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Case No. D18/19

Profits tax — additional assessment — source of profits — whether Appellant’s business in
Hong Kong and the factory in the Mainland was the same entity — whether 50% of the
profits could be deemed to be generated offshore — deductions — specified capital
expenditure — excluded fixed asset or prescribed fixed asset — lease — depreciation
allowance — annual allowance for commercial building — sections 2, 14, 16, 16G, 17, 18F,
33A, 34, 37A, 39B, 39E, 68(4), 68(9) of the Inland Revenue Ordinance (‘the Ordinance’)
[Decision in Chinese]

Panel: Chui Pak Ming Norman (chairman), Chow Lap San Edward and Lau Yee Cheung.

Date of hearing: 24 September 2019.
Date of decision: 3 December 2019.

The Appellant ran a sole proprietorship business (‘the Business’) in Hong
Kong since 1991. The sole proprietorship was claimed to be in plastic products
manufacturing. The products were produced by a factory in the Mainland by way of
contract processing. The Business was allowed to claim half of its profits as offshore
profits between the 1993/94 and the 1998/99 years of assessment.

In 1999, a limited company (‘the Company’) was incorporated in the
Mainland, with the Business as the sole shareholder, and the Appellant as the managing
director. The Company took over the manufacturing of the plastic products by way of
import processing. The Appellant claimed that: (i) the Business purchased and provided
to the Company all the raw materials, plants and machinery required for the manufacture;
(if) the Business was responsible for all of the Company’s expenses; (iii) all plastic
products had to be exported through the Business; and (iv) the Business arranged for the
sale of the plastic products. Therefore, the Appellant claimed that the Business and the
Company was one entity, and 50% of the Business’ profits should continue to be deemed
as generated offshore. He further claimed that he should be allowed deduction of the
capital expenditure in the fixed assets in the Mainland, depreciation allowance in respect
of the machinery or plant, and allowance for the factory building in the Mainland.
Evidence shows that the Company maintained separate accounts in the Mainland, and
included capital expenditure and depreciation of plants and machinery therein. The
Company paid profits tax in the Mainland accordingly.

The Assessor rejected the Appellant’s claim, and raised Additional Profits Tax
Assessments on the Business for the 2003/04 to 2012/13 years of assessment. On
objection, the Deputy Commissioner confirmed the assessments subject to minor changes
in the figures. The Appellant appealed against the Determination by the Deputy
Commissioner.
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Held:

1.

The Business and the Company were separate legal entities. Even
though the mode of operation after the incorporation of the Company was
similar to that before its incorporation, this was not sufficient to infer that
the Business and the Company were one entity.

The fact that the Company had separate accounts, and paid tax in
accordance with the laws of the Mainland, showed that the Business and
the Company had sale and purchase transactions of the raw materials and
plastic products. The Business traded in the resale of plastic products to
customers. The activities engaged by the Business relating to the sale of
raw materials and the plastic products were only antecedent or incidental
to the manufacturing activities (CIR v Datatronic Limited [2009] 4
HKLRD 675 considered).

Therefore, the profits of the Business were generated by trading plastic
products and raw materials, which happened in Hong Kong. All profits
were subject to the charge of tax in Hong Kong (Commissioner of Inland
Revenue v Hang Seng Bank [1991] 1 AC 306; ING Baring Securities
(Hong Kong) Ltd v Commissioner of Inland Revenue [2008] 1 HKLRD
412 followed).

Since the manufacturing of plastic products was not the profit generating
operation of the Business, the plants and machinery provided by the
Business to the Company was not capital expenditure used to generate
profits for the Business. As the Appellant did not dispute that the plants
and machinery were provided to the Company by way of import
processing arrangement, such arrangement was a lease under section 2(1)
of the Ordinance; and as such, the plants and machinery were ‘excluded
fixed assets’ as defined under section 16G(6) of the Ordinance (Braitrim
(Far East) Limited v CIR [2013] 4 HKLRD 329 followed). As the plants
and machinery were not “prescribed fixed asset” as defined under section
16G, the capital expenditure could not be deducted as allowance.

Further, since the plants and machinery were used by the Company
outside Hong Kong for the duration of the ‘lease’, the Business could not
claim allowance for depreciation according to section 39E(1)(b)(i) of the
Ordinance.

Since manufacturing was not part of the trade of the Business, the
Appellant failed to provide evidence to support his claim that the factory
buildings provided by the Business to the Company were used to generate
assessable profits of the Business. Hence, the Appellant could not rely
on section 18F of the Ordinance to claim allowance for those buildings.
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7. The Appellant failed to provide and establish with proof that there was an
error or omission in the Determination, resulting in excessive tax being
charged. The Determination should be confirmed.

8. There were decisions by the Board and the Court as to the interpretation
for contract processing and import processing arrangements. The 50/50
split of profits as set out under Departmental Interpretation and Practice
Notes No.21 was only applicable to contract processing arrangement. It
was no longer applicable to the Business when it changed to import
processing arrangement. Therefore, the appeal was scandalous and
vexatious. It was an abuse of process as lacking in any reasonable
merits. The Board decided it suitable to exercise the power under
section 68(9) of the Ordinance to impose costs.

Appeal dismissed and costs order in the amount of $25,000 imposed.
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Appellant in person, accompanied by Appellant’s wife and Lau Chung Sun.
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Revenue.
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