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	LEARNING OBJECTIVES

1.
Understand when interest expenses are deductible under profits tax.
2.
Understand when a payment of interest made in respect of a loan secured by a deposit or another loan is deductible under section 16(2A).

3.
Understand when a payment of interest made in respect of a loan sub-participated by an advance or another loan is deductible under section 16(2B).

4.
Understand when a payment of interest made in respect of listed debentures or marketable instruments purchased by associates is deductible under section 16(2C).
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1.
General Principle


(Dec 11, Jun 12, Dec 14, Jun 16)
1.1
An expense is deductible under profits tax if the following conditions are satisfied:

(a)
the interest is incurred in the production of profits [s. 16(1)]; and

(b)
the interest is not a capital expense [s. 17(1)(c)].

1.2
In addition to sections 16(1) and 17(1)(c), the deduction of interest expenses under profits tax is tightened by section 16(1)(a) which is read as follows:

“Sums payable by such person by way of interest on any money borrowed by him for the purpose of producing such profits is deductible under profits tax if the condition under section 16(2), (2A), (2B) and (2C) are satisfied.”
	1.3
	Criteria for the deduction of interest expense

	
	The CIR issued DIPN 13A in November 2004 to explain the deduction of interest expenses. Interest expense is deductible under profits tax only when the followings are satisfied:

(1)
Section 16(1),

(2)
Section 17(1)(c),

(3)
One of the six conditions provided in section 16(2), and either

(4)
Sections 16(2A) and 16(2B), or

(5)
Section 16(2C).


2.
Further Conditions under Section 16(2)


(Dec 11, Jun 12, Dec 14)
2.1
For interest on a loan of money to be deductible, in addition to satisfying the general test in s. 16(1)(a) of being incurred in the production of assessable profits, it must also meet at least one of the six conditions specified in s. 16(2).
	Section
	Conditions

	16(2)(a)
	Money is borrowed by a financial institution (FI).

	16(2)(b)
	Money is borrowed by a public utility company (The Hong Kong Electric Co Ltd, China Light and Power Co Ltd and The Hong Kong and China Gas Co Ltd), at a rate of interest not exceeding the rate prescribed by the Financial Secretary by notice in the Gazette.

	16(2)(c)
	Money is borrowed from a person (individual or overseas company) other than a FI or an overseas FI, and the lender is liable to tax on the interest.

	16(2)(d)
	Money is borrowed from a FI or an overseas FI.

	16(2)(e)
	(1)
Only applies when the conditions for s. 16(2)(c) are not satisfied, i.e. even if the loan is borrowed from an individual or an overseas company, the interest may still be deductible if the conditions of s. 16(2)(e) apply.

(2)
Money is borrowed wholly and exclusively to finance:
(a)
capital expenditure on the provision of:
(i)
machinery or plant which qualifies for depreciation allowance;

(ii)
machinery or plant for research and development, where the expenditure may be deducted under s. 16B;

(iii)
a prescribed fixed asset, prescribed fixed asset; or

(iv)
any environmental protection machinery or environment friendly vehicle; or
(b)
the purchase of trading stock used in the production of chargeable profits, and
(c)
the lender is not an associate of the borrower; and
(d)
where the lender is a trustee of a trust estate or a corporation controlled by such a trustee, neither the trustee nor the corporation nor any beneficiary under the trust is the borrower or an associate of the borrower.

	16(2)(f)
	(1)
Only applies to corporations.
(2)
Two conditions covered as follows:
(a)
If the loan is raised through listed debentures and marketable instruments in HK or other major financial centres approved by CIR, the interest may be deductible.
(b)
On money borrowed from an associated corporation where that associated corporation raised the funds originally by way of an issue of debentures described in (i) above, and the interest paid by the corporation does not exceed the interest payable by the associated corporation to the holders of such debentures or instruments.


3.
Secured-Loan Test – Section 16(2A)


(Jun 12, Dec 14)
3.1
Where the condition for interest deduction in s. 16(1)(a) is satisfied under s. 16(2)(c), (d) or (e), if the borrowing (whether principal or interest) is secured by a deposit or a loan, whether wholly or in part, directly or indirectly, made by the borrower or its associate with or to:
(a)
the lender or its associate;

(b)
a FI or its associate; or

(c)
an overseas FI or its associate, and

any interest payable on the deposit or loan is not chargeable to profits tax (e.g. the deposit is offshore or the lender does not carry on business in HK), the amount of the interest deduction shall be reduced, having regard to the interest payable on the deposit or loan, on such basis as is most reasonable and appropriate in the circumstances of the case.

3.2
If the taxpayer uses local bank deposits to secure or guarantee money borrowed (a collateral deposit) and deductions of interest expense are allowed under ss. 16(1)(a) and 16(2)(c), (d) or (e) where the restriction on interest expense deduction under s. 16(2A) does not apply, the Exemption from Profits Tax (Interest Income) Order under s. 87 will not apply. The interest expense will be deductible and the interest income on the collateral deposit will be chargeable to profits tax.
3.3
Even if the interest expense on the loan is less than the interest income from the bank deposit, the taxpayer cannot choose to give up the interest expense deduction and claim exemption in respect of the interest income.
	3.4
	Example 1

	
	A Ltd borrowed $1 million from a bank at 5% per annum to finance its onshore business activities. The loan was secured by a personal guarantee provided by his mother and some shares which worth $400,000.

The loan is not secured by a deposit or another loan. All loan interest is therefore deductible.


	3.5
	Example 2

	
	B Ltd borrowed $1 million from a bank at 5% per annum. The loan was secured by a fixed deposit of $1 million earning interest income of 4% per annum. In the year of assessment B Ltd earned tax-free interest of $40,000 from the deposit and paid $50,000 interest on the loan.
The whole of the deposit is used to secured the loan. Allowable interest is reduced by the tax-free interest of $40,000 on the deposit.

Allowable interest = $50,000 – $40,000 = $10,000


	3.6
	Example 3

	
	The $1 million loan in Example 2 was secured by a deposit of $500,000 that generated tax-free interest of $20,000 and some shares which worth $500,000.

The whole of the deposit is used to secure the loan. Allowable interest is reduced by the tax-free interest of $20,000 on the deposit.
Allowable interest = $50,000 – $20,000 = $30,000


	3.7
	Example 4

	
	The $1 million loan in Example 2 was secured by a deposit of $2 million that generated tax-free interest of $80,000.

Part of the deposit is used to secure the loan. Allowable interest is reduced by a portion of the tax-free interest on the deposit, calculated as:

$80,000 × $1m loan / $2m deposit = $40,000
Allowable interest = $50,000 – $40,000 = $10,000


	3.8
	Example 5

	
	The $1 million loan in Example 2 was secured by a deposit of $1 million that generated tax-free interest of $40,000 and some shares which worth $500,000.

Part of the deposit is used to secure the loan. Allowable interest is reduced by a portion of the tax-free interest on the deposit, calculated as:

$40,000 × $1m deposit / ($1m deposit + $0.5m share) = $26,667
Allowable interest = $50,000 – $26,667 = $23,333

The value of shares used as security may vary from time to time. For the purposes of this calculation, a reasonable basis of averaging, such as by reference to month end balances will be accepted.


	Question 1

	B Ltd is a printing company carrying on business in HK. Its parent company, A Ltd, is based in Japan. It has a wholly-owned subsidiary, C Ltd, carrying on business in Macau. Neither A Ltd nor C Ltd carries out business in HK. B Ltd’s managing director is Mr D. During the year ended 31 December 2012, B Ltd incurred the following interest expenses:

(a)
$50,000 paid to a local bank. The bank loan was borrowed for the purpose of acquiring new factory units in Kwai Chung and was secured by a mortgage over these properties. These factory units were used to produce chargeable profits during the basis period.

(b)
$20,000 paid to a local bank. The bank loan was used to buy an office in Central and was secured by a fixed deposit with another local bank registered in the name of C Ltd.

(c)
$90,000 paid on a loan from A Ltd. The loan arose entirely from the proceeds of an issue of debentures (at an annual interest-bearing rate of 8%) by A Ltd which were then lent to B Ltd. The debentures are quoted on the Tokyo Stock Exchange, a recognized overseas stock exchange. The loan was used by B Ltd as additional working capital.

(d)
$30,000 paid to a bank in Tokyo. The loan was used to finance purchases of materials from Japan. Repayment of the loan was guaranteed personally by Mr D.

(e)
$2,000 paid to E Ltd on a temporary loan. This loan was used to finance the purchase of a printing machine which had not been put to use in the year ended 31 December 2012.

Required:

State the general rule for deductibility of interest, and state, with detailed reasons, to what extent are the various categories of interest paid by B Ltd deductible in its profits tax computation for the year of assessment 2012/13.


	Solution:




4.
Interest Flow-back Test – Section 16(2B)


(Jun 12, Dec 14)
4.1
Section 16(2B) is applicable to cases not involving listed debentures or marketable instruments. Therefore, This section applies to the situations in s.16(2)(c), (d) and (e), but does not apply to s.16(2)(f).
	4.2
	Explanation

	
	(a)
If the interest received by the lender flows back to the borrower or an associate of the borrower, and the interest so received back by the borrower or its associate is not taxable in HK, the interest paid by the borrower may only be partially deductible or wholly not deductible under profits tax under s. 16(2B).
(b)
In other words, if the interest received by the lender flowed back to the borrower or an associate of the borrower is taxable in HK, the interest paid by the borrower will satisfy the requirements of s. 16(2B), and the interest will be deductible under profits tax.


	4.3
	Example 6

	
	P Ltd borrowed $1 million from Bank Q at an interest rate 9% p.a. At the same time, R Ltd, an associate company of P Ltd advanced a sum of $1 million to Bank Q. The bank provides an interest income to R Ltd at a rate of 6% p.a. R Ltd is exempt from HK profits tax.
In this situation, P Ltd paid interest of $90,000 to Bank Q, and Bank Q paid interest of $60,000 to R Ltd. As a result, a part of the interest paid by P Ltd flows to R Ltd which is an associate company of P Ltd.
Since R Ltd is exempt from HK profits tax, the interest income of $60,000 received by R Ltd is not taxable in HK.

Thus, the payment of interest does not satisfy the conditions of s. 16(2B), and a part of the interest of $90,000 payable by P Ltd to Bank Q is not deductible under profits tax. The interest deductible would be $90,000 – $60,000 = $30,000.
[This situation is not covered in the examples provided in DIPN 13A. The IRD may take the whole amount of $90,000 as not deductible. However, based on the rationale as shown in DIPN 13A, it is likely that the IRD may make an apportionment as not all the interest flows back to the borrower or its associates in this situation.]


5.
Interest Flow-back Test – Section 16(2C)

5.1
The rationale of s.16(2C) is same as that of s. 16(2B). S. 16(2C) applies to the situation of s. 16(2)(f). S. 16(2)(f) refers to the issue of listed debentures or marketable instruments or the funds raised by listed debentures or marketable instruments.
	5.2
	Explanation

	
	(a)
If the interest on listed debentures or marketable commercial instruments received by the lender flows back to the borrower or an associate of the borrower, and the interest so received back by the borrower or its associate is not taxable in HK, the interest paid by the borrower may only be partially deductible or wholly not deductible under profits tax under s. 16(2C).

(b)
In other words, if the interest received by the lender flowed back to the borrower or an associate of the borrower is taxable in HK, the interest paid by the borrower will satisfy the requirements of s. 16(2C), and the interest will be deductible under profits tax.


	5.3
	Example 7

	
	S Ltd issued listed debentures of $10 million in HK Stock Exchange at an interest rate of 6% on 1 July 2011. T Ltd, an overseas associated company of S Ltd which is exempt from HK profits tax, purchased the aforesaid listed debentures of $3 million from the market on 1 April 2012. S Ltd closes its accounts on 31 March each year.
As the amount of interest flowing back to T Ltd for the year ended 31 March 2013 is $180,000 (= $3 million × 6%), the interest deductible by S Ltd is reduced by $180,000. Thus, the interest deductible by S Ltd under profits tax is reduced to $420,000 (= $600,000 – $180,000).


6.
Interest Incurred to Finance Acquisition of Property for Redevelopment
6.1
For the Construction of a Capital Asset

(a)
Interest incurred during the course of development

6.1.1
The IRD normally takes the view that interest expenses incurred during the construction period are of a capital nature, being incurred in the creation of a capital asset, and the case of CIR v Tai On Machinery Works Ltd (HKTC 411) appears to provide some support for this view.

6.1.2
Such issue was again considered in Wharf Properties Ltd. The High Court judge held that the interest in question was to be of a capital nature with regard to the circumstances of the whole case. On appeal, the Court of Appeal upheld the decision that the interest was not deductible by virtue of s. 17. This case finally reached the Privy Council, the Lords also decided in favour of the Commissioner that the interest was not deductible due to its capital nature.

6.1.3
To conclude, interest incurred before the issue of occupation permit is not deductible but capitalized as a part of the cost of construction. The taxpayer is entitled to IBA or CBA, as the case may be, on such portion of interest expense.

(b)
Interest incurred after the completion of redevelopment

6.1.4
Whilst it is the IRD’s practice to allow such interest expenses when incurred after the issue of the occupation permit or when the building commences to generate rental income, the treatment of such expenses during the construction period is sometimes disputed.
6.1.5
Interest incurred after the issue of occupation permit is deductible provided it satisfies s. 16(1) and one of the six conditions of s. 16(2) and the conditions of s. 16(2A), (2B) and 2(C).

6.2
For the construction of an asset for sale after completion

(a)
Interest incurred during the course of redevelopment
6.2.1
If the interest is charged to profit and loss account
As the asset is a revenue asset which is available for sale, the interest is of revenue nature, and it is supposed to satisfy the condition of s. 16(1)(a). If the interest is charged to profit and loss account, and the interest also satisfies the conditions of sections 16(2), (2A), (2B) and (2C), as the case may be, the interest is deductible under profits tax

6.2.2
If the interest is NOT charged to profit and loss account
However, if the interest is not charged to profit and loss account, but capitalized as part of the work in progress before the completion of the property, the nature of the interest paid changes from an expense to an asset (WIP). Thus, the payer cannot claim the deduction in the year in which the interest expense is incurred under s. 16(1)(a).

Nevertheless, the interest paid may be deducted as a part of the cost of goods sold when the property is sold. There is a time lag in between the time of incurring the interest and the deducting the interest under profits tax.

This is the rule of “tax follows account” as illustrated in the CIR v Secan Ltd. If a taxpayer has a choice of accounting policy in the treatment of its income or expense, the taxpayer cannot use an alternate method under profits tax to treat that item differently under accounting treatment.

(b)
Interest incurred after the completion of redevelopment

6.2.3
In general, interest is of revenue nature and deductible under profits tax if conditions of s. 16(2), (2A), (2B) and (2C) are satisfied.
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