
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

© 2013 KPMG, a Hong Kong partnership and a member firm of the KPMG network of independent member firms affiliated with KPMG International Cooperative (“KPMG International”), a 
Swiss entity. © 2013 KPMG Advisory (China) Limited, a wholly foreign owned enterprise in China and a member firm of the KPMG network of independent member firms affiliated with 
KPMG International Cooperative (“KPMG International”), a Swiss entity. All rights reserved. 

 

HONG KONG TAX ALERT 
ISSUE 5 | February 2013 

Hong Kong manufacturers providing plant and equipment in the 
Mainland dealt a further blow 
 The Court of Appeal in Baitrim (Far East) Limited v CIR upheld the Commissioner of Inland 
Revenue’s disallowance of a claim by the Company for ’prescribed fixed assets’ used in a 
manufacturing process in the Mainland. 
 

Background 
 
The Company carried on the business of supplying plastic garment hangers to 
end-customers in the United Kingdom. The hangers were manufactured in the 
Mainland by third parties manufacturers using moulds which were owned by the 
Company. The Company authorised the factories in the Mainland to use the moulds 
for the purposes of manufacturing the hangers. The moulds were used only to 
manufacture hangers supplied to the Company and no monies were paid by the 
factories for using the moulds.  
 
The Company’s profits were treated as fully taxable to Hong Kong Profits Tax. 
 
The Company claimed the cost of the moulds as a deductible expense pursuant to 
section 16G of the Inland Revenue Ordinance (IRO). Section 16G allows a deduction 
on the cost of ’prescribed fixed assets’, which are defined to include assets used in a 
manufacturing process. However, assets subject to a lease are specifically excluded 
from the definition. 
 
The issue 
 
At issue before the Board of Review and the Court was whether the interpretation of 
the term ’lease’ in section 16G(6) should reflect the statutory definition under section 
2(1) of the IRO.  
 
The moulds were used directly for a manufacturing process and prima facie qualified 
as prescribed fixed assets provided they were not excluded fixed assets. However, if 
the moulds were the subject of a lease, they would be excluded fixed assets, and no 
deduction could be claimed for the cost of their provision. 
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Section 2 of the IRO defines a ’lease’ as follows: 
 
 “In this Ordinance, unless the context otherwise requires – 
 … 
 lease, in relation to any machinery or plant, includes – 
  
 (a) any arrangement under which a right to use the machinery or plant is 

granted by the owner of the machinery or plant to another person; and 
  
 (b) any arrangement under which a right to use the machinery or plant, being 

a right derived directly or indirectly from a right referred to in paragraph (a), 
is granted by a person to another person, but does not include a 
hire-purchase agreement or a conditional sale agreement unless, in the 
opinion of the Commissioner, the right under the agreement to purchase or 
obtain the property in the goods would reasonably be expected not to be 
exercised.” 

 
To the extent relevant, section 16G(6) also provides: 
 
 “(6) In this section –  
 excluded fixed asset means a fixed asset in which any person holds 
 rights as a lessee under a lease;”  
 
The Company had not entered into a separate lease of the moulds to the 
manufacturing factories. The moulds were the subject of an arrangement under 
which a right to use the moulds was granted by the Company to the 
manufacturers, The Court found that that right to use came within the definition 
of a lease in section 2(1) of the IRO. 
 
The decision 
 
The Court noted that section 2(1) provides that the definitions apply unless the 
context otherwise requires. Accordingly, it was necessary for the Company to 
show that the context in which the term ‘lease’ is used in section 16G(6) required 
that the statutorily defined meaning of ‘lease’ did not apply.   
 
The Court agreed with the Commissioner’s representative that it was clearly the 
intention of the legislature that the extended definition of lease in section 2(1) 
was intended to apply to section 16G. Had this not been the intention, there 
would have been no need to move the definition out of section 39E (where it was 
confined to that section), particularly as the word ’lease’ does not appear 
elsewhere in the amendments introduced by the Bill. The Court also agreed that it 
was the intention of the legislature to afford a deduction to capital expenditure on 
only those fixed assets falling within the statutory definition of ’prescribed fixed 
assets’.   
.   
Comment 
 
The failure of the company both before the Board of Review and the Court of 
Appeal confirms that no deduction or depreciation allowances are allowable 
where plant and equipment is made available by a Hong Kong taxpayer to a 
factory outside Hong Kong to manufacture its products.  
 
The Company has sought leave to appeal the decision to the Court of Final 
Appeal, but it remains to be seen whether leave will be granted. If leave is not 
granted, or the Company is unsuccessful before the Court of Final Appeal, the 
only remaining avenue for a tax deduction to be obtained in the above situation 
lies with an amendment of the relevant legislation. However, the Hong Kong 
Government, to date, has not demonstrated any willingness to an amendment of 
the law. 
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