(2024-25) VOLUME 39 INLAND REVENUE BOARD OF REVIEW DECISIONS

Case No. D8/24

Profits tax — source of profits — Profits of manufacturing businesses — whether taxpayer
discharged burden of proof — whether profits derived outside Hong Kong — whether taxpayer
could rely on the Departmental Interpretation and Practice Notes No 21 (Revised) — appeal
dismissed [Decision in Chinese]

Panel: Ma Yiu Tim Jimmy (chairman), Chan Kin Pun and Law Shuk Wah.

Dates of hearing: 21 February 2024 & 20 May 2024.
Date of decision: 23 August 2024.

The Appellant was a Hong Kong-incorporated private company, principally
engaged in the manufacture and sale of garments and investment holding. Its wholly-owned
subsidiary, Company C, was established in the Chinese Mainland in 2003 as a foreign-
invested enterprise. In its year of assessment 2004/05, the Appellant claimed that half of its
profits or losses arose from operational activities outside Hong Kong, and this offshore
claim was accepted by the Assessor, with its assessable profits apportioned on a 50:50 basis.

For the years of assessment 2012/13 to 2015/16, the Appellant continued to
declare its profits on a 50:50 apportionment basis. Upon review, the Assessor requested the
Appellant to provide further documents in support. By a letter dated 21 March 2019, the
Assessor informed Commissioner that the offshore claim could not be accepted for lack of
evidence. The Appellant made an objection to this decision, which was dismissed due to
insufficient evidence. The Appellant then appealed the determination to the Board.

The Appellant contended, inter alia, that its business had at all times been
conducted by way of contract processing, and since its offshore claim in year of assessment
2004/05 had been accepted, the 50:50 apportionment should continue to apply in light of
the Departmental Interpretation and Practice Notes No 21 (Revised) (‘DIPN 21°).

Held:

1. The function of the Board is to decide whether the assessments under appeal
are excessive or incorrect.

2. To ascertain the source of profits, regard must be had to the nature of the
different transactions by which the profits are generated, and to the taxpayer’s
operations to which profits should be ascribed, per Lord Bridge in
Commissioner of Inland Revenue v Hang Sang Bank Limited. The operations
in question are subject to two limitations: (i) the operations in question must
be those of the taxpayer; and (ii) they do not comprise all of the taxpayer’s
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operations, but only those operations which produce the profit in question.
The source of those profits must be attributed to the operations of the
taxpayer’s own business activities and not to the operations of other members
of the group, per Lord Millet NPJ in ING Baring Securities (Hong Kong) Ltd
v Commissioner of Inland Revenue.

3. Under section 68(4) of the Inland Revenue Ordinance, the burden of proof
rests on the taxpayer.

4. Although DIPN 21 has no legal effect and is not binding on the Board, it
advises that taxpayers should be ready to substantiate their returns, with
supporting documentary evidence, that a profit from a transaction was
derived outside Hong Kong. The Assessor has a statutory obligation to raise
assessment and to make enquiry and request details regarding the operation
of transactions involved in the taxpayer’s claim.

5. The documents produced by the Appellant merely showed that it and
Company C were able to engage in processing contract, and that it had an
ongoing processing contract arrangement with Company C, but they were
insufficient to demonstrate the Appellant’s overall business operations or the
manner in which the profits in question were generated.

6. Despite repeated written reminders, the Appellant failed to provide sufficient
evidence to establish that its profits for the years of assessment 2012/13 to
2014/15 were derived outside Hong Kong. In particular, no documents were
produced showing the records of trading or import/export processes, customs
clearance, or tax payment in the Mainland. Further, the Appellant was unable
to provide information regarding the deployment of its staff to the Mainland.

7.  Each year of assessment must be considered independently. The Appellant’s
contention that the apportionment method adopted in the 2004/05 year of
assessment should apply to the 2012/13 to 2014/15 years of assessment is
without merit.

8.  As the Appellant failed to provide any evidence showing that Company C’s
operations in the Mainland were attributable to the Appellant’s business, the
Board confirmed that Company C is a separate and independent entity.
Accordingly, the operations of Company C should not be taken into account
in determining the source of the Appellant’s profits.

9. Since the Appellant did not discharge its evidential burden to prove that the

assessment amounts were excessive or incorrect, the appeal was dismissed
and the Commissioner’s determination upheld.

Appeal dismissed.
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