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Case No. D62/06

Salaries tax - notice of gpped filed without Determination — whether a vaid notice of apped —
Determination filed out of time — whether extenson of time gpplicable to filing of Determination —
condderation for granting of extenson of time — sections 66(1)(a) and 66(1A) of the Inland
Revenue Ordinance (‘IRO’).

Notiona gain from exercise of shares option on private unliged shares — whether concept
ludicrous — whether notiond gain unsubstantiated by open market vaue wrong — sections 8,
9(2)(d), 9(1)(4) and 68(4) of the IRO.

Pand: Anna Chow Suk Han (chairman), Patrick James Harvey and Ho Kai Cheong.

Date of hearing: 13 June 2006.
Date of decison: 29 November 2006.

For the year of assessment 2000/01, the Taxpayer clamed that the amount assessed asgain
redlized by the exercise of his right to acquire shares in Company B, a private company, was
excessve.

The taxpayer lodged his notice of gpped without the Determination by fax on 17 March
2006, the last day for hisfiling the sameto the Board. The Board subsequently received the missed
out Determination on 23 March 2006.

The Revenue contended that the assessment of the notiond gain by the taxpayer from his
exercise of share options was correct.

Asaprdiminary issue, the Revenue submitted that the notice of appeal was out of time and
no extension of time could be granted to vdidate it.

Hed:

Prdiminary issue

1.  Thetaxpayer s notice of apped, filed without the Determination, was not a vaid
notice of gppeal under section 66(1)(a).
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2. Section 66(1A) provides only for extension of time to file a notice of apped. The
Board has no jurisdiction to grant extenson of time to file the Commissioner’ s
determination and other specified documents.

3. Even if the Board has jurisdiction, he taxpayer has faled to show that he was
prevented from gppedling in time due to illness, absence form Hong Kong or other
reasonable causes under section 66(1A).

Subgantive issue

4, Section 9(4)(a) of the IRO taxes notiond gain and not actuad gain.

5.  Thetaxpayer, under the Stock Option Agreement, had dl the rights as a stockhol der
once the shares were registered in his name.

6.  Thephrase‘ an open market’ in section 9(4)(a) of the IRO is not confined to * stock
market' or ‘ free market’ .

7.  Inabsence of evidence to the contrary, the determination of US$5 per share by the
board of directors wasthe fair market value of the shares.

8.  The 25% discount given by the Commissioner was fair and reasonable taking into
account the various pre-emptive rights of Company B.

9. The taxpayer falled to prove that the notiond gan as assessed is excessve or
incorrect.

Appeal dismissed.
Casesreferred to:

Chow Kwong Fai, Edward v CIR, IRBRD, val 20, 484
D9/79, IRBRD, val 1, 354

D11/89, IRBRD, val 4, 230

D3/91, IRBRD, vadl 5, 537

D32/99, IRBRD, vol 14, 345

D57/99, IRBRD, val 14, 506

D48/05, IRBRD, vol 20, 638

D128/99, IRBRD, val 15, 16

D14/90, IRBRD, val 5, 131

D43/99, IRBRD, val 14, 448
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D120/02, IRBRD, val 18, 125
D4/91, IRBRD, val 5, 542
D84/03, IRBRD, vol 18, 832

Taxpayer in person.
Wong Ka Cheong and Lai Wing Man for the Commissioner of Inland Revenue.

Decision:

1. Mr A (‘the Taxpayer’) objected to the sdaries tax assessment for the year of

assessment 2000/01 raised on him. The Taxpayer claimed that (1) his employment income should
be gpportioned on atime bas's such that only the income derived from services rendered in Hong
Kong should be chargeable to sdaries tax and (2) the amount assessed as gain redlized by the
exercise of hisright to acquire shares was excessve.

2. By his determination dated 17 February 2006 (the Determination’), the Deputy
Commissoner of Inland Revenue (‘the Commissioner’) determined that (1) the Taxpayer should
be assessed in full under section 8(1) of the Inland Revenue Ordinance ('IRO’) in respect of his
income from his employment with Company B and (2) the Taxpayer was correctly charged to
sdariestax in respect of the notiond gain derived by him from the exercise of share options by him.

3. By aletter to the Clerk to the Board of Review of 15 March 2006, the Taxpayer
sarved his notice of apped in respect of the Determination, in which he stated that he had
abandoned his claim on gpportionment of salaries tax on time-basis but he was Hill pursuing his
objection againg the assessment of notiona gain redized by the exercise of his right to acquire
shares. He further stated that in the interest of time, he would forward the supporting paper
(including the IRA documentation) later.

4, By aletter of 17 March 2006, the Clerk to the Board informed the Taxpayer that
since his notice of gpped was not accompanied by the Determination, his gpplication could not be
entertained and should he wish to gpped in accordance with section 66(1) of the IRO, he should
forthwith comply with the requirements.

5. At the hearing of the Taxpayer’ sapped on 13 June 2006, as apreliminary issue, the
Revenue submitted that the Taxpayer’ s gpped was out of time and no extension of time could be
granted to the Taxpayer to validate the gppedl.

6. Thus, before we are to ded with the subgtantive issue on the Commissioner’ s
Determination on the notiond gain redized by the Taxpayer’ sexerciseof hisright to acquire shares,
we firg ded with the prdiminary issue.



A.

7.
provides asfollows:

B.
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Thereevant statutory provision

Section 66 of the IRO dedls with a taxpayer’ s right of apped to the Board. It

@D

(1A)

e

©)

Case law

Any person (hereinafter referred to as the appellant) who has validly
objected to an assessment but with whom the Commissioner in
considering the objection has failed to agree may within —

(@ 1 month after the transmission to him under section 64(4) of the
Commissioner’ s written determination together with the reasons
therefor and the statement of facts; or

(b) such further period asthe Board may allow under subsection (1A),

either himself or by his authorized representative give notice of appeal
to the Board; but no such notice shall be entertained unlessitisgivenin
writing to the clerk to the Board and is accompanied by a copy of the
Commissioner’ s written determination together with a copy of the
reasons therefor and of the statement of facts and a statement of the
grounds of appeal.

If the Board is satisfied that an appellant was prevented by illness or
absence from Hong Kong or other reasonable cause from giving notice
of appeal in accordance with subsection (1)(a), the Board may extend
for such period as it thinks fit the time within which notice of appeal
may be given under subsection (1). This subsection shall apply to an
appeal relating to any assessment in respect of which notice of
assessment is given on or after 1st April 1971.

The appellant shall at the same time as he gives notice of appeal to the
Board serve on the Commissioner a copy of such notice and of the
statement of the grounds of appeal.

Save with the consent of the Board and on such terms as the Board may
determine, an appellant may not at the hearing of his appeal rely on any
grounds of appeal other than the grounds contained in his statement of
grounds of appeal given in accordance with subsection (1).
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7. The Revenue produced thefollowing legd authoritiesin support of the submisson that
the Taxpayer’ s gppea was out of time and no extension of time could be granted to the Taxpayer
to vaidate the apped.

1. Court of Apped

Chow Kwong Fai, Edward v CIR, IRBRD, vol 20, 484

2. Board of Review decisons

(8 D979, IRBRD, vol 1, 354
(b) D11/89, IRBRD, vol 4, 230
(c) D3/91, IRBRD, vol 5, 537
(d) D32/99, IRBRD, vol 14, 345
(6 D57/99, IRBRD, vol 14, 506
() D48/05, IRBRD, vol 20, 638

C. TheTaxpayer’ scase

8. At the hearing, the Taxpayer explained that he only lodged his notice of gpped to the
Board by fax on 17 Mach 2006 because during the period between 17 February 2006 and 24
March 2006 he had to make frequent travel sand furthermore, he was then focusing on hisnew job
where he needed to prove his abilities. Upon receiving the letter of 17 March 2006 from the Clerk
to the Board, heimmediately sent acopy of the Determination to the Board by post on or before 21
March 2006. During the hearing, he did not clam that he sent a set of gppendices of the
Determination to the Board.

9. At the end of the hearing, the Taxpayer asked for time to make his submisson in

writing. The Board acceded to his request. Accordingly, the Board received the Taxpayer’ s
written submission on 26 June 2006, which included a submission on the preliminary issue. In his
written submission, the Taxpayer daimed that his travelling commitments during the working hours
of 17 March 2006 had prevented him from delivering to the Board the Determination together with
the reasons therefor and the statement of facts, contrary to the Revenue s dlegation, he did not
receivetheletter of 17 March 2006 of the Clerk of the Board by fax but hereceived it by post only
in the evening on or about 20 or 21 March 2006; the Determination together with a full set of

appendices was sent to the Board and was received by the Board on 23 March 2006; and upon
receiving the letter of the Clerk of the Board of 24 March 2006 which requested for a full set of

gppendices of the Determination, he immediately telephoned the office of the Board when a Miss
Liu of the office of the Board confirmed that the Board had dready received the Determination

together with afull set of gppendices and she confirmed that it was not necessary for him to send
another set of the Determination and appendices. It should be noted at this juncture that the
aforesaid alegations were never made by the Taxpayer before or at the hearing. Neither did he
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give evidence to this effect or in this regard and thus, he was not cross-examined on the aforesaid
assartions. Furthermore, he submitted that due to hisignorance of the law, he failed to gppreciate
that ‘anotice of apped’ meant *a notice of appeal accompanied by a copy of the Commissoner’ s
written determination together with the ressons therefor and the statement of facts and
inadvertently construed that he could ddiver the Commissioner’ s written determination and other
documents to the Board subsequent to the giving of the notice of apped.

D. Finding of facts

10. Having carefully perused and consdered al the documentary and ora evidence
before us and the ord and written submissons of both parties, we have found the following factsin
reldion to the preiminary issue.

11. By aletter of 17 February 2006, the Commissioner informed the Taxpayer that he
was unable to agree to the Taxpayer’ s objection to the assessment and at the sametime he sent to
the Taxpayer the Determination, the reasons for his decison and a statement of the facts upon
which the Determination was arrived a. |n the letter the Commissioner dso st out in detail the
Taxpayer' srights, the procedures and time limit in lodging an gpped to the Board.

12. By a letter of 15 March 2006 sent by the Taxpayer to the Clerk to the Board by
facamile on 17 March 2006, the Taxpayer gaveto the Clerk to the Board his notice of appedl. He
did not however sent together with thisletter acopy of the Determination. A copy of thisletter was
produced to us on which was ssamped the word ‘FAXED’ and the number “xo000xx¢ . The
number “X0000KxX” Was the Taxpayer’ s facamile number.

13. By aletter of 17 March 2006, the Clerk to the Board informed the Taxpayer that his
letter of 15 March 2006 was received by his office on 17 March 2006 through facamile but his
gpplication could not be entertained because his letter was not accompanied by a copy of the
Determination and should hewish to gpped in accordance with section 66(1) of thel RO, he should
forthwith ensure due compliance of the necessary requirements.

14. On 23 March 2006, the Board received the Determination from the Taxpayer.

15. By aletter of 24 March 2006, the Clerk to the Board informed the Taxpayer, inter
dia, that he had not sent to the Board a full set of gppendices of the Determination and that the
Determination was not received by the Board until 23 March 2006.

16. By another letter of 8 May 2006, the Clerk to the Board informed the Taxpayer that
the Board ill had not received a full set of gppendices of the Determination and requested the
Taxpayer to send the same on or before 29 May 2006 for the Board' s perusdl.
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17. Up to the date of the hearing, the Board had not received afull set of the appendices
of the Determination.
18. The record provided by the Immigration Department shows that the Taxpayer was

only absent from Hong Kong on the whole day of 10 March 2006 during the period between 18
February 2006 and 18 March 2006.

19. By a memorandum of 13 April 2006, the posmaster generd replied to the
Commissone’ senquiry on theregistered mail item No.RR xxx xxx xxx HK which was sent by the
Commissioner on 17 February 2006 to the Taxpayer at the address of AddressC, and he also sent
acopy of thereceipt of the registered item to the Commissioner showing the date of ddivery of the
sad registered mail item as 18 February 2006. The aforesaid letter of the Commissioner to the
Taxpayer of 17 February 2006 was duly delivered to the Taxpayer a hisaddressat Address C on
18 February 2006.

E. Analyss

20. Under Section 66(1)(a) of the IRO, an gppdlant may, within one month after the
transmission to him the Commissioner’ s written determination together with the reasons therefor
and the statement of facts, give notice of appeal to the Board. In the present case, we have found
that the Commissioner’ s Determination dated 17 February 2006, together with the other necessary
documentswas ddlivered to the Taxpayer at hisaddressin Address C on 18 February 2006. Thus,
thelast day for the Taxpayer to file hisnotice of gpped fell on 17 March 2006. Itisnot in dispute
that the Taxpayer s letter to the Board dated 15 March 2006, purportedly giving notice of his
apped was sent by the Taxpayer to the Board by facsmile on 17 March 2006. Itisaso not in
dispute that the purported notice of gpped was sent without the Determination and the
Determination was subsequently received by the Clerk to the Board on 23 March 2006.

21. In the circumstances, the first question for the Board to decide is whether or not the
purported notice of gpped served on 17 March 2006, without the Determination, was a vaid
notice of appea under section 66(1)(a), and if not, whether or not the Board may grant the
Taxpayer an extengon of time to file the Determination, and other relevant documents and, it not,
whether or not the Board should extend the time for the Taxpayer to file anotice of gpped aganst
the Determination.

22. Having carefully perused section 66 of the IRO and the authorities produced, in
particular, the Board of Review Case No 48/05, we are of the view that the purported notice of
gpped served by the Taxpayer on 17 March 2006, without the Determination, was not a vaid
notice of gpped under section 66(1)(a). Section 66(1)(a) providesthat ‘ no such notice [of apped]
shall be entertained unlessiit is given in writing to the Clerk to the Board and is accompanied by a
copy of the Commissoner’ s written determination together withi the other requisite documents.
Smilar to section 82B(1) of the IRO, which deds with notice of gpped againgt assessment for
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additiond tax, this section dso draws a distinction between a notice of gpped and the documents
which must accompany it. It dso provides that no notice of apped shall be entertained unlessit is
inwriting and be accompanied by the Commissioner’ sdetermination and other requisite documents.
Thus, on the congtruction of the section, afailureto comply with the section isnot amereirregularity
but would render anotice of gpped ineffective. We concur that the Taxpayer’ s purported notice of
gpped without the Determination asrequired by law isnot avaid notice of appeal and secondly the
Board hasnojurisdiction to extend the timefor filing the required documents, becauise section 66(1)
of the IRO clearly states that anotice of apped shal not be entertained unlessit is given in writing
and isaccompanied by acopy of the Commissioner’ sdetermination and other specified documents
and section 66(1A) of thelRO provides only extension of timeto fileanatice of appea and not the
Commissioner’ s determination and other specified documents.

23. After concluding that firgly the Taxpayer’ s notice of gpped of 17 March 2006
without the Determination was not a valid naotice of apped under section 66(1)(a) of the IRO and
secondly the Board has no jurisdiction to grant an extension of time to file the requisite documents,
there remains the last question as to whether the Board should grant an extension of time for the

Taxpayer to apped.

24, Assubmitted by the Revenue, the Board is condtituted under thelRO, it only hassuch
powersasare conferred by thelRO. The Board' sauthority to grant an extenson of timeto filean
goped is limited to the conditions specified in sub-section (1A) of section 66, namdly that ‘the
Boardis satisfied that an appellant was prevented by illness or absence from Hong Kong or
other reasonable cause from giving notice of appeal in accordance with subsection (1)(a)’.
In order to succeed in an application for an extension of timeto filethe gpped, it is not sufficient for
thetaxpayer merdy to provethat hisfalureto gpped intimewasdueto illness, absence from Hong
Kong or other reasonable cause. He must also satisfy the Board that he was prevented by such
IlIness, absence or reasonable cause to lodge an gpped within the Sipulated time.

25. On the evidence submitted, we have found that the Taxpayer has falled to discharge
the burden on him to show that he was prevented by illness, absence from Hong Kong or other
reasonable cause to lodge an gpped within the one month period stipulated by law.

26. From theinformation provided by the Immigration Department to the Revenue on the
Taxpayer’ s movement during the period between 18 February 2006 and 18 March 2006, the
Taxpayer was only absent from Hong Kong on the whole day of 10 March 2006, and he only
travelled out of Hong Kong on 7, 9, 11 and 17 March 2006 respectively. The Taxpayer wasin
Hong Kong most of the time during the rdevant period. Thus, we are not satisfied that he was
prevented to file the notice of gpped within time due to his absence from Hong Kong.

27. The Taxpayer asserted that during the relevant time, he was under pressure of work
and had little persona time to compile his notice of gpped and hisfalureto send the Determination
with his notice of gppeal was due to his lack of experience and ignorance of the law. It has been



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

established in previous Board of Review cases that pressure of work, lack of experience or
ignorance of the law, does not congtitute a reasonable cause upon which an extenson of time
should be granted. We prescribe to this established view.

28. Consequently, the Taxpayer’ s goplication for extenson of time to file a notice of
apped must be dismissed.

29. Not having an appeal before us, we need not ded with the merits of the gpped.
However, if we need to ded with them, we would have found that the Taxpayer has dso falled to
satisfy us on the subgtantive issue.

30. The reasons are briefly stated below.

31. The subgtantiveissueiswhether the Taxpayer was correctly charged to salariestax in
respect of the notiond gain derived by him from the exercise of share options by him.

32. The facts rdlevant to the substantive issue are as follows:

(@ The Taxpayer commenced his employment with Company B on 31 July 2000.
Company B wasacompany incorporated in Country D in June 1999. Pursuant
to ashare option plan established in 1999 (‘the Plan'), Company B could grant
share options to employees of the group to subscribefor sharesin Company B.

(b) On 13 October 2000, the Taxpayer exercised his option under two grantsat the
exercised price of US$1.2 and US$4 per share respectively. A tota of 45,000
sharesin Company B were registered under his name upon the exercise of his
right of share options. Company B was operated as a privady-held company
until November 2003. Under the Plan, the board of directors of Company B
had the full and find power and authority to determine the fair market vaue of
the Plan shares. The board of directors of Company B determined that the fair
market price of the share was US$5 per share a the materid time. Following
the merger between Company B and another company in November 2003, the
sharesin Company B were traded in the Exchange E of Country D.

(c) Before Company B had gone public, it did rot issue any share certificates to
employees under the Plan since its shares were not openly traded in the market.
Instead, the shares were held in escrow by attorneys of Company B.

(d) The Taxpayer did not have rights as a sockholder with respect to the shares
covered by the option until the date of theissuance of acertificate for the shares
for which the option has been exercised (as evidenced by the appropriate entry
on the books of the company or of a duly authorized transfer agent of the
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company). PRursuant to the Plan, the Taxpayer was entitled to ded with the
shares granted under the Plan but subject to Company B’ sright of exercigng of
‘Unvested Share Repurchase Option’ and ‘Right of Firs Refusa’ before
Company B went public.

33. The Taxpayer objectsto the assessment of notiond gain redized by the exercise of his
right to acquire sharesin pursuance of the Plan. He contends that the concept of notiond gain asit
related to his circumstancesis, in and of itsdlf, impossible to substantiate and any attempt to tax an
individua on a‘nonexigent’ gain in any transaction is Smply ludicrous. He further contends that
snce Company B was not a public company at the materid time and its shares were not listed and
traded in any stock exchange, therecould not be any open market for the shares. He aso objects
to the Commissioner using the fair market value determined by the board of directors of Company
B on the date he exercised the option as the amount which he might reasonably expect to obtain
from the exercise of hisoption. He contends that the Commissioner hasfailed to take into account
a condition in the Stock Option Agreement that an optionee has no right as a sockholder with
respect to any shares covered by the option until the date of the issuance of a certificate for the
shares for which the option has been exercised and that he was not issued with any share
certificates in respect of his shares and he had no voting rights and/or entitlement to any dividends
declared, if any, in respect the shares as a stockholder.

34. The rdevant gatutory provisons of the IRO are:
Section 8 of the IRO
‘(1) Salariestaxshall, subject to the provisions of this Ordinance, be charged
for each year of assessment on every person in respect of his income

arising in or derived from Hong Kong from the following sources-

(@ any office or employment of profit; and
(b) anypension.’

Section 9
‘(1) Income from any office or employment includes-

(d) anygainrealized by the exercise of, or by theassignment or release
of, aright to acquire sharesor stock in a corporation obtained by a
person as the holder of an office in or an employee of that or any
other corporation.
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(4) For the purposes of subsection (1)-

(@ the gain realized by the exercise at any time of such aright asis
referred to in paragraph (d) of that subsection shall be taken to be
the difference between the amount which a person might
reasonably expect to obtain from a sale in the open market at that
time of the shares or stock acquired and theamount or value of the
consideration given whether for them or for the grant of the right
or for both;...

Section 68(4)

‘The onus of proving that the assessment appealed against is excessive or
incorrect shall be on the appellant.’

35. Section 9(4)(a) of thelRO seeksto tax anotiona gain and not an actua gain. Former
Board of Review cases have established the following principles: as the assessment is based on a
notiona gain, the fact tha the taxpayer could not redize such gain because of circumstances
beyond his control are not rdevant considerations (D128/99, IRBRD, vol 15, 16 and D14/90,
IRBRD, val 5, 131); thereisadifference of opinion asto whether the materia time for the purpose
of assessng the notiond gain is the date of exercise of the right to acquire the shares (D14/90,
IRBRD, val 5, 131) or the date of acquigition of the shares(D43/99, IRBRD, vol 14, 448); in any
case, both views do not suggest that the collection of a share certificate by the taxpayer is the
meaterid timereferred toin section 9(4)(a) of thelRO (D120/02, IRBRD, vol 18, 125); in ng
the notional gain one has to look at the position in redity and in substance, not theoreticaly; one
must decide what aperson could reasonably expect to have received if he had exercised the option
and sold the shares as quickly as possible in the open market (D4/91, IRBRD, vol 5, 542); any
matters persond to the taxpayer are not relevant in computing the gain under section 9(4)(a) of the
IRO (D84/03, IRBRD, vol 18, 832).

36. We accept that section 9(4)(a) of thelRO istotax notiond gain and not an actud gain
and the materid time for the purpose of assessing the notiond gain is ether the dete of exercise of
theright to acquire sharesor the date of acquigition of the shares. In the present case, the Taxpayer
exercised hisright to acquire the shares on 13 October 2000 and was registered as a shareholder
of 45,000 shares upon the exercise of hisright. When the Taxpayer received the share certificate
of those sharesisthematerid time for the purpose of assessing the notiond gain. The notiond gain
of the Taxpayer should be assessed in the year of assessment 2000/01 since the exercise
of right and theacquigtion of sharesoccurred a thesametime. The Taxpayer’ scontention thet he
had no rights as a sockholder until the issuance of a certificate for those shares is unsustainable.
Pursuant to Clause 10 of the Stock Option Agreement, the Taxpayer had dl the rights as a
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stockholder once the shares were registered in his name or the shares were transferred to

Company B’ s agents. The Taxpayer had al the rights of a stockholder athough some of those
rights were restricted by certain provisions of the Stock Option Agreement. Asto the Taxpayer’ s
contention that there was no open market for his shares because at the materia time Company B
was not a public company, it isclear from thewordings of section 9(1)(d) of the IRO that any gain
redlized does not apply only to gains from shares of public companies. We aso accept the
submission on behdf of the Commissoner that* an open market’ insection 9(4)(a) does not confine
to a‘'stock market’ or ‘free market’. Asto the fair market value of the shares, we note that it isa
term under the Plan that the board of directors of Company B shdl havethe full and find power and
authority to determine the fair market vaue of the shares. Apart from mere assertions of the
Taxpayer that the market price of the shares determined by the board of Company B was entirely
arbitrary, thereisno evidence before usthat the price determined by the board of Company B was
not the market price of the shares under the circumstances of the company. Thus, the market value
of US$5 per share as determined by Company B should be the basis upon which the fair market
vaue of the shares can bereached. We accept the discount of 25% given by the Commissioner as
fair and reasonable under the circumstances, taking into account of the facts that the shares were
subject to avesting schedule and that thetransfer of the shares were restricted by pre-emptive right
employed by Company B.

37. Consequently, if we need to decide on the merits of the substantive issue, we would
have concluded that the Taxpayer hasfailed to discharge the onus upon him under section 68(4) of
the IRO to prove that the notiona gain as assessed is excessive or incorrect.



