QP Training Course
MD – Taxation Answers


Chapter 10 Profits Tax: Territorial Source of Profit

Answer 1

1.
Though Beta Ltd has a liaison office in HK, if no purchase or sales contracts have been concluded in HK, it does not carry on business in HK.

2.
This is because the company is only trading with, but does not carry on any trade or business in, HK.

3.
Beta Ltd would then not be subject to profits tax (s 14(1)).

4.
The interest should be an integral part of the trading profit. Applying the same test as Beta’s trading profit, the interest should be exempt from profits tax too because it has a source outside HK.

5.
However, if purchase and/or sales contracts are effected by Beta Ltd in HK, the trading profit and interest are taxable.

Answer 2

The source of manufacturing profits is generally determined by the location of the factory.

(a)
As the goods are manufactured partly inside and partly outside Hong Kong, the profits can be apportioned. Half of the profits will be subject to Hong Kong profits tax, whilst the other half will be exempt.
(b)
As the goods are manufactured in Hong Kong the whole of the profits are subject to Hong Kong profits tax. The fact that the company has some sales staff based overseas is irrelevant.

Answer 3
In law, RS Company and XY Limited are sub-contractors separate and distinct from PQ Limited. The manufacturing process was done by RS Company and XY Limited, not PQ Limited. Therefore, the question of apportionment strictly does not arise.
However, in Departmental Interpretation and Practice Note 21, IRD stated that it was prepared to accept a 50:50 apportionment of profits where taxpayers entered into a processing or assembly arrangement with a Mainland entity under certain conditions. Thus, the crux of this case is whether PQ Limited could satisfy those conditions in the years of assessment 2007/08 and 2008/09.
For the year of assessment 2007/08, PQ Limited could satisfy the conditions and was entitled to the 50:50 apportionment of profits. The reasons are as follows:
(1)
There is evidence (i.e. the written agreement) to show that PQ Limited did enter into a processing arrangement with a Mainland entity (i.e. RS Company).

(2)
The arrangement was one under which RS Company was responsible for the manufacturing process in the Mainland of China and it would provide factory premises and labour, whilst PQ Limited was required to supply raw materials, plant and machinery and production technology.

(3)
PQ Limited demonstrated its substantial involvement in the manufacturing process by sending engineers and technicians for supervision.
But for the year of assessment 2008/09, the conditions were not satisfied for the following reasons:
(1)
XY Limited was a Mainland entity which was licensed to undertake processing trade on its own account, and PQ Limited only appeared to be one of its customers. There is no evidence to substantiate any processing arrangement between the two companies.

(2)
PQ Limited appointed XY Limited as a sub-contractor, which denotes a principal-to-principal basis [D24/06, (2006-07) 21 IRBRD 461]. PQ Limited sold the raw materials to XY Limited at mark-up, whilst XY Limited sold the finished goods back to PQ Limited at market price. There is no evidence that such transactions were not undertaken on an arm’s length basis.

(3)
The involvement of PQ Limited in the manufacturing process was minimal, just the undertaking of quality control on finished products.
Judging from the facts set out in the question, we can conclude that for the year of assessment 2008/09, the role of PQ Limited in its profit-making activities was not as a manufacturer but as a trader.
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