QP Training Course
MD – Taxation Answers


Chapter 11 Profits Tax: Receipts

Answer – Exercise 1

Certain receipts received by a non-resident person who is not carrying on a business in Hong Kong may still be subject to profits tax under s 15(1).

Sums received by a person for the use in Hong Kong of a patent, design, trademark, copyright material or secret process are deemed to be receipts arising in or derived in HK from a trade, profession or business carried on there.

The assessable profit is deemed to be 30% of the gross receipts unless the sums are received from an associate who had at some time wholly or partly owned the property in respect of which the sum is paid (in which case 100% of the gross receipts will be taxable).

Good Cookies (UK) Ltd will, therefore, be subject to profits tax at 16.5% on 30% of the gross payments from the HK subsidiary who will be required to withhold the tax before payment to the UK and account for this to the IRD.

Answer – Exercise 2
The interest income is only taxable if the company was carrying on a business in HK (s 15(1)(f)). Mere passive receipt of bank deposit interest is accepted by the IRD as not carrying on a business (DIPN 13), despite the decision of CIR v Bartica Investments Ltd. In any event, the interest income is exempt from profits tax by virtue of the Exemption from Profits Tax (Interest Income) Order 1998.

Answer – Exercise 3
The compensation will be tax-free if it is to compensate for permanent damage to a fixed asset. If it is to compensate for loss of profits or trading stock, the sum is taxable.

Therefore, the compensation agreement should not state that the compensation, or any part of it, is compensation for loss of profits, since such compensation will be treated as the same way as the profits it replaces (i.e. as revenue) (Burmah S S Co Ltd case).

The payment should be expressed as compensation for permanent damage to the factory or for repairs to the factory. The compensation will be capital in nature (London and Thames Haven Oil Wharves case). The fact that the compensation is calculated by reference to lost profits does not alter the nature of the sum from capital to revenue receipt (Glenboig Union Fireclay case).

In any event, no clear apportionment of the compensation between repairs/damage to the factory and loss of profits should be made in the agreement because the total will then be treated as capital.

Note that any expenditure incurred by Mr Leung on repairs is deductible (s 16(1)(e)). However, any compensation from the MTR Corporation is to be set-off against the repairs expenditure, such that only the balance of the repair is deductible.

Answer – Exercise 4
(a)
The exchange gain is taxable. It is an addition to, and of the same nature as, the profit on sale of goods because the settlement of a trade debt is part and parcel of the transaction of selling goods. Unrealised exchange gains are taxable if the taxpayer consistently brings such gains into account.

(b)
The exchange loss is not deductible. When the money was received and placed on deposit, its character changed from trading receipts to capital investment. Therefore the loss is of capital nature (CIR v Li & Fung Ltd)

(c)
The exchange loss is deductible. It is a loss of working or circulating capital and therefore of a revenue nature because an overdraft is a temporary credit facility only (Golden Horseshoe (New) Ltd v Thurgood).

(d)
The exchange loss is not deductible. This is a loss of fixed capital even though it was invested in current assets. The loan, being long term in nature, forms part of the capital structure of the business. How the loan was used did not change its nature. An unrealized exchange loss is deductible provided that the taxpayer consistently brings unrealized profit or loss into account for all years of assessment.

Answer – Exercise 5
(a)
The dividends received from a subsidiary company in HK are not subject to profits tax (s 26 (a)).

(b)
The interest income received on maturity of the bill of exchange is taxable unless the bill is sold outside HK by an overseas agent of the company (s 15(1)(j)).

(c)
The compensation would be taxable. On the facts, the cancellation of the film distribution agreement does not relate to the whole structure of the company’s profit-making apparatus: Barr Crombie; Kelsall Parsons.

(d)
Royalties received from HK distributors for films screeded in HK are sourced and taxable in HK: TVBI case.

As for the fees received for the grant of licences to its overseas customers, the taxpayer produced the films in HK. It is more like a manufacturer than a mere licensor of intellectual property. According to the Hang Seng Bank case, the source of profits will be determined by the place where the films are produced (HK). The Hang Seng Bank case authorizes apportionment so that it may be possible to argue that the profits should be apportioned and that (a) the profits relating to the film producer are taxable, and (b) the profits relating to the business of offshore distributor are not taxable.

However, apportionment is unlikely to be possible if it is impossible to dissect the profits and attribute each part to respective stages of operation. The IRD did not specify that apportionment is possible in such cases in DIPN 21. Depending on the facts, it seems that apportionment may not be possible in this case.
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