Part III Profits Tax

(I)
Multiple Choice Questions
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(II)
Examination Style Questions

(A)
Limited Company

Answer 1

(a)

	AB Limited
	

	Profits tax computation
	

	Year of assessment 2007/08
	

	Basis period: year ended 31 December 2007
	1

	
	$
	$
	

	Net profit per account
	
	586,800
	0.5

	Less: Profit on sale of motor car
	30,000
	
	0.5

	Compensation received
	100,000
	
	1

	Bank interest received $(60,000 + 40,000)
	100,000
	
	1

	Loan to shareholder recovered
	43,000
	
	0.5

	
	
	273,000
	

	
	
	313,800
	

	Add: Loan to staff written-off
	
	80,000
	0.5

	Interest on Loan B
	
	35,000
	0.5

	Profits tax paid
	
	260,000
	0.5

	Special contributions to retirement scheme

($150,000 x 4/5)
	
	120,000
	1

	Annual contributions for director

[$1,000,000 x (18 – 15)%]
	
	30,000
	1

	Fines
	
	5,000
	0.5

	Donations
	
	570,000
	0.5

	Renovation expenditure of office premises

($180,000 x 4/5)
	
	144,000
	1

	Depreciation
	
	325,000
	0.5

	
	
	1,882,800
	

	Less: Depreciation allowances
	272,300
	
	0.5

	Prescribed fixed asset
	100,000
	372,300
	1

	
	
	1,510,500
	

	Less: Approved charitable donations

($1,510,500 x 25%)
	
	377,625
	1

	
	
	1,132,875
	1

	
	
	
	

	Tax payable @ 17.5%
	
	198,253
	1

	Less: Tax waived
	
	25,000
	0.5

	Profits tax payable
	
	173,253
	


Depreciation allowance

	
	
	20% pool
	
	30% pool
	Total
	

	
	$
	$
	$
	$
	$
	

	WDV b/f
	
	35,000
	
	49,000
	
	1

	Additions
	200,000
	
	180,000
	
	
	1

	IA – 60%
	120,000
	80,000
	108,000
	72,000
	228,000
	1

	
	
	115,000
	
	121,000
	
	

	Sale proceeds
	
	
	
	(50,000)
	
	1

	
	
	
	
	71,000
	
	

	Annual allowance
	
	23,000
	
	21,300
	44,300
	1

	WDV c/f
	
	92,000
	
	49,700
	272,300
	0.5

	
	
	
	
	
	
	21


	(b)(i)
	Marks

	Compensation for the cancellation of a purchase order from a supplier

As the purchase order is a trading contract, the compensation received in lieu of trading receipts is revenue in nature and hence the compensation is taxable.

Compensation for the cancellation of a contract by a property vendor

The transaction involves the purchase of office premises, which is capital in nature and therefore any compensation received is also capital in nature. The compensation is not taxable.
	1

1


	(b)(ii)
	

	Bank overdraft interest to Bank A

It is considered that the interest is incurred for the purpose of business and hence section 16(1) is satisfied. The overdraft facility is paid to the bank and is only secured by a director’s property, section 16(2)(d) is satisfied and no restriction is required by section 16(2A) or section 16(2B). Hence, the interest paid is wholly deductible.

Interest on Loan B

It is considered that the interest is incurred for the purpose of business and hence section 16(1)(a) is satisfied. Although the interest is paid to a bank and it satisfies section 16(2)(d), the loan is secured by a director’s fixed deposit, which generates tax-free interest. Therefore, section 16(2A) applies and the interest deduction is to be reduced on a reasonable basis. Generally, the amount of non-deductible interest is restricted to the amount of tax-free interest (DIPN 13A).
	1

1

1

1

1

1

1



	
	9


Answer 2

(a)

	Marvel Limited
	

	Profits tax computation
	

	Year of assessment 2008/09
	

	Basis period: year ended 31 January 2009
	1

	
	$
	$
	

	Profits per accounts
	
	23,000
	0.5

	Add: Sales proceeds of computer
	
	8,000
	0.5

	Commission to undisclosed recipients
	
	100,000
	0.5

	Contributions to recognized retirement scheme

($90,000 – $500,000 x 15%) + ($54,000 – $300,000 x 15%)
	
	24,000
	2

	Interest paid to Marce Ltd
	
	120,000
	0.5

	Loan to employee written off
	
	90,000
	0.5

	Increase in general provision ($180,000 – $120,000)
	
	60,000
	1

	Donations
	
	600,000
	0.5

	Property tax
	
	24,000
	0.5

	Profits tax
	
	140,000
	0.5

	Accountancy fee for handling tax investigation
	
	100,000
	0.5

	Renovation expenditure for office premises ($300,000 x 4/5)
	
	240,000
	1

	Renovation expenditure for directors’ quarters
	
	130,000
	0.5

	Depreciation
	
	110,000
	0.5

	
	
	1,769,000
	

	Less: Dividend
	150,000
	
	0.5

	Profit on sale of fixed asset
	5,000
	
	0.5

	Special contribution to recognized retirement scheme ($500,000 x 1/5)
	100,000
	
	1

	Loan recovered
	20,000
	
	1

	Renovation expenditure ($100,000 x 1/5)
	20,000
	
	1

	Depreciation allowance
	320,000
	
	0.5

	Commercial building allowance

($800,000 + $130,000) x 4%
	37,200
	652,200
	2

	
	
	1,116,800
	

	Less: Approved charitable donations ($1,116,800 x 35%)
	
	390,880
	1

	Assessable profits
	
	725,920
	1

	
	
	
	

	Profits tax payable ($725,920 x 16.5%)
	
	119,776
	0.5

	Less: Property tax set-off under section 25
	
	24,000
	0.5

	
	
	95,776
	20


(b)

	
	Marks

	Interest paid to Bank A in Hong Kong for an overdraft

As the interest received by the company from the Hong Kong dollar fixed deposit is chargeable to profits tax, the interest paid by the company is deductible as it satisfies section 16(1)(a) and the condition under section 16(2)9d).

Interest paid on loan from Marce Ltd

Interest paid to a connected person is not deductible even though it is used for purchasing trading stock (section 16(2)(e)). As Marce Ltd is not a corporation carrying on business in Hong Kong, the interest received by it will not be subject to Hong Kong profits tax, hence the condition under section 16(2)(c) is not satisfied. Other conditions under section 16(2) are also not satisfied and therefore the interest paid is not deductible.

Interest paid to Bank B in Hong Kong

As the Bank B is not a connected person of the company and the interest paid for a loan to purchase plant and machinery, it satisfies the condition under section 16(2)(e) and is therefore deductible.
	1

1

1

1

1

1

	
	6


[Examiner’s comment

Candidates’ overall performance was quite good and they at least knew the basic presentation of a profits tax computation. The trend to redraft a revised profit and loss account has decreased. However, candidates demonstrated the following common weaknesses:

(a)
they either did not specify the basis period or failed to state the basis period correctly;

(b)
they did not realize that interest received on a loan to an employee was taxable;

(c)
they continued to add back the director’s fees as if the company were a sole proprietorship business;

(d)
interest received from Bank A should be taxable as it was used to secure a loan obtained from the bank;

(e)
many candidates were unable to identify the difference between the brought forward and carried forward amounts of the general provision for bad debts was an increase or a decrease; and

(f)
they wrongly deducted the whole amount of renovation expenditure incurred in previous year instead of allowing one-fifth of the amount.

Part (b) required candidates to explain their tax treatment of the interest expense in the computation. Many candidates did not attempt this part. Those who answered this part did not perform well. They did not have a full understanding on the requirements of deductibility of interest.]

Answer 3

(a)

	City Limited
	

	Profits tax computation
	

	Year of assessment 2008/09
	

	Basis period: year ended 31 December 2008
	1

	
	$
	$
	

	Profits per account for the period
	
	888,000
	0.5

	Add: Commission for offshore trading profit
	
	50,000
	0.5

	Commission to undisclosed recipients
	
	140,000
	0.5

	Contributions to exempt MPF scheme
	
	
	

	Mr Chan ($900,000 x 5%)
	
	45,000
	1.5

	Mrs Chan ($400,000 x 5%)
	
	20,000
	1.5

	Provision for special contribution
	
	200,000
	0.5

	Mortgage loan interest
	
	360,000
	0.5

	Legal fee
	
	40,000
	0.5

	Profits tax
	
	250,000
	0.5

	Increase in general provision for bad debts
	
	125,000
	0.5

	Loan to staff written-off
	
	50,000
	0.5

	Donations
	
	750,000
	0.5

	Sundry expenses ($235,000 x 5%)
	
	11,750
	1

	Depreciation
	
	160,000
	0.5

	
	
	3,089,750
	

	Less: Offshore trading profit
	500,000
	
	0.5

	Share of partnership profit
	900,000
	
	0.5

	Special contribution to exempt MPF scheme

($300,000 x 1/5)
	60,000
	
	1.5

	Refurbishment expenditure ($200,000 x 1/5)
	40,000
	
	1.5

	Depreciation allowance
	620,000
	2,120,000
	0.5

	
	
	969,750
	

	Less: Approved charitable donations ($969,750 x 35%)
	
	339,412
	1

	Assessable profit
	
	630,338
	1

	
	
	
	

	Profits tax payable: ($630,338 x 16.5%)
	
	104,005
	1

	
	
	
	18


	(b)(i)
	Marks

	Mortgage loan interest

Property A:

As the bank is not a connected person of the business and property A is trading stock, interest paid for a loan to purchase trading stock satisfies the condition under section 16(2)(e) and is therefore deductible.

Property B:

Property B is a capital asset of the company and has not been put into use. The interest paid to finance the purchase of the capital asset is capital nature and is therefore not deductible.

Bank overdraft interest

The interest paid to overseas suppliers on overdue accounts is expended in the course of business and is revenue in nature, and therefore it is deductible. It does not need to satisfy any condition under section 16(2) because it is not interest paid on any money borrowed by the company.
	1

1

1

1

1



	
	5


	(b)(ii)
	Marks

	Legal fee

Legal fee paid for purchase of trading stock (Property A) is revenue in nature and is deductible. The legal fee paid for the purchase of capital asset (Property B) is capital in nature and is not deductible.
	1.5

1.5



	
	3


[Examiner’s comment

Candidates’ overall performance was average. Candidates demonstrated the following common weaknesses:

(a)
They wrongly excluded the misappropriated fund recovered from the profit. They did not realize that any misappropriation previously allowed should be taxable in the year of recover.

(b)
They wrongly added back the directors’ remuneration and rent paid to the parent company.

(c)
As the share of partnership profit had been assessed in the name of the partnership, the share of partnership profit included in the net profit should be excluded in the company’s profits tax computation.

(d)
When calculating the amount of annual contribution paid to an exempt retirement scheme to be disallowed, this should be based on 5% of the remuneration instead of 5% on the contribution.

(e)
The special contribution to an exempt retirement scheme should be spread over 5 years of assessment and therefore one-fifth of the special contribution paid in the year ended 31 December 2004 should be allowed in the computation.

(f)
Many candidates allowed the renovation expenditure for office premises under the commercial building allowance instead of allowing one-fifth of the expenditure.

Part (b) required candidates to explain the tax treatment for interest paid and legal fee. Many candidates were reluctant to answer this part. Those who answered the question did not answer it well. They were unable to express the treatment clearly and failed to distinguish between revenue and capital expenditure. Candidates also showed that they did not have a full understanding on the requirements of deductibility of interest.]

Answer 4

(a)

PQ (HK) Ltd

Depreciation allowance

Year of assessment 2008/09

	
	20% pool
	
	30% pool
	Motor vehicle under HP
	Total
	Marks

	
	$
	$
	$
	$
	$
	

	WDV b/f
	60,000
	
	87,000
	19,040
	
	

	Additions
	
	70,000
	
	
	
	

	IA @ 60%
	
	42,000
	28,000
	12,000
	54,000
	1

	
	
	
	115,000
	7,040
	
	

	Sales proceeds
	
	
	60,000
	
	
	1

	
	
	
	55,000
	
	
	

	Annual allowance
	12,000
	
	16,500
	2,112
	30,612
	0.5

	WDV c/f
	48,000
	
	38,500
	4,928
	84,612
	


	
	Machines under HP (30%)
	Total
	

	Cash price
	240,000
	
	

	IA ($20,000 + $220,000 x 9/20) x 60%
	71,400
	71,400
	1

	
	168,600
	
	

	Annual allowance
	50,580
	50,580
	0.5

	WDV c/f
	118,020
	206,592
	4


* $20,000 x 60%

(b)

PQ (HK) Ltd

Industrial building allowance

Year of assessment 2008/09

	
	
	$
	

	Qualifying expenditure (Cost of construction)
	
	2,000,000
	

	Annual allowance – 4% on $2,000,000
	
	80,000
	2


(c)

	PQ (HK) Ltd
	

	Profits tax computation
	

	Year of assessment 2008/09
	

	Basis period: year ended 31 March 2009
	

	
	$
	$
	

	Net profit per account
	
	289,000
	0.5

	Less: Compensation received
	60,000
	
	0.5

	Decrease in general provision for bad debts
	13,000
	73,000
	1

	
	
	216,000
	

	Add: Loan to staff written-off
	
	46,000
	0.5

	Interest paid to Mr Chu
	
	122,000
	0.5

	Second-hand motor vehicles
	
	70,000
	0.5

	Fine
	
	6,000
	0.5

	Office rent
	
	240,000
	0.5

	Office decoration ($250,000 x 4/5)
	
	200,000
	1

	Donations
	
	80,000
	0.5

	Deprecation allowance of plant and machinery
	
	340,000
	0.5

	Depreciation allowance of F&F
	
	920,000
	0.5

	
	
	2,240,000
	

	Less: Depreciation allowance of plant and machinery
	206,592
	
	0.5

	Industrial building allowance
	80,000
	286,592
	0.5

	
	
	1,953,408
	

	Less: Approved charitable donations: (lower of $1,953,408 x 35% and $60,000)
	
	60,000
	0.5

	Assessable profits
	
	1,893,408
	1

	
	
	
	

	Profits tax payable ($1,893,408 x 16.5%)
	
	312,412
	0.5

	
	
	
	10


(d)

PQ Holdings Ltd

Profits tax

Year of assessment 2008/09

	
	$
	$
	

	Royalty income
	
	1,500,000
	

	
	
	
	

	Assessable profit – 30% on $1,500,000
	
	450,000
	1

	
	
	
	

	Profits tax payable ($450,000 x 16.5%)
	
	74,250
	1

	
	
	
	2


	(e)
	Marks

	Bank overdraft interest

As the bank overdraft facility is not secured by any deposit with a bank, it satisfies the condition under section 16(2)(d) and is therefore deductible

Hire purchase interest

The hire purchase interest is revenue in nature and is incurred in the production of assessable profit, so it is deductible.

Interest paid to PR Ltd

Since PR Ltd is a corporation carrying on business in Hong Kong, any interest received by it will be subject to profits tax if it is sourced in Hong Kong. It is assumed that the interest paid by PQ (HK) Ltd is sourced in Hong Kong, and therefore such interest is subject to tax in Hong Kong by the recipient; therefore interest paid by PQ (HK) Ltd is deductible (as it satisfies section 16(2)(c)).
Interest paid to Mr Chu

As the interest received by Mr Chu is not subject to tax in Hong Kong, it does not satisfy section 16(2)(c). Since it also does not satisfy any other conditions under section 16(2), the interest paid to Mr Chu is not deductible.
	2

1

1

1

1

1

1

	
	8


[Examiner’s comment

Many candidates did not know how to compute the depreciation allowance on plant and machinery. They pooled the assets under hire purchase with the other assets. Candidates were also unable to compute the annual industrial building allowance, which was based on 4% of cost of construction. Also, candidates demonstrated the following common weaknesses:

(a)
many candidates wrongly added back directors’ remuneration; and

(b)
they wrongly added back the difference between the opening and closing balance of general provision for bad debts – this should have been deducted from the assessable profits because it had fallen.

In part (d), many candidates had no idea about the treatment of royalties received by a non-resident. They did not know that 30% of the royalty income was to be assessed as assessable profit, even though it was received from an associate company, as the intellectual property was never owned by a person in Hong Kong.

Part (e) concerned the explanation of the tax treatment of interest paid, and many candidates were reluctant to answer this part. Those who answered the question did not answer it well despite the fact that this is a common examination topic.]

Answer 5

	Brom Ltd
	

	Profits tax computation
	

	Year of assessment 2008/09
	

	Basis period: year ended 31 March 2009
	1

	
	$
	$
	

	Loss per accounts
	
	(1,909,000)
	1

	Add: Compensation paid
	
	50,000
	1

	Loss on sale of motor vehicle
	
	62,000
	0.5

	Commission paid to undisclosed recipients
	
	100,000
	0.5

	Terminal payment
	
	300,000
	1

	Interest paid to Bank B
	
	80,000
	1

	Property tax
	
	36,480
	0.5

	Profits tax
	
	63,520
	0.5

	Provision for special contribution to retirement scheme
	
	100,000
	1

	Loan to customer written off
	
	150,000
	1

	Fine
	
	4,000
	0.5

	Legal fee for purchase of property for investment
	
	15,000
	1

	Renovation expenditure ($100,000 x 4/5)
	
	80,000
	1

	Donations
	
	310,000
	1

	Depreciation
	
	195,000
	0.5

	
	
	(363,000)
	

	Less: Interest on US$ fixed deposit
	(80,000)
	
	1

	Dividend from subsidiary
	(160,000)
	
	0.5

	Depreciation allowance on plant & machinery
	(346,000)
	
	0.5

	Commercial building allowance ($300,000 x 4%)
	(12,000)
	(598,000)
	1

	Adjusted loss c/f
	
	(961,000)
	1

	
	
	
	

	Profits tax payable
	
	0
	0.5

	Less: Property tax set-off under section 25
	
	(36,480)
	0.5

	Profits tax refundable
	
	(36,480)
	18


	(b)(i)
	Marks

	Interest paid to Bank B

The loan is obtained from a financial institution and section 16(2)(d) is satisfied. However, since the loan is secured by a fixed deposit earning tax-free interest, it fails to satisfy the “secured loan test” under section 16(2A). The amount of interest expense allowable for deduction will be deducted by the tax-free interest earned.
	1

1

1


	(b)(ii)
	

	Interest paid to Bank A

Again, the loan is obtained from a financial institution and section 16(2)(d) is satisfied. Although the loan is also secured by a fixed deposit, the interest earned from the fixed deposit is subject to profits tax, hence the “secured loan test” under section 16(2A) is satisfied. The whole amount of interest is deductible.
	1

1

1


	(b)(iii)
	

	Interest paid to the company subsidiary’s in Hong Kong

The interest received by the subsidiary in Hong Kong is subject to profits tax and the loan is not secured by any loan. The interest paid is deductible because section 16(2)(c) and the “secured loan test” are satisfied.
	1

1



	
	8


[Examiner’s comment

Most candidates possessed the basic understanding needed in drawing up a profits tax computation and the overall performance was satisfactory. However, many candidates did not perform well when it came to the topic of deduction of interest expense in profits tax despite this being a common theme for profits tax questions. Many of them did not know that the deduction of interest expenses had to satisfy the “secured loan test” as required by the question. Their weaknesses in this topic resulted in part (b) of the question being poorly answered. Also, they demonstrated the following common weaknesses:

(a)
the lump sum payment paid to a former staff member for agreement not to compete with the company was capital nature and should not be deductible;

(b)
the deduction of 1/5 rule was not applicable to the provision for special contribution to recognized retirement scheme. The whole amount should not be deductible.

(c)
the legal fee for the purchase of property for investment was capital in nature and not deductible;

(d)
the decoration expenditure on office premises in 2005 qualified for a commercial building allowance instead of renovation expenditure; and

(e)
many candidates failed to deduct the property tax paid against the profits tax payable under section 25.]

Answer 6

	KWK Ltd
	

	Profits tax computation
	

	Year of assessment 2008/09
	

	Basis period: year ended 31 March 2009
	1

	
	$
	$
	

	Loss per account
	
	(1,099,000)
	0.5

	Less: Profit on sale of fixed assets
	
	(100,000)
	0.5

	Compensation received for loss of a motor vehicle
	
	(50,000)
	0.5

	Dividends
	
	(110,000)
	0.5

	Interest on fixed deposit
	
	(50,000)
	0.5

	
	
	(1,409,000)
	

	Add: Interest paid to a director
	
	50,000
	0.5

	Interest paid to a local bank
	
	25,000
	0.5

	Loan to a customer
	
	90,000
	0.5

	Increase in general allowance ($70,000 – $40,000)
	
	30,000
	1

	Professional fee re investigation
	
	80,000
	1

	Renovation expenditure ($500,000 x 4/5)
	
	400,000
	1

	Special contribution to recognized retirement scheme ($400,000 x 4/5)
	
	320,000
	1

	Provision for special contribution
	
	300,000
	0.5

	Donations ($560,000 + $80,000)
	
	640,000
	1

	Traffic fines
	
	7,000
	0.5

	Profits tax
	
	23,000
	0.5

	Property tax for director
	
	50,000
	0.5

	Depreciation
	
	262,000
	0.5

	
	
	868,000
	

	Less: Depreciation allowance on plant and machinery
	
	141,000
	0.5

	
	
	727,000
	

	Less: Approved charitable donations ($727,000 x 35%)
	
	254,450
	1

	Assessable profit
	
	472,550
	1

	
	
	
	

	Profits tax payable @ 16.5%
	
	77,970
	1

	
	
	
	16


	(b)(i)
	Marks

	Interest expenses

The interest paid to the director is not deductible because the recipient is not liable to pay profits tax on the interest income received. (Section 16(2)(c) and other conditions are not satisfied).

As the loan obtained from a local bank is secured by a fixed deposit of an associate of the borrower (the director), the deduction of interest has to satisfy the secured-loan test (s 16(2A)) which provides that if the interest on the deposit is not chargeable to profits tax, the amount of the deduction by way of interest on the money borrowed will be reduced on such basis as is most reasonable and appropriate in the circumstances of the case. Generally, the amount of non-deductible interest is restricted to the amount of tax-free interest, i.e. $25,000 in this case (DIPN 13A).
	1

1

1

1

1


	(b)(ii)
	

	Contributions to recognized retirement scheme

A payment other than an ordinary annual contribution made to a recognized retirement scheme is deductible in five equal instalments over five years of assessment, beginning with the basis period in which the payment was made as provided under section 16A of the Inland Revenue Ordinance. As such, one fifth of the special contribution of $400,000 paid during the year can be allowed and the balance has to be added back in the profits tax computation.

However, section 16A is applicable to payments only and hence the provision for special contribution is not allowable.

The annual contributions to the recognized retirement scheme is revenue in nature and is allowable under section 16(1) of the Inland Revenue Ordinance, subject to a limit of 15% of the total emoluments of the employee concerned (section 17(1)(h)).
	1

1

1

1

1

	
	10


[Examiner’s comment

Most candidates possessed the basic understanding needed in drawing up a profits tax computation but the overall performance was average only. Many of them did not understand the extent of interest deduction where the loan was secured by a tax-free interest deposit. They also demonstrated the following weaknesses:

(a)
The directors’ remuneration and benefits granted to them were deductible.

(b)
Professional fee for handling of investigation was not deductible.

(c)
Only 1/5 of the special contribution to recognized retirement scheme was deductible.

(d)
Donation of prizes for lucky draw for staff at the company’s annual dinner was spent for staff’s benefit and was deductible.

(e)
The expense for 2-day Macau tour for company’s employees was also spent for employees’ benefit and was deductible.

(f)
The property tax paid for director could not be deducted against the Company’s profits tax payable.

(g)
No progressive tax rates should be applied in computing the profits tax payable.

For part (b), many candidates did not give answers to interest income instead of interest expense. They also did not express correctly the reasons for the non-deduction of interest expense.]

(B)
Partnership

Answer 7

Ruby Ltd, Mr Chan and Mr Lee

Profits tax computation

Period: 1 July 2007 to 31 December 2008

	
	$
	$
	

	Profit per account
	
	39,000
	0.5

	Add: Partners’ salaries $(486,000 + 486,000)
	
	972,000
	0.5

	Initial contribution ($100,000 x 4/5)
	
	80,000
	1

	General provision for bad debts
	
	40,000
	0,5

	Partners’ insurance
	
	15,000
	0.5

	Preparation of partnership agreement
	
	20,000
	0.5

	Preparation of new tenancy agreement
	
	2,000
	0.5

	Medical expenses $(1,200 + 1,500)
	
	2,700
	0,5

	Interest on capital
	
	330,000
	0.5

	Fines
	
	5,000
	0.5

	Decoration
	
	350,000
	0.5

	Donations
	
	160,000
	0.5

	Depreciation
	
	175,000
	0.5

	
	
	2,190,700
	

	Less: Interest on fixed deposit
	
	55,000
	0.5

	Adjusted profit
	
	2,135,700
	1


	Year of assessment 2007/08
	

	Basis period: 1 July 2007 to 31 December 2007
	0.5

	Adjusted profit for the period:

($2,135,700 x 6/18)
	
	711,900
	0.5

	Less: Depreciation allowances for plant and machinery
	380,000
	
	0.5

	Commercial building allowance ($350,000 x 4%)
	14,000
	394,000
	0.5

	Assessable profit
	
	317,900
	0.5


Profit and loss allocation

	
	Ruby Ltd
	Mr Chan
	Mr Lee
	Total
	

	
	$
	$
	$
	$
	

	Partners’ salaries (W1)
	
	162,000
	162,000
	324,000
	1

	Insurance (W2)
	
	2,500
	2,500
	5,000
	1

	Medical expenses (W3)
	
	400
	500
	900
	1

	Interest on capital (W4)
	50,000
	30,000
	30,000
	110,000
	1.5

	
	50,000
	194,900
	195,000
	439,900
	

	Residue (1:2:2)
	(24,400)
	(48,800)
	(48,800)
	(122,000)
	1.5

	
	25,600
	146,100
	146,200
	317,900
	

	T/T personal assessment
	
	(146,100)
	
	(146,100)
	0.5

	Loss T/T for set-off
	(25,600)
	
	
	(25,600)
	0.5

	
	0
	0
	146,200
	146,200
	

	
	
	
	
	
	

	Profits tax payable

($146,200 x 16%)
	
	
	
	23,392
	0.5


	Year of assessment 2008/09
	

	Basis period: year ended 31 December 2008
	0.5

	Adjusted profit for the period:

($2,135,700 x 12/18)
	
	1,423,800
	0.5

	Less: Depreciation allowance for plant and machinery
	26,000
	
	0.5

	Commercial building allowance
	14,000
	40,000
	0.5

	
	
	1,383,800
	

	Less: Approved charitable donations (limited to 35%)
	
	160,000
	0.5

	Assessable profit
	
	1,223,800
	


Profit and loss allocation

	
	Ruby Ltd
	Mr Chan
	Mr Lee
	Total
	

	
	$
	$
	$
	$
	

	Partners’ salaries
	
	324,000
	324,000
	648,000
	0.5

	Insurance
	
	5,000
	5,000
	10,000
	0.5

	Medical expense
	
	800
	1,000
	1,800
	0.5

	Interest on capital
	100,000
	60,000
	60,000
	220,000
	1

	
	100,000
	389,800
	390,000
	879,800
	

	Residue (1:2:2)
	68,800
	137,600
	137,600
	344,000
	1

	
	168,800
	527,400
	527,600
	1,223,800
	

	T/T Personal assessment
	-
	527,400
	-
	527,400
	0.5

	
	168,800
	-
	527,600
	696,400
	

	Profits tax payable:
	
	
	
	
	

	$168,800 x 16.5%
	
	
	
	168,799
	0.5

	$527,400 x 15%
	
	
	
	79,110
	0.5

	
	
	
	
	247,909
	26


Workings:

(1)
$486,000 x 6/18 = $162,000

(2)
$7,500 x 6/18 = $2,500

(3)
$1,200 x 6/18 = $400

$1,500 x 6/18 = $500

(4)
$150,000 x 6/18 = $50,000

$90,000 x 6/18 = $30,000

[Examiner Comments:

Candidates’ overall performance was not very satisfactory. Many candidates did not know how to apportion the adjusted profits of the first account into two years of assessment. Many candidates drew up two profits tax computations for each year of assessment, which was no a proper approach. Furthermore, many candidates demonstrated the following weaknesses:

(a)
they did not have a sound knowledge of the preparation of allocation of profits;

(b)
they failed to include benefits enjoyed by partners in the allocation of profits;

(c)
deduction for approved charitable donations was to be allowed in the second year of assessment, i.e. in the year of assessment the donations were made;

(d)
they did not know how to set-off the corporate partner’s own loss against the share of partnership profit; and

(e)
they wrongly applied the standard rate on the share of corporate partner’s share of profit.]

Answer 8

	AB Ltd, Mr Lee & Mr Yeung
	

	Profits tax computation
	

	Year of assessment 2008/09
	

	Basis period: year ended 31 December 2008
	1

	
	$
	$
	

	Loss per accounts
	
	(356,500)
	0.5

	Less: Interest on Mr Yeung’s private fund
	74,000
	
	0.5

	Dividends
	11,000
	
	0.5

	Decrease in general provision for bad debt

$(100,000 – 90,000)
	10,000
	95,000
	1

	
	
	(451,500)
	

	Add: Proceeds on sale of computer $(5,000 – 3,000)
	
	2,000
	0.5

	Partners’ salaries
	
	1,100,000
	1.5

	Mrs Lee’s MPF contribution
	
	12,000
	0.5

	Interest on partner’s capital
	
	250,000
	1.5

	Interest on loan from AB Ltd
	
	74,000
	0.5

	Loan to ex-staff member written off
	
	20,000
	0.5

	Fine
	
	6,000
	0.5

	Donations
	
	120,000
	0.5

	Staff meals ($45,000 x 3/4)
	
	33,750
	1

	Entertainment ($270,000 x 1/3)
	
	90,000
	1

	Renovation expenditure ($300,000 x 4/5)
	
	240,000
	1

	Depreciation
	
	136,000
	0.5

	
	
	1,632,250
	

	Less: Depreciation allowance of plant & machinery
	
	162,000
	0.5

	
	
	1,470,250
	

	Less: Approved charitable donations: (lower of $1,470,250 x 35% and $120,000)
	
	120,000
	0.5

	Assessable profits
	
	1,350,250
	1

	
	
	
	15


Profit and loss allocation

	
	AB Ltd
	Mr Lee
	Mr Yeung
	Total
	

	
	$
	$
	$
	$
	

	Salaries
	-
	600,000
	500,000
	1,100,000
	1

	MPF contribution
	-
	12,000
	-
	12,000
	0.5

	Interest on capital
	120,000
	80,000
	50,000
	250,000
	1.5

	Interest on loan
	74,000
	-
	-
	74,000
	0.5

	Meals
	-
	22,500
	11,250
	33,750
	1

	
	194,000
	714,500
	561,250
	1,469,750
	

	Residue
	(39,833)
	(39,833)
	(39,833)
	(119,500)
	1.5

	
	154,167
	674,667
	521,416
	1,350,250
	

	Loss b/f
	-
	(25,000)
	(38,000)
	(63,000)
	1

	
	154,167
	649,667
	483,416
	1,287,250
	

	Loss transferred in
	(60,000)
	-
	-
	(60,000)
	0.5

	
	94,167
	649,667
	483,416
	1,227,250
	

	Profit transferred to PA
	-
	-
	(483,416)
	(483,416)
	0.5

	
	94,167
	649,667
	Nil
	743,834
	1

	
	
	
	
	
	

	Profits tax payable:
	
	
	
	
	

	$94,167 x 16.5%
	15,537
	
	
	
	1

	$649,667 x 15%
	
	97,450
	
	
	1

	
	
	
	
	
	11


[Examiner comments:

Most candidates showed that they possessed the basic knowledge to perform the profits tax computation. However, they still demonstrated the following common weaknesses:

(a)
they wrongly deducted the interest on the fixed deposit of the partnership fund from profits without knowing that it was taxable income;

(b)
despite the fact that the general provision for bad debts had fallen, many candidates added the change back to profits;

(c)
they wrongly added back Mr Fong’s salaries, provident fund contributions and his share of meals even though he was not a partner; and

(d)
they allowed a commercial buildings allowance on the renovation of office premises instead of allowing the expenditure over 5 equal years of assessment.

(e)
Candidates were weak in the allocation of partnership profits.]

Answer 9

	Mr Chow, Mr Leung and Mr Tse
	

	Profits tax computation
	

	Year of assessment 2008/09
	

	Basis period: year ended 31 March 2009
	1

	
	$
	$
	

	Profit per account
	
	798,000
	0.5

	Less: Compensation received for motor vehicle stolen
	
	10,000
	0.5

	Decrease in provision for bad debts $(68,000 – 50,000)
	
	18,000
	1

	
	
	770,000
	

	Add: Compensation to injured customer
	20,000
	
	1

	Motor vehicle written off
	15,000
	
	0.5

	Rent for Mr Chow’s residence
	156,000
	
	0.5

	Partners’ salaries $(180,000 + 240,000 + 66,000)
	486,000
	
	1

	Partners’ spouse salaries [$120,000 + ($144,000 x 3/12)]
	156,000
	
	1

	Interest on capital $(30,000 + 40,000 + 10,000)
	80,000
	
	1

	Bank interest
	30,000
	
	1

	Mrs Tse’s MPF contributions ($12,000 x 3/12)
	3,000
	
	1

	Mrs Leung’s MPF contributions
	12,000
	
	0.5

	Loan to staff written off
	20,000
	
	0.5

	Legal fee
	5,000
	
	0.5

	Entertainment ($270,000 x 1/3)
	90,000
	
	1

	Fine
	5,000
	
	0.5

	Motor car expenses $(87,000 – 5,000) x 20%
	16,400
	
	1

	Renovation expenditure ($150,000 x 4/5)
	120,000
	
	1

	Commission to unidentified recipients
	60,000
	
	0.5

	Commission to Mr Leung
	20,000
	
	0.5

	Depreciation
	123,000
	1,417,400
	0.5

	
	
	2,187,400
	

	Less: Depreciation allowance on plant and machinery
	234,000
	
	0.5

	Commercial building allowance ($400,000 x 4%)
	16,000
	250,000
	1

	Assessable profit
	
	1,937,400
	1

	
	
	
	

	Profits tax payable @ 15%
	
	290,610
	1

	
	
	
	20


	(b)(i)
	Marks

	Interest on capital

The interest on capital paid to the partners is not deductible under section 17(2) of the Inland Revenue Ordinance.

Bank Interest
As the loan is obtained from a financial institution and secured by a fixed deposit of an associate of the borrower (the partner), the deduction of interest has to satisfy the secured-loan test (s 16(2A)) which provides that if the interest on the deposit is not chargeable to profits tax, the amount of the deduction by way of interest on the money borrowed will be deducted on such basis as is most reasonable and appropriate in the circumstances of the case. Usually, the amount of non-deductible interest is restricted to the amount of tax-free interest, i.e. $30,000 in this case (DIPN 13A).
	1

1

1

1


	(b)(ii)
	

	Surcharge for late payment of trade debts

As the trade debts are revenue in nature and the surcharge is imposed on late payments of the trade debts, this surcharge is also revenue in nature and thus deductible.
	2

	
	6


[Examiner comments:

Part (a) concerned the computation of profits tax liability in a partnership. Most candidates showed that they possessed the basic understanding needed in preparing a profits tax computation and the overall performance was quite good. In spite of all the partners being individuals, they did not elect personal assessment. Many candidates wrongly drew up allocation of profits. They also demonstrated the following common weaknesses regarding the following items:

(a)
only the part of Mrs Tse’s salaries and regular contributions to MPF scheme that was received after the admission of Mr Tse as a partner should have been disallowed;

(b)
as the loan was secured by a deposit which generated tax-free interest, only part of the loan interest should have been disallowed by reference to the amount of tax-free interest and not the whole amount;

(c)
as there was a decrease in the general provision of bad debts, the amount should have been deducted from the profit;

(d)
any commission received by Mr Leung as a partner should have been disallowed;

(e)
the commission paid to overseas salesmen was deductible as it was incurred for the purpose of producing profits;

(f)
the decoration expenditure of the business premises was ranked for commercial building allowance and not refurbishment expenditure allowance;

(g)
the profits tax payable by the partnership should have been computed at the standard rate on the assessable profits. Progressive rate was not applicable.

Part (b) required candidates to explain the tax treatment of interest expenses and surcharge for late payment of trade debts. Regarding the bank interest expense, most candidates did not mention the “secured loan test”, which was a significant condition for the deduction of bank interest.]

(C)
Sole Proprietor
Answer 10

	Mr Choi
	

	Profits tax computation
	

	Year of assessment 2008/09
	

	Basis period: year ended 31 March 2009
	1

	
	$
	$
	

	Profits per accounts
	
	1,370,000
	0.5

	Less: Rent received
	240,000
	
	0.5

	Interest on savings deposit
	5,000
	
	0.5

	Compensation received
	20,000
	
	0.5

	Decrease in general provision for bad debts
	20,000
	285,000
	0.5

	
	
	1,085,000
	

	Add: Rent on Mr Choi’s residence
	240,000
	
	0.5

	Rates for Property A
	9,000
	
	0.5

	Mr Choi’s salary
	360,000
	
	0.5

	Mrs Choi’s salary
	120,000
	
	0.5

	Contributions to MPF scheme ($325,000 x 3%)
	9,750
	
	1

	Motor car expense ($102,000 x 25%)
	25,500
	
	1

	Loan written off
	30,000
	
	0.5

	Entertainment ($280,000 x 10%0
	28,000
	
	1

	Donations
	148,000
	
	0.5

	Refurbishment expenditure ($260,000 x 4/5)
	208,000
	
	1

	Mr Choi’s life insurance premium
	30,000
	
	0.5

	Motor car written off
	10,000
	
	0.5

	Depreciation
	96,000
	1,314,250
	0.5

	
	
	2,399,250
	

	Less: Depreciation allowance
	246,100
	
	0.5

	Commercial building allowance ($138,000 x 4%)
	5,520
	251,620
	1

	
	
	2,147,630
	

	Less: Approved charitable donations
	
	148,000
	1

	Assessable profit
	
	1,999,630
	1

	
	
	
	

	Profits tax payable ($1,999,630 x 16.5%)
	
	329,938
	1


Depreciation allowance

	
	
	
	
	
	Total
	Marks

	
	$
	$
	$
	$
	$
	

	WDV b/f
	
	20,000
	
	41,000
	
	

	Additions
	135,000
	
	200,000
	
	
	1

	IA @ 60%
	81,000
	54,000
	120,000
	80,000
	201,000
	1

	
	
	74,000
	
	121,000
	
	

	Sales proceeds
	
	
	
	20,000
	
	0.5

	
	
	
	
	101,000
	
	

	Annual allowance
	
	14,800
	
	30,300
	45,100
	1

	
	
	59,200
	
	70,700
	
	

	
	
	
	
	
	246,100
	


	(b)(i)
	Marks

	Interest received

Interest received by Mr Choi on fixed deposit placed with Bank A in Hong Kong is subject to profits tax as the deposit is a business fund (section 15(1)(g)). Although the interest is received from a financial institution after 22 June 1988, the exemption is not applied to this interest as the deposit was used to secure money borrowed where the conditions specified in section 16(2)(d) are satisfied.
	1

1

1




	(b)(ii)
	

	Interest paid

Interest paid on bank overdraft is deductible as the facility is obtained from a financial institution and is secured by Mr Choi’s personal guarantee, hence section 16(2)(d) is satisfied.

As the interest received by Mr Choi from the Hong Kong dollar fixed deposit is chargeable to profits tax, the interest paid by the business is deductible as it satisfies the conditions under section 16(2)(d)
	1

1

1

	
	6


[Examiner’s comment

Candidates’ overall performance was quite good and they at least knew the basic presentation of a profits tax computation. However, candidates demonstrated the following common weaknesses:

(a)
most candidates only excluded rental income from the property in Mainland China. They did not realize that rental income received by a sole proprietor from property in Hong Kong should not be subject to profits tax but should be liable to property tax and therefore should be excluded from the profit of the business;

(b)
they wrongly added back Mr Choi’s contribution to the MPF scheme;

(c)
although candidates had computed the correct amount of the general bad debt provision to be adjusted, they did not realize that it was a decrease in general provision and should be excluded from the profit;

(d)
the whole amount of donation was added back despite the fact that the subscription to trade associations was an allowable deduction;

(e)
they wrongly deducted the amount of motor car written off from the pool instead of the compensation received; and

(f)
many candidates wrongly computed the annual allowance for the commercial building based on the residual value instead of on the deemed cost of construction.

Part (b) required candidates to explain the tax treatment for interest received and interest paid. Despite this being a common question, candidates were still reluctant to answer it. Those who answered the question did not answer it well. This showed that candidates were not familiar with this topic.]

Answer 11

	Mr Lee
	

	Profits tax computation
	

	Year of assessment 2008/09
	

	Basis period: 1 September 2007 to 31 January 2009 (17 months)
	1

	
	$
	$
	

	Profits per accounts for the period $(370,600 – 240,200)
	
	130,400
	1

	Add: Rent for office premises $(144,000 + 72,000)
	
	216,000
	1

	Mr Lee’s wife’s salary $(180,000 + 90,000)
	
	270,000
	1

	Regular contributions to MPF scheme in respect of Mrs Lee $(12,000 + 6,000)
	
	18,000
	1

	Proprietor’s salary $(240,000 + 120,000)
	
	360,000
	1

	Loan to staff written off $(30,000 + 4,000)
	
	34,000
	1

	Fines $(2,000 + 1,000)
	
	3,000
	1

	Motor car expenses $(120,000 + 42,000 – 3,000) x 50%
	
	79,500
	1.5

	Telephone $(26,000 + 15,000) x 20%
	
	8,200
	1.5

	Charitable donations $(100,000 + 10,000)
	
	110,000
	1

	Depreciation
	
	70,000
	0.5

	
	
	1,299,100
	

	Less: Profit on sale of fixed assets
	17,000
	
	0.5

	Bank interest received $(25,000 + 3,000)
	28,000
	
	1

	Decrease in general provision for bad debt $(10,000 – 0)
	10,000
	
	1

	Loan to staff recovered
	6,000
	
	1

	Balancing allowance
	1,000
	62,000
	0.5

	
	
	1,237,100
	

	Add: Balancing charge
	
	12,000
	0.5

	
	
	1,249,100
	

	Less: Approved charitable donations (Lower of $1,249,100 x 35% and $110,000)
	
	110,000
	1

	Assessable profit
	
	1,139,100
	0.5

	
	
	
	

	Profits tax payable: $1,139,100 x 16.5%
	
	187,951
	0.5


Depreciation allowance

	
	20% pool
	Motor car (30%)
	

	WDV b/f
	13,000
	12,000
	

	Disposal proceeds
	(25,000)
	(10,000)
	1

	Balancing charge
	(12,000)
	
	

	
	
	2,000
	

	Less: private portion (50%)
	
	1,000
	1

	Balancing allowance
	
	1,000
	21


	(b)(i)
	Marks

	Release of debt

As the debt incurred for the purchase of goods has been included in the cost of sales and allowed as a deduction, any debt subsequently released will be treated as a receipt of the business in the basis period in which the release is effected. Since the debt was released on 10 January 2009, it is treated as a receipt in the year of assessment 2008/09 (section 15(2)).
	2




	(b)(ii)
	

	Loan interest paid

As the bank is not a connected person of the business and the interest was paid for a loan to purchase trading stock, the interest satisfies the condition under section 16(2)(e) and is therefore deductible.

Mortgage loan interest paid

As the office premises are used for the carrying on of the business, the interest paid is incurred in the production of assessable profits and hence is deductible.
	1

1

1

	
	5


[Examiner’s comment

The candidates’ performance was not good. The accounts for the final year of assessment consisted of two accounts with an overall basis period over 12 months. Many candidates did not know that the business profit for the cessation year of assessment should be the aggregate of both accounts covered from 1 September 2007 to 31 January 2009 (17 months). Candidates also mode the following common mistakes:

(a)
as the proprietor was the owner of the office premises, the rent paid to him was not deductible. However, rates for the office premises were deductible. Some candidates disallowed both items in the computation;

(b)
they did not realize that proprietor’s regular contribution to MPF scheme was deductible; only the spouse’s contribution was not deductible.

(c)
they wrongly included the sale proceeds from fixed assets in the total profit;

(d)
fines were not deductible. Many candidates wrongly applied the 50% rate of private use on the whole amount of motor car expenses (including fines);

(e)
while the business concerned was an unincorporated business, many candidates wrongly applied the corporation profits tax rate or the progressive tax rate on the computed assessable profits.

Candidates’ performance on the explanation of tax treatment was usually weak. They were unable to explain clearly the reason for the chargeability of release of debt. Many confused it with the deduction of bad debts. The explanation on the bank deposit paid was also not good. Candidates showed they did not know that the deductibility of interest had to meet the conditions specified under section 16(1) and section 16(2).]

Answer 12

	Mr Chu
	

	Profits tax computation
	

	
	$
	$
	

	Profit per account
	
	466,750
	0.5

	Less: Bank interest
	
	80,000
	0.5

	
	
	386,750
	

	Add: Mr Chu’s salaries
	
	450,000
	0.5

	Commission to unidentified recipients
	
	20,000
	0.5

	Rent for Office A
	
	180,000
	0.5

	Rent and rates for Mr Chu’s residence
	
	330,000
	0.5

	Legal fee
	
	9,000
	0.5

	Initial contribution to MPF scheme
	
	500,000
	0.5

	Water and electricity
	
	18,800
	0.5

	Insurance and premium
	
	46,000
	0.5

	Fine
	
	5,000
	0.5

	Motor car expenses ($245,000 x 30%)
	
	73,500
	1

	Entertainment ($360,000 x 40%)
	
	144,000
	1

	Bank interest
	
	80,000
	0.5

	General provision for bad debts
	
	40,000
	0.5

	Depreciation
	
	100,000
	0.5

	Adjusted profit
	
	2,383,050
	


Year of assessment 2007/08

Basis period: 1 July 2007 – 31 December 2007

	
	$
	$
	

	Adjusted profit ($2,383,050 x 6/18)
	
	794,350
	1

	Less: Depreciation allowance
	216,938
	
	0.5

	Computer
	30,000
	
	1

	Commercial building allowance ($300,000 x 4%)
	12,000
	
	0.5

	Initial contribution to MPF scheme

($500,000 x 1/5)
	100,000
	358,938
	0.5

	
	
	435,412
	

	
	
	
	

	Profits tax payable @ 16%
	
	69,665
	0.5


Year of assessment 2008/09

Basis period: year ended 31 December 2008

	
	$
	$
	

	Adjusted profit ($2,383,050 x 12/18)
	
	1,588,700
	1

	Less: Depreciation allowance
	75,810
	
	0.5

	Commercial building allowance ($300,000 x 4%)
	12,000
	
	0.5

	Initial contribution to MPF scheme

($500,000 x 1/5)
	100,000
	187,810
	0.5

	
	
	1,400,890
	

	
	
	
	

	Profits tax payable @ 15%
	
	210,133
	0.5


Depreciation allowance

	Year of assessment 2007/08
	20% pool
	30% pool
	Motor car HP-30%
	Total
	

	
	$
	$
	$
	$
	

	Cost
	180,000
	50,000
	200,000
	
	

	Initial allowance – 60%
	(108,000)
	(30,000)
	(33,750)
	171,750
	1

	
	72,000
	20,000
	166,250
	
	

	Annual allowance
	(14,400)
	(6,000)
	(49,875)
	70,275
	1.5

	WDV c/f
	57,600
	14,000
	116,375
	242,025
	

	Less: private portion of motor car

$(33,750 + 49,875) x 30%
	
	
	
	(25,087)
	0.5

	
	
	
	
	216,938
	


	Year of assessment 2008/09
	
	
	
	
	

	
	$
	$
	$
	$
	$
	

	WDV b/f
	
	57,600
	14,000
	116,375
	
	

	Addition
	20,000
	
	
	
	
	

	IA – 60%
	12,000
	8,000
	
	45,000**
	57,000
	0.5

	
	
	65,600
	
	71,375
	
	

	Annual allowance
	
	13,120
	4,200
	21,413
	38,733
	

	
	
	52,480
	9,800
	49,962
	95,733
	

	Less: private portion of motor car $(45,000 + 21,413) x 30%
	19,923
	0.5

	
	75,810
	


	* $[50,000 + (200,000 – 50,000) x 1/24] x 60%
	1

	** $(200,000 – 50,000) x 12/24 x 60%
	1

	
	22


	(b)
	Marks

	Interest on Mr Chu’s fixed deposit

Interest on Mr Chu’s private fixed deposit in Hong Kong is not taxable income as the deposit did not come from the funds of the business (s 15(1)(g)).

Interest from overseas customers

Interest received from overseas customers on overdue accounts is taxable as it is revenue in nature and sourced in Hong Kong.
	2

2

	
	4


[Examiner’s comment

It is surprising that many candidates did not know the principle that in case the first accounts were prepared exceeding 12 months, the adjusted profits (after adjustments) would be apportioned between two years of assessment with the basis period ending the accounting date. Regarding the tax treatments included in the accounts, they demonstrated the following common weaknesses:

(a)
as the accounts covered two years of assessment, the whole amount of initial contributions to MPF scheme should be disallowed in the computation and allowed 1/5 of the amount in each of the year of assessment;

(b)
Mr Chu’s mandatory contributions to MPF scheme was deductible;

(c)
although Office A was owned by the sole-proprietor, the rates were deductible as they were incurred in the production of assessable profits;

(d)
as the decoration expenditure was incurred on its first use of office premises, the expenditure was allowed under commercial building allowance instead of renovation expenditure;

(e)
candidates did not realize that the cost of computer was classified as prescribed fixed asset and should not have been included in the computation of depreciation allowance; and

(f)
candidates were not familiar with the computation of depreciation allowances for plant and machinery.

Part (b) related to explanation of tax treatment of the interest income. Candidates were unable to present the reasons for the non-taxable part of Mr Chu’s private fixed deposit interest income and the taxability of interest received from overseas customers’ overdue accounts.]

Answer 13

	Mr Lee
	

	Profits tax computation
	

	Year of assessment 2008/09
	

	Basis period: year ended 31 December 2008
	1

	
	$
	$
	

	Net profit per account
	
	1,297,200
	0.5

	Les: Share of partnership profit
	320,000
	
	0.5

	Rental income
	180,000
	
	0.5

	Interest on Mr Lee’s personal fixed deposit
	37,000
	
	0.5

	Decrease in general provision for bad debt

$(200,000 – 130,000)
	70,000
	607,000
	1

	
	
	690,200
	

	Add: Salary to Mr Lee
	
	300,000
	0.5

	Salary to Mrs Lee
	
	180,000
	0.5

	Contribution to MPF scheme of Mr Lee

$(18,000 – 12,000)
	
	6,000
	1

	Rent for business premises
	
	144,000
	0.5

	Entertainment ($150,000 x 30%)
	
	45,000
	1

	Traffic fines
	
	4,000
	0.5

	Other vehicles expenses ($106,000 x 40%)
	
	42,400
	1

	Water & electricity of Mr Lee’s residence
	
	13,000
	0.5

	Donations
	
	460,000
	0.5

	Loan to an employee
	
	20,000
	0.5

	Premium for Mr Lee’s life insurance policy
	
	30,000
	0.5

	Renovation expenditure ($200,000 x 4/5)
	
	160,000
	1

	Depreciation
	
	149,000
	0.5

	
	
	2,243,600
	

	Less: Depreciation allowance on plant & machinery
	147,475
	
	0.5

	Prescribed fixed asset – computer
	60,000
	207,475
	0.5

	
	
	2,036,125
	

	Less: Approved charitable donations
	
	430,000
	0.5

	Assessable profit
	
	1,606,125
	1

	
	
	
	

	Profits tax payable @ 15%
	
	240,918
	1


Depreciation allowance

	
	
	20% pool
	
	30% pool
	Motor vehicle under HP
	Motor car – 30%
	Total
	

	
	$
	$
	$
	$
	$
	$
	$
	

	WDV b/f
	
	47,000
	
	53,000
	26,000
	
	
	

	Additions
	120,000
	
	20,000
	
	
	
	
	

	IA – 60%
	72,000
	48,000
	12,000
	8,000
	
	
	84,000
	1

	
	
	95,000
	
	61,000
	
	
	
	

	Transfer to pool
	
	
	
	26,000
	(26,000)
	
	
	0.5

	
	
	
	
	
	0
	
	
	

	Asset
	
	
	
	
	
	
	
	

	Transferred to business
	
	
	
	
	
	122,500*
	
	0.5

	
	
	
	
	87,000
	
	
	
	

	AA
	
	19,000
	
	26,100
	
	36,750
	81,850
	1

	WDV c/f
	
	76,000
	
	60,900
	
	85,750
	165,850
	

	Less: Private portion of motor car ($36,750 x 50%)
	18,374
	1

	
	147,475
	


	* Cost
	250,000
	
	

	2006/07 Notional AA – 30%
	75,000
	
	

	
	175,000
	
	

	2007/08 Notional AA – 30%
	52,500
	
	

	Value transferred to business
	122,500
	
	1

	
	
	
	21


	(b)(i)
	Marks

	Interest on Mr Lee’s personal fixed deposit with Bank A

Interest on Mr Lee’s personal deposit with Bank A is not taxable as the interest was derived from his private fund. Only interest derived from business funds may be taxable under section 15(1)(g).


	1


	(b)(ii)
	

	Interest on the business fund’s fixed deposit with Bank B

As the fixed deposit was derived from the business fund and the provision of credit was in Hong Kong, the interest derived from it is subject to profits tax (s 15(1)(g)). Although the interest was received from a financial institution in Hong Kong, the Exemption from Profits Tax (Interest Income) Order is not applicable as the fixed deposit was used to secured the money borrowed by the business and the interest expenses incurred were allowable for tax deductible.
	1

1

1

	
	

	(b)(iii)
	

	Interest from overseas customers for late settlement of accounts

The interest from overseas customers for late settlement is taxable as the interest was part and parcel of the trading transactions carried out in Hong Kong.
	1

	
	5


[Examiner’s comment

Most candidates possessed the basic understanding needed in preparing a profits tax computation. However, they should note the following:

(a)
rental income received by Mr Lee was chargeable to property tax and therefore should be excluded from the assessable profit;

(b)
Mr Lee’s contribution to MPF scheme was deductible, subject to a maximum of $12,000;

(c)
Mr T Lee was regarded as an employee of the business, the MPF contribution made by the business was deductible;

(d)
any private portion of expenses enjoyed by the proprietor was not deductible;

(e)
commission paid to overseas agent was expense incurred for the business and hence it was deductible;

(f)
many candidates had wrongly included the purchase of computer in the calculation of depreciation allowance, instead of wholly deducting from the assessable profit;

(g)
candidates were familiar with the calculation of the value of asset transferred into the business.

Part (b) required candidates to explain the treatment of certain items. Although they correctly treated the items in their computation, they could not explain the reasons for such treatment clearly.]
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