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Case No. D16/08

Profitstax — source of profits— section 14(1) of the Inland Revenue Ordinance (‘IRO’). [Decision
in Chinesg)

Pand: Anthony Ho Yiu Wah (chairman), Patrick Ho Pak Tai and Lam Wing Wo.

Date of hearing: 7 December 2007.
Date of decision: 4 July 2008.

The gppellant contended the profits of 2 projects in Beijing G Mdl (Project A and
Project B) in the year of assessment 2001/02 and 2003/04 were sourced outside Hong Kong and
hence not chargesble to profits tax.

The gppellant also claimed that most of the profit generating activities took place in
Ching; its staffs in Hong Kong only took part in office paper work.

Theappd lant further claimed that the actud profitsit made was|essthan the recorded
book profitssancethefeescharged by Company F (acompany/ enterpriseincorporated in Chinaof
which theappd lant was the 51% shareholder) for work done in Chinawas only actua cost incurred
with no profits to Company F ever imputed.

The Deputy Commissoner was of the view that the gppellant falled to prove the
relevant profits of Project A and Project B was sourced outside Hong Kong.

Held:

1.  Todeterminethe source of income, the broad guiding principleis one looks to see
what thetaxpayer has done to earn the profit in question and where he has done it
(the *operation test’).

2. Tocary out the operation test, the first consideration is the relevant profit making
activitiesof thetaxpayer. Yet, evenif thetaxpayer’s business activities took place
outside Hong Kong, it does not mean that the relevant profit making activities of the
taxpayer would then be outsde Hong Kong.

3. A group may for some purposes be properly regarded as a single commercia
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entity. But for tax purposes, the source of profits must be attributed to the
operation of the company which produced them and not to the operations of other
members of the group.

4.  In this appedl, one of the factors the Board has to decide is where were the
contracts for Project A and Project B entered into:

4.1 Contract for Project A was entered into in Hong Kong:  According to the
relevant flowchart of work of the appdlant, gaffs in China might have
assisted in preparing the tender and quotation documentation, the main task
was responsible for by the gppdlant’s gaffs in Hong Kong. For contract
bargaining and negotiation, dl the correspondence between the devel oper,
main contractor and the gppelant was posted to the parties Hong Kong
addresses. The subcontract was aso signed in Hong Kong.

4.2 Contract for Project B was entered into in Hong Kong: Evidence showed it
was the appdlant’s marketing, consultation and revision/ supplementary
activities carried out in Hong Kong which effectively led to the conclusion of
the stone materid supply contract for Project B.

5.  Therdevant profit making activity of the appdlant, i.e. the sourcing of the stone
material supply, was mainly carried out by the gppdlant’ s staffs in Hong Kong a
the gppelant’ s Hong Kong office.

6. Company F and thegppellant are two separatelegd entities. Both made their own
commercid decisions agreeing to a certain sum for work donein China. Assuch,
the gppdlant cannot now ask for a reduced assessment for its unsubstantiated
clam of actua profits being less than the book profits.

Appeal dismissed.
Casesreferred to:

Baring Securities (Hong Kong) Limited v CIR [2007] FACV 19 of 2006
CIR v Hang Seng Bank Limited [1990] 3 HKTC 351

CIRv HK-TVB Internationd Ltd [1992] 3 HKTC 468

Kwong Mile Services Ltd v CIR [2004] 3 HKLRD 168

Lo Chin Man and Tse King Sing of Messrs Billy Ho and Company for the taxpayer.
Tsui Nin Me and Chan Man Onfor the Commissoner of Inland Revenue.
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*33. As pointed out in Commission of Inland Revenue v Hang Seng Bank it
lays down three conditions for a charge to tax, namely:

(1) thetaxpayer must carry on a trade, profession or businessin Hong
Kong; (2) the profits to be charged must be “from such trade,
profession or husiness’, which their Lordships construe to mean
fromthe trade, profession or business carried on by the taxpayer in
Hong Kong; (3) the profits must be “ profits arising in or derived
fromHong Kong.”’

10. Baing Lord Millett NPJ Lord Jauncey CIRV
HK-TVB Internationa Ltd [1992] 3 HKTC 468

‘128. InHKTVBI (at p.407A-C) Lord Jauncey attributed the origin of Lord
Bridge’ s“broad guiding principle” to the judgment of Atkin LJin F.L
Smidth & Co. a Greenwood [1921] 3 KB 583 at 593 where he said:

“| think that the question is, where do the operations take place from
which the profits in substance arise?”

Immediately after citing that passage, Lord Jauncey said:
“Thus Lord Bridge' s guiding principle could properly be expanded to
read ' onelooksto seewhat thetaxpayer has doneto earn the profitin
guestion and where he has doneit’.”

And at p.411 he said that the fundamental question was:

“ ... what were the operations of the taxpayer which produced the relevant
profit?’’

11. Bokhary PJ  Kwong Mile ServicesLtdv CIR [2004] 3 HKLRD 168
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“ ...InCIRvOrion Caribbean Ltd [ 1997] HKLRD 924, Lord Nolan emphasised

(at p. 931F) that '[n]o simple, single, legal test can be employed” when
ascertaining the source of a profit.

12.  Although very useful in many cases including the present one, the Hang
Seng Bank/HK-TVB broad guiding principle is not meant to be a universal test
for ascertaining the source of a profit. Nor would trying toformulate such a test
bewise... The situationsin which the source of a profit hasto be ascertained are
too many and varied for a universal judge-made test. Apart from the words of
the statute themsel ves, the only constant is the need to grasp the reality of each
case, focusing on effective causes without being distracted by antecedent or
incidental matters.’

Lord Jauncey HK-TVBI

13.

‘ If a manufacturer in Hong Kong sells his goods to a merchant in Manila the

payment which he receives is no doubt sourced in Manila but his profit on the
transaction arisesin and is derived from his manufacturing operation in Hong
Kong.

...The Court of Appeal werein error in stating that “ the profit making activity
was carried on and the services being the provision of the rights were
rendered outside HongKong” . The profit making activity of the sub-licensees
was carried on outside Hong Kong but the grant of the sub-licenses took place
in Hong Kong where TVBI operated.’

Lord Millett NPJ  Baing

‘134. ...l cannot accept the proposition that, in the case of a group of
companies, “ commercial reality’ dictatesthat the source of the profits
of one member of the group can be ascribed to the activities of another.
The profits in question must be the profits of a business carried on in
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Hong Kong. No doubt a group may for some purposes be properly
regarded as a single commercial entity. But for tax purposes in this
jurisdiction, a business which is carried on in Hong Kong is the
business of the company which carries it on and not of the group of
which it is a member; the profits which are potentially chargeable to
tax are the profits of the business of the company which carries it on;
and the source of those profits must be attributed to the operation of
the company which produced them and not to the operations of other

members of the group.’
14. 2001/02 2003/04
A B
15. A
@ A
A
A
(b) F
( () (
)
( E )
( G )
H )
A
16. B E
2000 9 21 B
2000 9 22 B 2000 10 16 I
16-10-2000 2000 10
23 I I 2000 10 23
2000 10 16
E
17. B
J I J

2000 6 13 I



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

B 2000 8 12 |
E 2000 6 13 2000 8 12 2000 10
23 () | 2000 9 27
| 2000 11 8
( )
/ B
18. B
19.
20. (
() E
E
E M (F AG ) M N
(F y E
21. ( E M
)

22,

@ A

(b) B

(©

( E
) F  AG M
N M N



23.

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

(
22(d) )
( E
(d)
F
F ( 6.11 )
F A B
(€ F
F F
F
( 6.11 )
Lord Millet NPJ  Baring
( 13 )

6.11



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

Employee

Hong Kong office
E
@]

P
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\%
W
Canton office (F
M

X
Y
Z

AA

AB

Beijing office (F
N

AC

AD

AE

Post title

Executive Director
Project Director

Project Manger
Financid Director
Assgtant Project
Manager

Project Co-ordinator

Office Supervisor

Office Assgtant
Accountant
Driver

AG )
Factory Director
Factory Supervisor
Production Supervisor
Busness
Representative
Office Manager
Accountant

)

Generd Manager
Factory Manager
Marketing Manager
Accountant

()

)
Duties

Marketing & Group CEO
Marketing & Project Management

Project Management
Financia Control
Project Management

Project Co-ordination

Purchase & Office Management

Shipping & Office
Accounting
Materia Transportation

Marketing & Factory CEO
Factory Management
Production

Marketing

Office works

Accounting work

Marketing & Area CEO
Marketing & Factory Management
Marketing

Accounting work

Monthly

remuneration

HK$27,000
HK$27,000

HK$18,000
HK$27,000
HK$15,000

HK$13,500
HK$14,500

HK$10,000
HK$13,400
HK$12,650

RMB8,800
RMB3,800
RMB3,500
RMB2,500

RMB2,200
RMB2,200

RMB8,500
RMB6,500
RMB4,500
RMB2,500
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Project Manager Project Management RMB3,800

()

Steps of sgnificant activities carried out by the Company in earning the revenue and
analysisinto the place of service and theresponsible per son are asfollows:(

)

Steps
Contact with client and building up connection

Cod4 calculation & tender

Submission of tender requirement, samples, method of
statement, etc

Contracting and price negotiation

Souring of raw materids & negotiation of purchase
prices

Shop drawing preparation, quantity & scope of work
andyssand cdculation

Ordering of raw materids

Orientation vidgts to quarries in PRC / Europe for raw
materid ingpection

Attending Ste meetings & work with client to review
details of the works

Carying out fabrication of raw materia stones to
finished pandls, moulding, efc

Processing the materias on dte & dte works

Negotiation & control payment return

Responsible person

Mr E

Mr E, supported by HK & PRC staff

Mr E, supported by HK & PRC staff

Mr E

Mr E, MrM

Mr M, supported by HK & PRC staff

Mr E, Mr M

Mr E, Mr M

Mr N

MrM

Mr M, MrN

Mr E, HK & PRC dtaff



