(2015-16) VOLUME 30 INLAND REVENUE BOARD OF REVIEW DECISIONS

Case No. D25/14

Profits tax — appellant company acting as ‘middleman’ between two foreign companies —
substantial trade activities performed by common staff of the foreign companies outside
Hong Kong — whether profits derived assessable to profits tax in Hong Kong — sections 2(1),
14(1) and 68(c) of the Inland Revenue Ordinance (Chapter 112)

Panel: Huen Wong (chairman), Simon Wing Yin Leung and Shum Sze Man Erik.

Dates of hearing: 22 October 2012, 22 to 25, 29 April and 9 June 2014.
Date of decision: 29 December 2014.

The Appellant was incorporated in Hong Kong in 2001. In 2002, the Appellant
became the sole owner of Company M (a sole proprietorship formed in the PRC), whose
business was material processing and products exportation. In 2004, Company E (a
company incorporated in Taiwan) became the ultimate controlling share-holder of the
Appellant. For political reasons, ‘The Three Direct Links (=3&)’ could not be performed at
the material time, and the trading between the PRC and Taiwan had to be performed through
the Appellant. In terms of operation, the staff of Company E worked for all the companies
within the group; Company E faxed the purchase orders to the Appellant from Taiwan, and
the Appellant issued those orders to Company M; Company E provided the Appellant with
the required materials, and the Appellant sold the materials to Company M for processing;
the Appellant booked the prices of the materials together with the processing costs as the
sale costs; since 2004, the Appellant booked the said costs separately as the sale costs of the
materials, reflecting a trading activity of zero-profit; Company M purchased the materials
from the Appellant for processing, and sold the products to the Appellant, which then sold
the same to Company E; in the Appellant’s books of account, the trading of the materials
and products were booked using the prices declared to the PRC inland department; the
Appellant and Company M adopted a setting-off approach for payments: since the amount
of the payment to the Appellant for sale of materials was lower than the amount payable to
Company M for the processed products, the Appellant only had to pay Company M the
difference after setting-off.

In the tax return, the Appellant declared its major business as ‘investment holding
and trading of hardware products’, and further provided a business address in Hong Kong.
However, the Appellant alleged that as a ‘middleman’ between Company E and
Company M, there was no production or sales activity in Hong Kong, and the substantive
business and operation was entirely carried on outside Hong Kong, hence there was no profit
or loss which could be declared in Hong Kong (‘Offshore Claim’).
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The Assessor rejected the Offshore Claim. The Appellant opposed the Assessor’s

assessment.

The acting vice Commissioner dismissed the Appellant’s opposition. The

Appellant appealed to the Board. In the hearing before the Board, the Appellant called 3

witnesses.

Held:

1.

Profits tax was chargeable on every person carrying on a trade, profession or
business in Hong Kong in respect of his assessable profits arising in or
derived from Hong Kong for that year from such trade, profession or business
(excluding profits arising from the sale of capital assets). Profits arising in or
derived from Hong Kong included “all profits from business transacted in
Hong Kong, whether directly or indirectly or through an agent’. In order to be
chargeable to profits tax: (1) the person had to carry on a trade, profession or
business in Hong Kong; (2) the profits must come from the trade, profession
or business carried on by that person in Hong Kong; (3) the profits must arise
in or derived from Hong Kong. Hence, the Board must, in accordance with
the guiding principle, investigate the nature of business that the Appellant
carried on in making the profits, and the place where the business was carried
on. It was a question of fact, and every case depended on its own facts. The
source referred to the real source of profits as recognised by ordinary people,
and was not a legal concept. The question was a finding of fact; there was no
hard and fast rule to the question. (CIR v Hang Seng Bank Ltd [1991] 1 AC
306; CIR v HK-TVB International Ltd [1992] 2 AC 397 and CIR v Onion
Caribbean Ltd [1997] HKLRD 173 considered)

The 3 witnesses called by the Appellant did not provide much assistance to
resolve the facts in dispute. None of them had directly participated, planned
or deeply understood the mode of operation and the business of the 3
companies.

The Appellant had carried on trade, profession or business during the
financial years. According to the evidence, the intention of Company E was
to ensure that the relevant trading activities took place in Hong Kong. The
Appellant’s activities (including registration of the Appellant and opening of
bank accounts) were not ancillary in nature. To the contrary, the activities
proved that the Appellant had carried on substantial and important business:
i.e. connecting the trading activities between the PRC and Taiwan by playing
the role of a “third party’. Hence, although the Appellant’s activities were not
as busy as ordinary trading companies, it had some business and a role; it was
also performing a very important and necessary task.

The Appellant admitted that it derived profits from ‘purchase and sale of
processed products’. Hence, insofar as such business was concerned, the
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Appellant’s profits arose or were derived from the trade, profession or
business that it operated.

5. In deciding whether the source of profits came from Hong Kong, the place
where a contract was entered into and performed was an important factor, but
not a decisive one. In investigating the activities from which the Appellant
derived profits, attention must be given to the fact that the activities might not
be the trading activities which one conventionally perceived (i.e. the entering
into and performance of contract, etc.). According to the evidence, the
Appellant was inserted by Company E as a ‘middleman’ between Company E
and Company M to circumvent the trade restrictions in force between the
PRC and Taiwan. It was also a specific and necessary trading pattern that was
required to remove the trading barrier at the material time. Although the
amount of activities was not large, it had a necessary role. In other words,
regardless of the whereabouts of the controlling staff and the places where the
contract was entered into and performed, the trading between Company E and
Company M would become impossible in the absence of the Appellant. The
activity of playing such role was obviously in Hong Kong. According to
authorities, the place where a contract was entered into was an important
factor in deciding the source of profits, and the mode of trade and destination
of the goods shipped might be a factor of less importance; but in light of the
trade restriction which was in force at the material period, the former became
peripheral and less important, while the latter was an important factor when
considering the source of profits. (CIR v HK-TVB International Ltd [1992] 2
AC 397 considered)

Appeal dismissed.
Cases referred to:

CIR v Hang Seng Bank Ltd [1991] 1 AC 306

CIR v HK-TVB International Ltd [1992] 2 AC 397

CIR v Onion Caribbean Ltd [1997] HKLRD 173

ING Baring Securities (Hong Kong) Ltd v CIR (2007) 10 HKCFAR 417
CIR v Datatronic Ltd [2009] 4 HKLRD 675

CIR v CG Lighting Ltd [2010] 3 HKLRD 110

Adrian Lai Yat Hin, Kwong Chi Keung, Leung Ping Chiu and Chow Ka Yan of the
Instructing Solicitor of Messrs Sit, Fung, Kwong & Shum for the Appellant.

Paul H M Leung, Chester Lee, Gordon I H Chung and Wong Ka Ki, instructed by
Department of Justice, for the Commissioner of Inland Revenue.
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	The Appellant was incorporated in Hong Kong in 2001.  In 2002, the Appellant became the sole owner of Company M (a sole proprietorship formed in the PRC), whose business was material processing and products exportation.  In 2004, Company E (a company...
	Held:

