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Purpose 
 
 This paper sets out the background to the enactment of provisions of the Inland 
Revenue Ordinance (Cap. 112) (the Ordinance) which limit the granting of initial and 
annual allowances (depreciation allowances) for profits tax in respect of leased 
machinery or plant.  It also summarizes the views and concerns expressed by 
Members at meetings of the Legislative Council (LegCo) and the Panel on Financial 
Affairs (FA Panel). 
 
 
Background 
 
2. Section 39E of the Ordinance was enacted in 1986 and amended in 1992.  
According to the Administration, the legislation aims at limiting tax avoidance 
opportunities in various forms of machinery or plant leasing arrangements.  As many 
of such tax avoidance arrangements involve machinery or plant owned by a Hong 
Kong enterprise being used by an enterprise outside Hong Kong for a long period of 
time, section 39E stipulates that the Hong Kong enterprise will not be granted 
depreciation allowances for the relevant machinery or plant under such circumstances.  
According to the Administration's explanation to Members in 1992 during the scrutiny 
of the proposed amendment to section 39E, the provision is not intended to have any 
impact on normal commercial leasing transactions.  If a Hong Kong enterprise leases 
its machinery or plant to another enterprise outside Hong Kong through a normal 
leasing arrangement, although the Hong Kong enterprise concerned will not be 
granted depreciation allowances for the relevant machinery or plant, its rental income 
derived from outside Hong Kong will not be subject to Hong Kong tax. 
 
3. The Inland Revenue Department (IRD) issues departmental interpretation and 
practice notes (DIPN) to provide detailed explanations and realistic examples to 
facilitate taxpayers' understanding of and compliance with the relevant provisions of 
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the Ordinance.  The interpretation and practices in relation to section 39E is provided 
in DIPN No. 15, which was issued by IRD in 1986 and was last revised in 2006.  The 
relevant extract of DIPN No. 15 is at Appendix.  According to IRD's interpretation 
in the DIPN, section 39E was enacted to limit the opportunities for tax deferral or 
avoidance through sale and leaseback, offshore equipment leasing and leveraged 
leasing arrangements.  
 
 
Views and concerns expressed by Members and the Administration's response 
 
4. Members have expressed concern about the interpretation and application of 
section 39E of the Ordinance at meetings of the FA Panel on 6 April 2009 and 
15 October 2009.  Members highlighted the concerns of the business and 
professional sectors about the existing provision under section 39E of the Ordinance 
in which depreciation allowances would not be granted for leased machinery or plant 
used wholly or principally outside Hong Kong.  Given the business integration 
between Hong Kong and the Mainland, Members were concerned about the need for a 
critical review of the taxation legislation to cope with the changing circumstances.  
 
5. At the Council meeting on 21 October 2009, Dr Hon LAM Tai-fai asked a 
question on taxation in relation to leasing arrangements, expressing his concern about 
the denial of depreciation allowances, under the existing section 39E and the revised 
DIPN No. 15, for Hong Kong enterprises making the machinery and plants available 
for use by factories or their outsourced manufacturers on the Mainland under general 
commercial arrangements such as import processing arrangement.  At the Council 
meetings on 4, 25 November and 9 December 2009, Dr LAM asked further questions 
on section 39E of the Ordinance to follow up his concern and the Administration's 
replies on the subject.  
 
6. The Administration explained that there are practical difficulties in relaxing the 
restrictions on "being used outside Hong Kong" under section 39E.  Although the 
taxpayer has the onus of proof under the Ordinance, as the relevant machinery or 
plants are used by another enterprise outside Hong Kong and such an enterprise is 
usually a separate legal entity, it would be difficult for IRD to check the actual usage 
of the relevant machinery or plants.  Besides, IRD does not have the statutory power 
to request such an overseas entity to provide supporting documents.  If the relevant 
restriction is relaxed, the specific anti-avoidance provision can easily be exploited, 
resulting in tax deferral or loss and a large number of cases in dispute. 
 
 
Latest development 
 
7. The FA Panel will discuss the subject of depreciation allowances in respect of 
machinery or plant under "import processing" arrangement at the special meeting on 
14 December 2009.  The Administration, and relevant trade and professional 
organizations are invited to attend the meeting for discussion of the subject.  
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Relevant papers 
 
8. The relevant papers are available at the following links: 
 

Minutes of FA Panel meeting on 6 April 2009 (paragraphs 13 to 14) 
http://www.legco.gov.hk/yr08-09/english/panels/fa/minutes/fa20090406.pdf 
 
Minutes of FA Panel meeting on 15 October 2009 (paragraphs 10 to 11) 
http://www.legco.gov.hk/yr09-10/english/panels/fa/minutes/fa20091015.pdf 
 
Dr Hon LAM Tai-fai's question on taxation in relation to leasing arrangements 
at LegCo meeting on 21 October 2009 
http://www.info.gov.hk/gia/general/200910/21/P200910210125.htm 
 
Dr Hon LAM Tai-fai's question on section 39E of the Ordinance at LegCo 
meeting on 4 November 2009 
http://www.info.gov.hk/gia/general/200911/04/P200911040188.htm 
 
Dr Hon LAM Tai-fai's question on section 39E of the Ordinance at LegCo 
meeting on 25 November 2009 
http://www.info.gov.hk/gia/general/200911/25/P200911250162.htm 
 
Dr Hon LAM Tai-fai's question on section 39E of the Ordinance at LegCo 
meeting on 9 December 2009 
http://www.info.gov.hk/gia/general/200912/09/P200912090138.htm 
 
DIPN No. 15 issued by the Commissioner of Inland Revenue 
http://www.ird.gov.hk/eng/pdf/e_dipn15.pdf 
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