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Case No. D25/07

Profitstax —whether interest paymentsto bank deductible as expenditure— sections 16(1), 17(1)
of the Inland Revenue Ordinance (‘'IRO’) — whether gpportionment was gppropriate — rule 2A of
the Inland Revenue Rules,

Pand: Benjamin Yu SC (chairman), Ho Kai Cheong and Man Mo Leung.

Dates of hearing: 21 July and 7 September 2006.
Date of decison: 24 September 2007.

For the year of assessment in question, the taxpayer made payments to Bank B under
three separate accounts. In respect of one of these accounts (the * Account’), the taxpayer gave
evidence that the payments made were interest payments under amortgage |oan extended by Bank
B to the taxpayer. The loan was secured by a mortgage over Property F, which was held by
Company G. Company G wasowned by aMr C and hisfamily. Mr C wasadirector and manager
of the taxpayer. The taxpayer gave evidence that Property F was partly used for storage of
documents and also used from time to time by the taxpayer to provide accommodation to
customers of the taxpayer. The taxpayer adduced no evidence as to the payments made into the
other two accounts.

The issueisthe deductibility of the sums paid into the three accounts.

Hdd:

1 Interest incurred as expenditure by the taxpayer is deductible only if such interest
was incurred in the production of assessable profits: sections 16(1) and 17(1) of
the IRO.

2. In cases where expenses were only partly incurred in the production of assessable
profits, apportionment of such expenditure may be caled for, such that only that
portion of the expenditure which was incurred for the production of assessable
profits should be deductible: see rule 2A of the Inland Revenue Rules.

3. The Board is prepared to accept the taxpayer’ s evidence that Property F was
indeed used for the benefit of the taxpayer in the manner deposed to and that the
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payment of loan interest by the taxpayer would be treated as rent paid by the
taxpayer to Company G for the use of Property F.

4.  However, the arrangement has a sgnificant dement of subsdy by the taxpayer in
favour of Company G. The interest pad would appear to have sgnificantly
exceeded the rent which would have been chargegble on an arms-length basis. In
the circumstances, the payment of interest into the Account was made patidly in
the production of assessable profits. The case calsfor an gpportionment. It would
be fair to alow a deduction of a sum representing the monthly market rent and
dlow an additional sum for management fees and rates.

5. In relation to the other two accounts, the gppedl is dismissed.

Appeal allowed.
Case referred to:
D66/88, IRBRD, vol 4, 85

Liu Kwong Seng of MessrsK S Liu & Company CPA for the taxpayer.
La Wing Man for the Commissioner of Inland Revenue.

Decision:
Introduction
1 This is an appea by Company A (‘the taxpayer’) againg the determination by the

Deputy Commissioner of Inland Revenue dated 31 October 2005.

2. The apped rdates to the profits tax assessment on the taxpayer for the year of
assessment 1999/2000. The issue is the deductability of a sum of $616,884 incurred by the
taxpayer during that year of assessment.

3. Information from the tax representative of the taxpayer shows that the sum of
$616,883.95 was paid to the Bank B under three separate accounts:

Account no Amount
() XX-XXX XXX 78,487.18
(i) XX-XXXXXX 34,771.71
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(iir) XX-XXXXXX 503,625.06

4, At the hearing of the appedl, the focus was on the interest payment in item (iii) above.
The taxpayer adduced no evidence as to the purposes of incurring interest under the other two
accounts.

The Facts
5. We find the following facts proved. They arein any event not controversd.
6. The taxpayer was incorporated in Hong Kong on 17 January 1989 under a different

name. It carrieson the business of trading in printing ink products. At al materid times, Mr Cisa
director and manager of the taxpayer. The mgor shareholders of the taxpayer are a number of
native Chineseresdent in Country D. Mr C was employed asthe manager in charge of the business
in Hong Kong, and has aso been given some shares in the taxpayer company.

7. The taxpayer enjoyed banking facilities from Bank B in respect of its trading.
Facilitiesincluded an overdraft, letters of credit (L/C), trust receipts (T/R) and ingament loan. The
bank loan interest of $616,883.95 comprised interest paid in respect of facilities granted by the
Bank B secured by the property of the taxpayer or property in the name of athird party.

8. Loan account no XX-XXXXXX (item (iii)) was secured by a mortgage in favour of
the Bank B on a property at Address E (Property F). The Property F was a property held by a
company called Company G.

Evidence

9. Mr C gave evidence before the Board. He explained that the shareholders of the
taxpayer had placed their trust in the management of the business of the taxpayer uponhim. He said
that after the Adanfinancid crisis, he had asked the shareholders for an increasein capitd, but was
told to seek help from Bank B. Thebank’ sattitude at the time wasthat it could consder increasing
itsfacility to the taxpayer if the taxpayer could put up a property as security. Mr C said that he and
his family were a the time interested in buying a property. He discussed the matter with the
shareholders and it was agreed that the taxpayer would assist Mr C's company in acquiring the
property by obtaining a loan from the bank, but that the property would be put up as security to
obtain additiona securities for the taxpayer’ s busness activities.

10. The property which was purchased was the Property F, and it was purchased in the
name of Company G, a company held by Mr C and hisfamily. Mr C drew our attention to two
lettersfrom the Bank B, one dated 5 August 1993 and the other dated 20 May 1998. He pointed
out thet the limit of L/C and T/R fadilitiesin the August 1993 |etter was stated to be $2,600,000
whereas the limit of the same facilities under the May 1998 |etter was $5,700,000.
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11. Mr C gave evidence that the Property Fwas partly used for storage of documentsand
adso used from time to time by the taxpayer to provide accommodation to customers of the
taxpayer. Inreturn, the taxpayer paid theinterest on the mortgage loan with Bank B. In support of
that evidence, the taxpayer produced various letters from its customers confirming theat
representatives of the customers had been provided with accommodation in the Property F. During
the adjournment between the two hearings before this Board, the taxpayer produced further proof
from its cusomers. Also produced by the taxpayer were transfer vouchers which recorded the
taxpayer’s payments of the loan interest as rent. The interest paid varied each month, ranging
between $40,672.11 to $44,928.82.

12. The Commissoner adduced in evidence a memorandum from the Commissoner of
Rating and Vduation expressng the opinion that the market rent of Property F commencing from 1
January 1999 for aterm of one year on an unfurnished basis was $20,000 per month, exclusive of
rates and management charges.

TheLaw

13. The law on which the issue in this gpped fdls to be determined is clear and isnot in
dispute. The burden rests on the taxpayer to satisfy this Board that the assessment appeded against
Isincorrect or excessve: section 68(4) of thelnland Revenue Ordinance (‘IRO’). Interest incurred
as expenditure by the taxpayer is deductible only if such interest was incurred in the production of
assessable profits: sections 16(1) and 17(1) of the IRO.

14. In cases where expenses were only partly incurred in the production of assessable
profits, apportionment of such expenditure may be cdled for, such that only that portion of the
expenditure which was incurred for the production of assessable profits should be deductible: see
rule 2A of the Inland Revenue Rules, D66/88, IRBRD, vol 4, 85.

Findings

15. One member of this Board entertains serious doubt whether the mortgage of the
Property F to Bank B did the fact bring about the increase in the banking facilitiesmade availableto
the taxpayer. Itis noted that the letter of 20 May 1998 from Bank B recorded both the * present
limit(s and ‘revised limit(s)’ of L/C and T/R to be $5,700,000. This rather militates againgt the
suggestion that this limit had been increased by reason of the mortgage of the Property F to the
Bank B. Notwithstanding such doubt, this Board is prepared to accept the evidence of Mr C that
the Property F was indeed used during the relevant year of assessment for the benefit of the
taxpayer in the manner he deposed to in hisevidence. The Board finds that evidence to be well
supported by the written evidence obtained from the taxpayer’s customers. The Board aso
congdersthetransfer vouchers produced by the taxpayer to be cogent evidence of the arrangement
entered into between the taxpayer on the one hand and Mr C and his company on the other,
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namdy, that the payment of loan interest by the taxpayer would be tregted as rent paid by the
taxpayer for the use of the Property F.

16. The Board, however, takes the view that the arrangement has a Significant dement of
subsidy by the taxpayer in favour of Gmpany G. The interest paid would appear to have
sgnificantly exceeded the rent which would have been chargegble on an ams-length basis. As
noted above, the evidence from the Commissoner suggests that the market rent for the Property F
let on an unfurnished basis would have been around $20,000 per month.

17. In the circumstances, the Board finds that the payment of interest in account no
XX-XXXXXX (item (iii)) was made partidly in the production of assessable profits. Inour view,
this case cdlsfor an gpportionment. We have not been provided with any evidence as to whether
thetaxpayer pad for thefurnishing of the Property F. In the abosence of any such evidence, wetake
the view that it would be fair to alow adeduction of $21,500 per month, by taking the market rent
as $20,000 per month and alowing an additiond $1,500 for management fees and rates.

18. As for the interest incurred by the taxpayer in the other two accounts, namey
XX-XXXXXX (item (i)) and XX-XXXXXX (item (ii)), the Board noted a the hearing that the
taxpayer faled to adduce any evidence that such interest was incurred for the production of
assessable profits; and inthe circumstances, isbound to dismiss the gpped in respect of the interest
incurred in respect of those accounts.

Order
19. The Board therefore orders that this appeal be dlowed and remit the assessment to

the Commissioner with the opinion of the Board thereon in accordance with section 68(8) of the
IRO.



