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Case No. D23/15

Profits tax — excluded fixed assets — 50:50 apportionment of profits — sections 2(1), 16,
16G, 18F, 39B, 39E, 64(2), 66 and 68(8) of the Inland Revenue Ordinance (Chapter 112)
(‘IRO’) — Departmental Interpretation and Practice Notes No 21 (‘DIPN No 21’) (Revised)
[Decision in Chinese]

Costs — frivolous arguments — unduly prolonged the hearing — sections 68(9) of the Inland
Revenue Ordinance (Chapter 112) [Decision in Chinese]

Panel: Chui Pak Ming Norman (chairman), Chow Lap San Edward and Fu Mee Yuk
Shirley.

Dates of hearing: 15, 16 and 19 June 2015.
Date of decision: 18 January 2016.

The Taxpayer company’s principal business was trading mobile phone SIM
cards. Company E is a sole-proprietorship set up by the Taxpayer in City F of Mainland
China. All machinery facilities for the manufacturing and printing of cards were purchased
by the Taxpayer and delivered to Company E’s plant in City F. The machinery facilities
were non-priced imported equipment and the Taxpayer received rent from Company E for
the use of such machinery facilities. The Taxpayer would buy raw materials from outside
China, sell same to Company E for manufacturing in the latter’s plant in City F and then
buy back the finished products from Company E for onward selling to its clients. The
Taxpayer contended that the assessed profits were higher than the actual and appealed. The
relevant issues for the Board were: (a) the nature and modus operandi of the Taxpayer’s
business in the relevant tax years; (b) whether the Taxpayer’s 8 items of ‘non-priced
imported equipment’ were entitled to section 16G deductions and Part 6 depreciation
allowance; (c) whether interests under the hire-purchase arrangements of the Taxpayer’s 8
items of ‘non-priced imported equipment’ were entitled to deduction; and (d) whether 50%
of the Taxpayer’s chargeable profits/(losses) could be determined as having sourced from
a place outside Hong Kong.

Held:

1. The Board held that the 8 items of ‘non-priced imported equipment’
were provided by the Taxpayer to Company E in the form of a lease. In
accordance with section 16G(6) of the IRO, deductions were not
allowable for the 8 items of ‘non-priced imported equipment’ as they
were excluded fixed assets and not specified capital expenditure. Nor
should the initial and annual allowances under section 39B(1) and (2) of
Part 6 be made available to the Taxpayer.

199



(2016-17) VOLUME 31 INLAND REVENUE BOARD OF REVIEW DECISIONS

As the 8 items of ‘non-priced imported equipment’ were held to be
excluded fixed assets, they were therefore not prescribed fixed assets. In
accordance with sections 16(1) and 16(2)(e)(i)(C), the interests under the
hire-purchase arrangements of the 8 items of “non-priced imported
equipment” were not deductible under section 16(1).

The Board held that in the relevant tax assessment years the Taxpayer
was trading mobile phone SIM cards. The Taxpayer would add 5-6% on
the purchase price of the raw materials it bought and sold them to
Company E for the latter to manufacture and print card products, and the
Taxpayer would buy back the finished products from Company E and
sell them to the ultimate clients. The Taxpayer never provided any
evidence in support of its contention of 50:50 apportionment, i.e. what
part of the Taxpayer’s profit was derived from Hong Kong and what part
from outside Hong Kong. As such, the Taxpayer failed to satisfy the
burden of proof in support of its contention. Although the Taxpayer has
not clearly stated that it had relied on DIPN No 21 (Revised) in support
of its 50:50 apportionment contention, the Revenue would, in accordance
with DIPN No 21 (Revised), only allow Hong Kong enterprises having a
contract processing arrangement an apportionment of profits on a 50:50
basis. As the arrangement between the Taxpayer and Company E was
one of import processing, the Taxpayer could not rely on DIPN No 21 to
avail itself of the 50:50 apportionment.

Generally speaking, the Board could use its discretion not to order costs
against a taxpayer who had lost if the appeal was based on arguable
grounds. The Board was of the view that it is the absolute discretion of
the taxpayer to decide what documents to tender and what witnesses to
call in support of its contention. The Board would not draw any adverse
influences against the taxpayer because of any documents not tendered
and any witnesses not called by the Taxpayer for its appeal. In
considering the question of costs, the Board would consider in all the
circumstances whether the contentions of the Taxpayer would be
frivolous because of the lack of strong supportive evidence, or the
hearing was unduly prolonged because of the lack of certain statements
or testimonies. Having considered the above matters, the Board deemed
it appropriate, and decided in accordance with section 68(9), to order the
Taxpayer to pay costs of the Board. The amount would be the maximum
specified in Schedule 5, Part 1, i.e. $5,000.

Appeal dismissed and costs order in the amount of $5,000 imposed.

Cases referred to:

D61/08,

(2009-10) IRBRD, vol 24, 184
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Commissioner of Inland Revenue v Hang Seng Bank Limited [1991] 1 AC 306

ING Baring Securities (Hong Kong) Limited v Commissioner of Inland Revenue
[2007] 10 HKCFAR 417

Braitrim (Far East) Limited v Commissioner of Inland Revenue [2013] 4 HKLRD
329

Commissioner of Inland Revenue v Datatronic Ltd [2009] 4 HKLRD 675

A non-executive Taxation Director of the Appellant, for the Appellant.

Mike Lui, Counsel, instructed by Department of Justice, for the Commissioner of Inland
Revenue.
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