HKSC

Principles of Taxation


Chapter 8 Profits Tax: Territorial Source of Profit

1.
Learning Objectives

1.1
Explain when profits are regarded as arising in or derived from HK.

1.2
Explain how trading profits are taxable in HK.

1.3
Explain how manufacturing profits are taxable in HK.

1.4
Explain how income from services rendered is taxable in HK.

1.5
Explain how interest income is taxable in HK.

1.6
Explain how royalty income is taxable in HK.
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2.
Profits Arising in or Derived from HK

	2.1
	KEY POINT

	
	According to the judgment of the CIR v Hang Seng Bank Ltd (1990) 3 HKTC 351, the Lordship said that in the determination of the source of profits, the following items are relevant:

(a)
It is the gross profit of a transaction, not the net profit of a company, to be considered.

(b)
The determination of source of profit is a question of fact, and all the factors have to be considered before a conclusion can be arrived at.

(c)
In view of the different nature of business carried on by various industries, it is not possible to lay down precise rules of law by which the answer to the question of source of profit is to be determined.

(d)
The Law Lords provide a Broad Guiding Principle for the determination of the source of profit, and it is that one looks to see what the taxpayer has done to earn the profit in question, and where he has done it.


	2.2
	LITTLE KNOWLEDGE IN LAW

	
	一般在最低等的裁判法院 Magistrates' Court（每天審理最多案件的地方）的官叫裁判官 magistrate。要直接稱呼他，一個簡單的 Sir 就可以。
高一等的是地區法院 District Court，裡面的官是不折不扣的 Judge（法官），稱呼亦更有排場：Your Honour。
再高一層就是包括原訟庭和上訴庭的高等法院 High Court。那裡的法官就巴閉了，要直接稱呼他們? 男的叫 My Lord，女的叫 My Lady。終審法院 Court of Final Appeal 的法官都用同一稱呼。


(A)
Profits mean gross profit

2.3
The Privy Council (樞密院) in the Hang Seng Bank case pointed out that the distinction between HK profits and offshore profits is made by reference to the gross profits arising from individual transactions, not the net profit of the business.

2.4
The net profit is ascertained by deducting from the aggregate income from all sources the aggregate expenses of the business. The assessable profit under s 14(1) excludes offshore profits. The sum so excluded is the gross offshore profit, less attributable direct expenses and a proportion of the overall expenses. The above interpretation means that in identifying whether certain profits are offshore, one looks at individual transactions, not at the whole business.

	2.5
	KEY POINT

	
	That is, the source of profit is not determined by the place where the business is carried out, but by looking at where the relevant operations take place.


(B)
Totality of facts test

2.6
In CIR v Orion Caribbean Ltd (1997) 4 HKTC 432, it used the totality of fact test. This has been adopted by the Board of Review in Consco Trading Company Limited v CIR (2004) HCIA 2/2003.

2.7
In this case, the Board of Review look at the totality of the facts and ask itself what weight to attach to the taxpayer’s various activities and concluded that the preponderance (優勢) of the activities was done in HK.
(C)
Four common types of tests

2.8
There are four common types of tests applied for the determination of source of profits as follows:

(a)
Contract effected test
This is usually applied to trading transactions.

(b)
Operations test
This is usually applied to cases which involve performance of duty or rendering physical services, other than trading transactions and money lending business.

When considering the operation test, the following questions are usually asked:

(i)
What is the originating (發生，起源) cause of the income?

(ii)
Did the originating cause take place in HK?

(c)
Provision of credit test
This is usually applied to the lending of money.

(d)
Development test or registration test
This applies to intellectual property and payment of royalty.

3.
Determination of the Source of Trading Profit

3.1
According to DIPN 21, it is of the view of Commissioner that the contract effected test is the most important principle in the determination of the source of trading profits, but sometimes the principle of totality of facts may be relevant.

(A)
Contract effected test

3.2
According to the contract effected test, the source of trading profits is outside HK only when both the purchase contract and the sales contract are effected outside HK. If either one of them is effected in HK, the whole trading profit is taxable in HK.

3.3
There is no apportionment of trading profit for taxation. It is either fully taxable or fully exempt.

3.4
“Effected” is interpreted as not merely executing or signing a contract. “Effected” includes the process of negotiation to the conclusion of the contract. If any part of the effected process is done in HK, the trading profit is sourced in HK.

	Purchase contract effected
	Sales contract effected
	Taxability / Exemption

	In HK
	In HK
	100% taxable

	In HK
	Outside HK
	100% taxable

	Outside HK
	In HK
	100% taxable

	Outside HK
	Outside HK
	100% non-taxable


	3.5
	EXERCISE 1

	
	Beta Ltd is incorporated in the United Kingdom. It sells shoes manufactured by an associated company in Europe to distributors in HK. In order to promote its business in HK, it has set up a liaison office here, staffed by a manager and two clerical staff. Apart from sales income, it also derives interest income from its distributors when they fail to pay on time the purchase price for shoes which they have ordered.

Required:

Advise Beta Ltd whether it is liable to tax in HK. Specify any additional information you need to answer this question fully.


	Solution:




(B)
Totality of facts approach

(a)
Overseas selling efforts much more significant than local purchase efforts

3.5
In CIR v Magna Industrial Company Limited (1997) 4 HKTC 176, in which the taxpayer carried on a trading business (i.e. buying and selling of goods), the Court of Appeal said: “The question where the goods were bought and sold is important, But there are other questions. For example:

(a)
How were the goods procured and stored?

(b)
How were the sales solicited?

(c)
How were the orders processed?

(d)
How were the goods shipped?

(e)
How was the financing arranged?

(f)
How was payment effected?

The judges ruled that the source of trading profit derived from the sales of such goods was arising outside HK. The judges ignored the contract effected test, but applied the totality of facts approach in arriving at the decision. The judges commented that the selling efforts through overseas stationed sales managers done outside HK were much more significant than those of purchase efforts done in HK. However, this was rare and extreme case.

(b)
Place of arrangement of finance for the trading transactions

3.6
In Consco Trading Co. Ltd. v CIR, the taxpayer was a trading company, and the Board of Review adopted the totality of facts approach to decide the case. The place where the contract of sale and purchase was made is an important factor to be considered, but not only or the determinative factor.

3.7
In this case, five activities were identified:

(a)
the pre-contract negotiations,

(b)
the making of contracts of purchase,

(c)
the making of contract of sale,

(d)
the post-contract performance such as arrangement for finance, preparation of shipping documents, delivery of goods and effecting and receipts of payments, and

(e)
the making of processing agreements with a Beijing company and effect payments thereunder.

3.8
The Board was aware that some of the contract for sale and purchase orders for raw material were singed in HK but some were not, and it must have considered all these before it reached the conclusion that the profits arose or were derived from HK. The board also considered that other factors, such as finance arrangement, payment of raw material and processing fees, arrangement for receipt of payment from purchase of the finished product and pre-contract negotiations were also relevant.

(c)
Taxation of re-invoicing centres in HK

3.9
Notwithstanding the tax treatment prescribed by the IRD for re-invoicing businesses in paragraph 9 of DIPN 21, the IRD may tax the income or spread of a re-invoicing centre on the basis that the income or spread is derived from services rendered in HK.

3.10
Prima facie (乍看的，據初步印象的), if the acceptance or issue of the sale/purchase orders was in HK, the trading profit was having a source in HK and the profit arising from the transaction would be subject to HK profits tax, irrespective of the company in which the trading profit was booked.

3.11
If the income accrued to a re-invoicing centre in HK, whether in the form of a commission, a fee or a price differential, was in respect of a re-invoicing service provided in HK, it would be subject to profits tax.

(d)
Buying office
3.12
Where a trading or manufacturing business carrying on a business outside HK sets up a branch in HK to act simply as a buying office, no profits tax liability will arise.
3.13
The buying office must not be involved in the sale of goods, either in HK or elsewhere. Commission received by the buying office for services rendered in HK is fully taxable (DIPN 21, para. 10).

3.14
Claims that contracts are concluded overseas by employees of the HK business traveling overseas must be proven by submitting details of traveling, hotel and subsistence (生活) expenses in respect of each transaction. Where it is claimed that contracts are effected by overseas agents, the agency agreements or other documentary evidence to support the claim must be submitted.

4.
Determination of the Source of Manufacturing Profit

4.1
According to DIPN 21, the source of manufacturing profit may be divided into three types:

(a)
manufactured in HK,

(b)
self-owned factory operating outside HK, and

(c)
employment of an overseas independent subcontractor.

(A)
Goods manufactured wholly in HK

4.2
If the goods are wholly manufactured in HK, the profit derived from sale of such goods is fully taxable in HK. It does not matter whether the goods are sold in HK or outside HK.

(B)
Self-owned production facilities outside HK (e.g. in China)

4.3
If a HK manufacturer operates its own factory (i.e. not a separate legal entity) or signs a processing/assembling agreement with a party in China for establishment of a cooperative joint venture and produces goods in Chine, the manufacturing profit is regarded as partly derived in HK and partly derived outside HK.

4.4
In order to avoid any dispute on the exact portion of profit in HK, the Commissioner would take 50% of the profits as on-shore and 50% as off-shore.

(C)
Employment of independent subcontractor outside HK

4.5
If a HK manufacturer does not operate its own factory in China, but pays subcontracting fees to parties in China for the manufacture of goods on behalf of the HK manufacturer, in this situation, the HK company has little involvement in the manufacturing process in the Mainland. The aforesaid 50% exemption will not apply.

4.6
The source of profit for the sale of such products is governed by the same principle of trading transaction.

4.7
In order for such profit to be qualified for exemption from HK profits tax, both the contract for purchase of raw materials and the contract for sale of finished goods must be effect outside HK.

4.8
The subcontracting fee is regarded as part of the expenses of the HK manufacturer, and it is a deductible expense from the HK profit.

4.9
Summary of determination of source of manufacturing profit

	Who carried out manufacturing process
	Where the manufacturing process is carried out
	Taxability / Exemption

	By the taxpayer
	100% manufactured in HK
	100% taxable

(operation test)

	By independent sub-contractors
	100% manufactured in HK
	100% taxable

(operation test)

	By the taxpayer or through contract processing
	Outside HK
	50% taxable

(operation test)

	By independent sub-contractors
	Outside HK
	100% taxable /

100% exempt

(contract effected test)


	4.10
	EXERCISE 2

	
	Explain whether profits from the following manufacturing activities are subject to Hong Kong profits tax..

(a)
A Hong Kong clothing manufacturer has a factory in the Mainland where sweater panels are knitted. These are then transported to the manufacturer’s factory in Hong Kong where they are sewn (縫制) into finished garments.
(b)
A Hong Kong company manufactures in Hong Kong and sells them to overseas customers using sales staff based overseas.


	Solution:




5.
Determination of Source of Profit Derived from Services Rendered

5.1
When a person earns his income through rendering services, the principle governing the source of profit is operation test. The source of such income is the place where the person carried out his services. The place of effecting or signing the contract is generally not relevant.

	5.2
	EXAMPLE 1

	
	(a)
CIR v Hong Kong & Whampoa Dock Co. Ltd. (1960) HKTC 85

In this case, although the acceptance of the order for sending out a tug (拖船) to salvage a ship outside HK took place in HK, all the work of refloating (使再浮起) and repairing the ship was done outside HK. Thus, based on operations test, the profit was sourced outside HK.

(b)
CIR v International Wood Products Ltd, (1971) HKTC 551

This case involved the receipt of commission income. In this case, the taxpayer was appointed by an overseas principal to sell logs. The taxpayer then appointed overseas sub-agents who sourced orders from buyers outside HK, and the taxpayer received commission from the principal in accordance with the volume of the orders obtained by sub-agents. The court held that the activities of the overseas sub-agents took place outside HK and the source of commission was outside HK. The court was also of the view that the mere existence of a business in HK did not indicate that the profit was derived from HK.


6.
Determination of Source of Profit Derived from Brokerage Business

6.1
There are several tax cases on the source of profits of stock broker and investment advisers.

(A)
Wardley Investment Services (Hong Kong) Ltd v CIR (1992) 3 HKTC 703

6.2
The case dealt with rebates earned by Wardley, a HK investment adviser, from overseas brokers which were instructed by the taxpayer to carry out share/securities transactions on behalf of clients of Wardley. The rebates were held to be taxable as being arising from the taxpayer’s operations in HK.

6.3
In DIPN 21 (Revised), the IRD proclaimed that in the case of an investment adviser where the adviser’s organization and operations are located only in HK, profits derived in respect of the management of the client’s funds are considered to have a HK source. Included in sums chargeable are not only management fees and performance fees, but also rebates, commissions and discounts received by the adviser from brokers located in HK or elsewhere in respect of securities transactions executed on behalf of clients.

(B)
CIR v Indosuez WI Carr Securities Ltd (2002) 16 IRBRD 1010

6.4
In this case, the taxpayer was a stock broker which earned commission from buying and selling shares and securities on behalf of customers. The taxpayer company engaged overseas group companies to perform the tasks of liaising with the overseas customers, processing, handling and managing the orders and providing primary research material.

6.5
Actual execution of orders in overseas stock markets were carried out by overseas brokers. The taxpayer companies offered to tax the commission in respect of transactions on behalf of HK customers in HK stock market.

6.6
The BoR ruled that:

(a)
commission from transactions on behalf of overseas customers in overseas stock exchanges to be offshore. The overseas group companies as well as the overseas brokers were considered to be agents of the taxpayer company.

(b)
commission from HK customers in respect of transactions in overseas stock exchange to be partly derived from operations within HK and partly from operations outside HK. The overseas brokers were considered to be the agents of the taxpayer company, not the agents of the customers.

One reason was that the taxpayer company did not charge commission paid to the overseas brokers onto the customers as a disbursement but derived its profits from the difference between the commission it charged to the customers and the commission it had to pay to the overseas brokers.

6.7
The Court of First Instance rules that it was possible to apportion the brokerage income between that part derived in HK and that part derived outside HK. The judge said that Section 14 did not prohibit the apportionment of onshore and offshore profit. The judge remitted the case to BoR for clarification of some of the facts, with his recommendation that the income might be 60% sourced in HK and 40% sourced outside HK.

6.8
The Board heard the case the second time in November 2003, but the CIR did not agree with the Board’s decision that the apportionment was 50:50 (not 60:40 as recommended by the judge). The CIR asked the Board to state a case for the purpose of lodging an appeal against the Board’s second decision to the Court, but the Board refused to do so.

6.9
The CIR successfully applied for a judicial review against the Board’s refusal to state a case in January 2006. The taxpayer lodged an appeal against the decision of the Court of Appeal, but the Court of Appeal dismissed the taxpayer’s appeal in April 2007. The taxpayer lodged an appeal to the Court of Final Appeal against the decision of the Court of Appeal. The time for the hearing of the case by the Court of Final Appeal is still unknown.

(C)
Macquarie Securities Ltd v CIR (2007)

6.10
In this case, Macquarie Securities Ltd (the taxpayer), also known as ING Baring Securities (HK) Ltd and Baring Securities (HK) Ltd, received three types of income from its clients.

(a)
Agency brokerage commission,

(b)
Placement and marketing income received from HK clients for stock purchased, and

(c)
Sold in overseas stock markets.

6.11
The judge of the Court of First Instance decided that all the income received by the taxpayer from its HK clients was derived outside HK. The overseas brokers were agents of the taxpayer executing the taxpayer’s clients’ orders outside HK. Based on the agency principle, when the brokers acted on behalf of the taxpayer executing the orders outside HK, this meant that the taxpayer itself also carried out the services of execution of the clients’ orders outside HK. Thus, the commission that the taxpayer received from its clients would be sourced from services rendered outside HK.

6.12
In June 2006, the CIR lodged an appeal against the decision to the Court of Appeal which allowed the CIR’s appeal. The taxpayer lodged an appeal to the Court of Final Appeal which decided against the CIR and retained the decision of the Court of First Instance in October 2007. Thus, the final decision is that all the commission income received from all the three types of transactions was sourced outside HK.

6.13
Summary of the three brokerage income cases.

	Taxpayer
	Result
	Level of Court
	Year of Decision

	Wardley case
	100% taxable
	Court of Appeal
	2002

	Indosuez WI Carr Case
	Apportionment
	Court of First Instance
	Not yet finalized

	Macquarie case
	100% exempt
	Court of Final Appeal
	2007


7.
Miscellaneous Types of Income

(A)
Trading in shares and securities

7.1
The source of profit from buying and selling listed shares and securities is the place where the stock exchange is located because the contracts for buying and selling are made there. The place of decision-making is not important.

	7.2
	EXAMPLE 2

	
	In D 29/99, a sum paid for the settlement of litigation, interest and legal expense in connection with the litigation in respect of trading in US index future contracts in the US Commodity Exchange was disallowed on the ground that the profits from the trading were offshore in nature.


(B)
Real properties

7.3
Profits from the sale of immovable properties are located at where the properties are situated (Rhodesia Metals Ltd v C of T (1940) AC 774). Rental income from letting of real properties is also considered by the IRD to arise at the place where the property is located (DIPN 21).

7.4
In Kwong Mile Services Ltd v CIR (FACV No 20 of 2003), the profits of the taxpayer were derived from the underwriting of the sale of real properties in Mainland China to HK buyers. The profits were held to be taxable even though the contracts for sale were made in the Mainland and the properties were located in the Mainland. This was because the properties belonged to the developer, not the taxpayer. The taxpayer earned underwriting profits which arose from the marketing activities of the taxpayer, carried out in HK.

(C)
Royalties

	7.5
	KEY POINT

	
	The registration test

The source of royalty income is determined by where the intellectual property is registered.

Royalty income received from intellectual property registered in Hong Kong is subject to Hong Kong profits tax, even if the income arises from the use of the property outside Hong Kong.

According to the DIPN 21, the source of royalty income earned by a person carrying on business in Hong Kong on the locally developed and registered intellectual property is treated as the same as trading income.


7.6
In HK-TVB International Ltd (1992) 3 HKTC 468, the Privy Council ruled that the taxpayer, a Hong Kong-based company, carrying on business in HK, having acquired films and rights of exhibition from a group company in HK, exploited those rights by granting sub-licences to overseas customers, should be subject to tax on the profits derived therefrom.

7.7
Under Section 15(1)(a) and (b), if a non-resident registers an intellectual property outside HK and permits the intellectual property to be used in HK in return for a royalty, the royalty income received by the non-resident is chargeable to HK profits tax under the deemed trading receipts section.

7.8
The amount of assessable profits for royalty receipts is calculated in accordance with Section 21A as follows:

(a)
If the royalty is received by a non-resident who is not associated with the payer, the assessable profits are deemed to be 30% of the royalty accrued.

(b)
If the non-resident is associated with the payer, and the intellectual property was previously wholly or partly owned by a person carrying on a trade, profession or business in HK, the assessable profits are deemed to be 100% of the royalty accrued.

(c)
For other cases, the assessable profits remain to be 30% of the royalty accrued.
	7.9
	EXERCISE 3

	
	Good Cookies (UK) Ltd is a UK company that specializes in luxury biscuit production using an 80-year-old secret recipe. The company wishes to expand its markets into Asia and is planning to start by exploring the market in Hong Kong.

Good Cookies (UK) Ltd plans to establish a wholly owned subsidiary in Hong Kong and to grant it a licence to market its products in return for royalties.

Required:

Outline the profits tax implications for Good Cookies (UK) Ltd in respect of the above proposal.


	Solution:




(D)
Tour operator

7.9
A typical tour operator was subject to tax in full in respect of its profits from outbound tours, i.e. tours to overseas locations even though the tour operator secured agents in the respective countries to provide the overseas tour services. This was because the customers were contracted with the taxpayer company in HK (D14/96).

(E)
Magazine publisher

7.10
Apportionment on a 50:50 basis was accepted in D 77/94 in which a HK company published magazines for sale outside HK and earned advertising income from the magazines. Editorial and editing were provided outside HK. Printing and typesetting were performed in HK by subcontractors. The royalties from a publisher outside HK were held to be fully taxable.
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