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Aviation Fuel Supply Company Limited v CIR – nature of 
compensation payment – capital or revenue 
 In a further win for taxpayers, the Court of Appeal upheld the decision of the Court of First instance that 
a payment was not earned from the carrying on of business and was not taxable. The Court of Appeal 
handed down its judgement in Aviation Fuel Supply Company v CIR on 4 December 2012, finding in 
favour of the taxpayer. The case concerned whether a lump sum received by AFSC when its franchise 
agreement with the Airport Authority was terminated was subject to Hong Kong profits tax. 
 

Background 
 
Aviation Fuel Supply Company (AFSC) entered into a Franchise Agreement with 
the Airport Authority (AA) to finance, design, construct and commission a fuel 
service facility (the Facility) at the Hong Kong Airport. As part of the Franchise 
Agreement, AFSC also entered into a lease with the AA to occupy the site as a 
tenant for a period of 20 years. The minimum rental under the lease was set at 
HKD 100. 
 
An associated company of the taxpayer (the Operator), entered into an Operating 
Agreement with the AA, whereby the Operator earned fees from users of the 
Facility.  
 
Under the Franchise Agreement, AFSC recovered the costs of constructing the 
Facility by means of monthly payments (Facility Payments) from the Operator. The 
recovery of the costs included a margin for a reasonable rate of return of not more 
than 15 percent.  
 
The AA had the right to accelerate the repayment of the Facility Payments to 
AFSC.  The AA duly notified AFSC of its election under the Franchise Agreement 
to ‘accelerate AFCS’s recovery of the Facility costs’ and terminated the Lease 
Agreement. Further, the Operator was subsequently required to make the Facility 
Payments to the AA.    
 
AFSC received an amount of USD 456,929,590 from the AA. The Inland Revenue 
Department argued that this amount was chargeable under section 14 of the 
Inland Revenue Ordinance (IRO), or alternatively, as deemed income under 
section 15A of the IRO. On the other hand, AFSC argued that the amount was of 
a capital nature and non-taxable under section 14 of the IRO. 
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The decision 
 
The decision of the Court of Appeal was in favour of the taxpayer that the receipt 
was not chargeable to tax under section 14. 
 
The Court considered that AFSC was not selling building services to the AA; it 
was buying an interest in the Facility and its operating results. AFSC’s obligation 
to build the Facility was the consideration it gave to acquire its rights, not a 
service it sold to the AA. The Facility Payments were the share of the operating 
results which AFSC had purchased, not the consideration received by it. 
 
On this basis, it was held that the amount received did not represent the 
discounted present value of the Facility Payments, nor was it a receipt derived 
from AFSC’s business. It was not earned from the carrying on of business, but 
arose outside the course of the business activity. It was a payment made by the 
AA at its election to acquire that business and was not something AFSC could 
choose to receive or not receive. For this reason, it was not chargeable to tax 
under section 14. 
 
Capital vs. Revenue 
 
The Court considered the question of whether the amount was income or capital 
was irrelevant as they had already come to the view that the amount was not a 
receipt from the business of AFSC.  However, the Court dealt with this issue as 
follows. Assuming that the Sum was from the business of AFSC, it should be 
brought into account for the purpose of profits tax only if it had the character of 
income, but not if it had the character of capital. The distinction was made 
between payments to compensate for loss of profits (which would have the 
character of income and are taxable) and payments made on the destruction of a 
business (which are inherently capital in character and not taxable). 
 
Deemed trading receipts  
 
On the question of whether the amount was chargeable to profits tax by virtue of 
sections 15(1)(m) and 15A, three questions arose: (1) did AFSC have a right to 
receive income from the property; (2) if the answer to (1) is yes, was such a right 
transferred to the AA; if the answer to (3) is yes, can AFSC rely on the exception 
under section 15A(3).  
 
The Court agreed that the judge of the Court of First Instance was correct to hold 
that from a business and practical view point, AFSC did have a right to receive 
income and it was a right derived from property, being its interests in the Facility 
or the business of exploiting the Facility. The Court also agreed with the judge 
that question (2) should be answered in favour of AFSC.  No matter how widely 
the word ’transfer’ is construed, the right of the AA to receive Facility Payments 
after payment of the Accelerated Facility Cost Payment was an original right 
already in the hands of the AA, not by virtue of something done by AFSC and did 
not move from the AFSC. Question (3) did not arise. 
 
Depreciation allowance to the AA 
 
Finally, the Court held that there was a succession to the business of AFSC by the 
AA and that the assets for which depreciation allowances were claimed had 
passed by way of succession so that a balancing charge would not be made by 
virtue of sections 39B(7) and 39D(3). As the successor to the business, the AA 
would be entitled to claim depreciation allowances on the reducing value of the 
capital assets as at the time of succession. 
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