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Company A was incorporated in Hong Kong on 10 April 1981. At al materid times,
Company A was a member of the [Company A] Group (‘ the Group’ ) which principd activities
were the design, manufacture and trading of electronic audio products.

For periods up to 31 March 1991, the Group’ s operations were undertaken by the three
group companies, Company A, Compary O and Company P.

Since 1 April 1991, the Group had implemented a scheme (‘ the Scheme' ). Asareault, its
operationswere undertaken by Company A, Company B (from 1 April 1991 whenit took over the
assetsand liahilities of Company Pto 1 April 1993) and three Country T companies, Company C
(which wasincorporated on 2 August 1991 and took over the assets and liabilities of Company O
on 1 September 1991), Company D (which was incorporated on 12 March 1992 and took over
theassetsand liahilitiesof Company B on 1 April 1993) and Company E which was incorporated
on 12 August 1991 and commenced businessin 1991/92.

The Scheme had the effect of reducing the amount of profits of Company A by the amounts
alocated to Company C and through Company C to Compary B, Company E and Company D.

The Assstant Commissioner was of the view that the transactions among Company A and
the three Country T Companies were atificid or were entered into for the sole or dominant
purpose of obtaining tax benefits. On 13 August 1997, he issued five additiond profits tax
assessments for the years of assessment from 1991/92 to 1995/96 on Company A under section
61A of the IRO.

Objections were made on behalf of Company A againg the additional assessments on the
grounds that they were excessve and that section 61A should have no application to the case. It
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was argued that even if section 61A gpplied, the offshore manufacturing profits of the overseas
companies would gtill be non-taxable offshore income.

On 30 March 1998, the asessor issued 15 dternative assessments on Company B,
Company C, Company D and Company E for the years of assessment from 1991/92 to 1995/96
under section 60(1) or the proviso to section 59(1) of the IRO.

Objections were made on behaf of Company B and the three Country T Companies,
agang the assessments on the grounds that the manufacturing business of the companieswereat all
relevant times essentialy carried on in Mainland Chinaand that al their profits were sourced there.
It was contended that the profits of the companieswere not chargesbleto profitstax in Hong Kong
under section 14 of the IRO.

The assessor accepted that 50% of operating profits recorded in the accounts of Company
B and the three Country T Companies were derived in Mainland China and should be excluded
from tax charge.

Asfor the dternative additiona assessments raised on Company A, the assessor accepted
that these dso should be revised s0 as to exclude 50% of the assessed income from charge in the
event that the assessments raised on Company B and the three Country T Companies are to be
discharged.

On 20 June 2000, the Acting Commissoner of Inland Revenue issued five Determinations
reducing each of the 20 assessments by half but confirming the 20 reduced assessments.

In her Determination on Company A’ s objections, the Acting Commissioner said that:

‘| have determined the objections raised by [Company B] and the three [Country T]
companies. In case | an wrong in these determinations, | have to consder the
objections raised by [Company A] againg the dternative assessments ...

Appeds had been lodged againg dl five Determinations of the Acting Commissoner.

Hed:

1.  The Acting Commissoner was entitled to her opinion and to determine the
objections as she saw fit by upholding (subject to the 50% reduction) the
assessments on Company B, Company C, Company D and Company E as the
primary assessments and upholding (subject to the 50% reduction) the assessments
on Company A as dternative assessments. What was open to criticism and where
ghe ered was to describe the assessments on Company A as * dternative
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asessments. She dso erred by saying that she had to consder Company A’ s
objectionsin case her four other Determinations were wrong. She had to consider
Company A’ s objections irrespective of whether she was wrong in her other
Determinations.

2. Appedshaving been lodged againg dl five Determinations, the ultimate function of
the Board is to confirm, reduce, increase or annul the assessment(s). The issue is
whether any one of the assessments was sustainable. Commissioner of Inland
Revenuev NinaT H Wang [1993] 1 HKLR 7 (CA) applied.

3. Section 14 is the charging provison for profitstax. Section 59 provides that every
person who ischargesblewith tax shall be assessed. To assessisto set the vaue of
atax at agpecified level and an assessment setsthevaue of atax at aspecified levd.
What happens when a transaction is caught by section 61A(1) is governed by
sub-section (2) which providesthat ‘ t he powers conferred upon an assessor under
Pat X shdl be exercised by an assstant commissoner .. Since dl powers
conferred upon an assessor by the Ordinance may be exercised by an assistant
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 restrict the
exercise of such power to the assstant commissioner leve. In the exercise by the
assstant commissoner of the power to assess under Part X, the assstant
commissioner ‘ may ... assess the liability to tax of the rdevant 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 assstant commissioner considers agppropriate to
counteract the tax benefit which would otherwise be obtained.” Thisiscdearly inthe
context of setting the value of tax. Section 61A isan ad to the charging provisions
which include section 14.

4.  TheBoad sfirg task under section 61A of the IRO isto identify the* transaction’ .
Having identified the transaction being the Scheme, the Board must then decideif the
Scheme had the effect of conferring atax benefit on Company A. Unlessthere was
a tax bendfit, section 61A would not be relevant or the subject matter of
congderation, per Rogers JA (as hethen was) in Yick Fung Edtaes Limited v CIR
2000 1 HKLRD 381 at page 399. What mattersfor the purpose of section 61A is
whether there was a tax benefit for Company A. The phrase * ether done or in
conjunction with other persons’ in section 61A (1) makesit clear that whether or not
there was a tax benefit for some other person or personsis irrdlevant, o long as
there was a tax benefit for Company A.

5. ‘' Tax bendfit' isdefined 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. Thereis no
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requirement of any pre-exiding liability or circumstances to tax, see Cheung Wah
Keung v CIR [2002] 3 HKLRD 773 at paragraphs 47 and 48.

6.  Theéeffect of the Schemewasto reduce the amount of the profits (manufacturing and
trading) of Company A by the amounts adlocated to Company C and through
Company C to Company B, Company E and Company D. For Company A, the
whole of the profits thus dlocated would not betaxable. The Scheme had the effect
of conferring atax benefit on Company A by reason of the reduction in the amount
of tax asaresult of the dlocation.

7. On the basis that there was atax benefit, the various matters at (a) to (g) in section
61A (1) haveto 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. Yick Fung Edtates Limited v CIR 2000 1
HKLRD 382 applied.

8.  TheBoard conddered individudly the seven matters specified in section 61A(1) and
then looked at the matters globdly and arrive a an overdl concluson. It found that
the dominant purpose of Company A and the other participantsin the Scheme was
to enable Company A to obtain atax benefit.

9. Under section 61A(2), liability to tax shdl be assessed * asif the transaction or any
part thereof had not been entered into or carried out’ . If the Scheme had not been
entered into or carried out, Company A would have carried out manufacturing
business in its own right. Company A has a al materia times been carrying on
businessin Hong Kong. Itsprafits, including manufacturing and trading profits, were
from the business carried on by Company A in Hong Kong. Company A’ s
manufacturing activitieswere clearly not whally offdhore. Company A had not made
any claim for gpportionment and had not made good any claim for gpportionment of
more than 50% of the manufacturing profits as offshore profits, the onus being on
Company A to prove that the assessments appealed against were incorrect or
excessve. Company A failed to prove that.

10. Company A’ s gpped fails and must be dismissed. All the assessments gppeded
againg by Company A as reduced by the Acting Commissioner are confirmed. It
followsthat the 15 assessments on Company B and the three Country T companies,
being dternative assessments to those on Company A, must be annulled.

Appeal dismissed.
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INTRODUCTION

1.

2.

This is an goped agang the Determination of the Acting Commissioner of Inland
Revenue dated 26 June 2000 whereby:

@

(b)

(©

(d)

(€

Additiond profits tax assessment for the year of assessment 1991/92, under
charge number 1-5010291-92-2 dated 13 August 1997, showing additiona
assessable profits of $16,500,719 with tax payable thereon of $2,722,619
was reduced to additional assessable profits of $8,250,359 with tax payable
thereon of $1,361,309.

Additiond profits tax assessment for the year of assessment 1992/93, under
charge number 1-5014403-93-8 dated 13 August 1997, showing additiond
assessable profits of $53,218,112 with tax payable thereon of $9,313,170
was reduced to additiona assessable profits of $26,609,056 with tax payable
thereon of $4,656,585.

Additiond profits tax assessment for the year of assessment 1993/94, under
charge number 1-5020767-94-6 dated 13 August 1997, showing additiona
assessable profits of $56,916,120 with tax payable thereon of $9,960,321
was reduced to additiona assessable profits of $28,458,060 with tax payable
thereon of $4,980,160.

Additiond profits tax assessment for the year of assessment 1994/95, under
charge number 1-5040596-95-0 dated 13 August 1997, showing additiona
assessable profits of $28,170,679 with tax payable thereon of $4,648,162
was reduced to additiona assessable profits of $14,085,339 with tax payable
thereon of $2,324,081.

Additiond profits tax assessment for the year of assessment 1995/96, under
charge number 1-3124145-96-6 dated 13 August 1997, showing additiona
assessable profits of $54,453,370 with tax payable thereon of $8,984,806
was reduced to additiona assessable profits of $27,226,685 with tax payable
thereon of $4,492,403.

Inthisappea, BRI6/00, Company A isthe appdlant. Company Eisthe gppdlantin
BR97/00. Company C isthe gppdlant in BR98/00. Company B is the gppdlant in BR99/00 and
Company D isthe agppdlant in BR100/00. These five appeals were heard together.

THE AGREED FACTS

3.

The parties agreed the following facts and we find them as facts.
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4. Company A wasincorporated in Hong Kong on 10 April 1981. At al relevant times,
its directors were:

Mr G
Ms M, wifeof Mr G
Mr N

5. At dl materid times, Company A was a member of the [Company A] Group (‘the
Group’) which principd activities were the design, manufacture and trading of eectronic audio
products. Mr G was the chairman of the Group.

Prior to 1 April 1991

6. For periods up to 31 March 1991, the Group’ s operations were undertaken by the
following 3" group companies:

Company A

Company O

Company P
7. At dl maerid times, the principa activity of the group was the manufacture and

trading of audio equipments and products. Its mgor customers included import and export
companies in Hong Kong and overseas importers.  Since 1987, production was carried out
through sub-contracting arrangements with parties in Mainland China. For 1988/89 to 1990/91,
the manufacture of components was sub-contracted to Company O and Company P.

8. MsM wasthe sole proprietress of Company O. Production was carried out through
sub-contracting arrangements with parties in Mainland China. Company O has on 18 December
1990 entered into a processing agreement with Company Q and Factory R in City Sin Manland.
Company O ceased operation from 1 September 1991 when its assets and liabilities were taken
over by Company C.

9. Mr G was the sole proprietor of Company P. The principd activities of Company P
were the production of decks and metal components of audio products for Company A.
Production was undertaken by sub-contractorsin Mainland China. Company P ceased operation
from 1 April 1991 whenitsassetsand liabilitieswere taken over by Company B. Company B was
incorporated in Hong Kong on 19 March 1991.

! Thefigure* 4 inthe Statement of Agreed Facts appearsto have failed to take into account the deletion of one
of the names which follow.



10.

11.

(2007-08) VOLUME 22 INLAND REVENUE BOARD OF REVIEW DECISIONS

@

(b)

(©

@

(b)

Company C was incorporated on 2 August 1991 in Country T as an
international business company. It took over the assets and ligbilities of
Company O from 1 September 1991.

Company E was incorporated on 12 August 1991 in Country Tas an
international business company. Its accounts show that it commenced
businessin 1991/92.

Company D was incorporated on 12 March 1992 in Country Tas an
international business company. It took over the assets and liabilities of
Company B from 1 April 1993.

Holdings Limited U was incorporated in Country V on 29 June 1992.
Pursuant to a group reorganisation in August 1992, Holdings Limited U
became the holding company of the Group, holding 100% interests in the
following companies

- Company A
- Company C
- Company E
- Company D
- Company B

In its progpectus for new issue and offer for sale of shares dated 8 September
1992, Holdings Limited U provided the following particulars of the Group:

‘HISTORY

In 1987, the Group moved its head office to its present address in Kowloon
and relocated dl of its production facilitiesin Hong Kong to [City W].

Since 1989, the Group has steadily increased the manufacture of components
required for its own production. This process of verticd integration has
drengthened the Group’'s control over supplies of raw materids and
components and substantidly increased its gross profit margins.

BUSINESS AND PRODUCT RANGE
Substantidly all of the products are designed and devel oped by the Group and

are principally sold under customers private labes directly to overseas
customers or through trading agents.
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PRODUCTION
Production facilities

The Group’ s poduction facilities, which are located in the PRC, have an
aggregate gross floor area of approximately 32,041 square metres. These
comprise three factory blocks located in Industrid City Bl in [City §] which
have agrossfloor areaof approximately 21,263 square metres, afactory also
located in [City §] with a gross floor area of gpproximately 2,178 square
metres and a factory located in [City X], with a gross floor area of
gpproximately 8,600 square metres. Two of the factory blocks in Industria
City Bl arewhoally-owned by the Group with the remaining block owned by a
company, in which the Group holds an 87 percent equity interest, with the
balance being held by a PRC party. All other factories are rented by the
Group.

The three factory blocks in Indugtrid City Bl referred to above were
completed in March 1992 as the first stage of aindustria compound erected
on astewith an areaof gpproximately 37,861 square metres. The mgority of
the Group’ s manufacturing operations have been relocated to these factories.
The second stage of the development is expected to commence in September
1992 and upon completion, which is expected to be in August 1993, the
industriad compound will provide the Group with additiona factory space with
agrossfloor area of approximately 24,048 square metres. It is expected that
this industrid compound, when completed, will increase the Group’ s current
production capacity by approximately 70 percent.

Production process

Typicaly, eectronic components are assembled orto printed circuit boards
which form the circuitry for the end products. At the next stage, casing
assembly takes place, whereby eectronic circuit boards and other additional
electrica and mechanicad components are assembled. The find stages of the
production process are function testing and qudity ingpection, followed by
packaging and the completion of find quality assurance procedures.

DESIGN AND DEVELOPMENT

The Group’ sdesign and devel opment team currently comprises gpproximately
50 people including designers and mechanical and dectricd engineers. The
Directors recognise that the Group’ s competitiveness depends in part upon a
commitment to product design and development and on monitoring trends in
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the industry to ensure that the Group responds effectively to changing market
demand.

QUALITY CONTROL

All components and raw materias sourced from externd suppliers are subject
to ingpection by the Group’ s quality control staff. Quality control procedures
are undertaken at various stages of the production process and dl find
products are subject to random quaity assurance tests before they are packed
for ddivery.

MATERIALS AND COMPONENTS

The Group purchases materials and components from over 290 suppliers.
Most of these suppliersare basedin Hong Kong, Japan, Taiwan, South Korea
or the PRC.

Customers

The Group has over 250 customers which consgst mainly of trading agents or
wholesalersin Hong Kong and overseas who in turn distribute the products to

their customers.
Trading record :
year ended 31 March
1990 1991 1992
$ 000 $ 000 $ 000°
Turnover of the Group 294,326* 364,829 454,572
Profit before taxation 5,511 16,496 22,695

PROCEEDS OF THE NEW ISSUE

2000 appearsto have been omitted from the Statement of Agreed Facts
#9000 appearsto have been omitted from the Statement of Agreed Facts
* The figure 293,326 in the Statement of Agreed Facts appears to us to be erroneous
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The proceeds of the New | ssue, after deducting the expenses, are estimated to
amount to approximately $60 million. The net proceeds will be used as
follows

- as to approximatey $30 million, for the congtruction of additiona
factories and gtaff quarters as the second phase of the development of the
Group' sindustrid compound in Indugtrid City Bl in City S, the PRC;

- as to goproximatdy $15 million®, to acquire and instal plant and
mechinery in Indudtrid City Bl; and

- asto gpproximaely $8 million, to acquire and ingtd| additiond plant and
meachinery a the Group’ s exiging production fadilities; and

- as to the baance of approximady $7 million, for generd working
capitd.”’

(©0 Thesharesof Holdings Limited U were listed on the Stock Exchange of Hong
Kong Limited from [a date] September 1992.

Production facilities

12. The Group’s production facilities in Manland China comprised of five Manland
factories operated under processing agreements, two joint-venture businesses and aforeign owned
enterprise held by the Group.

13. (@ The accounts of Company A show the following income and profits for
1991/92 to 1995/96:

1991/92 1992/93 1993/94 1994/95 1995/96

$ $ $ $ $

Sdes 454,572,331 611,078,765 799,962,870 875,554,172 1,089,334,354

Cost of sales  427,575598 564,593,980 750,232,308 824,109,986 1,035,130,907

Gross profit 26,996,733 46,484,785 49,730,562 51,444,186 54,203,447
Other income 908,441 5,081,117 2,180,275 2,591,146 3,024,479

27,905,174 51,565,902 51,910,837 54,035,332 57,227,926
Less:
Sdling and

administrative

® The omission of theword ‘ million’ in the Statement of Agreed Facts appears to be an error
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(b)

(©

(d)

expenses 16,839,365 36,264,473 41,981,635 47,535,179 48,565,446
Financial
expenses 3,986,252 5,007,669 2,344,489 5,122,090 4,681,902

Operating profits 7.079.557 10,293,760 1.584.713 1.378.063 3.980.578

Included in the Cost of Sdleswerethefollowing paymentsto group companies.

1991/92 1992/93 1993/94 1994/95 1995/96

$ $ $ $ $

Company O 13,504,855 N.A. N.A. N.A. N.A.
Company B 39,690,947 NIL NIL NIL NIL

Company C 26,937,917 550,767,076 739,362,537 817,090,000 1,029,420,964
Company E 1.818.978 NIL NIL NIL NIL
81002607  290.767.076  [39362537 817.000.000 1020420964

The following management fee income are shown in the accounts of Company
A:

1991/92 1992/93 1993/94 1994/95 1995/96
$ $ $ $ $
Received from:
Company C - 1,450,000
Comapny B - 350,000
Company E - 200,000
Group Companies - - - 18,000 50,000
Total NIL 2000000 NIL 18,000 20000

All the profits of Company A for 1991/92 to 1995/96 were offered for
assessment.  On divers dates, the assessor raised the following profits tax
assessments on Company A in accordance with the returns submitted:

Year of assessment Assessable profits
$
1991/92 2,215,495

1992/93 8,732,329
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1993/94 4,268,207
1994/95 4,547,092
1995/96 5,697,538

Company A did not object against these assessments.
(@  Theaccountsof Company B show the following income and profits

1991/92 1992/93  1993/94

Turnover 39,747,061 59,660,880 7,470,182
Less: Cost of goods sold 32,088,635 49,690,540 7,470,182
Gross profit 7,658,416 9,970,340 -
Other income 1,293,772 517,096 -

8,952,188 10,487,436 -
Less Gengd and
adminigrative expenses 1,397,489 2,336,666 12,000
Profit (loss) before taxation 7,554,699 8,150,770 12,000

(b) Company B camed that gpart from interest income dl its income were
norttaxable as they related to operations in Mainland China.

(© Ondiversdates, the assessor raised the following profits tax assessments on
Company B in accordance with its returns:

1991/92 1992/93

$ $
Profit per return 69,299 26,172
Tax payable thereon 11,434 4,580

Company B did not object againgt the assessments.
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15. During meetings and in correspondence with the assessor, the Group gave the
following descriptions of its operations in relation to the manufacturing and trading of consumer
audio products:
No Change
@ The mode of operation of the Group has not changed since the listing of
HoldingsLimited U in September 1992. Theroleof Company B was smilar
to that of Company D.
Sdes
(b) Customers placed orders with Company A in Hong Kong. Sdes of
Company A were effected in Hong Kong. New customerswere solicited by
gaff in the Saes Department of Company A Loca sdes were made to
customers direct while overseas sdles were made to local dedlers. After the
customers had placed orders with Company A in Hong Kong, Company A
issued pro forma invoices to the customers for confirmetion.
Purchase orders

(©

After the terms had been agreed between Company A and the customers,
Company A would place orders with Company C. The purchase orders
placed with Company C by Company A were prepared in Hong Kong and
then sent by fax or were delivered by lorries to Company Cin Manland
China. Company C had an Assembling Department in Mainland Chinawhich
saff were responsible for preparing production schedules.

Purchase of raw materids

(d)

(€)

Before production, gaff of the Materid Control Department of Company C
in the Mainland would review the stock leve of the raw materids before
informing the Purchasing Department of Company C inthe Mainland to order
for the necessary raw materids for production. The gtaff of the Materid
Control Department of Company C in the Mainland would place orders for
components in Mainland China. About 60% to 70% of components were
manufactured by the Group.

Upon request from Company C, Company D and Company E in the
Mainland, Company A s gaff in Hong Kong might place orders for raw
materids with Hong Kong suppliers as agent of the three Country T
Companies. The purchase orders were prepared and processed in Hong
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Kong. The goodswere ddivered in Hong Kong or directly to the Mainland.
There was a godown in the Hong Kong office of Company A for storage of
goods.

® The raw materias purchased in Hong Kong were delivered to the factoriesin
the Mainland by lorries. The Group owned twenty to thirty lorries and eight
big trucks. For customs declaration purposes, the group companies which
sgned the various processng/joint venture agreements eg. Company O,
Company Y® etc were shown as consignor while the names of the factories
stated in the processing/joint venture agreementse.g. Factory R, Company Z
etc were shown as consignee on the customs declaration forms.

(9 Company C, Company D and Company E might order some of the
components and raw materids from the Mainland. In such case, the
purchase documents were prepared and kept in the mainland by the three
Country T Companies. The invoices would be sent back to Hong Kong
where cheques were issued for payment.

Production

(h) All manufacturing work was done by the three Country T Companiesin
Mainland. Therewere 10 manufacturing sites, two of them, which accounted
for 50% to 60% of the Group’ s production capacity, were in the Indugtria
CityBlinCity S.

(0] Company D was responsble for manufacturing meta components.
Company E was respongble for manufacturing plastic components and
packaging. Company E aso did printing work. Over 96% of the sdes of
Company D and Company E were made to Company C. The baance were
meade to unrdated customersin Mainland China.

(), The components produced by Company D and Company E were assembled
by Company Eto form the find product. No more process would be
required in Hong Kong. All of the sdes of Company C were made to
Company A.

Ddlivery

(K) Company C issued daily reports for goods produced and ddivered. The
reports were ddivered to Company A by the truck drivers when they

®‘Company Y’ isnot defined in the Statement of Agreed Facts. It isan abbreviation for Company Y



(2007-08) VOLUME 22 INLAND REVENUE BOARD OF REVIEW DECISIONS

transported the goods to Hong Kong. Company A would then arrange for
the delivery of goods and the issue of sdesinvoicesto the customers.

16. The Group provided the following information in connection with staff employed by

the Group:

@

(b)

(©

(d)

Only Company Aand Holdings Limited U were located a the business
premisesin Hong Kong. Therewere accounts, personnel and adminisiration,
EDP, sourcing, shipping, marketing, art work and engineering departmentsin
the Hong Kong office. Therewasasmall team for ordering materials as agent
for Company D and Company E and ateam for sourcing materids on behaf
of Company C. Staff of thetwo teams are under the payroll of Company A.

The directors of the three Country T Companies were companies
incorporated in Country T.

Each of the three Country T Companies had its own independent
management and acted asaprofit centre. The management team included 30
Hong Kong people. Except for five employees, no forma contract has ever
been entered into between them and the three Country T Companies. The
five employment contracts were sgned in Hong Kong by a director of
Holdings Limited U on behdf of Company C or Company E. The
remunerations of al 30 employeeswere paid directly from the bank accounts
of the three Country T Companies to the bank accounts of the respective
employees in Hong Kong and were denominated in Hong Kong dollars.

These 30 persons were top management and were responsible for key daily
operation of the Mainland factories. Occasiondly, they had to attend

mestings of the Group in Hong Kong. The Chairman of the Group normally
paid vidts to the factories about two days a week to attend matters. The
payroll of the group companiesin Hong Kong did not include the sdaries of
the 30 employees of the three Country T Companies or the wages of the
factoriesin Manland China.

For PRC Individud Incometax filing purpose, dl the returnsin respect of the
sdaies and wages pad to employees working in each of the Group’' s
factoriesin the Mainland arefiled with the Mainland Tax Authorities under the
name of Factory R, the Mainland factory under the processing agreement.

17. Some source documents and accounting records of the three Country T Companies
were prepared inthe Mainland. These accounting records of thethree Country T Companies were
sent to the Accounting Department of Holdings Limited U in Hong Kong for posting the rdevant
accounting entries to the generd ledgers of the three Country T Companies and for audit. The
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financiad statements of the three Companies were jointly audited by Company K’ and Mr AA in
Hong Kong.

18. The Assstant Commissioner was of the view that the transactionsamong Company A
and the three Country T Companies were atificid or were entered into for the sole or dominant
purpose of obtaining tax benefits. He raised the following additiona profits tax assessments on
Company A under section 61A:

1991/92 1992/93 1993/94 1994/95 1995/96

$ $ $ $ $

Profits shownin the

accounts of :

Company B 7,554,699 8,150,770

Company C 8,751,436 31866456 1532375 3,089,305 4,789,915

Company D - - 43732248 19881773 29,701,806

Company E 194584 13200886 11,651497 5199601 19,961,649
Additional assessable

profits 16500719 53218112 56916120 28170679 54453370

Tax payable thereon 2722619 9313170 9960321 4,648,162 8,964,806
19. On behdf of Company A Company K lodged objections againgt the additiona
assessments on the grounds that they were excessive and that section 61A should have no
goplicationtothe case. They argued that even if section 61A gpplied, which they submitted not, the
offshore manufacturing profits of the overseas companies would ill be non-taxable offshore
income.

20. The assessor raised the following aternative profits tax assessments on Company B,
Company C, Company D and Company E for 1991/92 to 1995/96:

Company B Company C Company D Company E

$ $ $ $
1991/92
Profits per accounts 7,554,699 8,751,436 - 194,584
Less: Amount already assessed 69,299 - - -

"*Company K’ isnot defined in the Statement of Agreed Facts. It isan abbreviation for Company K, certified
public accountants

8¢ (a)’ appearsin the Statement of Agreed Facts. However, thereisno note explainingit. It would appear from
paragraph 1(37) and (39) of [the Determination] that it was meant to be anote to explain the figure of 29,701,806
in 1995/96 as* $37,143,568 |less dividend income of $7,441,762' . See a so paragraph 20 below.



(2007-08) VOLUME 22 INLAND REVENUE BOARD OF REVIEW DECISIONS

Assessabl e profits/additional

assessable profits 7,485,400 8,751,436 - 194,584
Tax payable thereon 1,235091 1,443,986 - 32106
1992/93
Profits per accounts 8,150,770 31,866,456 - 13,200,886
Less: Amount already assessed 26,172 - - -
Assessable profits/additional

assessable profits 8,124,598 31,866,456 - 13,200,886
Tax payable thereon 1421804 5,576,629 - 2,310,155
1993/94
Profits per accounts - 1532375 43,732,248 11651497
Tax payable thereon - 268165 7,653.143 2039011
1994/95
Profits per accounts - 3,089,305 19,881,773 5,199,601
Tax payable thereon - 509,735 3,280,492 857934
1995/96
Profits per accounts - 4,789,915 37143568 19,961,649
Less: Dividend income - - 7441762 -
Assessable profits - 4,789,915 29,701,806  19.961.649
Tax payable thereon - 790.335 4,900,797 3203672
21. On behdf of Company B and thethree Country T Companies, Company K objected

againg the assessments on the groundsthat the manufacturing business of the companieswere a al
relevant times essentialy carried onin Mainland Chinaand that dl their profits were sourced there.
They contended that the profits of the companies were not chargeable to profits tax in Hong Kong
under section 14 of the Inland Revenue Ordinance.

22. The assessor accepted that 50% of operating profits recorded in the accounts of
Company B and the three Country T Companies were derived in Mainland China and should be
excluded from tax charge.

23. As for the dternative additional assessments raised on Company A, the assessor
accepted that these al'so should be revised so as to exclude 50% of the assessed income from
chargeinthe event that the assessmentsraised on Company B and the three Country T Companies
are to be discharged:
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1991/92 1992/93 1993/94 1994/95 1995/96

$ $ $ $ $
Profits assessed [see paragraph 18 above’] 16,500,719 53,218,112 56,916,120 28,170,679 54,453,370
Less: Amount conceded as non-taxable 8250360 26,609,056 28458060 14,085340 27,226,685
Revised additional assessable profits 8,250,359 26,609,056 28,458,060 14,085,339 27,226,685
Tax payable thereon® 1361309 4656585 4980160 2324081 4492403
24, On 20 June, 2000, the Acting CIR issuedfive Determinations reducing each of the 20

assessments by haf but confirming the 20 reduced assessments.

THE ASSESSMENTS AND DETERMINATIONS

Assessments on Company A

25. The additiond profits tax assessments on Company A referred to in paragraph 18
above are dl dated 13 August 1997.

26. Theadditiond profitstax assessment for 1991/92 contains the following computation
and assessor’ s notes:

“Year of Assessment 1991/92 (Additional)
Bass Period Y ear ended 31 March 1992
Profits of [Company B]

Profits of [Company C] ...

Profits of [Company E]

Additional Assessable Profits

Assesor’ s Notes-

1 Thisassessment is made by the Ass stlant Commissioner under section 61A(2)
of the Inland Revenue Ordinance.

2. Thearrangement involving [ Company B, Company C, and Company E] and
theinter-company pricing operation are schemes entered into for the sole or
dominant purpose of obtaining tax benefit. As such the schemes are
chdlengeable by authority of Section 61A of the Inland Revenue Ordinance.

° Fact (37)" appearsin the Statement of Agreed Facts. Thereisno Fact (37).
0“Company D’ appears herein the Statement of Agreed Facts. ‘Company D’ seems to be meaningless and we
have deleted it.
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The profitsaccrued to the aforesaid companies are now treated as assessable
profits of your company.’

27. The additiond profitstax assessment for 1992/93 contains the following computation
and assessor’ s notes:

“Year of Assessment 1992/93 (Additional)
Basis Period Y ear ended 31 March 1993
Profits of [Company B]

Profits of [Company C] ...

Profits of [Company E]

Additiond Assessable Profits

Assessor’ s Notes-

1. Thisassessment is made by the Assistant Commissioner under section 61A(2)
of the Inland Revenue Ordinance.

2. Thearangement involving [ Company B, Company C, and Company E] and
theinter-company pricing operation are schemes entered into for the sole or
dominant purpose of obtaining tax benefit. As such the schemes are
chdlengegble by authority of Section 61A of the Inland Revenue Ordinance.
The profitsaccrued to the aforesaid companies are now treated as assessable
profits of your company.’

28. The additiond profits tax assessment for 1993/94 contains the following computation
and assessor’ s notes:

“Year of Assessment 1993/94 (Additional)
Basis Period Year ended 31 March 1994
Praofits of [Company D]

Profits of [Company C] ...

Profits of [Company E]

Additiond Assessable Profits

Assessor’ s Notes-

1. Thisassessment is made by the Assistant Commissioner under section 61A(2)
of the Inland Revenue Ordinance.

2. Thearangement involving [ Company D, Company C, and Company E] and
theinter-company pricing operation are schemes entered into for the sole or
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dominant purpose of obtaining tax benefit. As such the schemes are
chalengesble by authority of Section 61A of the Inland Revenue Ordinance.
The profitsaccrued to the aforesaid companies are now treated as assessable
profits of your company.’

29. The additiond profits tax assessment for 1994/95 contains the following computation
and assessor’ snotes:

“Year of Assessment 1994/95 (Additional)
Basis Period Y ear ended 31 March 1995
Praofits of [Company D]

Profits of [Company C] ...

Profits of [Company E]

Additiond Assessable Profits

Assessor’ s Notes-

1.

Thisassessment ismade by the Assistant Commissioner under section 61A(2)
of the Inland Revenue Ordinance.

Thearangement involving [ Company D, Company C, and Company E] and
theinter-company pricing operation are schemes entered into for the sole or
dominant purpose of obtaining tax benefit. As such the schemes are
chdlengegble by authority of Section 61A of the Inland Revenue Ordinance.
The profitsaccrued to the aforesaid companies are now treated as assessable
profits of your company.’

30. Theadditiona profitstax assessment for 1995/96 contains the following computation
and assessor’ s notes:

“Year of Assessment 1995/96 (Additional)
Basis Period Y ear ended 31 March 1996
Praofits of [Company D]

Less Dividend Income

Profits of [Company C] ...

Profits of [Company E]

Additional Assessable Profits

Assesor’ s Notes-

1.

Thisassessment is made by the Ass stlant Commissioner under section 61A(2)
of the Inland Revenue Ordinance.
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2. Thearrangement involving [ Company D, Company C, and Company E] and
the inter-company pricing operation are schemes entered into for the sole or
dominant purpose of obtaining tax benefit. As such the schemes are
chdlengeable by authority of Section 61A of the Inland Revenue Ordinance.
The profitsaccrued to the aforesaid companies are now treated as assessable
profits of your company.’

Assessments on Company B, Company C, Company D and Company E

3L The 15 assessments on Company B, Company C, Company D and Company E
referred to in paragraph 20 above are dl dated 30 March 1998.

32. The two assessments on Company B were additiond profits tax assessments. They
contain the following assessor’ s notes:

*Assessor’ s Notes-

1 Assessed under Section 60(1) of the Inland Revenue Ordinance.

2. This is an dternaive assessment.  You nay wish to lodge a notice of
objection. Pleaserefer to Part A on the Back of the notice of assessment.’

33. Thefive assessments on Company C, three on Company D and five on Company E,
were assessments. They contain the following assessor’ s notes:

‘Assessor’ s Notes-

1 Assessed under Section 59(1) proviso and Section 14 of the Inland
Revenue Ordinance.

2. This is an dternative assessment.  You may wish to lodge a notice of
objection. Pleaserefer to Part A on the Back of the notice of assessment.’

The Deter minations

34. The five Determinations are all dated 26 June 2000.

35. In her Determinations on the objections of Company B, Company C, Company D
and Company E, the Acting Commissioner determined againgt the gppellants on the source issue
and concluded by saying that:
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‘The Assessor has conceded to exclude 50% of the profits as amounts derived
outside Hong Kong. | do not intend to disturb the concession granted.

There are dternative assessments issued to [Company A] which are under
objection ... | have aso determined these objections so that on apped the Board of
Review or the Court may consider the assessments in the present case and the
aternative assessments together.’

36. In giving her reasons for her Determination on the objection of Company A, the
Acting Commissioner commenced by saying thet:

‘I have determined the objectionsraised by [Company B] and the [three Country T]
Companies. In case | am wrong in these determinations, | have to consder the
objections raised by [Company A] againd the aternative assessments ...’

She relied on sections 61, 61A and 16 of the Inland Revenue Ordinance, Chapter 112, (‘the
Ordinance’) and gave the following as her reason for reducing the assessments by hdlf:

‘| congder that 50% of the profits of [Company B] and the [three Country T]
Companiesis not an unreasonable estimate of the excessve costs and expenses that
were not incurred in the production of [Company A’s] chargegble profits in the
circumstances.’

THE APPEAL HEARING

The grounds of appeal

37. By five | etters dated 25 July 2000, Company K gave notice of apped on behdf of the
gppellants on the following grounds:

A. Company A’ sgrounds of apped

‘a) Thetransactions identified by the Commissioner are not transactions to which
the provisons of Section 61A of the IRO apply.

b)  Theprofits assessed are excessve insofar asthe profitsin question are wholly
offshore in nature.

¢)  The Commissoner’ s Determination is unsafe and incorrect because the facts
on which her determination is based isincomplete and biased.
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b)

b)

In computing the assessable profits, the Commissoner did not grant tax
depreciation alowances properly dueto the Company pursuant to Part 1V and
V1 of the IRO.

As the assessments were raised by the Assistant Commissioner pursuant to
Section 61A of the RO, the Determination insofar asit reies on the provisons
of Section 61 and Section 16(1) isinvdid.’

Company E s grounds of apped

The Company did not carry on busness in Hong Kong and as such the
Company is outsde the charge to Profits Tax under Section 14 of the IRO.

The profits of Company for the years in question did not arise in nor derive
from Hong Kong. Assuch the profits should be 100% non-taxable rather than
only 50% nonttaxable as determined by the Commissioner.

The Commissoner’ s Determination is excessve and unfair because the weight
atached to each of her consdered rdevant factors in quantifying the
percentage of onshore and offshore profits (50:50) is not disclosed.

The Commissona’ s Determination is unsafe and incorrect because the facts
on which her Determination is based isincomplete and biased.

In computing the assessable profits, the Commissoner did not grant tax
depreciation alowances properly due to the Company pursuantto Part IV and
VI of the IRO.

Company C' s grounds of apped

The Company did not carry on business in Hong Kong and as such the
Company is outsde the charge to Profits Tax under Section 14 of the IRO.

The profits of Company for the yearsin question did not arise in nor derive
from Hong Kong. Assuch the profits should be 100% non-taxable rather than
only 50% nonttaxable as determined by the Commissioner.

The Commissoner’ s Determination is excessve and unfair because the weight
attached to each of her congdered relevant factors in quantifying the
percentage of onshore and offshore profits (50:50) is not disclosed.
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d)

b)

d)

b)

The Commissoner’ s Determination is unsafe and incorrect because the facts
on which her Determination is based is incomplete and biased.

In computing the assessable profits, the Commissoner did not grant tax
depreciation alowances properly dueto the Company pursuant to Part 1V and
VI of the IRO.

Company B’ s grounds of apped

The profits for the years in question are 100% offshore and non-taxable.
These were previoudy agreed by the Commissoner as being 100% offshore
and non-taxable and as the underlying facts remain unchanged thereisno vaid
bass for the Commissoner now conddering the same profits b be 50%
taxable.

The Commissoner’ s Determination is excessive and unfair because the weight
atached to each of her conddered reevant factors in quantifying the
percentage of onshore and offshore profits (50:50) is not disclosed.

The Commissone’” s Determination is unsafe and incorrect because the facts
on which her Determination is based isincomplete and biased.

In computing the assessable profits, the Commissoner did not grant tax
depreciation alowances properly dueto the Company pursuant to Part 1V and
VI of the IRO.’

Company D’ s grounds of apped

The Company did not carry on business in Hong Kong and as such the
Company is outside the charge to Profits Tax under Section 14 of the IRO.

The profits of Company for the years in question did not arise in nor derive
from Hong Kong. Assuch the profits should be 100% nontaxable rather than
only 50% non-taxable as determined by the Commissoner.

The Commissoner’ s Determination is excessive and unfair because the weight
atached to each of her conddered relevant factors in quantifying the
percentage of onshore and offshore profits (50:50) is not disclosed.

The Commissioner’ s Determination is unsafe and incorrect because the facts
on which her Determination is based is incomplete and biased.
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e In computing the assessable profits, the Commissoner did not grant tax
depreciation alowances properly dueto the Company pursuant to Part IV and
VI of the IRO.’

Pre-hearing directions

38. It was the practice of the Board to give directions for the preparation and hearing of
complex tax appedls. It appeared from the notices of appedl al dated 25 July 2000 that these were
complex tax appeds.

39. After consulting the parties, the then Chairman of the Board of Review, Mr Ronny
Wong Fook-hum, MBE, SC, JP, issued aset of Rulingsand Directions dated 8 July 2002 directing,
inter alia, thet the gpped's be consolidated for hearing.

40. The Rulings and Directionswere amended on 5 December 2002 on the application of
Messrs Andrew Lam & Co, solicitors for the appelants, who had asked for time. Under the
Amended Rulings and Directions, either party might gpply to fix dates for hearing after 15 April
2003.

41. Neither party applied to fix datesfor hearing. By letter dated 14 July 2003, the Clerk
to the Board of Review gave notice that the Board intended to schedule a 5day hearing for
September 2003.

42. Solicitors  correspondence followed.

43. By letter dated 3 November 2003, Messrs Andrew Lam & Co informed the Clerk of
counsdl’ s available dates and stated that:

‘We bdlieve that the apped islikely to take 3-5 full days. The Department of Justice
go dongwith our esimate. Wewould suggest that the hearing befixed for 3 dayswith
2 daysreserved.

44, By letter dso dated 3 November 2003, the Department of Justice, solicitors for the
respondent, informed the Clerk of counsd’ s available dates and stated that:

‘We understand the Appdlants intend to reserve 5 days for the appeal hearing. We
are prepared to go aong with the estimate.”

45, By letter dated 21 November 2003, the Clerk gave notice to the parties that the
appeals were scheduled to be heard on 1, 2, 3, 6 and 7 September 2004.

Repr esentation and witnesses called
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46. At the hearing of the appedls, the appd lants were represented by Mr Barrie Barlow
and the respondent by Mr Ambrose Ho, SC.

47. Mr Barrie Barlow called five factud witnesses to give ora evidence.

48. Mr Ambrose Ho did not call any factud witness. Hecalled Mr L as an expert witness

togivehislegd opinion. Mr Barrie Barlow objected to its admissibility. The parties did not object
tothe Board' ssuggestion to hear the evidencede bene esse and defer the Board' sruling until when
the Board givesits decison on the merits of the apped.

49, After Mr L had finished giving his evidence, Mr Barrie Barlow told the Board that,
gpart from producing an extract of Holdings Limited U annud report 1996-97 showing that the
percentage of equity attributable toHoldingsLimited U in 1997 held indirectly through subsidiaries
in Company AB was 80%, he did not wish to seek |eave to produce any evidence in rebuttd.

Mr F sevidence

50. In his witness statement, Mr F dated that he joined the group as its Financid
Controller and Company Secretary in mid-1993 and became an executive director of Holdings
LimitedU in April 1995. Heleft the group in 2000. He prepared the firgt draft of the Chairman’ s
Report and helped in the preparation of the 1993-94 Annuad Report of Holdings Limited U and
‘can’ confirmdl thefiguresinthe Charman’ s Statement and ‘most’ of the facts, the correctness of
thefiguresand' mogt’ of thefactson pages 10 — 15 and the matters set out on pages 29 — 30. He
assged in the preparation of the Directors  Reportsin the Annua Reports. During 1993 to 1997,
he spent only 5 — 10% of histime in the PRC; the three core manufacturing subsidiaries had no
trade or business outside China; they each had bank accountsin Hong Kong because Chinaat that
time could not provide the banking facilities that each required; the group accounting functions were
located in Hong Kong and undertaken by Holdings Limited Ugaff ‘in conjunction with [thair]
auditors ; group administration was a so undertaken by HoldingsLimited U “‘mostly’ in Hong Kong;
Company A’ soperationsin Hong Kong ‘included” a sales department and a shipping department;
and ‘virtudly dl’ of the Group’ s‘ other’ operationswere in China. During his time with the Group,
payments between subsdiaries were usudly made through entries on inter-company current
accounts, periodic Hong Kong dollar remittanceswere made by Company A to ‘ the manufacturing
subsdiaries associated local government corporations (which permitted their factories to set up)
which would convert those remittances (at the officia exchangerate— to the advantage of the loca
government corporation) into RM B, which would then be used to pay overheads ; the amounts of
remittances would be reflected in inter-company current account of the manufacturing subsdiary
concerned; and occasionaly remittances were made through ‘informd’ channdls. In December
1995, the Group’ s manufacturing and marketing operations qudified for the issue of 1SO-9001.
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51 In chief, he said he was ‘&ble to confirm? that the contents of his witness statement
were true and correct.
52. Under cross-examination, he said that none of theCountry T companies or Company

B had afinancid controller or a sdaried company secretary. He said that the directors were
corporate directors. When asked whether Mr G was related to any of the corporate directors, he
garted off by saying ‘no’ and went on to share his belief (that there was no connection) with the
Board. Hewas sure that Ms M was not a member of the Country T companies.

53. He confirmed that the Country T companies and Company B did not have business
regigratiion and did not pay tax in Manland China. When asked why nether the Country T
companies nor Company B took out business regigtration in the PRC, he said that:

‘A | can remember that they used the businessregistration of other companiesfor
operaionin China

Q What do you mean by that?

A There should be a, let me see, the business regidration or the processng
agreement was entered by another company, and the agreement or the, well,
the agreement was then trandferred to the [Country T] companies for them to
operatein China,

Q Let us be specific about that. What agreement are you talking about? The
processng agreement you mentioned, is that one of the processng
agreements we looked at this morning?

A | cannot remember specifically which agreement, but | can remember thereis
some kind of trandfer.

A Probably | cannot locate that but as| remember the processing agreement etc,
the party, the Hong Kong party who entered this agreement with the Chinese
party would be[Company O], would be, just what we have seen inthe— As
far as| remember there should be akind of assignment from [Company O] to
the [Company A] group.’

54, He confirmed that the Country T companies and Company B did not hold any bank
account in the PRC. He said that the Country T companies and Company B ‘did not open bank
accounts' in Chinabecauseit wasthe policy of the Group to obtain banking facilitiesin Hong Kong.
He shared his opinion that funds remitted to China factory belonged to the Country T companies:
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‘The operaion, the manpower, everything. | mean the factory operation, dl the
factory operation was run by [Company D] and [Company C], etc. the [Country T]
companies. So from our point of view, we are in the group’ s point of view, they
actudly operate dl the things in China, so when we remit funds to China factory, that
belongs to them.”’

55. In re-examination, he said that he was not sure if Company AC was a state-owned
enterprise.

Mr G’ sevidence

56. In his witness statement, Mr G stated that he was the charman and the largest
beneficid shareholder of Holdings Limited U. He started his businesses with his wife, as a sole
proprietorship busnessinthelate 70' sand through Company A intheearly 80’ s Intheearly 80' s,
they started moving their production to City W where much of the manufacturing was done through
contractswith Company O which sub- contracted with City W manufacturers. Around 1987, they
closed the entire Hong Kong production and ordered dl products from Company O and
manufacturersin China. Around 1988 to 1990, Company O entered into production agreements
withloca enterprisesin PRC and set up itsown production fecilitiesin City X and City AD. In Mr
G’ sown words, the local enterprises provided the factory premises and employed the workers,
Company O provided the production equipment, managed the workers and paid processing fees
to the local enterprises (based on the number of workers employed); and the locd enterprises had
only limited involvement in the actual operations which were managed by Company O (induding
decisons on the employment of individud workers). Around 1989, his sole proprietorship
business of Company P was set up. It accepted orders from Company A for producing metdl
products and mechanica partsand’ sub-contracted’ the worksto manufacturersin China. Inearly
1991, they decided to restructure the businesses. He gave three main reasons, to seek alisting on
the Hong Kong Stock Exchange, their keenness that each business should be established as a
Separated operation and as a segregated profit centre, and their worries about politica risks
attendant on the 1997 handover. Company K advised on the restructuring and most of their advice
concerned taxation implications. Some of their advice was adopted. The restructuring took place
during 1991 and 1992, and he referred to the initial public offering prospectus and the 1992/93
annud report of Holdings Limited U.  In summary, Company O’ s business was trandferred to
Company C; in 1991 Company P s busness was taken over by Company B which in turn
transferred the businessto Company D; Company E was set up to share Company D’ swork load
in manufacturing parts, packaging materidsetc; Company C would take charge of overall product
design and manufacturing which would dl be carried out in China; and Company A which would
operate in Hong Kong would only be respongble for marketing and sdes. Mr G added that:

‘(d [Company C’s] production was in the form of processing agreements with
loca enterprisesin China. However, the actua operation was managed by
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[Company C]. The details have been described above. [Company D] and
[Company E] did not have any cooperative agreement with other enterprises
and operated entirely on their own.

(e Anather point which | wish to explain is the relaionship between [Company
A] and [Company C], [Company A] is responsible for marketing and sdes.
It places dl its purchase orders with [Company C]. [Company C] siIs
virtudly al its productsto [Company A] ... To reduce adminidrative work,
purchases and saes between the two companies are recorded in actua
quantities of goods ordered and delivered.

)] ... dmogt dl the goods produced by [Company D] and[Company E] are sold
to [Company C] and, at the year end, the two companies give bulk purchase
discounts as rebates to [Company CJ.

9 ... depending on the market conditions, [Company A] and [Company C]

would operate at alossif there had not been the year end purchase discounts
as rebates from [Company D] and [Company E].’

57. Apart from the prospectus and the 1992/93 annual report of Holdings Limited U, Mr
G did not identify any of the documents mentioned in his witness statement. After Mr G had
confirmed the truth of hiswitness statement, Mr Barrie Barlow examined him for about 2 %2 hours
by amixture of leading and non+leading questions.

58. Mr G identified hissignatureson two copy agreements, neither of which iscompletely
legible.
59. Thefirgt isan agreement dated 1 August 1988. In answer to questions by Mr Barrie

Barlow, Mr G sad it was one of the processing agreements referred to in his witness statement.
The copy document shows that it was an agreement made between Company AC as Party A and
Company C as Party B regarding the operation of materid processng. It provided, inter dia, for
Factory AE as the ‘enterprise’; for Party A to provide the factory needed for production and
processing (' ") and to supply 1,000 production workers and other
officersat asdary to be paid by Party B; and for Party A to process (assemble) the products. A
gamp in English, ‘[Company O] H.K.’, was affixed next to Mr G’ ssgnature.

60. The second is an agreement dated 18 December 1990. In answer to a leading
guestion by Mr Barrie Barlow, Mr G said it was* another such agreement of [Company O] with the
PRC offidds’. The copy document shows that it was an agreement between Company AF
together with Factory R as Party A and Hong Kong Company O as Party B under which Party A
was inter dia, to provide the appropriate factory (" ") and labour force and do
the processing and production of eectronics ‘for' Party B ( ? ") during the
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contractua period and to receive chargesfor processing. It wassigned by Company AG as Party
A, Factory R as Party A Factory and Hong Kong Company O as Party B. A stamp in Chinese,
‘ X X 7 (*Hong Kong Company O’) was affixed below Mr G’ ssgnaure.

61. When asked whether the two processing agreements were gill current, Mr G said:
‘A | am not sure about this.
Q When you sy in paragraph 10(a) of your witness statement that XX's

O

>

O > O

O

>

> QO

business was trandferred — sorry — that [Company O’s] business was
transferred to [Company C], which business are you referring to?

The [Company O] was mainly concerned with the assembling business.
And wasit that business that was transferred to [ Company C]?

Yes.

What about the processing agreements?

The processing agreementswere mainly signed by the Hong Kong [ Company
O].

What happened to them?

In 1992 after the liging of the company, we had entered into a verba
agreement to transfer the businessto the [ Company A] company, [Company
A] group.

When you say the [Company A] group, that includes alot of companies.
Yes.

Which company was the business transferred to?

A verba agreement was made such that the [Company O] business was
transferred to the [Company A] group.

Now, 50 far as the involvement of the officids in the People’ s Republic of
China was concerned, has that transfer been accepted?

Y es, they accepted it.’
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62. In answer to the question which companiesin the group were doing the manufacturing
in Ching, he sad:

‘The [Company O] was respongble for manufacturing the finished products. The
[Company E] was responsible for plastic products, packaging, printing and aso the
copper. The[Company P] was responsiblefor the parts, the components such asthe
metal, [speakers] and the transformers. The three companies have an independent

management. The[Company O] was responsible for placing ordersto [Company P

and [Company E] to procure these components. The[Company P] and [Company E]
were responsible for manufacturing these components to be sold to [Company O],

and then the[ Company O], after producing the finished products, they will passthese
productsthrough the customersto the PRC and they become the finished productsfor
shipment to Hong Kong for export.’

63. Mr G said money would be remitted each month to the bank account of the* company
with which [they] signed the agreement’, which he then identified as Company AF'. Company AF
would deduct about 20% and remit the remaining amount to Factory R, Mr AH had full control
of theamount for Factory R. Theremitter was Company A because it ‘was mainly responsible for
trading with the customers and so after recelving the money from the customers [[Company A]
would] alocate the amount to the other companies .

Under cross-examination, he said that the City X factory ‘was conducted in the same manner’. In
re-examingtion, he identified Mr H as the person taking charge of these mattersin City X.

‘Q  After they deducted the 20 percent, did the state-owned company™ have any

use of any of the remaining funds?
A Yes.
Q How?

A For paying the salaries of the workers.

Q Y ou remember you have explained that when the funds were remitted from
Hong Kong into the factory account, 20 per cent was deducted by the
state-owned company, and then you described how the remainder was used.
Do you remember that?

" The full name of the company on the copy agreement which Mr Glooked at is‘ Company AF

2 The full name of the company on the copy agreement which Mr LAM looked at is ‘ Factory R’

B Thereisno evidence that Company A CMr BarrieBarlow identified asthe * state-owned company’ wasin fact
state owned
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A It was mostly used for paying the s aries of the workers and aso mesting the
expensesin China.

Q The 20 per cent that is deducted, which of the three entities or enterprises'*
deducts the 20 per cent?

A It was by the [Company AC].

Q After they have deducted their 20 per cent, do they receive any more of the
remitted funds?

A No.

Q When | referred to the state-owned company before, | meant that company
you have just described?

A Yes.

Q Now, the other 80 per cent, who controls that?

A It was controlled by [Factory AE].

Q And how was the 80 per cent used?

A It was used for paying the workersin Chinaand aso remitting the expensesin

China
Q Who controlled the use of the 80 per cent?
A In[City X] it was [Mr H] who controlled the use of it.’

64. Under cross-examinaion, Mr G said he could not tell the Board the compostion of
the board of directors of the five gppellants or Company Al, a company incorporated in Hong
Kong. Hethought hewasor should beadirector of Company E, dthough he was not sure whether
he was adirector in his persona capacity or asadirector of a corporate director. He agreed that
he had overdl contral of al the subsdiaries within the Group.

“thatis, Company AC (as Party A), Hong Kong Company C (as Party B) and Factory AE (as the enterprise) in
the agreement dated 1 August 1988
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Mr H’' sevidence

65. In his witness statement, Mr H stated that from about 1988™ to 1999, he was the
generd manager of Company C’ sfactory at City X Frgt Industrid City in City W, PRC. During
1991 to 1996, Company C’ sonly business was the desgn and manufacturing of eectronic audio
products and al the operations of Company C were carried out in China. At that time, Company
C hadtwo factories at City X which he managed. Company C had aworkforce of about 1,400 to
1,600. All but afew of Company C’ s gaff were hired in China Company C’ s manufacturing
businessincluded thefollowing operations, that is, research and development, production, planning
and purchases of materiasand components, assembling into semi-finished parts, quality ingpection,
assembling into finished products and quality inspection, packaging and recording of products,
goring in warehouse and liaisng with Company A’ s logidtics team to arrangement for shipment,
usudly via Hong Kong' s container ports. Until 1993 he was in charge of purchasing and about
70% of the purchaseswere madein China, including purchasesfrom Company E and Company D.
The remainder was purchesed from overseas suppliers.

66. In histestimony, he said that he was not involved in the City S factory but went there
to attend meetings, sometimes weekly and sometimes fortnightly.

67. He said that there were two waysto send money from Hong Kong to China. Thefirgt
was by transfer to abank account. The ditrict government, the externd trade and Company AC
would take away 20% and the rest would be remitted to the bank account in the name of Factory
AJ. He held the chegque-book of this account and the factory head held the chop. The other way
was to use a courier who would receive Hong Kong dollars and bring renminbi at no less than
officid exchange rate to the factory without any deduction.

68. He said that the name of (Hong Kong) Company O had been used continuoudy since
1991 and was 4ill in use in some agreements a the time of the apped hearing. Under

cross-examination, he agreed that the name of (Hong Kong) Company O gppeared in dl import
and export documents. In re-examination he said this:

‘A It snot that dl the agreements have that name, but many of them did. For the
[Company O], dl the agreements will have this name. But, for [Company
AK], they have the name of [Company A], onit.

Q These are customs documents. Why do you refer to the agreements?

A Without the number of the agreement, they cannot do the declaration.

> Company C was not incorporated until 2 August 1991
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Charmar  You mentioned contract number. Look a page 932, number
4156952. Look at theleft. Thereit sayscontract number DL99B005.
Isthat the number you are talking about?

A Yes. Thisisthe agreement specificdly for Hong Kong [Company O].

By Mr Barlow:  Isthere a connection between the agreements you are referring to
and the use of the name Hong Kong [Company O] on the
Import/export documents?

A The number and the name are connected.

Charmanr  You sad that if a contract sgned with a China Party was made by
Hong Kong [Company O] then the customs documents had to be
meade up in the name of Hong Kong [Company O]?

A Yes. If it wassgned under the name of Hong Kong [Company O], then they
would use the name Hong Kong [Company O].’

M s |’ sevidence

69. Ms| said she started working for Mr G’ s companiesin 1983. She started working
for Compary E a the end of 1991%°.

70. From 1991 to 1996, she was employed by Company A and was Sationed in Hong
Kong but was sent to work in the purchasing department of Company E. She made infrequent
vidts to China and made frequent telephone contacts with staff working in China. She said that
Company E' s manufacturing operations were located at City AD Company A Indudtrid City in
City S She gave a brief description of the expanson of Company E' s manufacturing fadilities
Company Al (sic) was Company E s only customer. Purchase orders would be issued by
Company Al and ddivered to aMs AM in the PRC or to Company E s relevant production
departments. Offset printing purchase orders were sent from Hong Kong to Company E. In
purchasing raw materids, Company E would request price quotations from various suppliers and
meet them for further discussions if necessary and then select the suppliers. Some raw materias
were not reedily available in China at the time and she would obtain them through the suppliers
Hong Kong agents or from the suppliers direct.

71. Shesadthat from 1 April 1991 to 31 March 1992, there were 312 people ‘working
for Company E, dl but four of them (who were hired in Hong Kong) having been hired in China.

18 Corporation AL was incorporated on 12 August 1991 and changed its name to Company E on 14 May 1992
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All but two of them (who were in the purchasing department, thet is, she and her assstant, and
worked in Hong Kong) worked in the PRC. The figures for 1992/93 were 1,046, 5 and 2;
1993/94 1,395, 11 and 5; 1994/95 1,688, 12 and 7 and 1995/96 2,082, 12 and 7.

Mr J sevidence

72. Mr JwasCompany D’ sDeputy Generd Manager. Hejoined Company Pin 1990 as
manager of the production department. Company B took over Company P’ sbusinessand in 1993
Company D took over Company B’ s busness. Company D’ s only busness was manufacturing
and dl its manufacturing operations were done in the PRC. In 1991 — 1992, manufacturing was
primarily done a thefactory in City X. Insubsequent years, manufacturing was moved to City AD.
He gave abrief description of the expanson of Company D’ s production facilities. Company AN
was the only customer of Company B and Compary D. From 1991 to 1992, there was a total

workforce of about 600 people, al but 5 (who were hired in Hong Kong) of them were hired in
China. Except 1 or 2 purchasang employees working in Hong Kong, dl worked in China. The
figuresfor 1992/93 were 1,200 (hired in China) and 4 (hired in Hong Kong); 1993/94 1,500 and
3; 1994/95 1,800 and 3 and 1995/96 2,400 and 3. No figureswere given for employeesworking
in Hong Kong for 1992/93 — 1995/96.

73. Hewasreferred to photographsin the 1SO 9001 brochure and he pointed out that the
photo of the injection moulding machine belonged to Company A, not Company B.

74. He accepted that Company B did some of the purchasing in Hong Kong.

Company K tax planning memor andums and documents

75. By a document called ‘[Company A]' PRC Tax Planning Memorandum For
Discussion Purposes dated April 1991, Company K outlined the then existing operations and
trading activities of Company A and ‘explorgled] the possibility of implementing the proposed
arrangements which would enhance the Company’ s clam to have part of its profits tregted as
exempt from Hong Kong tax'. Company K suggested that to avoid al the profits of Company A
being contaminated by the Hong Kong activities, arrangements be adopted which would serve to
alocate the profitability between Hong Kong trading activities and PRC manufacturing activities
and these separate profits accrued to two separate legd entities, one undertaking only Hong Kong
activities and the other, an offshore company, non-Hong Kong activities:

(@ Company A ceases PRC manufacturing activities,

(b) anew offshorecompany ‘OSC’ be incorporated to undertake PRC activities,

Y that is, Company A
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(k)

OSC appoints a service company ‘SERCO’ in Hong Kong to perform
essentia services such as sourcing and shipment of raw materials, acting as a
liason and co-ordination point between Company A and the PRC factory,
book-keeping and other ancillary services, with SERCO receiving asmdl fee
for these services,

an offshore company be incorporated in Country T with offshore directors to
be responsible for the manufacturing work in PRC;

Company A will terminate the co-operative agreement with the PRC parties
and OSC isto negotiate and enter into new co-operative agreements with the
PRC partiesin place of Company A;

SERCO be formed in Hong Kong to provide services to OSC as mentioned
above;

Company A is to enter into an agreement with OSC for OSC to supply
finished goods and a master supply of goods agreement governing the
relationship of the two parties should be signed outside Hong Kong and each
subsequent purchase order from Company A could then be seen as a
drawdown from this master supply agreement;

exiding gaff of Company A who are dationed in the PRC responsible for
production, management and control of the PRC factory be transferred to
OSC and other Hong Kong based employees of Company A providing
support for PRC manufacturing operations be transferred to SERCO, and dl
factory workers be employed by OSC;

the PRC factory, plant and machinery be transferred from Company A to
OSC and some of the office equipment of Company A in Hong Kong be taken
up by SERCO;

the delivery of finished goods should be made by OSC to Company A inthe
PRC and relating (sic) documentation are designed to achieve this stuation;
and

the purchase price paid by Company A to OSC will determine the profitability
of OSC and the quantum of the profits which will be clamed as offshore,

There was no reference in this memorandum to listing or flotation. Company K concluded by

Sying:
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‘Furthermore, there is no downsde risks in terms of tax pendty and interest even if
the Revenue can successfully chalenge the proposed tax plan under S61A; in that
event, the Group would only have to pay the amount of tax thet it (sc) would have
been payabel (sic) anyway if no tax arrangements had been made.’

76. Company K prepared an undated document called ‘[Company A] Group Tax
Discusson Memorandum (For Discusson Purposes Only)’. Company K outlined the exiting
operations and trading activities of the Group ‘ so as to identify feasible areas for Hong Kong tax
planning’ and where applicable ‘ recommendation has been made to minimize the Hong Kong tax
lighility of the Group’. Company K proposed that the PRC manufacturing functions of the Group
be completely segregated from its Hong Kong trading activities ‘in order to rationdize the
organizationa structure of the group in preparation for an intended flotation in the Stock Exchange
of Hong Kong, and incidentdly achieving an efficient tax set-up’:

@

(b)

(©

(d)

(€

(®

@

adl PRC manufacturing functions would be consolidated into Company C
which would become the sole supplier of PRC manufactured audio products
to Company A,

raw materids would be bought from Company D (metd components),
Company E (plagtic hardware) and third party suppliers;

actual production would be undertaken by workers/'employeesof Company C
in factories located in the PRC;

manufacture of some of the audio products, where appropriate, would be
‘subcontracted’ by Company C to the new joint venture a City S;

finished products would be sold by Company C to Company A, with
Company D and Company E continuing to undertake the production of meta
components and plastic hardware in the PRC;

if it is commercidly not practicable for Company C to become the named
purchaser in the relevant purchase orders or invoices for raw materids, meta
components and plastic hardware, Company C might appoint Company A as
Its undisclosed independent service agent to solicit and source the supplies,

snce Company C, Company D and Company E will clam that ther profitsare
offshore and non-taxable, they should be incorporated outside Hong Kong,
say, intheCountry T and should preferably have no directorswho are resident

in Hong Kong;
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(k)

amaster supply agreement governing the terms of supply of audio products by
Company C to Company A isto be executed outside Hong Kong;

measter supply agreements governing the terms of supply of metal components
and plastic hardware by Company D and Company E to Company A (Sc) are
to be sgned and concluded outside Hong Kong;

a sarvice agency agreement is to be executed between Company C and
Company A dating that Company C engages Company A as an independent
service agent for sourcing the suppliers of raw materids from Company D,
Company E and third party suppliers, with Company C being authorised to use
the name of Company A in soliciting and making purchases of raw materias
and components,

employees in the PRC should sgn employment letters directly with the 3
Country T companies gtating that they are performing services outsde Hong
Kong in the PRC and if these employees are to render any sgnificant services
in Hong Kong, they should sign separate employment contracts with Company
A in Hong Kong.

Company K gave the following estimate of tax savings.

‘... it would be reasonable to expect that the tax benefits attained would correspond
with the overdl profitability of the Group’ sbusinessin trading of audio products and
equipments during a particular year. On the bagsthat the Group’ s net profit retio on
turnover is, say 8% and that three quarters of the net profit would be alocated to the
three [Country T] companies, thetax savingswould be over HK$1.0 million per $100
million turnover per annum (HK$100,000,000 x 8% X % x 17.5%) assuming a
corporate tax rate of 17.5%.’

77. By letter dated 7 May 1992, Company K wrote to the then financid controller of
Company A, referred to her letter dated 21 April 1992*° and enclosed a copy of the following
documents for her consideration:

@
(b)
(©)
(d)
(€)
(®

implementation manud of the arrangements,

master supply agreement between Company A and Company C;

master supply agreement between Company C and Company E;

measter supply agreement between Company C and Company D;
representative and service agreement between Company C and Company A;
representative and service agreement between Company E and Company A;
and

18 The Board has not been supplied with a copy of this letter
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9 representative and service agreement between Company D and Company A.

Company K went on to state that the‘ agreements are prepared for tax substantiation purposes and
aeillugrativeonly’.

78. Inthe draft statement of factsissued on 19 March 1999, the assessor referred to afax
dated 18 July 1994 by Company K to HoldingsLimited U and aworking paper in the auditor’ sfile
for Company C for the year ended 31 March 1994 as documents obtained by the assessor.
Company K replied by letter dated 20 October 1999 suggesting that the referenceto thefax should
be deleted:

‘... asthefax was undggned and it isnot clear whether it wasin fact issued to [Holdings
Limited U]. In any case, the Group did not act on the fax. Please refer to the
operating results and figures of [Company A] ... and those of [Company C] and
[Company DJ’; and

the passage on the working paper be amended to read:

‘ A working paper in the auditor’ sfilefor [Company C] for the year ended 31 March
1994 with the comments made by the auditors that * The subgtantial additions of fixed
assetswere primarily due to acquistion of ar-conditioner, furniture & fixture for seff
quarters and leasehold improvement for [City §] factory. Also, to keep up with the
expansion of production capacity, large volume of plant & machineries and power
generators were purchased during the year” and the “Profit for the year dropped by
95% mainly because part of profit was absorbed by [Company B] through purchases
from [Company B] due to change in trandfer pricing for tax planning.”

[Note: that thereis no indication that the auditors had discussed the above comments
with the management of the Group.]’

In the Determinations, the passages on thesetwo documents remain unchanged. The authenticity of
these documents is not disputed in the notices of gpped filed by Company K on behdf of the
appdlants. At the hearing, the gppellants disputed receipt of the fax. Mr F, denied knowledge of
thefax. Mr Barrie Barlow did not disputethat ‘ there wasn’ t such adocument prepared and placed
on [Company K’ d file' but chalenged the fax in the same way as Company K did.

Thefax isfrom Mr AO/Mr AP to Holdings Limited U, is not Signed and states that:

‘“We understand a profit of $50,7788,876 is shown in the current year’ s account of
[Company B], in order to reduce the tax exposure of the Company in case the
offshore clam isrgected by the Inland Revenue Department, we suggest areduction
in the sdling vaue of the transactions made to [Company C].
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We presume[Company B] maintains approximately the same net profit asin 1993, i.e.
around $9m profit and the remaining $42m can then be transferred to [Company C].
The transfer represents 33% reduction in the slling value’

Master Agreements and Repr esentative and Services Agreements

79. According to the prospectus:

@ an ord agreement was made on 1 April 1991 between Mr G and Company B
whereby Company B acquired the business of Company P from Mr G a a
consideration of $7,536,227; and

(b) an ora agreement was made on 1 September 1991 between Ms M and
Company C whereby Company C acquired the assets of Company O which
had a vaue of $6,634,802 from Ms M and assumed its ligbility to the extent

of $6,634,802.
80. Company C entered into three master supply agreements al dated 1 June 1992.
8l Thefirg isa‘Master Agreement for the supply of products made with Company D

which provides, inter dia, that:

@ Company D undertakes to supply Company C with its requirements of
electric wires, plagtic labdls and other items listed in the gppendix;

(b) Company C shdl purchase its requirements of products detaled in the
appendix from Company D;

(© Company D shdl adviseCompany C 60 days before ddlivery asto thelanded
cost of each ddivery and Company C shdl have theright to refuse ddivery if
the landed cost exceeds by more than 10% of the costs of an dternative
supplier;

(d) Company C reservestheright to purchase from other suppliersin the event of
Company D being unable to supply the quantity or quality required or in the
event of Company C exercigang itsright of refusd;

(e the agreement shdl continue in force until determined by ether party by
serving a least three months notice in writing;

)] neither party isaservant or employee of the other;



(2007-08) VOLUME 22 INLAND REVENUE BOARD OF REVIEW DECISIONS

9 the agreement ‘shal deem to be effective The First Day of April, One
Thousand Nine Hundred and Ninety-Two’; and

(h) the agreement is governed by Country T laws.

82. The second isa‘ Master Agreement for the supply of products made with Company
E for the supply by Company E to Company C of plagtic assembly and other items ligted in the
appendix. Itsterms are the same as the agreement between Company D and Company C.

83. Thethirdisa*Master Supply and Requirements Agreement’ made with Company A
for the supply by Company C to Company A of audio productslisted in the appendix. ltstermsare
amilar to the other two agreements except that Company C has further responshilities in
meanufacturing and that the agreement is governed by English laws.

84. Company A entered into three representative and services agreements al dated 1
June 1992.
8b5. Thefird isa‘ Representative and Services Agreement’ made with Company D which

provides, inter dia, that:

@ Company D appointsCompany A itsrepresentativeto act asasourcing agent
of raw materids from suppliersin Hong Kong, to act as authorised sgnatory
on banking documents and on bank accounts, to invoice purchasers and to
receive and give good receipts and discharges for dl amounts paid, and to
conduct correspondence on shipment of products;

(b) Company A does not have power to enter into any contract or carry on any
bus ness for Company D except as specifically authorised by any resol ution of
Company D;

(© Company A shdl not do any act or thing which suggests or may suggest that
Company D is carrying on businessin Hong Kong;

(d) Company D shdl reamburse Company A’ s disbursements and pay Company
A aremuneration at 5% of the expensesincurred; and

(e the agreement shdl continuein force until terminated by ether party by serving
no less than three months  natice in writing.

86. The second is a * Representative and Services Agreement’ made with Company E.
Its terms are the same as the agreement between Company A and Company D.
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87. Thethird isa‘ Representative and Services Agreement’ made with Company C. Its
termsare the same as the agreement between Company A and Company D except that the scope
of Company A’ s representation includes the following:

‘If s0 required by [Company C], [Company A] shdl dlow [Company C] to use the
name of “[ Company A]” in any or dl dedings with the suppliers of raw materids.
[Company A] further agrees that it will represent itslf as the Principa under whose
name the agreements, contracts, and discussions with the suppliers of raw materias
are conducted.’

Company A’ s cost of production

88. Mr G dated in his witness statement that they closed the entire Hong Kong
production around 1987 and ordered al products from Company O and manufacturersin China.

89. The financid statements of Company A for 1988/89, 1989/90, and 1990/91 show
the following:
1988/89 1989/90 1990/91
Raw materials opening stock 8,429,006.89 12,330,268 14,676,441
Purchases during the year 218,163,859.18 231,748,098 | 310,640,311
Raw materids closing stock 12,330,268.55 14,676,441 30,531,391
Direct labour 1,721,313.30 1,117,609 952,789
Subcontracting charges 39,158,146
Opening (stock of) 3,052,195.17 3,053,716 8,218,068
work-in-progress
Closing (stock of) 3,053,716.16 8,218,068 346,354
work-in-progress
Cost of production/goods 215,946,600.36 227,064,004 | 346,970,109
manufactured
Accounts audited by Company AQ | Company AR| Company K
and Company
AR

For the year of assessment 1990/91, the comparative column in the Detailed Manufacturing
Account shows that prior year’ s purchases of 231,748,098 were changed to ‘purchases of
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207,218,982 and ‘subcontracting charges of 24,529,116. Schedule 7 of the profits tax
computation reads as follows:

‘SCHEDULE 7 — Offshore Factory Profit

In order to evaluate and manage more efficiently the factories in mainland China, the
company introduce (sic) a Factory Profit dement in its manufacturing account
reporting.  The Factory Profit is caculated by applying a factor fixed by the top
management, to the cost of goods manufactured. The factor determined for the year
ended 31 March 1991 is 1.25%.

$346,970,109 x 1.25% = $4,337,126

Asadl thecompany’ smanufacturing processes are carried out in mainland Chinaat the
factories established, controlled and run by the company’ s saff there, we have the
opinion that the profit generated by the manufacturing process there is an offshore one
and not subject to Hong Kong profits tax. As the company has dready divided
interndly its business activities into manufacturing and trading, we propose that the
manufacturing profit ca culated by our client, that is$4,337,126, be anon-taxable one
under Section 14 of the Inland Revenue Ordinance.’

The detailed profit and loss account showsa' trading’ profit of $4,226,075™ and ‘ factory profit’ of
$4,337,126.

0. Company A’ sfinancid statements for 1991/92 were audited by Company K and
Company AR. Thedirectors gave ‘trading of consumer audio products, telephone sets and car
dereo systems’ as Company A’ sprincipd activity. Thefinancid statements show:

@ turnover of $454,572,331,

(b)  cost of sdesof $427,575,598;

(© operating profit before taxation of $7,079,557;

(d) payment or subcontracting charges or purchases from related parties —
Company B of $39,690,947 and Company O of $26,937,917;

(e  a daement under note 9 that the principa activity of Company Al®, a
subsidiary of Company A incorporated in Hong Kong, was ‘holding PRC
subcontracting contract’;

¥ The figures are not completely legiblein the copy document
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)] astatement under note 10 on inventories of $49,215,013 in ‘raw materids’,
$3,959,879in ‘work in progress and $9,178,887 in ‘finished goods .

Factory owner ship and rental payments to Group companies

91. In the course of the cross-examination of Mr F, Mr Barrie Barlow said that:

‘Mr Charman, if it would save time, we would dipulate that the [Country T]
companies do not own any factories’

92. Mr F, went onto say that he could confirm that none of the Country T companies or
Company B owned or was a tenant of any of those factories in China which carried out
manufacturing of products for the group. In re-examination, Mr Barrie Barlow referred to a late
adjustment entry by Company D for the year ended 31 March 1996 of $240,000 described as.

‘Rent & rates (manufacturing) — inter co

[Company AS]

Being factory rentd charges
and dicited the following from the witness:

‘Q Have alook at the second entry on page 330, and can you tel uswhet it is?

A Oh, it isrent and rates paid to the factory owner.

Q Who is the factory owner?

A [Company AS).

Who is paying the rent?

> QO

[Company D].
Q And did [Company E] and [Company C] pay rent to [Company AS] also?
A Yes, yes!’

93. Neither Mr Barrie Barlow nor the witness referred the Board to any document in
support of the assertion that Company E and Company C paid rent to Company AS.

% Company A’ saudited financial statementsfor 1992/93 show thatCompany A had disposed of all subsidiaries
during the year
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94, The prospectuslisssCompany AS as awholly owned subsidiary of Holdings Limited
U with property investment as its principa activity but does not list any property owned by this
subsdiary.

95. The progpectusdoesnot list any property in City X as property owned by the Group.

96. The prospectus lists Company AT as asubsidiary with 87% (with the balance being
held by a PRC party) equity interest attributable to Holdings Limited U, with * manufacturing of

consumer audio products' asitsprincipa activity. According to the prospectus, Company AT isa
joint venture enterprise established under an agreement dated 15 August 1991 between a China
party and Company Y for the manufacture of eectronics products. Clause 5 of the joint venture
agreement provided that Company AT has the status of a PRC legal entity. Clause 7 provided for
theinjection by the Chinaparty of $3,000,000 for afactory of an area of 6,500 square metres and
clause 20 provided that Company AT hastheright to the use of theland but not itsownership. The
annud reportsof Holdings Limited U for 1992/93, 1993/94, 1994/95 and 1995/96 list Company
AT asa87% owned subsdiary with ‘manufacturing of consumer audio products as its principd

activity.

97. According to the property vauation report attached to the prospectus:

€) Indudtrid City Bl (excluding blocks 1 and 10), City AD, Town AU, City S
PRC was owned by Factory R in which the Group was said to have a 100%
interest; and

(b) Blocks 1 and 10, Industria City BI, City AD, Town AU, City S, PRC were
owned by Company AT, a company in which the Group had a 86.67%
interest.

98. According to the prospectus, under the heading of ‘production facilities , two of the
factory blocksin Industria City Bl were wholly owned by ‘the Group’ with the remaining block
owned by acompany, inwhich ‘the Group’ held an 87% equity interest, with theba ance being held
by a PRC party and dl other factories were rented by ‘the Group’.

Annual discounts and annual pricefixing

99. Annud discounts were given by Company E and Company D to Company C. The
prices of goods sold by Company C to Company A were not fixed at the times of sales but were
fixed annudly.

100. On the annud discounts, Mr F gtated in his witness statement that:



(2007-08) VOLUME 22 INLAND REVENUE BOARD OF REVIEW DECISIONS

‘During my time with [the Group], | was consulted in the annua exercise of setting the
bulk supply discounts or rebates required to address the extent to which [the Group]

subgdiaries prices may have been digtorted from their true market equivaent by

virtue of thefact that their sole (or amost exclusive) customer was another subsidiary
of thegroup. Thisprocesswould be undertaken at the financia year end by directors
of [Holdings Limited U], including mysdif, in consultation with the managers of the
subsdiaries concerned. This exercise was necessary in order to take account of the
cods savings (to the components manufactures @Ec) in particular) of supplying
virtudly dl of their output to one (related party) customer. Examples of the factors
that would often be taken into account are: thelack of financia risk (of not being paid);
vastly reduced transport and ddlivery costs — since the factories are adjacent to each
other; packaging savings through efficiencies (the packaging would routindy be

returned to the supplier subsidiary for re-use — which is not an industry norm in China
or anywhere), the absence of any marketing and advertisng costs and others. The
guiding objective in this exercise was to ensure that the subsidiaries  costs Structures
and intra-group charges reflected true market conditions (so that the performance of
each subsidiary could be accurately assessed and recorded).’

101. Under cross-examination, he gave the following evidence on the annua discounts
given by Company E and Company D to Company C.

‘Q What is the difference between sdes discount and the year-end additiona
discount?

A As far as | know sdes discount, it was normd, it was under normd
negotiation between the [Country T] companies concerned.

Q That isasdes discount?

A Y es, asales discount.

Q The normd negatiation? And what about the additiona discount?

A That would be given at the year end by the board of directors of [Holdings
Limited U].

Q Why would the board decide to give an additiona discount at the end of the
year?

A Twothings. Oneisnormadly if thereisno discount given, | mean no additional

sdesdiscount given, normdly [ Company C] and [Company A] together, they
would not have profit, they would not have profit or very, very little profit. It
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depends. But normaly for the whole group therewas quite a, quite Sgnificant
profit for the group. And the board just decided that thet it is not fair that
some subgdiaries was in aloss postion even though the whole group is very
profitable. So that is the first reason why sales discount was considered.

The second thing isjust areflection of the redity. That means [Company C]
purchased alot of goodsfrom [Company E] and [Company D]. The volume
isvery great. In normd circumstances, if the suppliers supplied such volume
of goods to [Company C] a year end, such suppliers could normaly be
asked for an additional discount. And such discount would reflect, such asfor
[Company E], in fact for such large amount of, such large volume of business
with[Company C], they could save alot of expenseslike trangportetion, like
packaging, etc. So normaly [Company C] would ask, would have the right
to ask more discount from the other two [Country T] companies, that means
the suppliers of [Company C].

Q Wadl, say for example if we look at, under the additiond discount for
[Company E] for theyear 1994/95, 16.7 million. Now, whét isthe criteria of
ariving a this figure? What were the condderations in deciding on what
additional discounts were to be given?

A Well, it isjudt, thereis no specific basis.

Q Sorry?

A There was no specific bass for determining the additiona sales discount.
There is no specific. We just refer to alot of factors like the purchase and
sdes volume ... It would be reference to the amount of purchase and sales
amount, the net profit figures of [Company E] and [Company D] before the
additiona sales discount, and some other factors, such as what kind of
savings like transportation and packaging savings would there be for
[Company D] and[Company E] when they delivery goods to [Company C].
Therewerealot of cost control measuresin thefactory. So wewould ask for
or understand from the respective company or the factory manager that in fact
in redity what kind of savingsthey have.

Q So, who decided on what level of year-end sales discount to be given or
recelved?

A Asl sad, itisthe board of the holding company, [Holdings Limited U].’
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102. Towardsthe end of hisexamination-in-chief, Mr G gave the following explanation of
the working out of the annud discount in prices

‘A

Q

A

Q

So asto avoid buying materials that are too expensive.

| am sorry. The process | am describing is the annua process whereby the
question of whether discounts should be made for the prices paid by
[Company C] for the goods supplied over the year by [Company D] or
[Company E]. Do you understanding?

At the end of each year [Company D] and [Company E] would give a
discount to [Company C]. The discounts depends on the turnover of that
year and aso the trangportation expenses and aso the expenses of the
factory.

And what was the reason for having a discount?

Becauseif adiscount is not given, [Company C] may run a a deficit.

And would other directors be consulted?

Charman “[Company C] will incur aloss’. | think it means the same thing.

“[Company C] will incur aloss”

Mr Barlow: Thank you, Mr Chairman. Were other directors consulted in this

A

Q

A

Q

process?
Usudly it was decided by the board of directors.
Would that include [Mr F] during the time he was with the group?
Yes.

Mr Ho will dmogt certainly have some questions for you.

Charman Which board of directors?

Mr Barlow: Theannud discount exercise, theboard of directorsyou referred to,

A

which directors were you referring to?

They indlude [Mr F], mysdf and dso my wife’
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Under cross-examination, he saidtwo kindsof discountsweregiven by Company D and Company
E to Company C. The fird was a ‘regula’ 3% discount given throughout the year as the
transactions proceeded because the other raw materia traders had aso got the 3% discount. The
second was given at the end of the year:

‘IMr GJ:

Mr Ho:

[Mr G]:
Mr Ho:
Charman
[Mr G]:
Charman

[Mr G]:

Charman

[Mr Q]

Charman

[Mr G]:

“ ... because—thisis because the busnessis difficult and there is not
much profit, so if [Company D] and [Company E] didn' t give
discount to [Company C], then [Company C] will havetorun a a
deficit. Andwe have aso made acomparison between the discount
given by [Company D] and [Company E], with that from the
outsders, it is cheagper —it is cheaper.

Yes, | was talking about the transactions between [Company A]
and [Company C]. Thesdeand purchaseswould only be recorded
at the end of the year, correct?

| think so.

Does that aso mean that [Company A] —

Doesit matter if [Company C] runsat adeficit? Doesit matter?
Yes.

Why?

Because dl shareholders of the listed company want to have the
company to gain — to earn money. Of course, they don’ t want to
See any deficit.

Doesit affect the group’ s performance? All you were doing wasto
transfer money from another group company to [Company C]. All
you were doing wasto transfer money from another group company
to [Company C].

Yes.

Soit didn’ t affect the group’ soverdl performance. So did it matter
if [Company C] ran at aloss?

| am sorry. | don’ t know much about accounting methods.
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Charman

[Mr Q]

Charman

[Mr G]:
Charman

[Mr G]:

Charman
[Mr Q]
Charman
[Mr Q]
Charman

[Mr Q]

It is nothing to do with accounting methods. If you are trading with
an outsder, if you run a aloss, the group suffers.

Y ou were trading with yoursdlf; one of the traders suffered a loss.
The other transaction party, which is aso within the group, made a
profit. Transferring the profit from one of your group companiesto
another group company which ran a a loss would not affect the
overdl performance of your group. So did it matter?

Becausethe businesswith finished product is difficult, but as for the
business of raw materid, it is easer to earn money. So the board
decided that they will transfer the money earned from dedling with
raw materia to the business concerning the finished product, and so
thet the one dedling with the finished product would not suffer so
much loss and thisis the decison of the board.

Wedl, | dill don’ t follow your reasoning. | mean, gpart from tax
condderations, trandferring money from your left pocket to your
right pocket won' t affect your overal pogtion.

Yes.

What do you mean by “yes?’

But it isthe decision of the board made previoudy and we followed
that.

Which board?

The severd directors.

Which company or companies board?
The holding.

The liged company?

Yes.
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Mr Ho:

[Mr G]:
Mr Ho:
[Mr G]:

Mr Ho:

[Mr GJ:
Mr Ho:
[Mr GJ:
Mr Ho:
[Mr GJ:

Mr Ho:

[Mr Q]
Mr Ho:

[Mr Q]

Mr Ho:

[Mr Q]

Mr Ho:

... Do you know how the price of the goods to be supplied by
[Company C] to [Company A], how was that fixed?

| am not sure about this.
Were you not involved in the pricing, determining the pricing?
No.

Wereyou involved in determining the annua discount to be given by
[Company D], [Company E] and to be given to [Company C]?

| know the rough — the rough amount. | know the amount roughly.
Were you involved in determining that amount?

Yes.

Who was involved in determining that?

[Mr AV] and | decided.

Who would be involved in determining the purchase price of goods
from [Company A] — sorry, the purchase price of goods from

[Company C] to [Company A]?

The marketing people decide.

How would they decide on the price?

It depends on how much we sdll the product to our clients, to our
customers.

WEell, the sde price to the customers would be determined by the
market price between [Company A] and the customers?

Yes.

And what decides, what determines the sde price between
[Company C] and [Company A]?
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[Mr G]: The market value

Mr Ho: Thisisan annud exerciss, isit?

[Mr G]: | am not sure about this.

Mr Ho: And how wasthis exercise conducted according to the market price?
If you say it is conducted according to the market price, how was
that done?

[Mr G]: Usudly this was cal cul ated by the accounting department, so | don’ t

have much idea about this’
Later in the day and after the luncheon adjournment, Mr G gave this explanation:

‘IMr GJ: | gpologise. | thought that you mean the price sold by [Company Al.
The price sold by [Company C] to [Company A] was decided by
the accounting depatment as — and then the price sold by
[Company A] to the market was according to the market vaue.’

Inre-examination, Mr Barrie Barlow directed his attention to his evidence that each company was
supposed to be an independent profit centre and asked:

‘Q ... Do you remember the chairman Mr Kwok put some questions to you
suggesting that for your group of companies, looking at the lower haf of page
350, for your group of companies it wouldn't much matter whether
[Company C], the[Country T] company, made a profit or not or whether or
not it ran a adeficit?

A Yes.

Q Y ou referred to the policy that your group hasthat each company is supposed
to be an independent profit centre. Do you remember that?

A Yes.

Q What | want to ask youiswhy didn’ tit matter to you and[Mr AV] whether or
not [Company C] ran a adeficit?

Intepreter: Can you repeat?
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103.

Q Why didn’ t it matter to you and [Mr AV] whether [Company C] ran a a

deficit?

Because [Company D] and [Company E] hasthe ability to grant adiscount to
[Company C], so that it doesn’ t have to run a a deficit.’

According to the gppdlants, the amounts of annud discounts given by Company E
and Company D to Company C were asfollows:

By Period Sales discount Additional discount

) $

Company E| 12-8-1991 — 31-3-1992 - -
1-4-1992 — 31-3-1993 759,312.54 -

1-4-1993 — 31-3-19%4 1,816,574.16 -

1-4-1994 — 31-3-1995 1,013,715.89 16,762,000.00

1-4-1995 — 31-3-1996 (no information) 14,400,000.00

Company D | 12-3-1992 — 31-3-1993 - -
1-4-1993 — 31-3-194 4,786,975.95 6,000,000.00

1-4-1994 — 31-3-1995 5,029,065.43 25,130,000.00

1-4-1995 — 31-3-1996 (no information) 21,600,000.00

104. Thefinancid satements of Company A, Company C, Company E and Company D
show the following operating profits (losses) before taxation and extraordinary items (if any) and
turnover:

Y ear of Company A Company C Company E{ Company D

assessment $ $ $ $
1991/92 Turnover 454,572,331 26937917* | 1,818978%
Profit 7,079,557 8,751,436% 194,584%

1992/93 Turnover 611,078,765 550,767,076 32,669,882 -2

Profit 10,293,760 31,866,456 | 13,200,833 (10,000)%

% From 2 August 1991 (date of incorporation) to 31 March 1992
% From 12 August 1991 (date of incorporation) to 31 March 1992
% From 2 August 1991 (date of incorporation) to 31 March 1992
% From 12 August 1991 (date of incorporation) to 31 March 1992
% There was no income generating activity during the period from 12 March 1992 (date of incorporation) to 31

March 1992

% From 12 March 1992 (date of incorporation) to 31 March 1993, arrived at after charging auditor’ sremuneration

of 10,000
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1993/94 Turnover 799,962,870 739,362,537 53,426,292 | 113,982,355
Profit 7,584,713 1,532,375 11,651,497 43,732,248
1994/95 Turnover 875,554,172 817,090,000 88,211,437 105,681,810
Profit 1,378,063 3,089,305 5,199,601 19,881,773
1995/96 Turnover 1,089,334,34 1,029,420,964 174,436,357 149,470,918
Profit 3,980,578 4,789,915 19,961,649 37,143,568
Related party transactions as shown in the audited financial statements
105. If Company A, Company B, Company C, Company E and Company D had paid any
rent to any company in the Group, such transactions would have been related party transactions.
106. Sdes and purchases by one group company to or from another were related party
transactions.
107. Payments and receipts of management fees were aso related party transactions.
108. The audited financid Statements of Company A, Company B, Company C,

Company E, Company D, Company AS and Company AT list rdlated party transactions. There
are some entries on renta payments but there is no categorica entry on payment of rent for any of
the factoriesin China

The Board does not have the financid statements of the owner of the Electronic Indudtria City Bl
(excluding blocks 1 and 10), that is, Factory R in which the Group was sad to have a 100%
interest.

109. The rlated party transactions as shown in the financid statements are as follows
(exduding interest income, purchases of fixed assets and dividends):
Company Description 1991/92 1992/93 1993/94 1994/95 1995/96
A
$ $ $ $ $
Subcontracting 39,690,947
charges paid or
purchases from
Company B
Subcontracting 13,504,855
charges paid or
purchases from
Company O
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Subcontracting 26,937,917 | 550,767,076
charges paid or
purchases from
Company
C/Corp AW

Subcontracting 1,818,978 -
charges paid or
purchases from
Company
E/Corp AL

Purchases from 739,362,537 817,090,000 1,029,420,964
group
companies/a
group company

Rental expenses 235,155 303,786
or management
feepaid to
Properties
Limited AX

Rental expenses 2,380,000
or management
feepaid to
Holdings
Limited U

Rental expenses 496,000 744,000
paid to
Company AY

Rental expenses 481,780 1,001,262 900,000
paid to group
companies/a
group company

Management 1,775,000 1,800,000 6,840,000
feepaidto
group

companies

Management 1,450,000
fees recelved
from Company
C/Corp AW
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Management
fees recelved
from Company
B

350,000

Management
feesreceived
from Company
E/Corp AL

200,000

Management
fees received
from group
companies

18,000

50,000

Rental income
received from a
group company

60,000

Company B

Description

1991/92%

$

1992/93

1993/94

1994/95%

$

$

1995/96%°

$

Subcontracting
income and sales
received from
Company A

39,690,947

Subcontracting
income and sales
received from Corp
AL/Company E

25,701

10,179

Subcontracting
income and sales
received from
Company C

59,575,723

Compensation paid
to Company A

686,979

Management fee
paid to Company A

350,000

Salesto group
companies

7,470,182

% From 19 March 1991, date of incorporation, to 31 March 1992

2 Nil turnover
2 Nil turnover
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Company C¥

Description

1991/92

1992/93

$

$

1993/94

1994/95

$

$

1995/96

$

Subcontracting
income and sales
received from
Company A

26,937,917

550,767,076

Subcontracting
income and sales
received from
group companies

739,362,537

817,090,000

1,029,420,964

Subcontracting
charge payable
to and materials
purchased from
Company B

59,575,723

Purchase from
Company E

32,634,771

Management fee
paid to
Company A

1,450,000

Subcontracting
charges paid to
and raw
materials
purchased from
group companies

106,357,041

192,148,598

321,999,784

Management
feespaid to
group companies

1,775,000

1,620,000

2,480,199

Rental expenses
paid to group
companies

551,000

576,000

720,000

Company E**

Description

1991/92

1992/93

$

$

1993/94

1994/95

$

$

1995/96

$

% Corp AW changed its name to Company C on 14 May 1992
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Purchases from 25,701 -
Company B

Subcontracting 111,560 795 4,226
charges paid to
group companies

Management 200,000
feespaid to
Company A

Management - 1,080,000 1,800,000
feespaid to
group companies

Rental expenses 1,808,500 1,680,000 1,560,000
paid to group
companies

Sadlesto and 1,818,978 -
income received
from Company
A

Sadlesto and 33,393,984
income received
from Company
C

Salesto and 4,391
income from
Company B

Salesand 53,194,758 87,466,662 174,139,241
subcontracting
income received
from group
companies

Company D | Description 1991/92 1992/93 1993/94 1994/95 1995/96

$ $ $ $ $

3 Corporation AL changed its name to Company E on 14 May 1992
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Subcontracting
income and sales
received from
group companies

113,557,493

105,213,265

Subcontracting
income from
group companies

10,395,979

Salesmade to
group companies

138,912,254

Rental expenses
paid to group
companies

593,500

504,000

600,000

Management
feespaid to
group companies

885,000

1,080,000

2,601,267

Purchases from
group companies

1,404,428

Company AS

Description

1991/92>

1992/93%

1993/%4

1994/95

1995/96

$

Renta income
received from

group
companies

750,000

1,140,000

1,320,000

% From 4 December 1990, date of incorporation, to 31 March 1992, nil turnover because not yet commenced

business

* No income generating activities
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Description 1991/92>* | 1992/93% 1993/94 1994/95 1995/96>°

$ $ $ $ $

Renta incomein 1,900,000 | 1,800,000
respect of plant
and machinery
recelved from

group
companies

Management 180,000 -
feepaidto a
group company

Transaction sdected by appelantsfor illustration purpose

110. The Group claimed that its mode of operation had not changed. It selected the
following documents relating to a trading transaction (for the sde of 250,000 pieces of
programmable CD players to a customer in Hong Kong) which took place in June 1999 for

illugtration purpose:
@ apurchase order issued by the Hong Kong customer to Company A,
(b) a Sales Order issued by Company A to the Hong Kong customer;

(© Production schedules said by the Group to have been prepared by Company
C inthe Manland factory;

(d) Invoices and packing listsissued by various suppliersof raw materidsin Hong
Kong to Company C, dl stamped with one or both chops ( )’
{*Receipt Chop (Hong Kong)'} and City AD " ("Hong
Kong receiving on behdf of City AD warehouse'). With the exception of one
which was addressed to ‘City AD’ (‘City AD’), they were addressed
Company C at an addressin Hong Kong or c/o Company A & the same
address or smply ¢/o Company A or smply to Company C;

* From 12 September 1991, date of incorporation, to 31 March 1992, no income generating activity
* No income generating activity
% No financial statements
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(€)

()

@
W)

0]

0

(k)

apacking list bearing the name of HoldingsLimited U prepared in Hong Kong
for ddivery of raw materids from various suppliers to the factory in the
Mainland,

Export declarations and import declarations submitted to the Hong Kong
Customs and the Chinese Customs respectively, with the senders of the raw
materids being Company O or Company Y and recipients being Factory R,
Company AT or Company AE;

a‘Patlig’ of Company C;

Goods receipt records with the name of Holdings Limited U shown &t the
head of the records, raw materid requisitions sent from Company O — PMC
Divisonto Company O — Purchasing Division, purchase orders of Company
C c/oCompany A at the addressin Hong Kong] issued by ‘[ Company A] for
and on behdf of [Company C]’ to various suppliers in Hong Kong in ether
HK dollarsor US dollars, and invoicesissued by the suppliersin Hong Kong
to Company C at the address [in Hong Kong] for raw materias delivered to
Company C inHong Kong and aninvoiceissued by onesupplier for ‘P.C.B.’
without stating any recipient or address on the invoice;

Goods receipt records with the name of Holdings Limited U shown & the
head of the record, a purchase order of Company C c¢/o Company A at the
address [in Hong Kong] issued by ‘[Company A] for and on behdf of
[Company C]’ to Company E at the same address, two ddivery notesissued
by Company E*c/o[ Company A] Ind. City BI, City AD, Town AU, City S,
China’ addressed to* Company BA’ ( Company BA’), and an invoice issued
by Company E ‘c/o [Company A] 1-2/F, Block 3, Ind. City BI, City AD,
Town AU, City S, China’ to Company C c/o Company A;

Goods receipt records with the name of Holdings Limited U shown at the
head of the record, a purchase order of Company C c/o Company A at the
address in Hong Kong issued by ‘[Company A] for and on behdf of
[Company C]’ to Company D at the same address, adelivery note issued by
Company D ‘c/o[ Company A] at thelndustrid City Bl address to Company
C ¢/lo Company A Company C Factory A, and an invoice issued by
Company D c/o Company A at the Industrid City Bl address to Company C
c/o Company A,

Raw materid requistions, purchase orders issued by Company D cl/o
Company A at the address in Hong Kong to a supplier in Hong Kong, an
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invoice issued by the supplier to Company D at the address in Hong Kong,
and ddivery memos issued by the supplier to Company BB;

()] Daily production reports of Company C Factory A compiled by the accounts
department of Holdings Limited U;

(m)  Finished goods records of Company O;
(n) Warehouse records of Holdings Limited U;

(o) Finished goods ddivery note of Company A addressed by the Shipping
Department in Mainland Chinato the Shipping Department in Hong Kong,;

(p) Import Manifest submitted to Hong Kong Customs for the import of finished
goods from the Manland factories to Hong Kong, with Company AZ as
sender and the recipient and transportation company being Hong Kong
Company O at the address in Hong Kong; and

(o)) Bill of Lading showing Hong Kong as the port of loading.

Mr L’ sevidence

111 Mr L was caled by the respondent to give evidence on Chineselaw. He prepared an
8-page opinion based solely on 23 copy documents which he listed and which he assumed to be
true copies of authentic documents. He enclosed a copy of some Chinese laws and regulations
together with their English trandation and cited some regulations but did not identify any of the
relevant Articles.

112. In Part I, he opined that in essence, the agreements Sgned by the foreign parties with
the Mainland processing units were subcontracting contracts.

113. In Part 11, he stated that under the ‘Regulations of the Generd Adminidration of
Customs of the People’ sRepublic of Chinaon the Control of Processing and Assembly undertaken
for Foreign Parties effective on 1 November 1987, asamended in 1990 (* Customs Regulations’),
processing units (* processing units') with no right to operate foreign trades should, when negotiating
with foreign parties, join with processng and assembling service companies (‘processng
companies') for foreign parties to Sgn contracts jointly. It isnot clear from the rest of his opinion
whether he was referring to processing units or processng companies or both. He said that the
Customs Regulations®’ provided that enterprises undertaking procesing and assembling for

%" Hedid not identify or quotefrom Article 3which provided that  Foreign trade (or industrial trading) companies
(including throughout these Regulations processing and assembling service companies for foreign parties at
county level or above in Guangdong and Fujian Provinces) which are authorised by the Ministry of Foreign
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foreign parties should be economic entitieswith thelegal statusof legal persons®. He stated that an
enterprise intending to engage in the business of providing processng and assembling services for
foreign parties must register with the rdevant authority and obtain the status of alegal person and
obtain a“ Specid Business Certificate’ or ‘Business Licence .

114. In Part 111, he opined that in the processing agreements™ which he listed, they were
made by foreign parties with the factories and the processng companies; that the foreign parties
only acted as the providers of the raw materias for processng and the processing equipment and
did not effect completion of the processing by way of ownership of the enterprise engaged in
processing; and that the foreign parties could not be owners of the enterprises engaged in
processing.

115. In Part 1V, he said that according to the ‘Regulaions on Issues concerning the
Control of Processng and Assembly undertaken for Foreign Parties' issued by the Minigtry of
Foreign Trade & Economic Cooperation and forwarded by the Generd Adminigration of
Customs an 30 April 1989, foreign parties were permitted to participate in managing or be
gppointed to manage a processing enterprise, and opined that in such cases only the processing
enterpriseitsdf rather than the onewho managed it could be regarded as engaging in manufacturing
and processing in the Mainland.

116. In Part V, he opined that Since a processing agreement must be agpproved by an
approving authority, the transfer of rights and obligations™ in the processing agreement must be
subject to examination and control and that any transfer that had not been approved was invdid.

117. Under cross-examination, he accepted that what happened in the course of
implementation of the contracts was outside his opinion.

Economical Relationsand Trade or aprovincial, autonomousregion or directly administered municipal people’ s
government or a State authorised local people’ s government to engage in foreign trade operations, may

establish contracts with foreign parties and may al so join with domestic processing unitsto establish contracts
with foreign parties to undertake processing and assembling business. A processing unit which is not

authorised to engage in foreign trade operations shall be required to invite one of the above companies to
participateinitsnegotiationswith aforeign party and inthejoint signing of a contract with the foreign party. If
acontract is to be signed by a domestic agent engaged by aforeign party, a Power of Attorney verified by a
domestic notary public or foreign economic relations and trade department shall be provided. Enterprises
undertaking processing and assembling for foreign parties and domestic agents engaged by foreign parties
shall be economic entities with the status of legal persons.’

% Nowherein hisreport did he identify any of the factories named in the documents which he listed as a legal

person

*n hisevidencein chief, heidentified items 1, 4, 5, 7, 9 and 12 as the processing agreements

“ Article 27 of the Law of the People’ s Republic of China on Economic Contracts involving Foreign Interest
providesthat* Inthe caseof acontract which, according to thelaws or administrativeregulations of the People’ s
Republic of China, isto be formed with the approval of the state, the assignment of the contractual rights and
obligations shall be subject to the approval of the authority which approved the contract, unless otherwise
stipulated in the approved contract’
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He admitted that he had not seen any evidence of any kind to show that the factories

satisfied the six requirementsin order to be alegd person under Chinese law but added that:

119.

‘A It depends on whether it has been approved because the six requirements,
whether it satisfies the gx requirements, was decided by the gpproving
authority.

Q There is no evidence within the 23 documents that the factory had been
approved as being alegd person.

A If thereisabusinesslicence then we can seethat itis. Some of them may not
have a business licence, but we can infer from the gpproving document that
they were legal persons, they were approved aslegd persons.’

He was shown a copy of the Regulaions of the People s Republic of China on

Adminigration of the Regidration of Enterprise Lega Persons and a copy of the Rules for the
Implementation of the Regulaions of the People s Republic of China for Adminigering the
Regidration of Enterprise Lega Person (Revised Verson) by Mr Barie Barlow. The
commencement date of the Rules was 25 December 1996 but neither Mr L nor Mr Ambrose Ho
took any issue.

120.

121.

A trandation of the Article 3 of the Regulations reads as follows:

‘Those enterprises applying for registration aslegda persons shall be given aBusiness
Licence for Enterprise Legd Person and the status of legd persons when their
applications for registration have been examined and gpproved by the authoritiesin
charge of the regidtration of enterprise legd persons and their legitimate rights and
interests shal be protected by the law of the State.

Those enterprises, which are required by law to register as legd persons but which
have not gone through the procedures of examination and gpprova regigtration by the
authoritiesin charge of the registration of enterpriselegd persons, shdl not be alowed
to engage in business operations.’

A trandation of Articles 37 and 38 of the Rules reads as follows:

‘Article 37

An enterprise with foreign invesment which agpplies to establish a branch or
representative office shal submit the following documents and certificates ...

Article 38
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The regigration authorities shall examine documents, certificates, the gpplication for
regigtration, registration documents and other relevant documents submitted by the
aoplying unit, verify the conditions for sarting business, and respectively issue the
following licenses or certificates upon approval:

(1) Enterpriseswhich arequdified asenterpriselegd personsshdl beissued witha
Business Licence of Enterprise Legd Persons (* .

(2) Enterprises with foreign invesment which are qudified as enterprise legd
persons shdl beissued with a Business Licence of Enterprise Legd Persons of
the People s Republic of China (‘ .

(3) Enterprisesor businessunitswhich are not qudified asenterprise legd persons,
but are qudified for business operations, shdl be issued with a Business
Licence (' .

(4) Branches established by enterprises with foreign investment to engage in
business operations shall be issued with a Business Licence of the People s
Republic of China (" ).

(5) Representative offices established by enterprises with foreign investment shall
be issued with a Regidration Certificate of Representative Offices of
Enterprises with Foreign Investment (* .

Theregigration authorities shal separately determinate aregistration number, indicate
it on the licences and certificates issued by them, and record it in the archives of
regidration.’

122. The agreement dated 18 December 1990 was made between Company AF together
with Factory R as Party A and Hong Kong Company O as Party B. Item 6 of Mr L’ slis wasthe
businesslicence of Factory R. It wasa‘Business Licence of the People s Republic of China’ (*

"). Two other business licences, that is the licences for Factory BC
(item 8 of hislist) and Factory BD (item 10 of hislist) were dso * Business Licences of the People’ s
Republic of China’ (" "). Under Article 38(4), such licencesshould be
issued to branches established by enterprises with foreign investment to engage in business
operations.

123. All three licences have the item ‘enterprise to which it is effiliated’ (¢ ") left
blank.
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124, These licences did not Sit comfortably with his assertion that the factories were legd
entities. He said that this kind of licence should not have been issued to the factories and went on

asfaollows

Charman

Charman

When an enterprise legal person establishes a branch which is
incgpable of bearing avil liability independently — it refers to a
branch which isincapable of bearing civil liability independently — it
isin these cases that the business licence would beissued. If you
areaChineselawyer, especidly in [Province BE], the operation it
is not well regulated.

They don'’ t quite follow the regulations, are you saying that?

In the operation they might not follow or fully comply with this
regulation.

In practice they might not comply with the regulationsin full?

In practice they might not comply with the regulaionsin full. The
reason why | said before, | inferred, it was because theform of this
Is not correct. Because thislicence is not issued to an enterprise
which is not alegd person, so they mugt sate which is that legal

person. According to the case and a so according to the regulation
of the customs, for operating this kind of business they must be a
legd person. There arethree conditionsto thisrequirement. There
arethree conditionsto the processing trade. Oneisthe processing
will be directly operated by an import and export company. The
second Stuation is that an enterprise can do the processng
operation but they have no import and export right. The enterprise
iscgpable of bearing civil ligbility independently. In this case, they
must enter into an agreement with aforeign party, together with an
import and export company. We have mentioned these two

dtuations last time. Thereis dill another Stuation that is the third
kind of Stuation. That is very common, we often come acrossthis
kind of dtuation in practice. Companies with import and export
rights, after entering into an agreement with a foreign party,
because they themsealves do not conduct processing business so
they enter into a subcontracting agreement with a factory or it set
up afactory by itsdf to conduct the processing business. These
are the three dtuations. From the documents we have seen just
now, it was mainly the second Stuation. It was the processing

enterprise, together with the import and export company, to enter
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Charman

A

into agreement with the foreign party. If we look a the form of

these Chinese documents, then it might give rise to misconception.
According to the regulations for processing enterprise and aso the
actual gtuation, | infer that itisalegal person capable of bearing the
avil ligbility.

[Mr L], do | understand your evidence correctly? Isthiswhat you
are saying, that the form of document 6, this sort of licence, the
form was meant for a non-corporate entity?

Yes. It belongsto abranch.

[Mr Barrie Barlow took issue with the use of the word “ corporate’ |

Charman

Mr Ho:

Intepreter:

Charman

Mr Ho:

Can | ask my question again? Your evidence is that the form for
document 6 was meant for units which are not legal persons?

Yes. Thisbusnesslicenceisfor anonlega person.

This “form’ is for a non-legd person. | don' t think he meant
“businesslicence’.

Thisformisfor anon-legd person.

And you have given your reasons for concluding to the contrary,
for concluding that the entities were legd persons?

According to the content here, thereis no red lega person — there
isno legd person tha redly exids.

Sorry. | think the interpretation iswrong here on avery important
aspect. Maybe[Mr L] can repeet hisanswer again so that Madam
Interpreter can interpret what he hasjust said.

There are severd reasons for saying that there are mistakes in this
licence. Oneisfor the branch of the foreign party. Thisisfor the
branch of aforeign investment enterprise. If itisalegd personthen
it must be stated here. If itisnot alegd person thenit should Sate
which oneis the legd person in the item [enterprise to which it is
affiliated]. Theother oneisaccording to the Stuation of Sgning the
agreement, because it was dgned with a foreign paty. This
agreement has been gpproved by the government and the
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government grants the gpprova according to the customs
regulations. That iswhy | draw the conclusion that this form of
business licence is not used for a processing enterprise.’

125. In re-examination, he said that the correct licence for the factory in agreement dated
18 December 1990, that is Factory R* should be a ‘Business Licence of Enterprise Legd
Persons’ for enterprises which were qudified as enterprise legd persons and that if the factory was
not alega person, the Chinese authority would not gpprove.

126. Item 3 of hislist wasapermit issued to Factory AE. He said that this businesslicence
was rot issued under Article 38 but was issued under the Province BE Foreign Processing
Assembling Services Regulations®. He inferred that it was a legal person because * according to
the customs regulation, it must be alegd person that entered into thiskind of business'.

127. Item 13 of hislist was a ‘Busness Licence ( ") issued to Factory BF.
Under Article 38(3), such licence was for enterprises or business units which were not qudified as
enterpriselegd persons, but were qualified for busness operations. He gave the following answers
to questions by the Board:

‘Chairman Document 13, the licence here, that is for anon-legd person?
A Yes.
Charman How doesit satisfy the requirement that processing hasto be done

by alega person, under article 3 page 18 of your opinion bundle?

A Yes, it was Sipulated in article 3 on page 18 that the processing
has to be done by alega person.

Charman How then isthe licence given to anontlegd person?
A As far as the form is concerned, it does not comply with the
regulation.’

Authorities and submissions

128. Mr L’ sevidence concluded on 16 September 2004 and the hearing was adjourned to
13 October 2004 for submissions.

It isthe subject of the licencein hisItem 6
“2 A copy of which was not annexed to his written opinion and had not been produced.
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129. Copies of the ‘Skeleton Submissions of the Respondent (CIR)’ were sent to the
board on 12 October 2004.
130. Mr Ambrose Ho made his oral submissions on 13 and 14 October 2004 and cited

the following authorities:

(@ Inland Revenue Ordinance (Chapter 112)

(b) CIRv Baticalnvestment Ltd (1996) 4 HKTC 129

(c0 D20/02, IRBRD, vol 17, 487

(d) CIRv Wadley Invesment Services (Hong Kong) Ltd (1992) 3 HKTC 703

(e CIRv Magnalndugtrid Co Ltd (1996) 4 HKTC 176

(f)  Departmental Interpretation and Practice Notes No 21 (March 1998)

(9 D132/99, IRBRD, val 15, 25

(hy D145/99, IRBRD, vol 15, 91

() D55/00, IRBRD, vol 15, 542

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

(k)  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)

(m) Commissioner of Taxationv Hart (unrep) [2004] HCA 26, 27 May 2004 (HC
of Aust)

(n)  Brand Dragon Ltd (in liquidation) v CIR [2002] 1 HKC 660

(0) NinaTHWangv CIR (1991) 3HKTC 483 (HC & CA)

(p) NinaTH Wang v CIR (1992) 4 HKTC 15 (PC)

131 Hetold the Board that he would not be relying on section 16 or section 61.

132. Mr Barrie Barlow began his closing submission on 14 October 2004. At the end of
the hearing on 14 October 2004, he told usthat he was content to tender the rest of his submissions
inwriting. Thishedid on 18 October 2004 by sending the Board copies of the ‘ Find Submissions
of Counsd for the Appellants . He cited the following authorities:

(&  Thelnland Revenue Ordinance (Chapter 112)

(b) CIRvHang SengBank Ltd [1991] 1 AC 306

(c) CIRvHK-TVB Internationa Ltd [1992] 2 AC 397

(d) CIRvVv Orion Caribbean Ltd (In Liquidation) [1997] 2 HKC 449

(e Kwong Mile ServicesLtd v CIR, then unreported, now reported in [2004] 3
HKLRD 168

()  American Leaf Blending Co Sdn Bhd v DGIR [1979] AC 676

(9 Ricolnternaiond Ltd v CIR[1965] 1 HKLR 493

(hy  KumHing Land Invesment Co Ltd v CIR [1967] HKTC 301

()  Seramco Trugteesv Income Tax Commissioner [1977] 2 AC 287

() CIRvHowe[1977] HKLR 436
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(k)  Yick Fung Edates Ltd v CIR [2000] 1 HKC 588

()  D109/03, then unreported, now reported in IRBRD, vol 19, 14*
(m WPKeighery Pty Ltd v FCT [1957] 100 CLR 66

(N  CIRv Chalenge Corporation Ltd [1987] 1 AC 155

(0) IRCv Willoughby [1997] 1 WLR 1071

(p) FECT v Peabody [1994] 181 CLR 359

(@ FCT v Spotless Services Ltd [1996] 186 CLR 404

(n  ECT v Consolidated Press Holdings Ltd [2001] 179 ALR 625
(9 Eadtern Nitrogen Ltd v FCT [2001] 108 FCR 27

133. By letter dated 21 October 2004, Mr Herbert Li informed the Board tha the
respondent did not propose to make any further submission on law.

DECISION ON MR L'S EVIDENCE

134. The body of his opinion was written on four pages. In the main, it consisted of bare
assertions without explanation or eaboration or citation of the relevant provisons of any written
code or any other authority. It left one with the question of what he was driving &.

135. If he had intended to say thet any or dl the factories named in the documentswhich he
listed was alegd person, he should have said 0 expresdy in hiswritten opinion. As noted above,
nowhere in his report did he name any of the factories as alega person.

136. His opinion was based solely on 23 copy documents which he listed. He accepted
that what happened in the course of implementation of the contracts was outsde his opinion.

137. His evidence strayed far beyond the permissible limits of tdling us about the relevant
legdl framework, the Chinese laws, rules and regulations.

138. He assarted that dl the factories named in the documents which he listed were legd
entities. He put forward two arguments in support of his assertion.

139. The first argument was that since Article 3 of the Customs Regulations required
enterprises undertaking processing and assembling for foreign parties and domestic agents engaged
by foreign parties to be economic entities with the satus of legd persons, he inferred that the
enterprises or factories which undertook processing and assembling were lega persons.

140. While evidence on Chinese laws, rules and regulations is a matter for an expert
witness on Chinese law, the drawing of inferences, if any, given the regulatory framework, is a
matter for the Board. Itisnot for an expert witnessto usurp the fact-finding function of the Board.

“* Reversed on appeal to the Court of First I nstance, HCI A8/2004, but restored on appeal to the Court of Appeal,
CACV 343/2005, 22 December 2006
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141. Mr L’ s firg argument was premised upon the licenang and other authorities
scrupuloudy gpplying the Customs Regulations and other Regulations and Rules. However, hetold
usthat the operation was not well regulated, especialy in Province BE and that hisitem 13 did not
comply with the regulation. His premise was not sound.

142. Healleged that items6, 8, 10 and 13 wereall wrong. In our decision, the existence of
these business licences was equaly consistent with Article 3 of the Customs Regulations not being
scrupuloudy applied and no inference can be drawn that the factories were legd persons.

143. Wergect hisfirg argument.

144, His second argument was that whether a factory satisfied the requirements to be a
legd entity was decided by the approving authority and that if there was a businesslicence, then he
could infer from gpproving document that it had been gpproved as alegd person.

145. Putting asde the fundamenta objection that drawing of inferencesis a matter for the
Board and not for awitness and adopting his approach, we note that of the 23 documentswhich he
listed, there were eight business licences or permits, namely items 3, 6, 8, 10, 13, 16, 20, and 23.

(@ Item 3 was a specid permit to carry on busness. It was not issued under
Article 38. We have not been shown a copy of the Regulations under which it
was sad to have been issued. The status of Factory AE is not apparent from
this document.

(b) Items6, 8 and 10 were ‘Business Licence of the People s Republic of China’
(¢ ") and under Article 38(4) such licences should
be issued to branches established by enterprises with foreign investment to
engage in business operations.

(¢ Item 13 was‘Busgness Licence (" ") and under Article 38(3) such
licence was for enterprises or business units which were not quaified as
enterprise lega persons, but were qudified for business operations.

(d) Items16, 20 and 23 were Business Licence of Enterprise Lega Persons of the
People s Republic of China ( ") and
under Article 38(2) such licence was for enterprises with foreign invesment
which were qualified as enterprise legd persons.

146. On his own gpproach, the gpproving authorities had decided that the factories named
in items 6, 8 and 10 were not legd persons but were branches established by enterprises with
foreign investment. Instead of supporting his primary assertion that dl the factories named in the
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documents which he listed were legd entities, his second argument proved the contrary, thet is the
factoriesnamed in items 6, 8 and 10 were not lega persons. We are not impressed by his attempt
to wrestle out of his second argument.

147. Likewise, on his own approach, the gpproving authorities had decided that the
factory named initem 13 was an enterprise or business unit which was not qudified as an enterprise
legd person. His second argument established the contrary, thet is the factory named in this
document was not qualified as an enterprise legd person. Agan, we are not impressed by his
attempt to wrestle out of his second argument.

148. The businesslicencesfor the factories or limited companies named in items 16*, 20%
and 23 were meant for enterpriseswith foreign investment which were qualified as enterprise legal
persons. Except inhislist, he made no reference in his written opinion to any of these three limited
companies.

149. Thus, we have here a Stuation in which his second argument proved the contrary in
respect of five out of eight licences or permit of what he said his second argument would show.

150. Thisis another poor and unsatisfactory aspect of his evidence.
151. We do not regard him as an impressive expert witness and atach no weight to his
evidence.

BOARD'S FUNCTION

152. It dl sarted on 13 August 1997 when the Assstant Commissioner issued five
additiond profits tax assessments on Company A under section 61A.

153. On 30 March 1998, the assessor issued 15 dternative assessments on Company B,
Company C, Company D and Company E under section 60(1) or the proviso to section 59(1).

154, The practice of the Revenueissuing aternative assessments has been approved by the
Courtsin England and in Hong Kong, see, e.g. Commissoner of Inland Revenuev NinaT H Wang
[1993] 1 HKLR 7 (CA) at pages 21 — 22.

155. Objectionsweremade by Company A, Company B, Company C, Company D and
Company E to dl 20 assessments. The ultimate function of the Commissioner when performing
his’/her duties and exercising hisher powers under section 64(2) is to confirm, reduce, increase or
annul the assessment(s), Nina T H Wang at page 23.

“that is, Company AT
*that is, Company BG
“ that is, Company BH



(2007-08) VOLUME 22 INLAND REVENUE BOARD OF REVIEW DECISIONS

156. In her Determination on Company A’ sobjections, the Acting Commissioner said that:

‘I have determined the objections raised by [Company B] and the three [Country T]
companies. In case | am wrong in these determinations, | have to consder the
objections raised by [Company A] againgt the dternative assessments ...’

157. The Acting Commissioner was entitled to her opinion and to determine the objections
as she saw fit by upholding (subject to the 50% reduction) the assessments on Company B,
Company C, Company D and Company E as the primary assessments and upholding (subject to
the 50% reduction) the assessments on Company A as dternative assessments. What was opento
criticism and where she erred was to describe the assessments on Company A as ‘dternative’

assessments. She dso erred by saying that she had to consider Company A’ s objections in case
her four other Determinations were wrong. She had to consder Company A’ s objections
irrespective of whether she was wrong in her other Determinations.

158. Appeds having been lodged againgt dl five Determinations, the ultimate function of
the Board isto confirm, reduce, increase or annul*’ the assessment(s), Nina T H Wang at page 23.
The issueis whether any one of the assessments was sustainable, Nina T H Wang at page 25.

159. Section 68(4) providesthat the onus of proving that the assessment gpped ed against
IS excessve or incorrect shal be on the gppelant.

160. Section 66(3) provides that:

‘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).’

BOARD’'S DECISION_ON COMPANY A'S APPEAL

Section 61A
161. Section 61A provides that:

‘(1) This section 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 atransaction 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

" Or to remit the case to the Commissioner with the opinion of the Board thereon under section 68(8)(a)
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effect of conferring a tax benefit on a person (in this section referred to
as' therelevant person’ ), and, having regard to-

(@ the manner in which the transaction was entered into or carried
out;

(b) the form and substance of the transaction;

(© theresultinrelation to the operation of this Ordinance that, but
for this section, would have been achieved by the transaction;

(d) any changein the financial position of the relevant person that
has resulted, will result, or may reasonably be expected to
result, from the transaction;

(e 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;

(f) whether the transaction has created rights or obligationswhich
would not normally be created between persons dealing with
each other at arnmt s length under a transaction of the kind in
guestion; and

(9) 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 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, assess the liability to tax of the
relevant person-

@ as if the transaction or any part thereof had not been entered
into or carried out; or
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(b) in such other manner as the assistant commissioner considers
appropriate to counteract the tax benefit which would
otherwise be obtained.

3 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.’

162. Section 14 is the charging provision for profitstax. Section 59 provides that every
person who is chargesble with tax shall be assessed. To assessis to set the value of atax at a
specified level and an assessment setsthe value of atax at a gpecified level. What happenswhen a
transaction is caught by section 61A(1) is governed by sub-section (2) which provides that ‘the
powers conferred upon an assessor under Pat X shdl be exercised by an assstant
commissioner ... Sinceal 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 the assstant commissioner level. In the exercise by the assstant commissioner of the
power to assess under Part X, the assistant commissioner ‘may ... assess the ligbility to tax of the
relevant person (@) 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 otherwisebeobtained.” Thisisdearly in the context of setting the vaue of
tax. Section 61A isan ad to the charging provisons which include section 14.

The ‘transaction’

163. Thefirst task isto identify the‘ transactiori. Mr Ambrose Ho submitted that it was™
‘the Scheme as awhole with its component parts collectively, which conssted of the undertaking
and implementation of al the steps and matters set out below:

‘(1) Theacquiring of the three [Country T] companiesin around August 1991 to
March 1992;

()] The sde of [Company P's| busnessto [Company B] in around April 1991,

“ The abbreviations in the Skeleton Submissions of the Respondent (CIR) have been changed to the
abbreviations adopted in this Decision. All page references have been omitted. Paragraph (9) isasubmission
on the net effect of the transfer pricing policy and is also omitted
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©)

(4)

©)

(6)

(1)

(8)

The trandfer of business from Company O to [Company C] in around
September 1991 pursuant to an oral agreement between [Ms M] and

[Company O];

The setting up of [Company E] to share part of [Company B’s| work load in
manufacturing parts,

On about 1 June 1992, the execution of the Master Supply Agreements (* the
Supply Agreements’ ) between:

(@  [Company C] and [Company AJ;
() [Company C] and [Company DI;

()  [Company C] and [Company EJ;
Which [are] deemed to be effective on 1 April 1992;

On about 1 June 1992, the execution of the Representative and Services
Agreement (‘ the Services Agreement’ ) between:

(@  [Company C] and [Company AJ;
() [Company D] and [Company AJ;
(©  [Company E] and [Company AJ;

Thetrandfer of busnessfrom [Company B] to [Company D] in around April
1993;

The adoption of transfer pricing policy after the transfer of business to the
[Country T] companies which involved:

@ the annud exercise of setting the sdle price of finished goods from
[Company C] to [Company AJ;

(b) the number of goods sold from [Company C] to [Company A] only
recorded in actual quantities of goods ordered and ddlivered,

(© the granting of additiond bulk discounts from [Company D/
Company E] to [Company C] after year end’.

Tax benefit for the relevant person

164.

Mr Ambrose Ho submitted that Company A was the relevant person.
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165. We must now decide if the Scheme had the effect of conferring a tax benefit on
Company A. Unless there was a tax benefit, section 61A would not be relevant or the subject
matter of consderation, per Rogers JA (ashethenwas) in Yick Fung Edtates Limited v CIR 2000
1HKLRD 381 at page 399. What matters for the purpose of section 61A iswhether therewasa
tax benefit for Company A. The phrase ‘ether done or in conjunction with other persons’ in
section 61A(1) makesit clear that whether or not there was atax benefit for some other person or
personsisirrelevant, so long as there was atax benefit for Company A.

166. ‘Tax bendfit” isdefined 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. Thereis no 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.

167. Company A’ s financid statements for the year of assessment 1988/89 showed
‘Manufacturing Expenses and those for the years of assessment 1989/90 and 1990/91 included
‘ Detailed Manufacturing Account[s] .

168. If the goods were manufactured in Hong Kong, the profits would be fully taxable.

169. If the goods were partly manufactured in Hong Kong and partly manufactured outside,
the profits which related to the manufacture of the goods outside Hong K ong would not be taxable.
Part of the manufacturing profits would be taxable.

170. Therewas no clam of any offshore profitsin Company A’ s profits tax computations
for the years of assessment 1988/89 and 1989/90. In Company A’ sprofitstax computation for the
year of assessment 1990/91, Company A assigned what appears to us to be an arbitrary
percentage of 1.25% and claimed that there was a trading profit of $4,226,075 and factory profit
of $4,337,126.

171. Three conditions must be satisfied before a charge to tax can arise under section 14
(CIR v Hang Seng Bank Limited [1991] 1 AC 306 at page 318):

‘(1) the taxpayer must carry on a trade, profession or business in Hong
Kong;

2 the profits to be charged must be “from such trade, profession or
business,” which their Lordships construe to mean from the trade,
profession or business carried on by the taxpayer in Hong Kong;

“ See paragraph 89 for some of the particulars extracted from those statements
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3 the profits must be “ profitsarising in or derived from” Hong Kong'.

172. Neither Company B nor any of the three Country T companies was the relevant
person. Company A was.

173. Company A has a dl materia times been carrying on business in Hong Kong. Its
profits, including manufacturing and trading profits, were from the business carried on by Company
A inHong Kong. Thefirst and second conditions were satisfied.

174, Prior to the Scheme, manufacturing was part of Company A’ s business, see
Company A’ sfinancid statementsfor the years of assessment 1988/89 — 1990/91. The whole of
itsprofitsfor 1988/89 and 1989/90 were offered for taxation. It claimed that dightly more than half
of its profits for 1990/91 were offshore and were not offered for taxation.

175. Prior to the Scheme, much was done by Company A to earn the manufacturing profits
and Company A did that in Hong Kong.

176. The third condition was adso satisfied.

177. Since the inception of the Scheme, much was Hill done by Company A to earn the
manufacturing profitsalocated to Company B and thethree Country T companiesand Company A
did that in Hong Kong, see the transaction sdected by the appelants for illustration purposes.

178. Unless Company A could make good any clam for gpportionment which it might
make of more than 50% of the manufacturing profits as offshore profits, the best it could hope for
was a50-50 apportionment under the Revenue’ s Departmenta Interpretation and Practice Notes
No 21.

179. The effect of the Scheme wasto reduce the amount of the profits (manufacturing and
trading) of Company A by the amounts dlocated to Company C and through Company C to
Company B, Company E and Company D. For Company A, the whole of the profits thus
alocated would not betaxable. The Scheme had the effect of conferring atax benefit on Company
A by reason of the reduction in the amount of tax as aresult of the dlocation.

The7 matters

180. On the badis that there was a tax benefit, the various matters a (a) to (g) in section

61A (1) haveto be considered 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.
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‘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 mattersin
(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 common
sense and apply the results of his deliberations in respect of each matter and
cometo 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 basisthat theword “ form” related to
the legal 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. In that respect, | would have no cause to disagree with the way in
which thiswas put’, per Rogers JAin Yick Fung Estates Limited v CIR 2000 1
HKLRD 382 at page 400.

The manner in which the transaction was entered into or carried out

181. Company K started the ball rolling by the ‘[Company A]* PRC Tax Planning
Memorandum For Discusson Purposes dated April 1991. The purpose was to ‘explore the
possibility of implementing the proposed arrangementswhich would enhance[ Company A’ § daim
to have part of its profits treated as exempt from Hong Kong tax'. The idea was to interpose an
offshore company™" between Company A and the PRC parties and to appoint aservice company
for services which had to be carried out in Hong Kong, and the purchase price paid by Company
A to the offshore company would determine the profitability of the offshore company and the
quantum of profitsto be clamed asoffshore. That the purpose wasto enableCompany A to obtain
atax benefit was aso clear from Company K’ s concluding remarks that there was no downside
risksinthat in the event of asuccessful chalenge, dl that the Group had to do wasto pay thetax that
would have been payable had there been no tax arrangements.

182. By the undated document cdled ‘[Company A] Group Tax Discusson
Memorandum (For Discussion Purposes Only)’, Company K made recommendation to minimise
the Hong Kong tax liahility; gave further details of the ‘efficient tax set-up’; recommended the
introduction of two more offshore companies, Company E and Company D, and to interpose them
between Company C and the components suppliers and explained that tax savings were to be
achieved by dlocating a substantia part of the net profit to the three Country T companies.

* that is, Company A
*! that is, Company C under the Scheme
*2 that is, Company A under the Scheme
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183. Company K’ s letter dated 7 May 1992 enclosed the implementation manua and
explained that thethree Master Agreements and thethree Representative and Services Agreements
were ‘prepared for tax substantiation purposes’.

184. Mr G gave three main reasons for the ‘ restructuring’ — to seek alisting on the Hong
Kong Stock Exchange, their keenness that each business should be established as a separated
operation and as a segregated profit centre, and their worries about politica risks attendant on the
1997 handover. There was no explanation how or in what way the Scheme was in any way
implemented because of any aleged Stock Exchange requirement. The alegation of a separate
profit centre was contradicted by his own assertion that Company C would incur aloss had it not
been given additiona annua discountsby Company E and Company D. The dlegation of worries
about politica risks was contradicted by the Group investing some $45 million of the net proceeds
of theinitid public offering on congruction of additiona factories and Saff quartersin the Industria
City Bl inthe PRC and on acquiring and ingtdling plant and machinery there. In any event, thereis
no explanation how the Scheme addressed any aleged worries. Weregect thereasonsgiven by Mr
G for the Scheme.

185. The manner in which the transaction was entered into was srongly suggestive thet:
@ Company A, and
(b) the other participantsin the Scheme,

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

186. When it came to implementation of the Scheme, the mode of operation of the Group
had not changed. This shows that the Scheme was for what Company K described as ‘tax
Substantiation purposes .

187. Company A’ ssubgtantia involvement in manufacturing continued. This isclear from
the transaction sdlected by the appdlants for illustration purposes. Company A aso maintained a
‘smdl’ team for ordering materials as agent for Company E and Company D and a ‘tearm > for
sourcing materids on behdf of Company C and gaff of the two teams were under the payroll of
Company A. Upon request from Company C, Company E and Company D in the Mainland,
Company A’ sstaff in Hong Kong placed orders for raw materiaswith Hong Kong suppliers. The
purchase orders were prepared and processed in Hong Kong. The goods were delivered in Hong
Kong or directly to the Mainland and there was agodown in the Hong Kong office of Company A
for storage of goods. Company A made periodic Hong Kong dollar remittances to ‘the
manufacturing subsdiaries associated local government corporations’.

% Not said to be* smal’
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188. Therole of Company D was smilar to that of Company B.

189. The name of Company O had been used continuoudy since 1991 and was il in use
In some agreements at the time of the apped hearing and gppeared in dl import and export
documents. For customs declaration purposes, the group companies which signed the various
processing/joint venture agreements e.g. Company O, Company Y etc were shown as consignor
while the names of the factories Sated in the processing/joint venture agreements e.g. Factory R,
Company Z etc were shown as consgnee on the customs declaration forms. This contradicts any
suggestion that agreements signed with China parties had been transferred to any of the Country T
companies.

190. Under the Magter Supply and Requirements Agreement made between Company A
and Company C for the supply by Company C to Company A of audio products, Company A
should purchase from Company C unless the landed cost of each ddivery exceeded by more than
10% of the cogts of an dternative supplier or unless Company C was unable to supply the quantity
or qudity required. However, that was not the way it was carried out. Purchases and sales
between the two companies were only recorded in actua quantities of goods ordered and
ddivered. AccordingtoMr G, the price sold by Company C to Company A was decided not by
him, but by the* accounting department’. This points to manipulation of the amount of profitsto be
transferred from Company A to Company C.

191. Taking away a subgtantid part of Company A’ s net profits was the first step in
obtaining atax benefit for Company A. Allocating it among the three Country T companies and
Company B was arefinement to guard againgt one or more of them being successfully chdlenged
by the Revenue. Manipulation of the amounts of profits to be transferred from Company A to
Company E and Company D was achieved by the additiona annua discounts by them to Company
C. Under the Master Supply and Requirements Agreements made between Company C with
Company E and Company D, Company C should purchase from Company E and Company D
unless the landed cost of each delivery exceeded by more than 10% of the costs of an aternative
supplier or unlessCompany E or Company D was unableto supply the quantity or quaity required.
Wergject the reasonsfor the annud discountsgiven by Mr F. They were matters which were well
known to the contracting parties. Had they been rdevant consderations, the two Master
Agreements could and should have been worded to give effect to these factors. Not only wasthere
no provision for discount under the two agreements, Company D and Company E had the right to
charge up to 10% more than the cheapest dternative supplier. Neither Mr F nor Mr G put forward
any bags for the additiona discount. The figures show that the additional discounts were quite
arbitrary.

Y ear of Company C Company E Company D
asessment

$ $ $
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1993/94 Turnover 739,362,537 53,426,292 | 113,982,355
Profit 1,532,375 11,651,497 43,732,248
Additiond NA 6,000,000

discount to

Company C
1994/95 Turnover 817,090,000 88,211,437 | 105,681,810
Profit 3,089,305 5,199,601 19,881,773
Additiond NA 16,762,000 25,130,000

discount to

Company C
1995/96 Turnover 1,029,420,964 174,436,357 | 149,470,918
Profit 4,789,915 19,961,649 37,143,568
Additiond NA 14,400,000 21,600,000

discount to

Company C

192.

193.

Under the three Representative and Services Agreements made with Company C,
Company E and Company D, Company A was entitled to aremuneration of 5% of the expenses
incurred. 5% might not even cover cogt of funds for the disbursements. Two sourcing teams were
on Company A’ s payroll and despite Company A’ s subdantid involvement in manufacturing,
Company A received no management fee except for the 1992/93 year of assessment, $1,450,000
from Company C, $350,000 from Company B, and $200,000 from Company E. No explanation
has been offered for the absence of management fees. Needlessto say, the lesser the management
fee, the lesser the amount of taxable profits for Company A.

The manner in which the transaction was carried out was strongly suggestive that:

@ Company A, and

(b) the other participantsin the Scheme,

entered into or carried out the Scheme for the dominant purpose of enabling Company A to obtain

atax benefit.

Theform and substance of the transaction
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194. The form of the transaction is summarised in paragraphs 163, 10, 79, 80 — 83, 84 —
87, 13(b) and 103 above.

195. The practical or commercia end result was that:
@ the mode of operation of the Group had not changed;
(b) while Company A’ s turnover represented the Group’ s turnover, Company
A’ s profits dropped and its contribution to the profits of the Group dropped

from 31.19% in 1991/92 to 7.19% in 1995/96;

(© Company A’ sdrop in profitability was offset by the profitability of the three
Country T companies and Company B which operated offshore.

196. The form and substance of the transaction was strongly suggestive that:
@ Company A, and
(b) the other participantsin the Scheme,

entered into or carried out the Schemefor the dominant purpose of enabling Company A to obtain
atax benefit.

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

197. Company A’ sprofitsdropped, part of it having been alocated to Company B and the
three Country T companies under the Scheme. The drop in profits resulted in a corresponding
reduction in the amount of tax.

198. As Company B and the three Country T companies operated offshore, their profits
were not taxable,
199. This matter was srongly suggestive that:

(@  Company A, and
(b) the other participantsin the Scheme,

entered into or carried out the Scheme for the dominant purpose of enabling Company A to obtain
atax benefit.
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Any changein thefinancial position of therdevant per son that hasresulted, will result, or
may reasonably be expected to result, from the transaction

200. Despite its subgantid role in the manufacturing process, Company A received
nothing for itsrole except for the 1992/93 year of assessment during which it received $1,450,000
from Company C, $350,000 from Company B, and $200,000 from Company E. By dlocating
Company A’ sprofitsto Company B and thethree Country T companies, Company A’ sprofitsand
tax liability dropped.

201. This matter was strongly suggestive that:
(@  Company A, and
(b) the other participantsin the Scheme,

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

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 réevant person, being a change
that hasresulted or may reasonably be expected to result from the transaction

202. The three Country T companies were incorporated or acquired shortly before the
implementation of the Scheme. It is not meaningful to discuss any changein relation to them.

203. Company B became dormant after its business had been taken over by Company D.
The appd lants offered no explanation for the replacement of Comparny B by Company D. The use
of offshore companies made it more difficult for the Revenue to acquire information about the
Scheme and to challenge it under section 61A.
204. This matter was suggestive that:

@ Company A, and

(b) the other participantsin the Scheme,

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

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
thekind in question
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205. Company A maintained its substantid involvement in manufacturing. Itsentitlement to
remuneration under the three Representative and Services Agreements was 5% of the expenses
incurred. 5% might not even cover cogt of funds for the disbursements. We do not think this was
deding onams-length bass. When it came to the way the Scheme was carried out, Company A
did not receive asingle cent except for 1992/93. Thisis even far more removed from dedling on
ams-length basis.

206. Although Company C was contractudly entitled to charge Company A up to 10%
more than the cheapest dternative supplier, the sale and purchase price was not decided unlessand
until it was decided by the ‘accounting department’ on an annud bags. This is not deding on
ams-length basis.

207. Although Company E and Company D were contractudly entitled to charge
Company C up to 10% more than the chegpest dternative supplier, annud discountswere givenin
carrying out the Scheme. There is no specific basis for the discount.  This is not deding on
ams-length basis.
208. This matter was strongly suggedtive that:

@ Company A, and

(b) the other participantsin the Scheme,

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

The participation in the transaction of a corporation resident or carrying on busness
outsde Hong K ong

200. Company B carried on business outsde Hong Kong in 1991/92 and 1992/93.

210. Thethree Country T companies were resident and carried on business outsde Hong
Kong.

211. The use of offshore companies made it more difficult for the Revenue to acquire

information about the Scheme and to chadlenge it under section 61A.
212. This matter was suggedtive that:

@ Company A, and
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(b) the other participantsin the Scheme,

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

Dominant purpose

213. Wemust now ook at the mattersglobally and arrive at anoveral concluson. Wefind
that the dominant purpose of:

@ Company A, and
(b) the other participantsin the Scheme,
was to enable Company A to obtain atax benefit.

Conclusion on section 61A point

214. Company A’ s gpped fails on the section 61A point.

Company A’ sother grounds of appeal

215. We turn now to Company A’ s other grounds of gpped quoted in paragraph 37
above.
216. Under section 61A(2), liability to tax shal be assessed ‘as if the transaction or any

part thereof had not been entered into or carried out’.

217. If the Scheme had not been entered into or carried out, Company A would have
carried out manufacturing business in its own right. Company A has a al materia times been
carrying on busnessin Hong Kong. Its profits, including manufacturing and trading profits, were
from the business carried on by Company A inHong Kong. Company A’ s manufacturing activities
were clearly not wholly offshore, see the transaction sdected by the appelants for illustration
purposes. Company A had not made any claim for gpportionment and had not made good any
clam for gpportionment of more than 50% of the manufacturing profits as offshore profits, the onus
being on Company A to prove that the assessments appealed against were incorrect or excessive.
Ground b) falls.

218. Asfor ground c), that an assessment is‘ unsafe’ is not aground of appeal. Thisis not
acrimina appeal. The appd lants have not shown that Company A’ s assessments were incorrect.

219. Ground d) has not been argued. The gppellants have not made out this ground.
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220. Mr Ambrose Ho disavowed reliance on sections 16 and 61 and ground €) is not
relevant.

Conclusion on Company A’ s appeal

221. Company A’ s gpped fails and must be dismissed.

Disposition of Company A’ s appeal

222. All the assessments gppeded againg by Company A as reduced by the Acting
Commissioner are confirmed.

BOARD’'S DECISION ON OTHER APPELLANTS APPEALS

223. The respondent accepts that the five assessments on Company A on the one hand
and the 15 assessments on Company B and the three Country T companies on the other arein the
dterndive.

224, As we have uphdd the five assessments on Company A, it follows that the 15
assessments on Company B and the three Country T companies must be annulled.

225. In paragraphs 209 and 210 above, we found in favour of the gppd lants on the facts
and held that, asthey contended, Company B carried on business outside Hong Kong in 1991/92
and 1992/93 and the three Country T companies were resdent and carried on business outsde
Hong Kong, their manufacturing profits were offshore and their appeals must be dlowed.

Disposition of Company B’ s appeal

226. The assessments gppeded againgt by Company B as reduced by the Acting
Commissioner are annulled.

Disposition of Company C' s appeal

227. The assessments gppealed againgt by Company C as reduced by the Acting
Commissioner are annulled.

Disposition of Company D’ s appeal

228. The assessments appealed againgt by Company D as reduced by the Acting
Commissioner are annulled.
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Disposition of Company E’ s appeal

229. The assessments appeded aganst by Company E as reduced by the Acting
Commissioner are annulled.



