QP Training Course
MD – Taxation Answers


Chapter 14 Profits Tax Computation
Answer 1
ABC Ltd

Profits tax computation

Year of assessment 2015/16
	
	
	$

	Net profit per account
	
	1,819,000

	Add: Commission paid to undisclosed persons (not satisfy s 16(1))
	
	100,000

	Compensation paid to landlord (capital nature)
	
	80,000

	Depreciation
	
	450,000

	Donation made to Community Chest (add back first)
	
	250,000

	Interest paid to director (not satisfy s 16(2)(c))
	
	35,000

	Interest paid with security of director’s deposit (not satisfy s 16(2A))
	
	120,000

	Legal fee for lease of new office (capital nature)
	
	30,000

	Tax (not satisfy s 17(1)(g))
	
	360,000

	
	
	3,244,000

	Less: Dividend (s 26(a))
	
	(104,000)

	
	
	3,140,000

	Less: Depreciation allowances
	
	(1,300,000)

	
	
	1,840,000

	Less: Charitable donation
	
	(250,000)

	Net assessable profit
	
	1,590,000

	
	
	

	Profits tax liability @16.5%
	
	262,350


Answer 2
(a)

KWK Ltd
Profit tax computation
Year of assessment 2015/16
Basis period: year ended 31 March 2016
1
	
	
	$
	Marks

	Loss per account
	
	(1,099,000)
	0.5

	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
	2,277,000
	0.5

	
	
	1,178,000
	

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

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

	Dividends
	(110,000)
	
	0.5

	Interest on fixed deposit
	(50,000)
	(310,000)
	0.5

	
	
	868,000
	

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

	
	
	727,000
	0.5

	Less: Approved charitable donations

(727,000 x 35%)
	
	(254,450)
	1

	Assessable profit
	
	472,550
	1

	
	
	
	

	Profits tax payable @16.5%
	
	77,970
	0.5


(b)(i)

	Interest expenses
	Marks

	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).
	1

1

	
	

	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


(b)(ii)
	Contributions to recognized retirement scheme
	Marks

	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 IRD. 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 IRO, subject to a limit of 15% of the total emoluments of the employees concerned (s 17(1)(h)).
	1

1

1

2


Answer 3

(a)

Emma is carrying on a business on her own account in Hong Kong. She is not under any contract of services. Therefore, she is chargeable to profits tax under section 14 of the IRO and is thus liable to pay Hong Kong profits tax. She is not liable to pay salaries tax.
(b)
Computation of assessable profits for the year of assessment 2015/16
	
	$

	Tuition fees
	1,000,000

	Less: deductible expenses:
	

	Rent for studio
	(600,000)

	Utilities for studio
	(10,000)

	Office expenses – studio
	(200,000)

	Assessable profits
	190,000


(c)
Rent for the apartment, utilities (apartment), travelling (personal), hiring of domestic helper and other personal expenses are private in nature and are not incurred in the production of chargeable profits. Thus they are not deductible under section 16 and section 17(1 )(a).
(d)

On the facts available, it should be advantageous for Emma to elect for personal assessment. If no election is made, her profits will be taxed at profits tax standard rate. Whereas by electing personal assessment, she can have the benefit of personal allowance and subject to progressive tax rates which should be below the standard rate.
(e)
Since the services were rendered in London, such gratuities are not arising in and/or derived from Hong Kong even if they are attributable to her business carried on in Hong Kong. Therefore, such offshore income would not be taxable under section 14 of the IRO. This is also in line with the guidelines in DIPN 21.

The related expenses such as travel, hotel accommodation and miscellaneous expenses would not be deductible as they were not incurred in the production of chargeable profits.

If Emma recorded her performance in her studio in Hong Kong and the recording was broadcasted in London, the gratuities received by her should be taxable. Following the principle in the Hang Seng Bank case, we look at “what the taxpayer has done to earn the profits”. In her case, the income earning operation is her performance/recordings in the studio in Hong Kong. Therefore the profit derived from there would be assessable.
Answer 4
1(a)
Manchester Knitting Limited

Calculation of depreciation allowance 2015/16
	
	30% HP
	Total depreciation allowance

	
	HK$
	HK$

	Addition
	300,000
	

	Less: Initial allowance (W1)
	(109,800)
	109,800

	
	190,200
	

	Less: Annual allowance (30%)
	(57,060)
	57,060

	Tax written down value carried forward
	133,140
	166,860


W1 Initial allowance
	
	HK$

	Down payment
	120,000

	Installments (7 months) [(300,000 – 120,000) ÷ 20 × 7]
	63,000

	
	183,000

	
	× 60%

	
	109,800


1(b)
Manchester Knitting Limited

Profits tax computation 2015/16
	
	HK$
	HK$

	Profit before taxation
	
	3,869,000

	Add: Sales proceeds (as balancing charge)
	30,000
	

	Depreciation
	84,000
	

	Interest expenses
	15,200
	

	Exchange loss
	10,000
	139,200

	
	
	4,008,200

	Less: Gain on disposal of fixed assets
	14,000
	

	Exempt bank interest income
	5,500
	

	Depreciation allowances
	166,860
	(186,360)

	Assessable profits
	
	3,821,840

	
	
	

	Tax thereon @ 16.5%
	
	630,603


1(c)(i)

Local bank interest income is exempt from profits tax under the Exemption from Profits Tax (Interest Income) Order 1998 ("1998 Order").

However, the bank interest income of $8,800 derived from the deposit utilised as security pledged to a loan incurring deductible interest expenses (conditions under s.16(2)(d) of the Inland Revenue Ordinance (“IRO”) are satisfied and ss.16(2A) and 16(2B) of the IRO do not apply) would not be eligible for the exemption. Accordingly, the respective interest income is taxable.
On the other hand, the bank interest income of $5,500 is exempt from tax under the 1998 Order regardless of the currency denomination.

Interest income from overseas overdue trade debts is taxable as it is derived from the normal course of business and is on-shore in nature.
1(c)(ii)

The interest expenses of HK$1 6,800 incurred on bank loan and hire purchase of the motor vehicle with a local bank are deductible under ss.16(1)(a) and 16(2)(d) (and also s.16(2)(e) for hire purchase of the motor vehicle), and subject to the restrictions of ss.16(2A) & 16(2B) of the IRO. Given that the respective bank loan was pledged by a local bank deposit deriving interest income, the 1998 Order would not be applicable and in this connection, these interest expenses would be treated as deductible whilst the interest income is taxable.

Interest to overseas unrelated suppliers on overdue trade debts is deductible under ss.16(1)(a) and 16(2)(e) of the IRO.

As the interest derived by the individual director is not subject to tax under the IRO, the respective interest expenses incurred by MKL are non-deductible as the conditions under s.16(2)(c) or any other provisions of s.16(2) of the IRO are not satisfied.
2.

Under the Provisional Regulations of the People’s Republic of China on Business Tax, income derived from (i) prescribed taxable services (e.g. transportation industry, construction industry, etc.), (ii) the transfer of intangible assets or (iii) the sale of immovable properties in mainland China are subject to business tax. The manufacture & sales of garment products are not prescribed taxable services and therefore would not be subject to business tax.

Under the Provisional Regulations of the People’s Republic of China on Value Added Tax, the sale of goods, provision of processing, repair and replacement services and the importation of goods in mainland China are subject to Value Added Tax (“VAT”). In this regard, the respective sales income derived by MKL’s PRC subsidiary is subject to VAT.
The sale of garment products does not fall into any prescribed category subject to the lower VAT rate of 13% on the sales amount, it is therefore subject to the basic VAT tax rate of 1 7% on the sales amount.

However, as the garment products manufactured by MKL’s PRC subsidiary are sold and exported outside mainland China, the "Exempt, Credit and Refund" method should be adopted to calculate the VAT refund.

If the input VAT paid for the purchase of local raw materials used in the manufacturing of export sales is larger than the output VAT, there may be a VAT refund to MKL’s PRC subsidiary provided that it is a general VAT taxpayer and input VAT has been paid relating to the export sales.

3(a)
In the present situation, the rental allowance received by the director is a cash allowance and would be subject to salaries tax in full under s. 9(1)(a) of the IRO.

Under s.9(1A)(a)(ii) of the IRO, where an employer or an associated corporation refunds all or part of the rent paid by the employee, such a payment or refund is not treated as income. In this regard, MKL can set up a rental refund scheme in order to replace the current cash allowance with full discretion on the usage of the money by the director.

Under the above mentioned rental refund scheme, MKL should have proper controls to ensure that the director has a genuine tenancy arrangement for residential purposes, and that the respective amount paid to the director represents a refund of the rental expenses.

Under s.9(1A)(b) of the IRO, a place of residence for which an employer or associated corporation has refunded all of the rent is regarded as being provided rent free by the employer or associated corporation.

Under s.9(1)(b) of the IRO, if a place of residence is provided rent-free by a taxpayer’s employer or an associated corporation, the “rental value” of the residence is regarded as the taxpayer's income which may be chargeable to salaries tax.

Under s.9(2) of the IRO, “rental value” is 10% (for residential flat) of the assessable income as described in s.9(1)(a) of the IRO, after deducting the outgoings, expenses, etc., under s.12(1)(a) and (b), and any lump sum payment or gratuity upon the retirement or termination of the employment of the employee. (Alternatively the rateable value included in the valuation list prepared under s.12 of the Rating Ordinance may be elected as the taxable “rental value” under s.9(2)(b) of the IRO.)

3(b)
The scheme would be tax efficient for the director from a salaries tax perspective if the amount of tax exempt rental refund under s.9(1A)(a)(ii) is greater than the amount of “rental value” as laid down under s.9(2) of the IRO.
3(c)
The IRD requires that the employer has to establish clear guidelines to control and exercise proper supervision over the reimbursements of the rent paid by the employee as tenant to the landlord. Only under these circumstances will the rent refund scheme be accepted, so that the “rental value” will be included in the employee’s assessable income while the reimbursement of rent will not be treated as assessable income.

Proper control means that

· a clearly defined system is in place, including the ranks of those officers entitled and the limit of the entitlements;

· there is a detailed specification of the rent refund in the contract of employment; and

· the employer examines the tenancy agreement, rental receipts, etc., and retains them for the record.

The IRD also requires that the tenancy agreement should be based on the market rent, and that the normal letting formalities (e.g. duly stamped tenancy agreement and periodic issue of rental receipts) have been executed, and that the rights and obligations between ordinary landlord and tenant have been observed.
4(a)
For an employment to exist, there must be an employer and employee relationship or a 'contract of service'. Under the principle established in the case of Fall v Hitchen (1972) 49 TC 433 (or other relevant case), an employment relationship would not exist if the person who has engaged himself to perform these services performed them as a person in business on his own account, i.e. under a 'contract for service'.

4(b)
Four kinds of information should be obtained to evaluate whether the consultancy income was derived under a contract of service or a contract for service from a tax perspective (see Appendix B of the Departmental Interpretation and Practice Notes (“DIPN”) No.25 (November 2011)).
1.
Information regarding the degree of control exercised by MKL. In this regard, the employer in an employment relationship will exercise a higher degree of control over the employee as to how the services are to be performed. Examples of information include: Who decides the work to be done? Who prescribes the work schedule? (or information sought in point 1 of Appendix B of DIPN 25 (November 2011 ) or other relevant information)

2.
Information regarding the capacity of the consultant of MKL to provide the consultancy services i.e., whether the consultant holds a position in MKL. Examples of information include: Does the consultant represent to third parties that he/she is a staff member of MKL? What are the chances of the consultant getting promotion in MKL? (or information sought in point 2 of Appendix B of DIPN 25 (November 2011 ) or other relevant information)

3.
Information to determine whether there is any financial risk undertaken by the consultant in providing the services to MKL. Examples of the information include: Are equipment, capital assets or assistants provided by MKL to the consultant in performing his/her duties? What is the basis of the computation of the consultancy fee received by the consultant from MKL? (or information sought in point 3 of Appendix B of DIPN 25 (November 2011 ) or other relevant information)

4.
Information to determine whether there has been some form of mutual obligation between the consultant and MKL. Examples of the information include: Whether MKL is obliged to pay a wage or remuneration? Whether the consultant is obliged to provide his/her work? (or information sought in point 4 of Appendix B of DIPN 25 (November 2011 ) or other relevant information)
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