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Case No. D19/12

Profits tax — deductions — interest payment — whether interest payment on a loan from a
bank deductable — loan obtained by security of a fixed deposit — whether the fixed deposit
was provided by an associate — section 16 of the Inland Revenue Ordinance
(‘the IRO”). [Decision in Chinese]

Panel: Kenneth Kwok Hing Wai SC (chairman), Simon Wing Yin Leung and Michael Liu
Kin Wa.

Date of hearing: 30 August 2010.
Date of decision: 30 July 2012.

The Appellant obtained credit facilities from a bank in April 1999 based on,
amongst others, the security of a HK$1 million fixed deposit (fixed between 7 April 1999
and 7 April 2000) of the brother of the Appellant’s director. The Appellant paid interest on
the facilities between April 1999 and April 2000. The Acting Deputy Commissioner of
Inland Revenue raised additional profits tax in the 2006/07 year of assessment offsetting the
deduction of the interest on the facilities previously claimed by the Appellant. The
Appellant appealed, arguing that (i) the fixed deposit was an additional security provided for
debt restructuring in April 1999. Since there was no new loan advanced by the bank,
sections 16(2) and (3) of the IRO did not apply; (ii) not all facilities granted to the Appellant
after the debt restructuring was secured by the fixed deposit; (iii) only HK$1 million of the
overdraft granted to the Appellant was secured by the fixed deposit; and (iv) the facilities
secured by the fixed deposit was between 21 April 1999 and 6 April 2000.

Held:

1.  Based onthe 17 April 1998 version of the IRO, deduction of interest paid on
any loan allowed under section 16(1)(a) of the IRO is conditional upon the
satisfaction of section 16(2). Section 16(2) requires that the loan advanced
must not be secured (in whole or in part) by any instrument or undertaking of
the borrower or the associate of the borrower on a deposit with the financial
institution. Section 16(3) defines an associate to include the relative of a
director of a corporation.

2. The interest paid by the Appellant on the credit facilities granted by the bank

was clearly not deductible based on the combined effect of sections 16(2) and
(3), since the director’s brother was an associate.
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3. Section 16(2)(d) was not restricted to borrowings that happened within the
year of assessment. The first argument of the Appellant was untenable.

4. There is no question of apportionment of the deductions under
section 16(2)(d). Once there is a security by a deposit, all the interest paid on
the credit facilities cannot be deducted. The second argument of the
Appellant was rejected.

5. The evidence shows that the fixed deposit was used (jointly with others) as
security for all the credit facilities, but not independently for the
HK$1 million loan. The third argument of the Appellant was rejected.

6.  The bank’s letter showed that the period for which the fixed deposit provided
security was from 7 April 1999 to 7 April 2000. The fourth argument of the
Appellant was rejected.

7. The Appellant wasted the resources of the Board. A costs order of HK$1,000
was imposed.

Appeal dismissed and costs order in the amount of $1,000 imposed.

Taxpayer represented by its director.
Chan Wai Yee and To Yee Man for the Commissioner of Inland Revenue.
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“ Please note that these facilities* as well as Secured Loan [No. 7] and [No. 0]
are secured by the following collaterals:

1.
2.
3.

4.  Pledge of Fixed Deposit for not less than HK$1,000,000.00

! Banking facilities [account number 5].
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2 xR AR ‘borrowed from’.
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