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HKICPA  Module D – Taxation 
 

 JUN 2011 ACCA (extract) 
 
Question 1 

 

HK Engineering Co Ltd (HK Co), a Hong Kong-incorporated company carrying on 
business in Hong Kong, was successfully awarded a contract in Vietnam to help the 
Vietnam government with a new water plant project. A meeting has been scheduled 
with the Vietnam government’s representatives to discuss the details of the main 
contract. Prior to the meeting, the project manager, Mr Man, called for a meeting 
with other senior management staff, the details of which are as minuted below.  All 
amounts are in HK$. 
 

Minutes of Meeting on 1 June 2010 on Project Victory 
Attendance:     Man (Project Manager)  

 FF (Finance Director)  
 TT (Treasurer) 

EE (Chief Engineer) 
 

1.  Man briefly explained the scope of the work as required, including: 
(a) the contract comprises two elements:  supply of heavy equipment 

and the installation of the equipment on site; 
(b)  the total contract value is equivalent to $20 million covering both 

elements; and 

(c)  the duration of the project is estimated to be six months. 

 
2.  EE suggested that the equipment be purchased from one of their existing 

suppliers in Mainland China. Due to their long established relationship with 
this supplier, EE has confidence in negotiating the best terms and deal, 
with all the purchase orders and shipping documentation being dealt with 
directly in Hong Kong. The purchase cost is estimated to be around $8 
million.  However, for the installation services, apart from employing local 
Vietnamese workers to perform the on-site work, EE would need to send a 
team of experienced engineers from Hong Kong to Vietnam to supervise the 
work. As a result, the total staff costs for the project are estimated to be $4 
million. 

 
3.  TT suggested that the $8 million purchase cost of the equipment be funded 

by the company’s current bank loan facility with interest at the rate of 5% 
per annum. 

 
4.  FF proposed the following structure using another member of the HK Co 

group, incorporated in the British Virgin Islands, BVI Co, in order to 
maximise the after-tax profit of the group: 
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The following draft profit forecast for the project was presented: 

 
 

5.  Man appreciated the proposal explained by FF but questioned whether the 
structure would be challenged by the Inland Revenue Department as tax 
avoidance.   

 
 
Required: 

 
Assuming that no Vietnam subsidiary is set up, and the structure proposed 

by the Finance Director (FF) as outlined in point 4 of the minutes is adopted, 

advise on: 
 
(i) The Hong Kong profits tax implications for HK Co arising from the 

contract. You should specifically consider both the taxability of the 

contract value of $20 million, and the deductibility of the equipment 

purchase cost, staff costs and loan interest;    (17 marks) 

 

 

(ii)  What the Hong Kong profits tax implications will be for BVI Co arising 

from the sale of the equipment to HK Co.  

(9 marks) 

 

 
 
 
 
 
 
 
 
 
 
 
 
 
 

Practice Q3 



aa        

 

 

 

HKCA                                         All for you to … PASS! - 9 - 

 

HKICPA  Module D – Taxation 
 

JUN 2011 ACCA (extracts) 
 
Answer 1 
 

In this section, we assume that no Vietnam subsidiary is set up and that HK Co 

directly contracts with the Vietnam government for the Contract and supplies the 

equipment and installation services directly to the Vietnam government.  A new BVI 

Co will also be set up and used to purchase the equipment from the independent 

supplier and on-sell the equipment to HK Co. 

 
 
(i) Hong Kong tax implications to HK Co   
 
Contract value 

 

The total contract value of $20m will be income accrued to HK Co directly.  

Whether or not the total $20m is taxable in Hong Kong would depend on whether all 

or part of the income is considered sourced in Hong Kong. There is no statutory or 

comprehensive guidance under the IRO as to how the source of profits is to be 

determined.  Based on case law and DIPN 21 (revised 2012), the broad guiding 

principle is the so-called ‘operation test’, which asks ‘where do the operations take 

place from which the profits in substance arise’.  However, the ‘operations’ that 

would be required to take place would be different depending on the nature of the 

income. In the case of service income, the principle is that the source follows the 

place where the services were rendered (drawn from the Whampoa Dock case 

and International Wood Products case).  In HK Co’s case, if the Contract, or part of 

the Contract, is performed outside Hong Kong, the contract value, or part of it, 

would likely be regarded as non-taxable in Hong Kong. 
 
In the case of trading income arising from the buying and selling of equipment,  it is 

the practice of the IRD to look into the activities on both sides of the buying and 

selling of the equipment,  and the place where these activities are carried out. 

Based on the Hang Seng Bank case, the source of trading profits is to be 

determined by looking at the contract of purchase as well as the contract of sale; 

and the place where these contracts were effected determines the source. This 

‘contract effected test’ is then further elaborated in the case of Magna, which 

provided that all factors leading to the transaction should be considered altogether.  

Various debates and arguments on similar source issues are found in subsequent 

court cases and Board of Review decisions. Based on DIPN 21 (revised 2012), the 

IRD’s view is that the place where the contracts of purchase and sale are effected 

continues to be the primary determinant  of the source of trading profit, but the 

totality of facts must be considered to determine what a taxpayer did to earn the 

profits in question. Where either the purchase or sale contract is effected in Hong 

Kong, the IRD will initially presume that the profits are fully taxable in Hong Kong, 

unless other more relevant factors or activities exist to prove otherwise.  In HK 

Co’s case, since the Chief Engineer would deal with the purchase of equipment 

directly with the supplier in Hong Kong, including negotiating and concluding the 

purchase terms, it is very likely that all the trading income would be regarded as 

sourced in Hong Kong.  
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This would be the case regardless of the fact that the Contract might have been 

concluded and signed offshore. Moreover, it is also the IRD’s practice not to adopt 

apportionment for trading profit; although this issue has been addressed in the 

Indosuez WI Carr Securities case where it was held that apportionment should not 

be prohibited for profits arising in two or more jurisdictions. 

 
 
The above analysis demonstrates that different rules apply to the equipment sale 

and the installation service components respectively. Thus, it would be highly 

advisable for HK Co to either enter into separate contracts, or if that is not feasible, to 

split the contract value into two distinct components. The portion of income 

attributable to the installation is likely to be non-taxable if it can be proved that all of 

the income arises from the services performed in Vietnam. The other portion of 

income attributable to the equipment supply may be determined based on the place 

where the contracts of purchase and sale of equipment are effected. If the total 

contract value is not distinguished into two elements, it is likely that the IRD would 

regard the whole contract as in the nature of trading and apply the more stringent 

contract effected test to ascertain the source of profit. 
 
 
Equipment cost 

 

Under the proposed structure, the equipment is to be purchased by HK Co from BVI 

Co at the cost of $15m. Since the equipment will be used to fulfil the obligation 

under the Contract, it is trading stock rather than a capital asset. Provided that the 

income earned from the Contract on the equipment supply is taxed in Hong Kong, 

the cost of the equipment should be allowed for tax deduction purposes under 

s.16(1).  However, in the event that the quantum of expenses is disproportionate 

to the benefit of the income derived, the IRD is likely to restrict the deduction to the 

extent that is commensurate with the benefit, and seek to disallow the excess.   

 

Under DIPN 46, the IRD highlights that payments made to an associated enterprise 

on a basis other than arm’s length would be disallowed as a deduction on the 

ground that they were not made for the purposes of the taxpayer ’s trade.  This is 

supported by both s.16(1) and s.17(1)(b). 

 

Thus, in HK Co’s case, the major concern would be whether the cost of $15m can 

be justified to be at arm’s length. HK Co is required to prove to the satisfaction of 

the IRD that the cost of $15m is comparable to the price charged by an 

independent supplier. In the absence of such evidence, it is likely that part of the 

$15m may not be allowed as a tax deduction. 
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Staff costs 
 

When HK Co sends its staff to Vietnam to perform the services required under the 

Contract, the tax deductibility of the related staff cost would depend on whether or 

not the relevant contract income attributable to these services is taxed in Hong Kong. 

As mentioned above, if the portion of contract income attributable to the installation 

services is sourced outside Hong Kong and not taxable, all related costs including 

staff costs would not be tax deductible.  However, if all the contract income earned 

by the staff services is taxed in Hong Kong, the related staff costs would 

accordingly be deductible, regardless of the fact that the costs may be incurred 

offshore. 
 
 
Bank loan interest 
 

HK Co has the intention to finance the equipment purchase by way of a bank loan. 

The interest incurred by HK Co on the loan would be tax deductible if all the 

following conditions are met: 
 

(i) The portion of contract income attributable to the equipment supply is 

taxable in Hong Kong (s.16(1));  

(ii)  All the bank loan money was used to purchase the equipment (s.16(1)(a)); 

(i) The bank is an authorised financial institution either in Hong Kong or 
overseas (s.16(2)(d)); 

(iv) The bank loan is not secured by any deposit or loan which derives 
non-taxable income in Hong Kong (s.16(2A)); and 

(v) No arrangement is in place whereby any interest payment is ultimately paid 
back to HK Co or any connected person (s.16(2B)). 

 
 

Alternatively, s.16(2)(e) may also be relied upon to claim the interest deduction on 

the basis that the equipment  is trading stock and the lender is not associated with 

the borrower (HK Co). Note that the conditions under (i), (ii), (iv) and (v) above 

would still apply in such a case. 

 

Answer 1 
 
 
(ii)    Hong Kong tax implications to BVI Co 
 
Under s.14, BVI Co would be subject to Hong Kong profits tax if it (a) carries on 

business in Hong Kong; (b) derives profits from that business other than profits 

arising from the sale of capital assets; and (c) those profits are sourced in Hong 

Kong. The place of incorporation is irrelevant. 
 
There have been numerous cases debating the factors that determine the place 

where a business is carried on. In general, the IRD’s practice is to look at the place 

of the company’s effective management and control, which usually refers to the 

place where the board of directors meet and make decisions, and where the 

company ’s day-to-day activities are conducted.  However, each case should be 

assessed on its own merits.  In the case of BVI Co, the information available on 

hand is not sufficient for us to draw any conclusion in this context.  Should it be 

considered necessary to carry out this review, please provide further details. 
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In the event that BVI Co is considered as carrying on a business in Hong Kong, the 

profit from the sale of equipment would be taxed in Hong Kong if it is sourced in 

Hong Kong. As mentioned above, it is the practice of the IRD in determining the 

source of trading profit to look at the place where the purchase and sale contracts 

are effected. In the case of BVI Co, if the purchase  activities leading to the 

conclusion of the contract are performed in Hong Kong through HK Co, it is very 

likely that the profit of BVI Co would be considered as sourced in Hong Kong and, 

thus, taxable in Hong Kong. 

 
 
Setting aside s.14, BVI Co may still be at risk of being challenged by the IRD under 

s.20. This section is designed to counteract the diversion of profits from Hong Kong 

to a closely connected non-resident.  Since HK Co carries on business with BVI 

Co which is closely connected to HK Co, and the sale of the equipment gives rise to 

an overly significant tax deduction of equipment cost of $15 million to HK Co (against 

an original cost of only $8 million), s.20(2) would apply to deem BVI Co to have 

carried on business in Hong Kong through HK Co. As a result, an assessment 

would be issued to tax the profit of BVI Co in the name of HK Co as an agent. 

 
 
Alternatively, there is a risk that the structure adopted will be challenged by the IRD 

as tax avoidance under s.61A. For s.61A to apply successfully, there must be a 

clearly identified transaction, a tax benefit and a sole or dominant purpose of 

avoiding tax.  In the Ngai Nik case, the court also provided that the tax benefit must 

also be quantified and well-defined. Before we can conclude whether a tax 

avoidance risk exists, we would need more detailed information for review. 

 
 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

** End of Q&A ** 
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