QP Training Course
MD – Taxation Answers

Chapter 13 Deduction of Interest Expenses under Profits Tax

Answer – Exercise 1
Under s. 16(1), an interest expense is an allowable deduction for profits tax if it is incurred in the basis period in the production of chargeable profits subject to certain conditions imposed under s. 16(2), (2A), (2B) and (2C) and to the disallowance provisions of s. 17. Regarding B Ltd’s interest expenses:
(a)
Interest on a bank loan not secured or guaranteed by any deposit with a financial institution is deductible.
(b)
where a local bank loan is secured or guaranteed against a deposit with that or any other bank in circumstances where the interest on such deposit is not chargeable to tax in HK, the conditions of s. 16(2A) will not be satisfied. Since the interest income arising to C Ltd is not chargeable to profits tax, the interest is not deductible.
(c)
Where the borrowing is from an associated corporation and the money borrowed in the hands of the associated corporation arose entirely from the proceeds of an issue of debentures which are quoted on a stock exchange outside HK which is recognized by the Commissioner, the extent of the deduction to be allowed for interest paid by the borrower corporation is limited to the amount of interest paid by the associated corporation to the holders of its debentures [s. 16(2)(f)]. As the Tokyo Stock Exchange is a recognized overseas stock exchange, the whole interest of $90,000 is deductible, provided its annual interest rate does not exceed 8%.
(d)
Where the loan is used exclusively for the purchase of trading stock and the lender is not closely connected to the borrower in any of the various relationships set out in s. 16, the interest will satisfy the conditions of s. 16(2)(e). If the loan is not secured by a collateral deposit [s. 16(2A)], the interest is deductible. Furthermore, the payment would qualify under s. 16(2)(d) provided that the loan was not secured or guaranteed against a deposit under which interest thereon is not taxable in HK, because the bank in Japan would qualify as an overseas financial institution.
(e)
As a general principle, expenses relating to the acquisition of a particular capital asset will form part of the total cost of that asset until such time as it is capable of being used for the production of chargeable profits for profits tax purposes. Since the printing machine was not capable of being used during the basis period for the year of assessment 2012/13, the interest is not deductible expense.
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