitd gain is not taxable.
Company F ceased to receive any renta income.

163. Company G acquired Building R asacapital asset and Building R qudified for annua
rebuilding dlowance. More importantly, it recaeived renta income which was taxable. However,
the net monthly payments to the gppellant in an amount equa to the appdlant’ s repayment of
principa under the Bank V loan and payment of interest under the Bank V loan were deductible
expenses. The release from repayment of the Company X loan principa was a capital gain.
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164. The gppellant recaived net monthly payments from Company G. The deferred
expenditure was a tax deductible expense from the taxable income.

165. Company H did not derive any taxable income.

166. This matter was strongly suggedtive that:

(@ theappdlant, and

(b) the other participantsin the Scheme,

entered into or carried out the Scheme for the dominant purpose of enabling the gppellant to obtain
atax benfit.

Any changein thefinancial position of thereevant person that hasresulted, will result, or
may reasonably be expected to result, from thetransaction

167. Since the appelant was incorporated shortly before the implementation of the
Scheme, it is not meaningful to discuss any change.

Any change in the financial position of any person who has, or has had, any connection
(whether of a business, family or other nature) with the relevant person, being a change
that hasresulted or may reasonably be expected to result from the transaction

168. Both Company G and Company H were incorporated shortly before the
implementation of the Scheme. It is not meaningful to discuss any change in relation to them.

169. Company F made acapitd gain on sdeof Building R It paid off itsindebtednessto
Bank Sand discharged its balance due to Company K. It injected $600,000,000 capitd into
Company H and ceased to receive any rental income.

170. Apart from recaiving its fee, Company X had no change in financiad pogtion.
171. Company C had no change in financid postion.

172. Apart from recaiving its fee, Company W had no changein financid postion.
173. Apart from recaiving its fee, Bank U Adahad no changein financid postion.

174. This matter was strongly suggestive that:
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(@ theappdlant, and

(b) the other participantsin the Scheme,

entered into or carried out the Scheme for the dominant purpose of enabling the gppellant to obtain
atax benfit.

Whether the transaction has created rights or obligations which would not normally be
created between persons dealing with each other at arm’ slength under a transaction of
thekind in question
175. All the nongroup companies dropped out or practicaly dropped out on
implementation of the Scheme. They chearfully took part in an artificid circular flow of funds and
most of them received their fees. The group companieswould not have merrily paid the non-group
companiestheir fees unlessthe Company W led companies satisfied the group companies of thetax
benefit for the appellant and other relevant group companies.
176. This matter was strongly suggestive that:

(@ theappdlant, and

(b) theother participantsin the Scheme,

entered into or carried out the Scheme for the dominant purpose of enabling the appellant to obtain
atax benefit.

The participation in the transaction of a corporation resident or carrying on business
outsde Hong Kong

177. If, as the appellant seemed to suggest, Company H was not resident outside Hong
Kong, this matter was not gpplicable.

Dominant purpose

178. Wemust now look at the mettersglobally and arrive at an overdl concluson. Wefind
that the dominant purpose of:

(@ theappdlant, and

(b) theother participantsin the Scheme,

was to enable the gppellant to obtain atax benefit.
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Conclusion
179. The gpped fails on the section 61A point.
Disposition

180. With the exception of the assessment for the year of assessment 1993/94, dl the
assessments gppeded againgt as confirmed by the Commissioner are confirmed.

181. In respect of the assessment for the year of assessment 1993/94, it is increased to
show assessable profits of $34,829,978, with tax payable thereon of $14,845,246 (see paragraph
55 above).
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