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Chapter 10 Profits Tax: Territorial Source of Profit

Topic List


Page
List of Important IRO Sections and Cases
203
How to approach a question on source of profit?
204
1.
Profits arising in or derived from Hong Kong
1.1
Source of profits
205

1.2
Determination of source of profits
205
1.3
Profits mean gross profit
206
1.4
Totality of facts test
206
1.5
Five common types of tests
206
2.
Determination of the source of trading profit
2.1
Introduction
207
2.2
Contract effected test
207
2.3
Totality of facts approach
208
3.
Determination of the source of manufacturing profit
3.1
Introduction
211
3.2
Goods manufactured wholly in Hong Kong
211
3.3
Self-owned production facilities outside Hong Kong
211
3.4
Employment of independent subcontractor outside Hong Kong
212
3.5
Employment of import processing arrangement
212
3.6
Summary of determination of source of manufacturing profit
212
4.
Determination of source of profit derived from services rendered
213
5.
Miscellaneous types of income

5.1
Trading in listed shares and securities
215
5.2
Trading in unlisted shares and securities
215

5.3
Real properties
215
5.4
Tour operator
216
5.5
Magazine publisher
216
	LEARNING OBJECTIVES

1.
Explain when profits are regarded as arising in or derived from HK.

2.
Explain how trading profits are taxable in HK.

3.
Explain how manufacturing profits are taxable in HK.

4.
Explain how income from services rendered is taxable in HK.
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List of Important IRO Sections and Cases
	Taxpayer
	Subject Matter

	CIR v Hang Seng Bank Ltd (1990) 3 HKTC 351
	Determination of source of profits

	CIR v Orion Caribbean Ltd (1997) 4 HKTC 432
	Totality of fact test

	CIR v Magna Industrial Company Ltd (1997 4 HKTC 176
	The judges ignored the contract effected test, but applied the totality of facts approach => selling efforts through overseas more important than purchase efforts done in HK, however, this ware rare and extreme case.

	CIR v Hong Kong & Whampoa Dock Co. Ltd. (1960) HKTC 85
	The source of service income is the place where the person carried out his services.

	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 underwriting profits was held to be taxable because it arose from the marketing activities in HK


	Reference
	Issues Considered

	DIPN 21
	General guidelines for different kinds of source of profits.


How to approach a question on source of profit?

1.
Explain that profits tax is governed by s. 14 of IRO

2.
Source of profit is hard practical matter of fact, and there is no hard and fast rule in the determination of source of profit.

3.
The judges in the decision of the Hang Seng Bank case and TVB International case provided the broad guiding principle as the starting point to find out the source of profit.

“One looks to see what the taxpayer has done to earn the profit and where he has done it.”
4.
After explaining the broad guiding principle, apply the relevant source rule to the transactions in the question, e.g.

(a)
Trading business – contract effected test / totality of facts approach

(b)
Manufacturing business – operations test

(c)
Service – operations test

(d)
Interest – provision of credit test / operations test

(e)
Royalty – development / registration test

(f)
Guarantee – assumption of risk / operations test

5.
Give a conclusion on the source of profit inside or outside HK.
1.
Profits Arising in or Derived from HK

1.1
Source of profits

1.1.1
It is important to ascertain the source of a person’s profits, in general, there are two main sources of income or profits:
(a)
Rendering of services or performing activities (e.g. commission income); and

(b)
Holding of property (e.g. interest).

The former is often described as “active income” in contrast with “passive income” in the latter.

1.1.2
Active income, in general, includes:
(a)
trading profits

(b)
profits from purchase and sale of listed securities

(c)
profits from purchase and sale of unlisted securities

(d)
Manufacturing profits

(e)
Commissions or service fees
1.3
Passive income, in general, includes:
(a)
interest income

(b)
rental income from immovable property

(c)
rental income from movable property

(d)
royalties or licence fees from intangible assets

1.2
Determination of source of profits

	1.2.1
	Determination of source of profits

	
	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.


1.3
Profits mean gross profit

1.3.1
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.

1.3.2
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.

	1.3.3
	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.


1.4
Totality of facts test

1.4.1
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.

1.4.2
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.
1.5
Five common types of tests

1.5.1
There are five 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 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)
Situs (or location) test
The test is “the situation / location of the asset or property from which income is derived”.
(e)
Activities test
This test normally applies to manufacturing business where the conversion from raw materials to merchantable product is the critical activity, i.e. the manufacturing process.
2.
Determination of the Source of Trading Profit
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2.1
Introduction

2.1.1
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.

2.2
Contract effected test

2.2.1
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.

2.2.2
There is no apportionment of trading profit for taxation. It is either fully taxable or fully exempt.

2.2.3
“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


	Question 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:




2.3
Totality of facts approach

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

2.3.1
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

2.3.2
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.

2.3.3
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.

2.3.4
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

2.3.5
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.

2.3.6
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.

2.3.7
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.

	Example 1 – Adapted from DIPN 21, Example 1

	Company A, incorporated in Hong Kong, is a re-invoicing centre of a group of companies with a holding company incorporated in the United States. It manages in Hong Kong all foreign currency exposures from intra-company trade, guarantees the exchange rates for future orders and manages intra-affiliate cash flows, including lead and lags of payments. Manufacturing affiliates in the Mainland sell goods to Company A, which in turn resells to the distribution affiliates in North America and Europe. Company A resells at cost plus a mark-up for its services. The mark-up covers the cost of the re-invoicing centre and a reasonable return on the services provided.

The profits accrue to Company A are service income derived from Hong Kong. The mark-up earned by Company A, which acts as a re-invoicing centre, is chargeable to profits tax.


(d)
Buying office
2.3.8
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.
2.3.9
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).

2.3.10
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.

3.
Determination of the Source of Manufacturing Profit
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3.1
Introduction
3.1.1
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,
(c)
employment of an overseas independent subcontractor, and
(d)
employment of import processing arrangement
3.2
Goods manufactured wholly in HK

3.2.1
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.

3.3
Self-owned production facilities outside HK (e.g. in China)

3.3.1
This is called “contract processing” (來料加工). 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 China, the manufacturing profit is regarded as partly derived in HK and partly derived outside HK.

3.3.2
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.

3.4
Employment of independent subcontractor outside HK

3.4.1
This is called “subcontracting processing” (外判加工). 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.

3.4.2
The source of profit for the sale of such products is governed by the same principle of trading transaction.

3.4.3
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.

3.4.4
The subcontracting fee is regarded as part of the expenses of the HK manufacturer, and it is a deductible expense from the HK profit.
3.5
Employment of import processing arrangement

3.5.1
This is called “import processing” (進料加工). In this situation, the HK company sells the raw materials to the Mainland entity which manufactures the goods according to the instruction of the HK company.

3.5.2
After completion of the processing, the Mainland entity sells back the finished goods to HK company.

3.5.3
The activities are sales and purchases of finished goods. Thus, IRD treats them as trading transactions. The source of profit is governed by the contract effected test.

3.5.4
In order to qualify for the exemption from HK profits tax, both the contracts for purchase of finished goods and the sale of finished goods must be effected outside HK.
3.6
Summary of determination of source of manufacturing profit
	Activity / Arrangement
	Nature of Activities
	Taxability / Exemption

	Goods wholly manufactured in HK
	Manufacturing
	100% taxable

	Contract processing
	Manufacturing
	50% taxable

	Subcontracting processing
	Trading
	100% taxable or

100% exempt

	Import processing
	Trading
	100% taxable or
100% exempt


	Question 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 into finished garments.

(b)
A Hong Kong company manufactures in Hong Kong and sells them to overseas customers using sales staff based overseas.


	Solution:




4.
Determination of Source of Profit Derived from Services Rendered
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4.1
When a person earns his income (e.g. commissions or service fees) 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.
4.2
If the services are performed both in Hong Kong and overseas, apportionment of the service fees may be made if there is an appropriate basis.
	4.3
	Leading cases

	
	(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.


	Example 2

	A Ltd, a company incorporated in Hong Kong, was appointed under a five-year agreement to be the foreign distributor of the products of B Inc (a US company), with the exclusive right to sell the products outside the USA. A Ltd procured buyers, guaranteed orders of a minimum quantity and guaranteed the performance of orders placed by buyers. B Ltd agreed prices, entered into contracts directly with the buyers, and the buyers made payment directly to B Ltd.

The place where a contract is made and the place where the operations producing the profit are undertaken are both important considerations. The contract by which A Ltd was appointed the sole distributor was executed in Hong Kong. The buyers were procured by A Ltd and put in touch with the seller, B Inc. Important services were rendered by A Ltd, e.g. undertaking to place orders of not less than a certain quantity and also guaranteeing the performance of orders, an obligation that is enforceable in Hong Kong. It makes no difference whether the obligations are called operations or services; the source of the profit is the agency agreement. Therefore, the profits arose in and were derived from Hong Kong (see BR 2/75).


5.
Miscellaneous Types of Income

5.1
Trading in listed shares and securities

5.1.1
The source of profit from buying and selling listed shares and securities is the place where the stock exchange is located (situs test) because the contracts for buying and selling are made there. The place of decision-making is not important.

	Example 3

	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.


5.1.2
However, where the purchase and sale took place over-the-counter (OTC), the place where the contracts of purchase and sale are effected would become the locality of the profits.

5.2
Trading in unlisted shares and securities

5.2.1
The situs test is not applicable to unlisted securities. According to DIPN 21 (Revised), the contract effected test applies.

5.2.2
Locality of the profit derived from the purchase and sale of unlisted securities will be taken as the place where the contracts of purchase and sale are effected (except financial institutions).
5.3
Real properties

5.3.1
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).

5.3.2
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.

5.4
Tour operator

5.4.1
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).

5.5
Magazine publisher

5.5.1
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.
5.5.2
The royalties from a publisher outside HK were held to be fully taxable.

Examination Style Questions

Question 3 – Manufacturing and trading profit
PQ Limited is a company incorporated in Hong Kong. On 1 April 2005, PQ Limited entered into a written processing agreement with RS Company, an entity in the Mainland of China. Under the agreement, RS Company was engaged to manufacture leather products for PQ Limited in the Mainland of China. To facilitate the manufacturing process, RS Company would provide factory premises and local labour, whilst PQ Limited would provide the necessary raw materials, plant and machinery and production technology. When the products were completed, RS Company would deliver them to PQ Limited in Hong Kong and charge PQ Limited a processing fee. PQ Limited would also send some engineers and technicians to the factory of RS Company to supervise the manufacturing process. This agreement covered a period of three years.
On 15 March 2008, PQ Limited set up its wholly owned enterprise, XY Limited, in the Mainland of China. The share capital of XY Limited was paid up by PQ Limited by way of a cash contribution and the injection of plant and machinery. XY Limited was licensed to import raw materials and manufacture leather products for export and local sale.
Starting from 1 April 2008, PQ Limited appointed XY Limited as its sub-contractor to manufacture leather products. The arrangement between them was that PQ Limited would purchase raw materials and sell them to XY Limited at cost plus 10%. Then, XY Limited would process the raw materials to produce the leather products. Upon completion, PQ Limited would send quality control officers to XY Limited to inspect the finished goods. Thereafter, XY Limited would sell the qualified products to PQ Limited at market price.
In Hong Kong, PQ Limited maintained a team of sales representatives to solicit and receive orders from customers. It also employed certain employees to source raw materials and coordinate the production jobs with RS Company / XY Limited.
In its Profits Tax returns for the years of assessment 2007/08 and 2008/09, PQ Limited reported assessable profits after claiming exclusion of 50% of its profits as sourced outside Hong Kong.
Required:
Advise whether PQ Limited should be entitled to 50:50 apportionment of profits for the years of assessment 2007/08 and 2008/09.
(13 marks)
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