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Principles of Taxation


Chapter 11 Profits Tax Computation

1.
Learning Objectives

1.1
Understand the correct format of a profits tax computation.

1.2
Understand how to prepare a profits tax computation.

1.3
Understand what items commonly appear in a profits tax computation.

1.4
Understand the sequence of claiming expenses for repairs and depreciation allowances.

1.5
Understand the deduction of donation under profits tax.

2.
Ascertainment of Assessable Profit

2.1
The IRO does not lay down a complete code on how assessable profits are to be computed. Statutory rules are laid down in ss 15, 16 and 17 on what items are assessable, what items deductible and valuation of trading stock in certain circumstances.

2.2
Subject to the statute and case law, assessable profits are normally ascertained by reference to generally accepted accounting principles.
	2.3
	KEY POINT

	
	(a)
The purpose of preparing a profits tax computation is to convert a company’s net profit figure shown in the income statement to the assessable profit figure.

(b)
Unallowable items (expenses) are added to the net profit figure while non-assessable items (income) are deducted from the net profit figure.

(c)
Then the resultant figure is reduced by depreciation allowance, industrial building allowance and commercial building allowance, and charitable donation.


2.3
A common error made by students is not to convert the net profit figure to assessable profit. Instead, they find out the gross profit, and then add to the gross profit with assessable income such as rental income, and deduct from the gross profit with allowable expenses. This method is not a proper approach to calculate the assessable profit, and students using this method usually omit many items in their calculations. Thus, students are reminded NOT to use the following gross profit method:

Wrong gross profit method:

	ABC Ltd
Profits Tax Computation

Year of Assessment 2007/08

$

Gross profit

X

Add: Assessable profit

X

X

Less: Allowable expenses shown in income statement

(X)

X

Less: Depreciation allowances

(X)

X

Less: Charitable donation

(X)

Assessable profit

X




Correct profits tax computation format:

	ABC Ltd
Profits Tax Computation

Year of Assessment 2007/08

$

$

Profit/(loss) per account

X

Add: Non-allowable expenses:

Charitable donation

X

Depreciation

X
Expenses attributable to offshore profits

X
Fine/penalty

X
General provision for doubtful debts

X
Improvement

X
Initial purchase of carpet, curtain, etc.

X
Interest failed to satisfy Section 16(2), (2A), (2B), (2C)

X
Legal fee

X
Profits tax and property tax

X
Salaries paid to proprietor/partners

X
Share of joint venture loss as shown in accounts

X
Unallowable proportion of retirement scheme

X
X

X

Less: Non-assessable income/Deductible expenses not in the profit and loss account:

Computer software and hardware

X

Dividend

X

Interest income exempt from payment of profits tax

X

Offshore interest

X

Offshore profit

X

Prescribed fixed assets

X

Recovery of bad debts previously not allowed

X

Share of joint venture profit as shown in accounts

X

X

X

Less: Depreciation allowance

X

Industrial building allowance

X

Commercial building allowance

X

X

Y

Less: Charitable donation (restricted to 25% of Y for 2007/08)

Z

Assessable profit

P

Less: Loss brought forward from previous period

X

Loss set off under Section 19C(5)

X

L

Net assessable profit

N

Profits tax payable (16% or 17.5% on N for 2007/08)

T

Less: Provisional profits tax paid

X

Property tax set off under Section 25

X

S

Profits tax liability

R




2.4
Items of income often appeared in examination papers:

(a)
interest income – onshore and offshore

(b)
dividend

(c)
sale of patent

(d)
refund from retirement scheme

(e)
recovery of bad debts

(f)
release of debts

(g)
interest income exempt from payment of profits tax
2.5
Items of expenses often appeared in examination papers

(a)
interest expenses under Section 16(2), (2A), (2B), (2C)

(b)
legal fee

(c)
severance payment

(d)
property tax, salaries tax, profits tax, overseas tax

(e)
trade compensation

(f)
bad debts – general and specific provision

(g)
removal expenses

(h)
payment made for covenant against competition

(i)
payment made for getting rid of unsatisfactory director

(j)
initial contribution to retirement scheme – initial and special contribution

(k)
scientific research expenses – plant and industrial building

(l)
tax surcharge and fine
(m)
prescribed fixed asset

(n)
computer software and hardware

	2.6
	EXERCISE 1

	
	ABC Ltd is a HK company carrying on a trading business in HK, and all its profits are derived from HK. The income statement of the company for the year ended 31 March 2008 is as follows:

$

$

Income from trading

26,900,000

Dividend received from listed shares

104,000

27,004,000

Less: Expenses

Audit fee

120,000

Commission (Note 1)

350,000

Compensation (Note 2)

140,000

Depreciation

450,000

Donation made to Community Chest

250,000

Interest (Note 3)

155,000

Legal and professional fee (Note 4)

70,000

Rent

2,500,000

Salaries and allowances

20,000,000

Staff welfare (Note 5)

250,000

Sundries (Note 6)

190,000

Tax (Note 7)

360,000

Travelling (Note 8)

350,000

25,185,000

Net profit

1,819,000

Notes:

(1)

Commission paid to:

Overseas agents whose addresses were known

250,000

Agents whose identities were not disclosed

100,000

350,000

(2)

Compensation paid for early termination of lease of the old office

80,000

Penalty paid to clients for late delivery of goods

60,000

140,000

(3)

Interest paid to:

An individual director

35,000

A bank in HK where the loan was secured by a deposit maintained in the name of an individual director

120,000

155,000

(4)

Legal fee paid for lease of new office

30,000

Professional fee paid for the preparation of profits tax return
40,000

70,000

(5)

Annual dinner

100,000

Trip to Ocean Park for staff

150,000

250,000

(6)

All sundry expenses were allowable.

(7)

This was the company’s profits tax liability.

(8)

Overseas business trips for directors attending conferences

170,000

Overseas private trips for directors and their families

180,000

350,000

(9)

The assessor agreed with the company that depreciation allowances for the year of assessment 2007/08 is $1,300,000

Required:

Calculate the profits tax payable, if any, by ABC Ltd for the year of assessment 2007/08. (Ignore provisional tax)


	Solution:




3.
Trading Stock

3.1
Apart from Section 15C which deals with cessation of business, there is no provision in the IRO on the valuation of trading stock for tax purposes. The recommendations given in HKAS 2 Inventories issued by the HKICPA are broadly acceptable to the IRD. The reservations of the IRD in respect of these recommendations are set out in DIPN 1 (Revised).

3.2
Court cases have established that for tax purposes, stock should be valued at the lower of cost or market value (Whimster & Co v CIR (1925) 12 TC 813).

3.3
Cost means the actual or historical cost. This includes all costs incurred directly on the purchase, conversion and bringing the stock to its existing location and condition. Also included is any overhead expenditure which can appropriately be allocated to the cost of stock and carried forward in the circumstances of the business.

3.4
The IRD generally requires market value to be the net realizable value (NRV). This means that replacement cost is not normally acceptable.

3.5
NRV means the estimated selling price in the ordinary course of business less the estimated costs of completion and the estimated costs necessary to make the sale (HKAS 2).

(A)
Valuation of stock on cessation – Section 15C

3.6
Upon cessation of business, where the trading stock is sold to a person who will use the stock in a business carried on in HK and will claim the purchase cost as a deductible expense, the actual sale proceeds shall be used in the tax computation.

3.7
In any other situations, the open market value of the stock at the date of cessation would be taken as its value for tax purposes. In Southtime Limited v CIR (2002) (HCIA 6/2001, 16 IRBRD 1034, 5 HKTC 571), the taxpayer acquired units in Kwai Chung Plaza, some of them for resale as trading stock and the rest as investment properties for rental income purposes. It was held that the taxpayer carried on two business – trading in properties and holding properties for long-term investment and that the “trading in properties” had ceased. The unsold trading stock transferred to fixed assets was to be valued on an open market value basis at the date of cessation.

(B)
Sharkey v Wernher

(a)
Principle

3.8
Where a trader has taken part of his stock for his own use, enjoyment or consumption instead of being sold, the market value of that stock at the time of such disposition is treated as a receipt in his trading account for tax purposes (Sharkey v Wernher (1955) 35 TC 275).

(b)
Extension of the principle

3.9
The Sharkey v Wernher principle was extended in Petrotim Securities v Ayres (1963) 41 TC 389. A share-dealing company sold its investments, which were its trading stock to its parent company, below the market value. It was held that the market value should be substituted for the agreed sale price.

3.10
The IRD applies the Petrotim Securities decision to extend the Sharkey v Wernher principle to cases where the stock is disposed other than in the normal course of trade. Hence, it is possible to apply this rule to cases where a trader makes a sale at a very low price to a member of his family or a trading transaction between associated companies not at arm’s length.

(c)
Sharkey v Wernher and Services
3.11
Note that the decision in Sharkey v Wernher was concerned with the transfer or disposal of trading stock. An attempt by UK Revenue to apply the principle to the copyright of an author failed. In Mason v Innes, an author gave his father rights in a novel. The IRD sought to bring the market value of the rights at the time of the gift into profits for tax purpose, but was unsuccessful. The Sharkey v Wernher principle cannot be extended to services.

(d)
Application to HK

3.12
The applicability of the Sharkey v Wernher principle in HK was challenged in two BoR cases, D 41/91 and D 47/91. The BoR considered that the CIR had no power to disregard the actual sale price unless Section 61 was invoked. Section 14 charged actual profit, not notional profit.

(e)
Change of intention

3.13
Where a real estate trader changes its intention from trading in real properties to holding the properties for the long term, it is the practice of the IRD to apply Sharkey v Wernher. The difference between the market value of the properties at the time of change of intention and the cost of the properties, albeit a notional profit, will be taxed. This practice has been accepted by the BoR.

	3.14
	EXERCISE 2

	
	(1)
A company is engaged in a property-dealing and investment business in HK. After a substantial downturn in the property market in 2008, the board of directors passed a resolution purporting to resolve that some of its trading stock (comprising various units in an industrial building in which it owned several floors) would be held for long-term investment purposes.

(2)
In February 2008, one unit of trading stock was sold at an undervalue to an associate company (historical cost of this unit was $1 million; the sale price to the associated company was $2 million; market value at the time of sale was $7 million).

Required:

(a)
Advise the company whether the IRD will accept the purported transfer of trading stock to capital account and, assuming it does, explain the taxation implications.

(b)
Advise the company upon the taxation implications arising out of the transfer of the trading stock to the associated company.


	Solution:




	3.15
	EXERCISE 3

	
	KWK Ltd was incorporated in Hong Kong in 1972 and carries on the business of wholesale and retail of sports equipment. It was two directors – Mr Chan and his wife. Its accounts are made up to 31 March annually. Its profit and loss account for the year ended 31 March 2008 is as follows:
$

$

Gross trading profit

7,321,000

Profit on sale of fixed assets

100,000

Compensation (Note 1)

140,000

Dividends received from unquoted shares

110,000

Interest received (Note 2)

80,000

7,751,000

Less: Salaries and allowances

3,100,000
Directors’ remuneration

1,300,000

Rent and rates (Note 3)

320,000

Telephone, water and electricity

66,000

Interest (Note 4)

168,000

Bad debts (Note 5)

230,000

Legal and professional fees (Note 6)

138,000
Advertising

150,000

Repairs and maintenance (Note 7)

640,000

Discounts allowed

25,000

Contributions to recognized retirement scheme (Note 8)

900,000
Donations (Note 9)

700,000

Insurance

40,000

Travel and transportation (Note 10)

220,000

Motor vehicles expenses (Note 11)

181,000

Depreciation

262,000

Sundry expenses (Note 12)

410,000

8,850,000

Loss for the year

(1,099,000)

Notes:
$

(1)

Compensation received from a customer for the cancellation of one of the sales contracts

80,000
Compensation received for loss of trading stock

10,000
Compensation received fro loss of a motor vehicle

50,000
140,000

(2)

Interest on loan to customers

30,000
Interest on a fixed deposit placed with a bank in Hong Kong

50,000
80,000

(3)

Rent for office premises

84,000

Rent for director’s quarters

220,000

Rates for office premises

16,000

320,000

(4)
Interest paid to a director of the company
50,000
Interest paid on a loan from a local bank. The loan was secured by a director’s deposit, which was smaller than the loan. The director received interest of $25,000 from the deposit

118,000

168,000

(5)

Bad debts

Trade debts written off

110,000

General allowance c/f

40,000

Loan to a customer written off

90,000
Profit and loss account

230,000

(6)

Audit fee

50,000
Collection of trade debts

8,000

Handling of investigation by IRD

80,000
138,000

(7)

Renovation of office premises

500,000

General repairs of fixed assets

140,000
640,000

(8)

Special contribution

400,000

Provision for special contribution

300,000

Annual contributions

200,000

900,000

(9)

Cash donations to approved charitable organization

560,000
Donation of prizes for lucky draw for staff at the company’s annual dinner
60,000
Donation of beds to elderly residential care homes

80,000
700,000

(10)

Overseas business trips

90,000

2-day Macau tour for company’s employees

50,000
Transportation of goods to customers

80,000
220,000

(11)

Petrol

64,000

Repairs

20,000

Parking charges

90,000

Traffic fines

7,000

181,000

(12)

Profits tax paid

23,000

Property tax paid for director

50,000
Other allowable expenses for tax purposes

337,000
410,000

Other information:
(13)
The assessor agreed that the company was entitled to total depreciation allowances for plant and machinery of $141,000 for the year of assessment 2007/08.

Required:

(a)
Compute KWK Ltd’s profits tax liability, if any, for the year of assessment 2007/08. Ignore provisional profits tax. Show all your workings.
(16 marks)

(b)
Briefly explain your tax treatment of the following items in your profits tax computation:

(i)
interest expenses (Note 4)

(ii)
contributions to recognized retirement scheme (Note 8)



(10 marks)



(Total 26 marks)



(Adapted HKIAAT P5 Hong Kong Taxation June 2008 B1)


	Solution:
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