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Case No. D38/06

Profits tax — referral fee — transaction to be disregarded — section 61 of the Inland Revenue
Ordinance (‘IRO’). [Decison in Chinesg]

Pand: Michadl Seto Chak Wah (chairman), Lam Wing Wo and Stephen Lau Man Lung.
Date of hearing: 13 May 2004.
Date of decison: 1 September 2006.

The appdlant companies were Companies A and C, both subsidiaries of Company D.

By a written agreement between Companies D and B, they invested in Hong Kong
properties. Company D would provide capital while both companies would share the gain or loss

equaly.

Upon the recommendation of Company B, Company D through the gppellant companies
bought properties and resold them at profits. They paid referral fees to Company B.

The Inland Revenue was of the opinion that the referral fees were artificid or fictitious and
disregarded them.

The shareholders and directors of Company D, the gppellant companies and Company B

were dl closed rdatives,

Held:

1.  According to thewritten agreement, upon the sdle of the properties, both partieshad
to pay the profitsto each other within three months. Otherwise, the defaulting party
had to pay interest. However, both appellant companies did not pay interest on the
referrd feesto Company B upon defaullt.

2. Largeamount of the company records was not true.

3. TheBoard found the written agreement was lack of defining who had the rights to
make decison in buying and sdlling properties or when to sdll.
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4.  The Board found the gppellant companies failed to prove the assessment on the
referral fees was excessve or incorrect.

Appeal dismissed.
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Kum Hing Land Investment Co Ltd v Commissioner of Inland Revenue 1 HKTC 301
Cheung Wah Keung v Commissioner of Inland Revenue [2002] 3 HKLD 773
D77/99, IRBRD, vol 14, 528

Seramco Superannuation Fund Trustees v Income Tax Commissoners [1977] AC 287

Leung Wa Keung Richard Barrigter-at-law for the taxpayer.
Ngan Man Kuen and La Wing Man for the Commissioner of Inland Revenue.
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Kum Hing Land Investment Co Ltd v Commissioner of Inland Revenue 1 HKTC 301
Cheung Wah Keung v Commissioner of Inland Revenue [2002] 3 HKLD 773

D77/99, IRBRD, vol 14, 528

Seramco Superannuation Fund Trustees v Income Tax Commissioners [1977] AC 287
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61 Kum Hing Land Investment Co Ltd v
Commissoner of Inland Revenue 1 HKTC 301, Cheung Wah Keung v Commissoner of Inland
Revenue [2002] 3 HKLRD 773, D77/99, IRBRD, vol 14, 528.

Cheung Wah Keung v Commissioner of Inland Revenue Seramco
Superannuation Fund Trustees v Income Tax Commissioners [1977] AC 287, Lord Diplock

“Artificial” is an adjective which is in general use in the English language...
Their Lordshipswill accordingly limit themselvesto an examination of the shares
agreement and the circumstancesin which it was made and carried out, in order
to see whether that particular transaction is properly described as “ artificial”

within the ordinary meaning of that word.” (788 40 )

D77/99

‘Al the circumstances of the particular transaction have to be examined in order
to seeifitisartificial or fictitious.” (539 33 (0))

‘A transaction is not artificial by reason of the fact that it is between related
parties.” (539 33 (d))

‘A transaction is not artificial by reason of the fact that it is intended for tax
planning purpose.” (539 33 (&)

‘However if thereis no commercial sense for the transaction and no purpose for
the transaction other than for tax benefit, it may well fit the expression
“artificial” .’ (539 33 ()
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5. A C 61
Encyclopaedia of Hong Kong Taxation, vol 4,

paragraph 18631

68(4)

Cheung Wah Keung v Commissoner of Inland Revenue
68(4) --
( 50-52 ):

‘s.68(4) ofthe Ordinance makesit crystal clear that" the onus of proving that the
assessment appealed against is excessive or incorrect shall be on the appellant.”

Judicial utterances to the same effect can also be found in CIR v Board of
Review, ex p Herald International Ltd [1964] HKLR 224 referred to in para.42
above and CEC v Comptroller of Income Tax (Sngapore) (1950-1985) MJTC
551’
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