Part III Profits Tax

(I)
Multiple Choice Questions

1.
Which of the following is not a badge of trade?

A
The subject matter of transaction

B
The frequency of similar transactions

C
The locality of profits

D
The length of the period of ownership

2.
Which of the following income is chargeable to profits tax?
A
Dividend 

B
Interest on tax reserve certificate 

C
Interest on a qualifying debt instrument with an original maturity of 5 years 

D
Interest accrued from deposits with financial institutions after 22 June 1998
3.
Mr. So commenced business on 1 October 2007 and the adjusted profits for his first period of account ended 31 December 2008 were $300,000. The adjusted project for the year of assessment 2007/08 are:
A
$120,000 

B
Nil 

C
$150,000 

D
$60,000
4.
According to DIPN 21, which of the following income/profit may be apportioned?
A
Trading profit 

B
Manufacturing profit 

C
Cross-border land transportation income 

D
Rental income from real property
5.
In accordance with paragraph 9 of DIPN 21, if the activities of a Hong Kong trading business are limited to the following, the Inland Revenue Department will accept that the profits derived by such business are not taxable. These activities are:
(i)
issuing or accepting sales order

(ii)
arranging letter of credit

(iii)
issuing or accepting an invoice

(iv)
maintaining accounting activities

A
(i), (ii) & (iii) only
B
(i), (iii) & (iv) only
C
(ii), (iii) & (iv) only
D
(i), (ii) & (iv) only
6.
Which of the following is NOT a condition before a person is chargeable to profits tax under section14 of Inland Revenue Office?
A
The person must carry on a trade, profession or business in Hong Kong 

B
The profits must be arising in or derived from Hong Kong 

C
The person must be a resident in Hong Kong 

D
The profits must be from such trade, profession or business
7.
Q Ltd and Mr Lee carries on a partnership business in Hong Kong, sharing profits and losses equally. During the year ended 31 March 2008, the partnership’s assessable profit of $400,000 will be wholly allocated to Q Ltd. Q Ltd has a share of loss brought forward of $100,000. It also suffers a loss of $120,000 from its own business. The profits tax payable by the partnership for the year of assessment 2007/08 is:
A
$31,500 

B
$52,500 

C
$70,000 

D
$27,900
8.
Which of the following persons may claim exemption from property tax?
A
An individual who is eligible to claim disability allowance
B
A corporation
C
A sole proprietor
D
A partnership
9.
Advance Ltd carries on business in Hong Kong. During the year ended 31 March 2008, Mr. Chan and Mr. Lee received directors’ remuneration of $450,000 and $550,000 respectively. Advance Ltd contributed $81,000 and $99,000 towards a recognised occupational retirement scheme during the year in respect of Mr. Chan and Mr. Lee respectively. The amount of total contributions allowed to Advance Ltd for the year of assessment 2007/08 is:
A
$30,000
B
$24,000
C
$180,000
D
$150,000
10.
Which of the following is not the IRD’s assessing practice on trading profit?

A
Where the contract of purchase and contract of sale are effected in Hong Kong, the profits are fully taxable.

B
Where the contract of purchase and contract of sale are effected outside Hong Kong, no part of the profits are taxable.

C
Where a contract of purchase is signed outside Hong Kong, the contract is treated as effected outside Hong Kong.

D
The purchasing and sale contracts are important factors but the locality of facts must be looked at to determine the locality of the profits.

11.
Which of the following court cases is not concerned with trading profit?

A
Sinolink Overseas Ltd v CIR (1985)

B
CIR v Hang Seng Bank Ltd (1990)

C
CIR v HK-TVB International Ltd (1992)

D
Magna Industrial Company Ltd v CIR (1997)

12.
In relation to “booked trading profit” as mentioned in DIPN 21, which of the following activities can the Hong Kong trading company be involved in?

A
Arranging letter of credit

B
Making and receiving payments

C
Maintaining accounting records

D
All of the above

13.
According to DIPN 21, which of the following income/profit cannot be apportioned?

A
Manufacturing profit

B
Trading profit

C
Service fee income

D
None of the above

14.
Which of the following statements is true?

A
If an income is capital in nature, it is not chargeable to profits tax.

B
If an expense is revenue in nature, it is allowance under profits tax.

C
Even if an income is received from a person not carrying on a business in Hong Kong, the income may be deemed to be a trading receipt.

D
Interest income derived from Hong Kong is chargeable to profits tax.

15.
In relation to deduction of interest expenses, which of the following is true?

A
The interest income of the lender must be chargeable to tax before the borrower can obtain deduction of interest expense.

B
If the interest expense is incurred in the production of chargeable profits, then it is deductible under profits tax.

C
If an interest expense is allowable, then the related borrowing expenditure is also allowable.

D
In order to obtain deduction, the lender and the borrower cannot be connected persons.

16.
In relation to deduction of bad debts, which of the following statements is true?

A
The debt must originally be included as a trading receipt before it can be deducted.

B
All provisions for bad debt are not allowable.

C
All bad debts subsequently recovered must be chargeable to profits tax.

D
The debt must have been proved to the satisfaction of the assessor to have become bad before it can be deducted.

17.
Which of the following is true?

A
Only mandatory contributions to a MPF scheme are deductible under profits tax.

B
All regular contributions to a MPF scheme are deductible under profits tax.

C
Special contributions to a MPF scheme can be deductible in five equal instalments over five years of assessment, beginning with the basis period in which the payment was actually made.

D
Only contributions actually made to a MPF scheme are deductible.

18.
In relation to tax charged in the account, which of the following is false?

A
Profits tax is not an allowable expenditure

B
Property tax is not an allowable expenditure

C
Salaries tax must be an allowable expenditure

D
Foreign tax may be an allowable expenditure

19.
Which of the following is chargeable to profits tax?

A
Interest on tax reserve certificate

B
Interest arising on a HKSAR government bond

C
Interest on a Exchange Fund debt instrument

D
Interest on a qualifying debt instrument

20.
X Ltd received interest income of $100,000 from a qualifying debt instrument during the year of assessment 2008/09. The profits tax payable by X Ltd for the year of assessment 2008/09 in respect of this income is:

A
$nil

B
$16,000

C
$8,750

D
$17,500

21.
In relation to a change of accounting date, which of the following is false?

A
All assessments of an old business are normally based on exactly 12 months.

B
For a new business, the CIR can compute the profit for the year of change on such basis as he thinks fit.

C
For a new business, the CIR can compute the profit for the year preceding the year of change on such basis as he thinks fit.

D
For a new business, the CIR can compute the profit for the year after the year of change on such basis as he thinks fit.

22.
Calton Ltd commenced business on 1 January 2008 and prepared its first accounts to 31 March 2009. Its adjusted assessable profits for the 15 months from 1 January 2008 to 31 March 2009 are $150,000. What is the assessable profit of Calton Ltd for the year of assessment 2008/09?

A
$30,000

B
$120,000

C
$150,000

D
$300,000

23.
Sandy Ltd commenced business on 1 July 2007 and the adjusted assessable profits for the period 1 July 2007 to 31 January 2008 are $140,000. What will be the estimated assessable profit of Sandy Ltd for provision profits tax for the year of assessment 2008/09?

A
$140,000

B
$240,000

C
$250,000

D
$280,000

24.
Which of the following statements is true?

A
There is no allocation of profit or loss for a partnership with more than 20 partners.

B
Where one of the partners is a corporation, part of the partnership profits is chargeable at the corporation profits tax rate.

C
The loss of a partner brought forward can only be used to set off that partner’s share of profit from the partnership in the future.

D
When there is a change in partners, the partnership is treated as ceased for tax purposes.

25.
Which of the following statements is true?

A
The precedent partner is solely liable to pay the tax of the partnership.

B
Each partner will receive a separate notice of profits tax assessment in respect of his share of partnership profit.

C
The share of a partner who has elected for personal assessment will not be charged to profits tax.

D
A single profits tax assessment will be raised in the partnership name.

(II)
Examination Style Questions

(A)
Limited Company

Question 1

AB Ltd is incorporated and has been carrying on the trading of metals in Hong Kong for many years. It has two directors – Mr and Mrs Wong. It closes its accounts to 31 December each year. Its profit and loss account for the year ended 31 December 2007 is as follows:
	
	$
	$

	Gross profit
	
	9,360,000

	Profit on sale of motor car (Note 1)
	
	30,000

	Compensation received (Note 2)
	
	150,000

	Interest received (Note 3)
	
	100,000

	
	
	9,640,000

	Less: Salaries and allowances (Note 4)
	3,820,000
	

	Director’s quarters expenses (Note 5)
	373,000
	

	Rent and rates (Note 6)
	420,000
	

	Bad debts (Note 7)
	147,000
	

	Interest paid (Note 8)
	382,000
	

	Advertising
	610,000
	

	Water & electricity
	19,200
	

	Tax paid (Note 9)
	550,000
	

	Telephone charges
	81,000
	

	Freight charges
	196,000
	

	Contributions to recognized retirement scheme

(Note 10)
	466,000
	

	Printing & stationery
	171,000
	

	Motor vehicles expenses (Note 11)
	123,000
	

	Donations (Note 12)
	570,000
	

	Depreciation
	325,000
	

	Sundry expenses (Note 13)
	800,000
	9,053,200

	Net profit
	
	586,800


Notes:

	
	
	$

	(1)
	Cost of motor car
	120,000

	
	Less: Accumulated depreciation
	100,000

	
	
	20,000

	
	Less: Sale proceeds
	50,000

	
	
	30,000

	
	
	

	(2)
	Compensation for cancellation of a purchase order from a supplier
	50,000

	
	Compensation for the cancellation of contract by a property vendor
	100,000

	
	
	150,000

	
	AB Ltd intended to purchase office premises for its own use. After placing the deposit, the vendor declined to sell the property and paid the compensation.
	

	
	
	

	(3)
	Interest on deposits placed with a bank in New York
	60,000

	
	Interest on fixed deposits placed with a bank in Hong Kong
	40,000

	
	
	100,000

	
	
	

	(4)
	Director’s emoluments
	1,000,000

	
	Staff salaries
	2,820,000

	
	
	3,820,000

	
	Only Mr Wong drew director’s emoluments.
	

	
	
	

	(5)
	Rent for director’s quarters
	360,000

	
	Rates
	13,000

	
	
	373,000

	
	The rent is paid to the company’s subsidiary in Hong Kong.
	

	
	
	

	(6)
	Rent for office premises
	396,000

	
	Rates for office premises
	24,000

	
	
	420,000


	(7)
	Bad debts

	
	
	$
	
	$

	
	Trade debts written off
	110,000
	Loan to shareholder recovered
	43,000

	
	Loan to staff written off
	80,000
	Profit and loss account
	147,000

	
	
	190,000
	
	190,000


	(8)
	Bank overdraft interest to Bank A in Hong Kong
	300,000

	
	Interest on Loan B from Bank B in Hong Kong
	82,000

	
	
	382,000

	
	The bank overdraft facility was secured by Mr Wong’s property. Loan B was secured by Mr Wong’s fixed deposit placed with Bank B. Mr Wong received tax-free interest of $35,000 on the deposit.
	

	
	
	

	(9)
	Director’s salaries tax
	290,000

	
	Company’s profits tax
	260,000

	
	
	550,000

	
	
	

	(10)
	Special contribution to the retirement scheme
	150,000

	
	Annual contributions – director ($1,000,000 x 18%)
	180,000

	
	Annual contributions – other staff (not exceeding 10% of remuneration)
	136,000

	
	
	466,000

	
	
	

	(11)
	Rent for car park
	30,000

	
	Repairs and licence
	18,000

	
	Petroleum
	70,000

	
	Fines
	5,000

	
	
	123,000

	
	
	

	(12)
	Cash donations to approved charitable organizations.
	

	
	
	

	(13)
	Renovation of office premises
	180,000

	
	Others (all allowable for profits tax purposes)
	620,000

	
	
	800,000


(14)
The tax written down values of plant and machinery brought forward from the year of assessment 2006/07 are as follows:

20% pool:
$35,000

30% pool:
$49,000

During the year ended 31 December 2007, the company purchased the following assets:

Furniture (AA: 20%):
$200,000

Motor car (AA: 30%):
$180,000

Computer (AA: 30%):
$100,000

There is no disposal of assets other than the one mentioned in note (1).

Required:

(a)
Based on the above information, compute the profits tax payable by AB Ltd for the year of assessment 2007/08. Ignore provisional profits tax. All workings must be shown.
(21 marks)

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

(i)
Compensation received (Note 2)

(ii)
Interest paid (Note 8)



(9 marks)



(Total 30 marks)


(Adapted HKIAAT P5 Principles of Taxation Pilot Paper 2008 B1)

Question 2

Marvel Limited carries on a trading business in Hong Kong and prepares its accounts to 31 January each year. Its profit and loss account for the year ended 31 January 2009 shows the following information:

	
	$
	$

	Gross profit
	
	6,200,000

	Dividend (Note 1)
	
	150,000

	Interest received (Notes 2 and 9)
	
	100,000

	Rental income (Note 3)
	
	200,000

	Profit on sale of fixed asset (Note 4)
	
	5,000

	
	
	6,655,000

	Less: Auditor’s fee
	20,000
	

	Directors’ fees (Note 5)
	800,000
	

	Rent and rates (Note 6)
	340,000
	

	Salaries and allowances
	2,300,000
	

	Commission (Note 7)
	400,000
	

	Contributions to recognized retirement scheme (Note 8)
	244,000
	

	Freight charges
	140,000
	

	Interest (Note 9)
	400,000
	

	Bad debts (Note 10)
	380,000
	

	Donations (Note 11)
	600,000
	

	Tax paid (Note 12)
	198,000
	

	Legal fee (Note 13)
	120,000
	

	Repairs (Note 14)
	450,000
	

	Sundry expense (Note 15)
	130,000
	

	Depreciation
	110,000
	6,632,000

	Net profit
	
	23,000


Notes:

(1)
Dividend was received from Marce Limited, Marvel’s subsidiary, which carries on a business in Singapore.

	
	
	$

	(2)
	Interest on loan to an employee
	20,000

	
	Interest from Hong Kong dollar fixed deposit with Bank A in HK
	80,000

	
	
	100,000

	
	
	

	(3)
	The property is situation in Hong Kong.
	


	(4)
	Sales proceeds of computer
	
	8,000

	
	Cost of computer
	20,000
	

	
	Less: Accumulated depreciation
	17,000
	3,000

	
	
	
	5,000

	
	The computer was purchased in December 2007
	
	


	(5)
	Director’s fee to Mr Sze
	500,000

	
	Director’s fee to Mr Chong
	300,000

	
	
	800,000

	
	
	

	(6)
	Rent and rates for directors’ quarters
	308,000

	
	Rates for office premises
	32,000

	
	
	340,000

	
	
	

	(7)
	Salesmen’s commission
	300,000

	
	Commission to undisclosed recipients
	100,000

	
	
	400,000

	
	
	

	(8)
	Annual contributions to the scheme in respect of
	

	
	Mr Sze
	90,000

	
	Mr Chong
	54,000

	
	Other employees (5% of basic salary)
	100,000

	
	
	244,000

	
	
	

	(9)
	Interest paid to Bank A in Hong Kong on an overdraft. The overdraft is secured by the company’s Hong Kong dollar fixed deposit with Bank A (Note 2).

Interest paid on loan from Marce Ltd. The loan was wholly used to purchase trading stock.

Interest paid to Bank B in Hong Kong for a loan to purchase plant and machinery which qualify for depreciation allowance. The loan is secured by Mr Sze’s fixed deposit with the bank.
	200,000

120,000

80,000

	
	
	400,000


	(10)
	General provision c/f
	
	180,000

	
	Trade debts written off
	
	250,000

	
	Loan to an employee written off
	
	90,000

	
	
	
	520,000

	
	Less: General provision b/f
	120,000
	

	
	Loan to an ex-employee recovered
	20,000
	140,000

	
	
	
	380,000


	(11)
	Cash donations to approved charitable organizations.
	

	
	
	

	(12)
	Property tax for the year of assessment 2008/09
	24,000

	
	Profits tax
	140,000

	
	Salaries tax for an employee
	34,000

	
	
	198,000

	
	
	

	(13)
	Legal fee for preparation of tenancy agreement of the leased property (Note 3)
	5,000

	
	Legal fee for recovery of trade debts
	5,000

	
	Accountancy fee for filing of tax returns
	10,000

	
	Accountancy fee for handling tax investigation by the IRD
	100,000

	
	
	120,000

	
	
	

	(14)
	General repairs
	20,000

	
	Renovation expenditure for office premises
	300,000

	
	Renovation expenditure for directors’ quarters
	130,000

	
	
	450,000


(15)
All sundry expenses were allowable for tax purposes.

Other information:

(16)
The assessor agreed that Marvel Limited was entitled to depreciation allowances for plant and machinery of $320,000 for the year of assessment 2008/09.

(17)
The assessor also agreed that the company was entitled to claim commercial building allowance for qualifying capital expenditure of $800,000 incurred in the year of assessment 2004/05.

(18)
The company incurred renovation expenditure of $100,000 for its office premises in the year of assessment 2006/07.

(19)
A special contribution of $500,000 was paid to the recognized retirement scheme in January 2006 (see note 8).

Required:

(a)
Compute the profits tax payable by Marvel Limited for the year of assessment 2008/09. Ignore provisional profits tax. Show all your workings.
(20 marks)

(b)
Explain your tax treatment of the interest expense as mentioned in note 9 above.



(6 marks)



(26 marks)



(Adapted HKIAAT P5 Hong Kong Taxation December 2003 B1)

Question 3

City Limited carries on a trading business in Hong Kong and prepares its accounts to 31 December each year. Mr and Mrs Chan are directors of the company. Its profit and loss account for the year ended 31 December 2008 shows the following information:

	
	$
	$

	Gross profit (Note 1)
	
	8,200,000

	Share of partnership profit (Note 2)
	
	900,000

	Rental income (Note 3)
	
	600,000

	Profit on sale of property (Note 4)
	
	2,500,000

	Misappropriated fund recovered (Note 5)
	
	300,000

	
	
	12,500,000

	Less: Expenses
	
	

	Auditor’s fee
	30,000
	

	Directors’ remuneration (Note 6)
	1,300,000
	

	Salaries and allowances
	4,700,000
	

	Commission (Note 7)
	1,090,000
	

	Contributions to exempt retirement scheme (Note 8)
	695,000
	

	Bank interest (Note 9)
	800,000
	

	Legal fees (Note 10)
	100,000
	

	Office rent and rates (Note 11)
	372,000
	

	Taxation (Note 12)
	330,000
	

	Depreciation
	160,000
	

	Freight charges
	510,000
	

	Bad debts (Note 13)
	480,000
	

	Donations (Note 14)
	750,000
	

	Insurance
	60,000
	

	Sundry expenses (Note 15)
	235,000
	11,612,000

	Net profit
	
	888,000


Notes:

(1)
$500,000 was accepted as offshore trading profit.

(2)
City Limited is a partner of ABC Co. The partnership business carries on business in Hong Kong.

(3)
The rental income was derived from a property located in Hong Kong.

(4)
In recent years, City Limited also participated in buying and selling properties and the profits derived were agreed to be subject to profits tax.

(5)
In 2005, an employee had misappropriated company cash of $600,000. The amount misappropriated had been allowed as a deduction in that year. In July 2008, the company successfully recovered $300,000 from that employee.

	
	
	$

	(6)
	Mr Chan
	900,000

	
	Mrs Chan
	400,000

	
	
	1,300,000

	
	
	

	(7)
	Commission paid to overseas agents for taxable trading profit
	900,000

	
	Commission paid to overseas agents for offshore trading profit
	50,000

	
	Commission paid to undisclosed recipients
	140,000

	
	
	1,090,000

	
	
	

	(8)
	Annual contribution to the scheme in respect of
	

	
	Mr Chan (20% of salaries)
	180,000

	
	Mrs Chan (20% of salaries)
	80,000

	
	Other employees (5% of salaries)
	235,000

	
	
	495,000

	
	Provision for special contribution to the scheme
	200,000

	
	
	695,000


The company had made a special contribution of $300,000 to the scheme during the year ended 31 December 2008.

	(9)
	Mortgage loan interest paid to a bank in Hong Kong to finance the purchase of the following properties:
	

	
	Property A
	250,000

	
	Property B
	360,000

	
	
	610,000

	
	Bank overdraft interest paid to another bank in Hong Kong
	130,000

	
	Interest paid to overseas suppliers on overdue accounts
	60,000

	
	
	800,000


Property A is purchased for the purpose of resale and is known as a trading stock in the balance sheet. The loan is secured by Mr Chan’s fixed deposit placed with the bank.

The company purchased Property B as its office and the property is still under development during the year ended 31 December 2008.

The bank overdraft is secured by the directors’ personal guarantee.

	(10)
	Legal fee for purchase of Property A (Note 9)
	60,000

	
	Legal fee for purchase of Property B (Note 9)
	40,000

	
	
	100,000


(11)
City (Holding) Ltd is the landlord of the company’s office and is the parent company of City Limited. City (Holding) Ltd is incorporated in British Virgin Islands and its business is investment holdings.

	(12)
	Profits tax
	250,000

	
	Mr Chan’s salaries tax
	80,000

	
	
	330,000


	(13)
	Increase in general provision
	125,000

	
	Increase in specific provision
	60,000

	
	Trade debts written off
	290,000

	
	Loan to staff written off
	50,000

	
	
	525,000

	
	Bad debts recovered (previously allowed as deduction)
	45,000

	
	
	480,000


(14)
This was cash donations made to approved charitable institutions in Hong Kong.

(15)
It was agreed that 5% of the sundry expenses were attributable to the activities that generated the offshore trading profit.

Other information:

(16)
The company incurred renovation expenditure of $200,000 for its office premises during the year ended 31 December 2008.

(17)
The assessor agreed that City Limited was entitled to depreciation allowance for plant and machinery amounting to $620,000 for the year of assessment 2008/09.

Required:

(a)
Compute City Limited’s profits tax liability for the year of assessment 2008/09. Ignore provisional profits tax. You are required to specify the basis period in your answer. Show all your workings.
(18 marks)

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

(i)
bank interest paid (Note 9); and
(5 marks)

(ii)
legal fee (Note 10).
(3 marks)



(Total 26 marks)



(Adapted HKIAAT P5 Hong Kong Taxation June 2005 B1)
Question 4

PQ (HK) Ltd is a manufacturer of plastic household products in Hong Kong. Its accounts are made up to 31 March each year. Its trading and profit and loss account for the yea ended 31 March 2009 is as follows:

	
	$
	$

	Sales
	
	68,250,480

	Less: Cost of goods sold
	
	

	Opening stock
	720,000
	

	Cost of production (Note 1)
	60,810,000
	

	
	61,530,000
	

	Less: Closing stock
	810,520
	60,719,480

	Gross profit
	
	7,531,000

	Less: Expenses
	
	

	Accountancy fee
	120,000
	

	Advertising
	180,000
	

	Audit fee
	40,000
	

	Salaries and allowances (Note 2)
	2,320,000
	

	Regular contributions to MPF scheme (Note 3)
	260,000
	

	Certificate and license
	480,000
	

	Depreciation of F&F
	920,000
	

	Entertainment
	310,000
	

	Insurance
	210,000
	

	Bad debts (Note 4)
	113,000
	

	Interest (Note 5)
	562,000
	

	Compensation (Note 6)
	190,000
	

	Motor car running expenses (Note 7)
	410,000
	

	Office rent and rates (Note 8)
	247,000
	

	Repairs and maintenance (Note 9)
	350,000
	

	Donations (Note 10)
	80,000
	

	Sundry expenses (Note 11)
	450,000
	7,242,000

	Net profit
	
	289,000


Notes:

(1)
Cost of production included the following expenses:

(a)
Depreciation of plant & machinery of $340,000.

(b)
Royalty of $1,500,000 paid to PQ Holdings Ltd. PQ Holdings Ltd is the parent company of PQ(HK) Ltd and carries on business in England. The royalty was paid for the use of the brand name owned by the parent company. The brand name has never been owned by any person in Hong Kong.

	
	
	$

	(2)
	Directors’ remuneration
	1,800,000

	
	Other staff
	520,000

	
	
	2,320,000


(3)
Regular contribution was based on less than 10% of the total remuneration of each staff..

	(4)
	General provision carried forward
	30,000

	
	Trade debtors written-off
	80,000

	
	Loan to staff written-off
	46,000

	
	
	156,000

	
	General provision brought forward
	43,000

	
	Profit and loss account
	113,000

	
	
	

	(5)
	Bank overdraft interest to a bank in Hong Kong. The overdraft facility is secured by the director’s shares with the bank.
	180,000

	
	Hire purchase interest
	60,000

	
	Interest paid to PR Ltd, a company incorporated in the BVI but which carries on business in Hong Kong.
	200,000

	
	Interest paid to Mr Chu, a director of the company
	122,000

	
	
	562,000

	
	All the interest was incurred in the production of assessable profit
	


	(6)
	Compensation paid for cancellation of trading contracts
	250,000

	
	Compensation received for a motor vehicle
	(60,000)

	
	
	190,000

	
	
	

	(7)
	Petrol
	60,000

	
	Car parking charges
	44,000

	
	Repairs
	30,000

	
	Rental charges for hiring motor vehicles
	200,000

	
	Second-hand motor vehicle (AA: 30%)
	70,000

	
	Fine
	6,000

	
	
	410,000

	
	
	

	(8)
	Office rent
	240,000

	
	Office rates
	7,000

	
	
	247,000

	
	The office premises is owned by PQ (HK) Ltd. Monthly rent of $20,000 was charged in the accounts in order to reflect the operation expenses of the business. The monthly rent was credited to the company’s reserve.
	

	
	
	

	(9)
	Factory repairs
	15,000

	
	Office decoration
	250,000

	
	Replacement of carpet and curtains
	40,000

	
	Repairs to plant and machinery
	45,000

	
	
	350,000

	
	
	

	(10)
	Cash donations to the Community Chest
	60,000

	
	Donation of beds to Tung Wah Group of Hospitals
	20,000

	
	
	80,000


(11)
All sundry expenses were allowable for profits tax purpose.

Other information:

(12)
The tax written down values of plant and machinery brought forward as at 1 April 2008 were as follows:

	20% pool:
	$60,000

	30% pool
	$87,000

	Motor vehicle under hire purchase (AA: 30%)
	$19,040


The motor vehicle under hire purchase was fully paid on 15 December 2008 with total principal of $20,000 paid during the year.

(13)
In addition to those mentioned above, the company also purchased machines (AA: 30%) under hire purchase terms on 1 June 2008 as follows:

	Cash price
	$240,000

	Down payment
	$20,000

	Balance
	$220,000


(14)
The company incurred costs of construction of $2,000,000 for its factory in the year of assessment 2008/09.

Required:

(a)
Compute the amount of depreciation allowance of plant and machinery available to PQ (HK) Ltd for the year of assessment 2008/09.
(4 marks)

(b)
Compute the amount of industrial building allowance that can be claimed by PQ (HK) Ltd for the year of assessment 2008/09.
(2 marks)

(c)
Compute the profits tax payable by PQ (HK) Ltd for the year of assessment 2008/09. Ignore provisional profits tax.
(10 marks)

(d)
Compute the profits tax payable by PQ Holdings Ltd, if any, for the year of assessment 2008/09.
(2 marks)

(e)
Explain your tax treatment of the interest paid (note 5) in your profits tax computation.



(8 marks)



(Total 26 marks)



(Adapted HKIAAT P5 Hong Kong Taxation December 2005 B1)
Question 5

Brom Ltd is a trading company carrying on business in Hong Kong. The company prepares its accounts to 31 March each year. Its profit and loss account for the year ended 31 March 2009 shows the following information:

	
	$
	$

	Gross profit
	
	3,750,000

	Rental income (Note 1)
	
	300,000

	Compensation (Note 2)
	
	180,000

	Interest income (Note 3)
	
	100,000

	Dividend from subsidiary
	
	160,000

	
	
	4,490,000

	Less: Loss on sale of motor vehicle (Note 4)
	62,000
	

	Loss on sale of property (Note 5)
	220,000
	

	Auditor’s fee
	50,000
	

	Director’s fees
	240,000
	

	Staff salaries
	1,600,000
	

	Commission (Note 6)
	900,000
	

	Terminal payment (Note 7)
	500,000
	

	Interest (Note 8)
	420,000
	

	Rent and rates (Note 9)
	430,000
	

	Tax paid (Note 10)
	100,000
	

	Retirement contributions (Note 11)
	192,000
	

	Bad debts (Note 12)
	364,000
	

	Motor vehicle expenses (Note 13)
	175,000
	

	Legal fee (Note 14)
	31,000
	

	Repairs (Note 15)
	130,000
	

	Depreciation
	195,000
	

	Donations (Note 16)
	310,000
	

	Sundry expenses (Note 17)
	480,000
	6,399,000

	Net loss for the year
	
	(1,909,000)


Notes:

(1)
The property is located in Hong Kong.

	
	
	$

	(2)
	Compensation received from an overseas customer for termination of trading contract
	230,000

	
	Compensation paid to the owner for cancellation of a contract of purchase of property which was intended for investment
	(50,000)

	
	
	180,000

	
	
	

	(3)
	US$ fixed deposit with an overseas bank (Note 8(i))
	80,000

	
	HK$ fixed deposit with Bank A in Hong Kong (Note 8(ii))
	20,000

	
	
	100,000

	
	
	

	(4)
	Cost of motor vehicle
	120,000

	
	Less: Accumulated depreciation
	40,000

	
	
	80,000

	
	Less: Sale proceeds
	18,000

	
	
	62,000


(5)
The property was acquired in February 2008 and was sold in June 2008. The property was classified as property held for resale. The assessor had accepted this classification in the previous years of assessment.

	(6)
	Commission paid to local salesmen
	500,000

	
	Commission paid to US sales agents
	300,000

	
	Commission paid to undisclosed recipients in Hong Kong
	100,000

	
	
	900,000

	
	
	

	(7)
	The terminal payment was paid to a former member of staff:
	

	
	Severance payment under Employment Ordinance
	200,000

	
	Lump sum for agreement not to compete with the company within 24 months
	300,000

	
	
	500,000

	
	
	

	(8)
	(i)
Brom Ltd borrowed $2 million from Bank B in Hong Kong. The loan was secured by a fixed deposit of $2 million placed with an overseas bank mentioned in Note (3)

(ii)
Bank overdraft interest to Bank A in Hong Kong. The facility was secured by the HK$ fixed deposit mentioned in Note (3) and the director’s personal guarantee.

(iii)
Interest paid to the company’s subsidiary for a loan made in Hong Kong. The subsidiary carries on business in Hong Kong.
	120,000

200,000

100,000

	
	
	420,000


	(9)
	Rent and rates for office premises
	415,000

	
	Rates for leased property mentioned in Note (1)
	15,000

	
	
	430,000

	
	
	

	(10)
	Property tax for the year of assessment 2008/09
	36,480

	
	Profits tax
	63,520

	
	
	100,000

	
	
	

	(11)
	Regular contributions to recognized retirement scheme (5% of remuneration)
	92,000

	
	Provision for special contribution to recognized retirement scheme
	100,000

	
	
	192,000

	
	
	

	(12)
	Trade debts
	214,000

	
	Loan to a customer in Hong Kong
	150,000

	
	
	364,000

	
	
	

	(13)
	Parking fees
	28,000

	
	Petroleum
	87,000

	
	Repairs and other expenses
	56,000

	
	Fine
	4,000

	
	
	175,000

	
	
	

	(14)
	Renewal of tenancy agreement
	6,000

	
	Collection of trade debts
	10,000

	
	Purchase of property for investment (Note 2)
	15,000

	
	
	31,000

	
	
	

	(15)
	General repairs
	30,000

	
	Renovation expenditure of office premises
	100,000

	
	
	130,000


(16)
Cash donations to approved charitable organizations.
(17)
All sundry expenses were allowable for profits tax purposes.

Other information

(18)
The assessor agreed that the total depreciation allowances for plant and machinery for the year of assessment 2008/09 were $346,000.

(19)
Brom Ltd incurred decoration expenditure of $300,000 on its office premises in 2008 when the property was first let from the landlord.

Required:

(a)
Compute Brom Ltd’s profits tax liability for the year of assessment 2008/09. Ignore provisional profits tax. Show all your workings.
(18 marks)

(b)
Briefly explain your tax treatment of the interest expenses as mentioned in Note (8).



(8 marks)



(Total 26 marks)



(Adapted HKIAAT P5 Hong Kong Taxation December 2006 B1)
Question 6

KWK Ltd was incorporated in Hong Kong in 1972 and carries on the business of wholesale and retail of sports equipment. It has 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 2009 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 fess (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 for 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 b/f
	40,000

	
	Loan to a customer written off
	90,000
	Profit and loss account
	92,000

	
	General allowance c/f
	70,000
	
	

	
	
	270,000
	
	270,000


	(6)
	Audit fee
	50,000

	
	Collection of trade debts
	8,000

	
	Handling of investigation by Inland Revenue Department
	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 allowance 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 2008/09.

Required:

(a)
Compute KWK Ltd’s profits tax liability, if any, for the year of assessment 2008/09. 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)



(Adapted HKIAAT P5 Hong Kong Taxation June 2008 B1)

(B)
Partnership

Question 7

Ruby Ltd, Mr Chan and Mr Lee commenced a partnership business on 1 July 2007, sharing profits and losses in the ratio of 1:2:2. The partnership’s first accounting period ended on 31 December 2008. The profit and loss account for the period from 1 July 2007 to 31 December 2008 is as follows:

	
	$
	$

	Gross profit
	
	4,250,000

	Interest income (Note 1)
	
	80,000

	Compensation received (Note 2)
	
	100,000

	
	
	4,430,000

	Less: Salaries and allowances (Note 3)
	1,900,000
	

	Contributions to recognized retirement scheme (Note 4)
	164,000
	

	Bad debts (Note 5)
	140,000
	

	Insurance (Note 6)
	30,000
	

	Rent and rates (Note 7)
	280,000
	

	Professional fee (Note 8)
	48,000
	

	Advertising
	70,000
	

	Telephone, water and electricity
	170,000
	

	Staff mess (Note 9)
	90,000
	

	Medical expenses (Note 10)
	40,000
	

	Interest (Note 11)
	380,000
	

	Travelling expenses (Note 12)
	45,000
	

	Motor vehicles running expenses (Note 13)
	117,000
	

	Repairs (Note 14)
	420,000
	

	Donations (Note 15)
	160,000
	

	Sundry expenses (Note 16)
	162,000
	

	Depreciation
	175,000
	4,391,000

	Net profit
	
	39,000


Notes:

	
	
	$

	(1)
	Interest on loan to an employee
	10,000

	
	Interest received from an overseas customer on overdue accounts
	15,000

	
	Interest on Hong Kong dollar fixed deposit with Hang Seng Bank
	55,000

	
	
	80,000

	
	
	

	(2)
	Ultra Limited is a corporation carrying on business in Australia and was once a major supplier of the partnership business. The compensation was paid by Ultra Limited for early termination of the business contract.

	(3)
	Mr Chan (partner)
	486,000

	
	Mr Lee (partner)
	486,000

	
	Other employees
	928,000

	
	
	1,900,000

	
	
	

	(4)
	Initial contribution
	100,000

	
	Annual contributions for employees
	40,000

	
	Mandatory contributions to MPF for Mr Chan and Mr Lee
	24,000

	
	
	164,000

	
	
	

	(5)
	Trade debts
	100,000

	
	General provisions
	40,000

	
	
	140,000

	
	
	

	(6)
	For employees’ compensation insurance policies
	6,000

	
	For fire policy on stock
	9,000

	
	For Mr Chan and Mr Lee’s life insurance policies ($7,500 each)
	15,000

	
	
	30,000

	
	
	

	(7)
	Rent for office premises
	270,000

	
	Rates for office premises
	10,000

	
	
	280,000

	
	Mr Chan is the landlord of the office premises and he had reported the rental income in his individual tax return.

	
	
	

	(8)
	For preparation of the partnership agreement
	20,000

	
	For preparation of the new rental agreement for office premises
	2,000

	
	Accountancy fee
	26,000

	
	
	48,000

	
	
	

	(9)
	All the employees enjoyed the mess facilities.
	

	
	
	

	(10)
	The partnership had engaged a doctor for the medical consultation for the employees. The doctor charged his consultation fee directly to the partnership business. The amount included consultations by Mr Chan and Mr Lee, amounting to $1,200 and $1,500 respectively.


	(11)
	Bank overdraft interest
	
	50,000

	
	Interest on capital:
	
	

	
	Ruby Ltd
	150,000
	

	
	Mr Chan
	90,000
	

	
	Mr Lee
	90,000
	330,000

	
	
	
	380,000

	
	The bank overdraft facility was granted by Hongkong Bank and was secured by Mr Chan’s property.

	
	
	
	

	(12)
	Overseas travel for business by Mr Chan and Mr Lee.
	
	

	
	
	
	

	(13)
	Rent for car parking
	
	24,000

	
	Fines
	
	5,000

	
	Petrol
	
	48,000

	
	Repairs and licence fees
	
	40,000

	
	
	
	117,000

	
	The motor vehicles were wholly used for business
	
	

	
	
	
	

	(14)
	General repairs
	
	70,000

	
	Decoration expenses for the new office premises before the commencement of business
	350,000

	
	
	
	420,000


(15)
These were cash donations made to the Hong Kong Community Chest on 31 October 2008.

(16)
All sundry expenses were allowable for tax purposes.

Other information:

(17)
The assessor agreed that the company was entitled to depreciation allowances for plant and machinery of $380,000 and $26,000 for the years of assessment 2007/08 and 2008/09 respectively.

(18)
Mr Chan elected for personal assessment for the years of assessment 2007/08 and 2008/09.

(19)
Ruby Ltd’s own business results were as follows:

2007/08
Loss: $60,000

2008/09
assessable profit (before loss set-off): $1,200,000

There was no loss brought forward from previous years.

Required:

(a)
Compute the profits tax payable by the partnership business for the years of assessment 2007/08 and 2008/09, specifying the basis period for each year of assessment. Ignore provisional profits tax. Show all your workings.



(26 marks)



(Adapted HKIAAT P5 Hong Kong Taxation June 2003 B1)

Question 8

AB Ltd, Mr Lee and Mr Yeung have been carrying on a partnership business in Hong Kong for many years and they shared profits and losses equally. The partnership prepares the accounts to 31 December each year. Its profit and loss account for the year ended 31 December 2008 is as follows:

	
	$
	$

	Gross profit
	
	3,450,000

	Interest received (Note 1)
	
	120,000

	Dividend (Note 2)
	
	11,000

	Profit on sale of fixed assets (Note 3)
	
	3,000

	
	
	3,584,000

	Less: Expenses
	
	

	Accountancy fee
	12,000
	

	Salaries and allowances (Note 4)
	1,800,000
	

	Contributions to MPF scheme (Note 5)
	71,000
	

	Rent and rates (Note 6)
	124,000
	

	Interest (Note 7)
	380,000
	

	Water & electricity
	14,000
	

	Telephone
	17,000
	

	Certificates and declaration
	9,500
	

	Bad debts (Note 8)
	175,000
	

	Motor vehicles expenses (Note 9)
	85,000
	

	Cash donations to approved charitable organizations
	120,000
	

	Staff meals (Note 10)
	45,000
	

	Entertainment (Note 11)
	270,000
	

	Discounts allowed
	31,000
	

	Repairs & maintenance (Note 12)
	329,000
	

	Depreciation
	136,000
	

	Sundry expenses (Note 13)
	322,000
	3,940,500

	(Loss) for the year
	
	(356,500)


Notes:

	
	
	$

	(1)
	Interest on fixed deposit of partnership fund with a local bank
	46,000

	
	Interest on Mr Yeung’s private fund’s fixed deposit with another bank in Hong Kong
	74,000

	
	
	120,000


The partnership fund fixed deposit was used to secure the overdraft facilities granted by the bank for the partnership’s daily operation.

(2)
The dividends were received from a listed company in Hong Kong.

	(3)
	Cost of computer
	38,000

	
	Less: Accumulated depreciation
	36,000

	
	
	2,000

	
	Sales proceeds
	5,000

	
	
	3,000


The cost of the computer was fully allowed in the year of purchase under prescribed fixed assets.

	(4)
	Mr Lee (partner)
	400,000

	
	Mrs Lee (partner’s spouse)
	200,000

	
	Mr Yeung (partner)
	500,000

	
	Mr Fong (director of AB Ltd)
	700,000

	
	
	1,800,000

	
	
	

	(5)
	Mr Lee
	12,000

	
	Mrs Lee
	12,000

	
	Mr Yeung
	12,000

	
	Mr Fong
	35,000

	
	
	71,000

	
	
	

	(6)
	Office rent
	120,000

	
	Office rates
	4,000

	
	
	124,000


Mr Lee was the landlord of the office premises and he had declared the rental income in his tax returns.

	(7)
	Bank overdraft interest to a local bank (mentioned in note 1)
	
	56,000

	
	Interest on capital to partners
	
	

	
	Mr Lee
	80,000
	

	
	Mr Yeung
	50,000
	

	
	AB Ltd
	120,000
	250,000

	
	Interest on loan from AB Ltd
	
	74,000

	
	
	
	380,000

	
	
	
	

	(8)
	Trade debts written off
	
	165,000

	
	Loan to ex-staff member written off
	
	20,000

	
	General provision c/f
	
	90,000

	
	
	
	275,000

	
	General provision b/f
	
	100,000

	
	Profit and loss account
	
	175,000

	
	
	
	

	(9)
	Petrol
	
	59,000

	
	Car parking charges
	
	20,000

	
	Fine
	
	6,000

	
	
	
	85,000


(10)
This was shared by all the persons mentioned in Note 4.

(11)
The assessor agreed that 1/3 of the entertainment expenses were private in nature.

	(12)
	Repairs to motor vehicle
	
	19,000

	
	Repairs to furniture & fittings
	
	10,000

	
	Renovation of office premises
	
	300,000

	
	
	
	329,000


(13)
All sundry expenses were allowable for profits tax purpose.

(14)
The assessor agreed that the partnership was entitled to a depreciation allowance for plant and machinery of $162,000 for the year of assessment 2008/09.

(15)
Loss brought forward from the year of assessment 2007/08:

	Mr Lee
	($25,000)

	Mr Yeung
	($38,000)


(16)
Mr Yeung elected for personal assessment for the year of assessment 2008/09.

(17)
It was agreed that AB Ltd’s own business incurred loss of $60,000 for the year of assessment 2008/09.

Required:

Compute the profits tax payable by the partnership, if any, for the year of assessment 2008/09. Ignore provisional profits tax.

Show all your workings.


(26 marks)


(Adapted HKIAAT P5 Hong Kong Taxation June 2006 B1)

Question 9

Mr Chow and Mr Leung commenced a retail business in Hong Kong on 1 January 2002, sharing profits and losses equally. On 1 January 2009, Mr Tse was admitted as a new partner. Mr Chow, Mr Leung and Mr Tse then shared profits and losses in the ratio of 3:2:1 respectively. The partnership prepares its accounts to 31 March annually. Its profit and loss account for the year ended 31 March 2009 is as follows:

	
	$
	$

	Gross trading profit
	
	4,325,000

	Shares trading profit (Note 1)
	
	40,000

	Compensation (Note 2)
	
	50,000

	
	
	4,415,000

	Less: Accountancy fee (Note 3)
	10,000
	

	Motor vehicle written off (Note 4)
	15,000
	

	Rent and rates (Note 5)
	348,000
	

	Salaries and allowances (Note 6)
	1,410,000
	

	Interest (Note 7)
	205,000
	

	Contributions to MPF scheme (Note 8)
	111,000
	

	Bad debts (Note 9)
	92,000
	

	Legal fee (Note 10)
	43,000
	

	Entertainment (Note 11)
	270,000
	

	Motor car expenses (Note 12)
	87,000
	

	Repairs and maintenance (Note 13)
	190,000
	

	Commission (Note 14)
	310,000
	

	Printing and stationery
	82,000
	

	Electricity and telephone
	51,000
	

	Depreciation
	123,000
	

	Sundry expenses (Note 15)
	270,000
	3,617,000

	Net profit for the year
	
	798,000


Notes:

(1)
The profit was derived from trading of Hong Kong listed shares.

	
	
	$

	(2)
	Compensation received from suppliers for breach of contracts
	60,000

	
	Compensation received from insurance company for motor vehicle stolen
	10,000

	
	Compensation paid to a customer who was injured by an object falling from the ceiling while visiting the business premises
	(20,000)

	
	
	50,000


(3)
This was the fee for the preparation of the partnership’s profits tax return.

	(4)
	This was the loss due to the motor vehicle stolen as mentioned in note (2) above. The loss was computed as follows:

Cost

Less: Accumulated depreciation
	80,000

65,000

	
	
	15,000

	
	
	

	(5)
	Rent for business premises
	180,000

	
	Rent for Mr Chow’s residence
	156,000

	
	Rates for business premises
	12,000

	
	
	348,000


The business premises is owned by Mr Chow’s spouse. The market rent of the business premises was $240,000. Mrs Chow reported the rent received in her tax return.

	(6)
	Partners’ salaries
	

	
	Mr Chow
	180,000

	
	Mr Leung
	240,000

	
	Mr Tse
	66,000

	
	Mrs Leung
	120,000

	
	Mrs Tse
	144,000

	
	Other employees
	660,000

	
	
	1,410,000


Mrs Tse worked as a full-time employee throughout the whole year ended 31 March 2009.

	(7)
	Interest on capital
	

	
	Mr Chow
	30,000

	
	Mr Leung
	40,000

	
	Mr Tse
	10,000

	
	Bank interest
	125,000

	
	
	205,000


Bank interest was paid on a loan obtained from a bank in Hong Kong, which was secured by Mr Leung’s fixed deposit and the loan was wholly used for the partnership’s working capital. Mr Leung received bank interest of $30,000 from such a fixed deposit.

	(8)
	Regular contributions in respect of:
	

	
	Mr Chow
	12,000

	
	Mr Leung
	12,000

	
	Mrs Leung
	12,000

	
	Mr Tse
	3,000

	
	Mrs Tse
	12,000

	
	Other employees (not exceeding 10% of remuneration)
	60,000

	
	
	111,000


	(9)
	Bad debts

	
	
	$
	
	$

	
	Trade debts written off
	90,000
	General provision b/f
	68,000

	
	Loan to staff written off
	20,000
	Profit and loss account
	92,000

	
	General provision c/f
	50,000
	
	

	
	
	160,000
	
	160,000


	(10)
	Renewal of tenancy agreement with Mrs Chow
	8,000

	
	Collection of trade debts
	10,000

	
	Preparation of contracts with suppliers
	20,000

	
	Preparation of loan agreement with employees
	5,000

	
	
	43,000


(11)
It was agreed 1/3 of the expenses related to partners’ private enjoyment.

	(12)
	Petroleum
	52,000

	
	Repairs
	30,000

	
	Fine
	5,000

	
	
	87,000


20% of the motor car expenses was attributable to the partners’ private use.

	(13)
	Replacement of loose tools
	10,000

	
	Expenditure on renovation of business premises
	150,000

	
	Repairs of machinery
	30,000

	
	
	190,000


	(14)
	Mr Leung (for introducing new customers to business)
	20,000

	
	Overseas salesmen
	230,000

	
	Unidentified recipients
	60,000

	
	
	310,000

	
	
	

	(15)
	Surcharge for late payment of trade debts
	13,000

	
	Others (all allowable)
	257,000

	
	
	270,000


Other information:

(16)
No partner elected for personal assessment for the year of assessment 2008/09.

(17)
The partnership incurred capital expenditure of $400,000 on decoration of the business premises on 1 January 2002.

(18)
The assessor agreed that the partnership was entitled to total depreciation allowances for plant and machinery of $234,000 for the year of assessment 2008/09.

Required:

(a)
Compute the partnership’s profits tax liability for the year of assessment 2008/09. Ignore provisional profits tax. Show all your workings.
(20 marks)

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

(i)
Interest expense of $205,000 (Note 7)

(ii)
Surcharge for late payment of trade debts (Note 15)



(6 marks)


(Adapted HKIAAT P5 Hong Kong Taxation December 2007 B1)

(C)
Sole Proprietor

Question 10

Mr Choi carries on a retailing business in Hong Kong. He prepares his accounts to 31 March each year. The profit and loss account for the year ended 31 March 2009 shows the following information:

	
	$
	$

	Gross profit
	
	6,500,000

	Rent received (Note 1)
	
	240,000

	Interest received (Note 2)
	
	40,000

	
	
	6,780,000

	Less: Rent and rates (Note 3)
	436,000
	

	Salaries (Note 4)
	2,755,000
	

	Telephone, water and electricity
	45,000
	

	Compensation (Note 5)
	20,000
	

	Interest (Note 6)
	180,000
	

	Contribution to MPF scheme (Note 7)
	168,000
	

	Motor car expense (Note 8)
	140,000
	

	Bad debts (Note 9)
	80,000
	

	Advertising
	300,000
	

	Entertainment (Note 10)
	280,000
	

	Donations (Note 11)
	160,000
	

	Repairs and maintenance (Note 12)
	300,000
	

	Travel and transportation (Note 13)
	70,000
	

	Insurance (Note 14)
	50,000
	

	Motor car written off (Note 15)
	10,000
	

	Depreciation (Note 15)
	96,000
	

	Sundry expense (Note 16)
	320,000
	5,410,000

	Net profit
	
	1,370,000


Notes:

	
	
	$

	(1)
	Mr Choi owns and receives rental income from the following properties:

Property A in Hong Kong

Property B in Mainland Chine
	216,000

24,000

	
	
	240,000

	
	
	

	(2)
	Interest on fixed deposit placed with Bank A in Hong Kong. The fixed deposit was the business fund.
	35,000

	
	Interest on Mr Choi’s private savings deposit placed with Bank B in Hong Kong
	5,000

	
	
	40,000

	
	
	

	(3)
	Rent of office premises
	187,000

	
	Rent of Mr Choi’s residence
	240,000

	
	Rates of Property A
	9,000

	
	
	436,000


The office premises is owned by Mr B Choi, Mr Choi’s son. The rent charged by his son is at open market rent.

	(4)
	Mr Choi
	360,000

	
	Mrs Choi
	120,000

	
	Mr B Choi (Mr Choi’s son)
	325,000

	
	Other employees
	1,950,000

	
	
	2,755,000


Salaries to Mrs Choi and Mr B were considered to be reasonable with respect to their duties.

	(5)
	Compensation paid to a customer for the cancellation of one of the sale contracts
	50,000

	
	Compensation received for loss of trading stock
	(10,000)

	
	Compensation received for loss of motor car
	(20,000)

	
	
	20,000

	
	
	

	(6)
	Interest on bank overdraft which was secured by Mr Choi’s personal guarantee
	80,000

	
	Interest on loan from Bank A. The loan was secured by the fixed deposit, as mentioned in Note 2.
	100,000

	
	
	180,000

	
	
	

	(7)
	Mr Choi
	12,000

	
	Mr B Choi (18% of salaries)
	58,500

	
	Other employees (5% of salaries)
	97,500

	
	
	168,000


	(8)
	Car parking
	38,000

	
	Other expenses
	102,000

	
	
	140,000

	
	It was agreed that 25% of the other expenses were attributable to Mr Choi’s own private car for his persona use.


	(9)
	General provision c/f
	
	120,000

	
	Trade debts written off
	
	90,000

	
	Loan to Mr B Choi written off
	
	30,000

	
	
	
	240,000

	
	Less: General provision b/f
	140,000
	

	
	Trade debt recovered (previously allowed as deduction)
	20,000
	160,000

	
	
	
	80,000


(10)
It was agreed that 10% of the expenses were not expended for business purposes.

	(11)
	Subscription to trade associations
	12,000

	
	Cash donations to approved charitable organizations in Hong Kong
	148,000

	
	
	160,000

	
	
	

	(12)
	Repairs of fixed assets
	40,000

	
	Renovation of office premises
	260,000

	
	
	300,000

	
	
	

	(13)
	Overseas business trips by Mr Choi
	30,000

	
	Transportation of goods
	40,000

	
	
	70,000

	
	
	

	(14)
	Premium on Mr Choi’s life insurance
	30,000

	
	Fire insurance premium
	10,000

	
	Labour insurance premium
	10,000

	
	
	50,000


	(15)
	
	Furniture & equipment
	Motor car

	
	
	$
	$

	
	Net book value b/f
	45,000
	10,000

	
	Additions
	135,000
	200,000

	
	
	180,000
	210,000

	
	Less: Motor car written off
	
	10,000

	
	
	
	200,000

	
	Depreciation for the year
	36,000
	60,000

	
	Net book value c/f
	144,000
	140,000


(a)
The tax written down values of plant and machinery brought forward from the year of assessment 2007/08 are as follows:

20% pool:
$20,000

30% pool:
$41,000

(b)
The annual allowance rates on the newly acquired equipment and motor car are 20% and 30% respectively.

(c)
The compensation of $20,000 for the motor car written off was included in the compensation account, as mentioned in note (5).

(16)
All sundry expenses were allowable for tax purposes.

Other information:

(17)
Mr Choi did not elect for personal assessment for the year of assessment 2008/09.

(18)
The assessor agreed that Mr Choi was entitled to claim commercial building allowance based on a deemed cost of construction of $138,000 as at 1 April 2004 in respect of the office premises.

Required:

(a)
Compute Mr Choi’s profits tax liability for the year of assessment 2008/09. Ignore provisional profits tax. Show all your workings.
(20 marks)

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

(i)
fixed deposit interest received (Note 2); and

(ii)
interest paid (Note 6).
(6 marks)



(Total 26 marks)



(Adapted HKIAAT P5 Hong Kong Taxation June 2004 B1)

Question 11

Mr Lee has carried on his business in Hong Kong since 1990 and closes his business on 31 August each year. Mr Lee ceased his business on 31 January 2009. His profit and loss account for the year ended 31 August 2008 and the period from 1 September 2008 to 31 January 2009 are as follows:

	
	Year ended 31 August 2008
	1 September 2008 to 31 January 2009

	
	$
	$

	Gross profit
	2,944,000
	1,100,000

	Discounts received
	31,000
	12,000

	Release of debt (Note 1)
	-
	30,000

	Profit on sale of fixed assets
	-
	17,000

	Bank interest received (Note 3)
	25,000
	3,000

	
	3,000,000
	1,162,000

	Less: Expenses
	
	

	Rent and rates (Note 4)
	148,400
	74,200

	Salaries (Note 5)
	1,420,000
	950,000

	Regular contributions to MPF scheme (Note 6)
	86,000
	38,000

	Proprietor’s salary
	240,000
	120,000

	Water and electricity
	25,000
	11,000

	Bad debts (Note 7)
	84,000
	4,000

	Bank interest (Note 8)
	222,000
	83,000

	Motor car expenses (Note 9)
	120,000
	42,000

	Telephone (Note 10)
	26,000
	15,000

	Depreciation
	70,000
	-

	Charitable donations (Note 11)
	100,000
	10,000

	Sundry expenses (Note 12)
	88,000
	55,000

	
	2,629,400
	1,402,200

	Net profit (loss)
	370,600
	(240,200)


Notes:

(1)
Mr Lee purchased goods from his supplier, X Ltd, for $300,000 in August 2007 and included the cost in the cost of sales in that year. Mr Lee paid $270,000 to X Ltd in November 2007 but was unwilling to pay the balance as he considered that some goods were below the required standard. On 10 January 2009, X Ltd agreed to release the unpaid debt of $30,000.

	
	
	$
	$

	(2)
	Net book value of furniture and fixtures
	
	13,000

	
	Net book value of motor car
	
	5,000

	
	
	
	18,000

	
	Sale proceeds of furniture and fixtures (Note 13)
	25,000
	

	
	Sale proceeds of motor car (Note 13)
	10,000
	35,000

	
	Profit on sale of fixed assets
	
	17,000


(3)
The interest was received on a fixed deposit in the name of Mr Lee with a bank in Hong Kong. The deposit was used to secure the loan granted by the bank wholly for the purchase of business trading stock.

	(4)
	Rent for office premises
	144,000
	72,000

	
	Rates for office premises
	4,400
	2,200

	
	
	148,400
	74,200

	
	Mr Le was the owner of the office premises.
	
	

	
	
	
	

	(5)
	Mr Lee’s wife
	180,000
	90,000

	
	Mr B Lee (Mr Lee’s son)
	300,000
	150,000

	
	Other employees
	940,000
	370,000

	
	Severance payment
	-
	340,000

	
	
	1,420,000
	950,000


(a)
Salaries paid to Mr Lee’s wife and Mr B Lee were considered to be reasonable with regards to the nature of duties performed.

(b)
Severance payment on cessation of business was paid to other employees in accordance with the Employment Ordinance.

	(6)
	Regular contributions to MPF scheme:
	
	

	
	Mr Lee
	12,000
	6,000

	
	Mrs Lee
	12,000
	6,000

	
	Mr B Lee
	15,000
	7,500

	
	Other employees (at 5%)
	47,000
	18,500

	
	
	86,000
	38,000


	(7)
	General provision carried forward
	14,000
	-

	
	Trade debts written off
	50,000
	20,000

	
	Loan to staff written off
	30,000
	4,000

	
	
	94,000
	24,000

	
	Loan to staff recovered
	-
	(6,000)

	
	General provision brought forward
	(10,000)
	(14,000)

	
	
	84,000
	4,000

	
	
	
	

	(8)
	Loan interest
	140,000
	50,000

	
	Mortgage loan interest
	82,000
	33,000

	
	
	222,000
	83,000


(a)
The loan was secured by the fixed deposit as mentioned in Note (3).

(b)
The mortgage loan interest was paid on loan obtained from a bank in Hong Kong to finance the purchase of business premises.

	(9)
	Petroleum
	70,000
	25,000

	
	Repairs
	28,000
	6,000

	
	Other expense
	20,000
	10,000

	
	Fines
	2,000
	1,000

	
	
	120,000
	42,000


It was agreed that 50% of the motor car expenses related to Mr Lee’s private use.

(10)
It was agreed that 20% of the telephone expenses related to Mr Lee’s private use.

(11)
Charitable donations were cash donations to recognized charitable institutions.

(12)
All sundry expenses were allowable for profits tax purposes.

(13)
The tax written-down value of plant and machinery brought forward as at 1 September 2007 were as follows:

	20% pool
	$13,000

	Motor car (AA: 30%)
	$12,000


(a)
The assets included in 20% pool were furniture and fixtures.

(b)
50% usage of the motor car was attributable to Mr Lee’s private use.

(14)
Mr Lee has not elected for personal assessment for the year of assessment 2008/09.

Required:

(a)
Compute Mr Lee’s profits tax liability for the year of assessment 2008/09. You are required to specify the basis period in your answer. Show all your workings.



(21 marks)

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

(i)
release of debt (Note 1); and

(ii)
bank interest paid (Note 8).



(5 marks)



(Total 26 marks)



(Adapted HKIAAT P5 Hong Kong Taxation December 2004 B1)

Question 12

Mr Chu commenced his trading business in Hong Kong on 1 July 2007. He prepares his first set of accounts to 31 December 2008. His profit and loss account for the period from 1 July 2007 to 31 December 2008 is as follows:

	
	$
	$

	Gross trading profit
	
	6,360,000

	Exchange gain (Note 1)
	
	15,000

	Bank interest received (Note 2)
	
	134,000

	
	
	6,509,000

	Less: Salaries and allowance (Note 3)
	1,800,000
	

	Commission (Note 4)
	720,000
	

	Rent and rates (Note 5)
	750,000
	

	Advertising
	450,000
	

	Legal fee (Note 6)
	90,000
	

	Contributions to MPF scheme (Note 7)
	585,500
	

	Water and electricity (Note 8)
	110,000
	

	Insurance premium (Note 9)
	86,000
	

	Telephone
	30,000
	

	Motor car expenses (Note 10)
	250,000
	

	Transportation (Note 11)
	143,000
	

	Entertainment (Note 12)
	360,000
	

	Bad debts (Note 13)
	69,000
	

	Bank interest (Note 14)
	160,750
	

	Depreciation
	100,000
	

	Sundry expenses (Note 15)
	338,000
	6,042,250

	Net profit for the period
	
	466,750


Notes:

(1)
This was arising from the settlement of trade debts with the overseas suppliers.

	
	
	$

	(2)
	Interest on Mr Chu’s private fixed deposit with a bank in Hong Kong
	80,000

	
	Interest paid by overseas customers on overdue accounts
	54,000

	
	
	134,000

	
	
	

	(3)
	Mr Chu’s salaries
	450,000

	
	Other staff salaries
	1,350,000

	
	
	1,800,000

	
	
	

	(4)
	Overseas agents
	500,000

	
	Local agents
	200,000

	
	Unidentified recipients
	20,000

	
	
	720,000

	
	
	

	(5)
	Rent for Office A
	180,000

	
	Rent for Office B
	216,000

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

	
	Rates for Office A
	11,000

	
	Rates for Office B
	13,000

	
	
	750,000


Mr Chu is the owner of Office A. He put the property for his business use immediately after acquisition.

	(6)
	Preparation of tenancy agreement for Office B
	9,000

	
	Collection of trade debts
	15,000

	
	Preparation of accounts
	66,000

	
	
	90,000

	
	
	

	(7)
	Initial contribution to MPF scheme
	500,000

	
	Mr Chu’s mandatory contributions to MPF scheme
	18,000

	
	Mandatory contributions to MPF scheme of other staff
	67,500

	
	
	585,500

	
	
	

	(8)
	For Office A & B
	91,200

	
	For Mr Chu’s residence
	18,800

	
	
	110,000


	(9)
	Insurance premium on labour policy for the employees
	22,000

	
	Insurance premium on fire policy of Office A
	18,000

	
	Insurance premium on Mr Chu’s life policy
	46,000

	
	
	86,000

	
	
	

	(10)
	Fine
	5,000

	
	Other expenses
	245,000

	
	
	250,000


30% of the motor car expenses was attributable to Mr Chu’s private use.

(11)
All the expenses were spent for the delivery of goods to the customers.

(12)
40% of the expenses was attributable to Mr Chu’s private use.

	(13)
	Trade debts written off
	29,000

	
	General provision for bad debts
	40,000

	
	
	69,000

	
	
	

	(14)
	Mr Chu borrowed $2 million from a bank in Hong Kong. The loan was secured by Mr Chu’s private fixed deposit of $2 million placed with the bank as mentioned in note (2). The loan was wholly used for the purchase of trading stock for his business.
	138,000

	
	Hire purchase interest
	22,750

	
	
	160,750


(15)
All sundry expenses were allowable for profits tax purposes.

(16)
Mr Chu acquired the following assets:
	
	
	$

	1 July 2007
	Furniture (AA: 20%)
	180,000

	
	Computer (AA: 30%)
	30,000

	
	Office equipment (AA: 30%)
	50,000

	
	
	

	1 March 2008
	Furniture (AA: 20%)
	20,000


(17)
On 1 November 2007, Mr Chu purchased a motor car (AA: 30%) by means of hire purchase on the following items:

	Cash price:
	$200,000

	Downpayment:
	$50,000

	Monthly instalment:
	$8,000 each commencing 1 December 2007 for 24 months


As mentioned in note (10), 30% of the usage of the car was attributable to Mr Chu’s private purposes.

(18)
Mr Chu incurred the following decoration expenditure on its office premises at the commencement of the business:

	Office A:
	$200,000

	Office B:
	$100,000


(19)
Mr Chu does not elect for personal assessment for the years of assessment 2007/08 and 2008/09.

(20)
All the trading profits are sourced in Hong Kong.

Required:

(a)
Compute Mr Chu’s respective profits tax liabilities for the years of assessment 2007/08 and 2008/09. Ignore provisional profits tax. Show all your workings.
(22 marks)

(b)
Briefly explain your tax treatment of the interest income as mentioned in note (2).



(4 marks)



(Total 26 marks)



(Adapted HKIAAT P5 Hong Kong Taxation June 2007 B1)

Question 13

Mr Lee has carried on his trading business in Hong Kong for many years and all his trading profits are chargeable to profits tax. He closes his accounts to 31 December annually. His profit and loss account for the year ended 31 December 2008 is as follows:

	
	$
	$

	Gross profit
	
	7,465,200

	Share of profit in a partnership business (Note 1)
	
	320,000

	Interest income (Note 2)
	
	120,000

	Rental income (Note 3)
	
	180,000

	
	
	8,085,200

	Less: Salaries (Note 4)
	3,800,000
	

	Contributions to MPF scheme (Note 5)
	240,000
	

	Rent and rates (Note 6)
	152,000
	

	Interest paid (Note 7)
	310,000
	

	Entertainment (Note 8)
	150,000
	

	Motor vehicles expenses (Note 9)
	170,000
	

	Advertising
	190,000
	

	Water & electricity (Note 10)
	40,000
	

	Telephone charges for business
	27,000
	

	Donations (Note 11)
	460,000
	

	Bad debts (Note 12)
	110,000
	

	Insurance (Note 13)
	90,000
	

	Commission (Note 14)
	330,000
	

	Repairs (Note 15)
	270,000
	

	Depreciation
	149,000
	

	General expenses (Note 16)
	300,000
	6,788,000

	Net profit for the year
	
	1,297,200


Notes:

(1)
Mr Lee is a partner of a partnership business in Hong Kong.

	
	
	$

	(2)
	Interest on Mr Lee’s personal fixed deposit with Bank A in Hong Kong
	37,000

	
	Interest on business fund’s fixed deposit with Bank B in Hong Kong (The deposit is used to secure the banking facilities granted to the business.)
	80,000

	
	Interest from overseas customers for late settlement of accounts
	3,000

	
	
	120,000


(3)
The property is situated in Hong Kong and is owned by Mr Lee.

	(4)
	Mr Lee
	300,000

	
	Mrs Lee
	180,000

	
	Mr T Lee (Mr Lee’s son)
	240,000

	
	Other employees
	3,080,000

	
	
	3,800,000


It is considered that the salaries paid to Mrs Lee and Mr T Lee were commensurate with their work.

	(5)
	Mr Lee
	18,000

	
	Mr T Lee
	24,000

	
	Other employees (less than 10%)
	198,000

	
	
	240,000

	
	
	

	(6)
	Rent for business premises
	144,000

	
	Rates for business premises
	8,000

	
	
	152,000

	
	Mr Lee is the owner of the business premises.
	

	
	
	

	(7)
	Mortgage loan interest for business premises
	150,000

	
	Interest paid to Bank B (Note 2)
	160,000

	
	
	310,000


(8)
It is agreed that 30% of the expense was by Mr Lee for his private purposes.

	(9)
	Carparking expenses
	60,000

	
	Traffic fines
	4,000

	
	Other expenses
	106,000

	
	
	170,000


It is agreed that 40% of the other expenses were attributable to Mr Lee’s private use.

	(10)
	Water and electricity for business premises
	27,000

	
	Water and electricity for Mr Lee’s residence
	13,000

	
	
	40,000


	(11)
	Purchase cost of 10 television sets donated to an approved charitable organization
	30,000

	
	Cash donations to various approved charitable organizations
	430,000

	
	
	460,000

	
	
	

	(12)
	General provision c/f
	130,000

	
	Trade debts written off
	160,000

	
	Loan to an employee
	20,000

	
	
	310,000

	
	General provision b/f
	200,000

	
	Profit and loss account
	110,000

	
	
	

	(13)
	Premium for Mr Lee’s life insurance policy
	30,000

	
	Premium for employees’ compensation insurance policy
	20,000

	
	Premium for insurance policy for trading stock
	40,000

	
	
	90,000

	
	
	

	(14)
	Commission to overseas agents
	200,000

	
	Commission to local salesmen
	130,000

	
	
	330,000

	
	
	

	(15)
	Renovation expenditure for office premises
	200,000

	
	Repairs on plant and machinery
	70,000

	
	
	270,000


(16)
All expenses were deductible for profits tax purposes.

(17)
Tax written down values of plant and machinery brought forward from the year of assessment 2007/08 were as follows:

	20% pool:
	$47,000

	30% pool
	$53,000

	Motor vehicle under hire purchase (AA: 30%):
	$26,000


The final instalment of the motor vehicle under hire purchase was settled on 1 October 2007.

Mr Lee purchased the following plant and machinery for his business use during the year:

	Furniture & fitting (AA: 20%):
	$120,000

	Computer (AA: 30%)
	$60,000

	Electrical equipment (AA: 30%)
	$20,000


(18)
Mr Lee purchased a motor car (AA: 30%) for personal use in July 2006 for $250,000. He started to use the car also for his business from 1 March 2008. It was agreed that 50% of the usage was attributable to personal use. The market value of the motor car as at 1 March 2008 was $180,000.

(19)
Mr Lee has not elected for personal assessment for the year of assessment 2008/09.

Required:

(a)
Compute Mr Lee’s profits tax liability for the year of assessment 2008/09. Ignore provisional profits tax. Show all your workings.
(21 marks)

(b)
Briefly explain your tax treatment of interest income (Note 2) in the profits tax computation.
(5 marks)



(Total 26 marks)



(Adapted HKIAAT P5 Hong Kong Taxation December 2008 B1)
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