Profits Tax – Supplementary Questions

Answer 1

(a)

Marvel 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)

Marvel 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


Commercial building allowance

Year of assessment 2008/09

	
	
	$
	

	Qualifying expenditure (Cost of decoration)
	
	300,000
	

	Annual allowance – 4% on $300,000
	
	12,000
	2


(c)

	Marvel Limited
	

	Profits tax computation
	

	Year of assessment 2008/09
	

	Basis period: year ended 31 December 2008
	0.5

	
	$
	$
	

	Profits per accounts
	
	539,000
	0.5

	Add: Sales proceeds of computer
	
	8,000
	0.5

	Commission to undisclosed recipients
	
	100,000
	0.5

	Commission to overseas agent for offshore trading profit
	
	50,000
	0.5

	Contributions to recognized retirement scheme

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

	Provision for special contribution
	
	200,000
	0.5

	Interest paid to Marce Ltd
	
	120,000
	0.5

	Mortgage loan interest
	
	360,000
	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

	Legal fee for purchase of Property B
	
	40,000
	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 of plant and machinery
	
	340,000
	0.5

	Depreciation
	
	110,000
	0.5

	Terminal payment
	
	300,000
	1

	Fine
	
	4,000
	0.5

	
	
	3,579,000
	


	Less: Dividend
	150,000
	
	0.5

	Profit on sale of fixed asset
	5,000
	
	0.5

	Share of partnership profit
	900,000
	
	0.5

	Compensation received (Note 15)
	60,000
	
	0.5

	Special contribution made to the scheme

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

	Loan recovered from ex-employee
	20,000
	1,195,000
	1

	
	
	2,384,000
	

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

	Industrial building allowance
	80,000
	
	0.5

	Commercial building allowance
	12,000
	298,592
	0.5

	
	
	2,085,408
	

	Less: Approved charitable donations
	
	600,000
	0.5

	Assessable profit
	
	1,485,408
	1

	
	
	
	

	Profits tax payable ($1,485,408 x 16.5%)
	
	245,092
	0.5

	
	
	
	22


(d)

Marvel 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)(i)
	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


	(e)(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


	(e)(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


	(e)(iii)
	

	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 $300,000 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

	
	5


Answer 2
Ruby Ltd, Mr Chan and Mr Lee

Profits tax computation

Period: 1 July 2007 to 31 December 2008

	
	$
	$
	

	Loss per account
	
	(676,000)
	0.5

	Less: Interest on fixed deposit
	55,000
	
	0.5

	Dividends
	11,000
	
	0.5

	Decrease in general provision for bad debt

$(100,000 – 90,000)
	10,000
	
	1

	Compensation received from motor vehicles stolen
	10,000
	86,000
	0.5

	
	
	(590,000)
	

	Add: Proceeds on sale of computer

$(5,000 – 3,000)
	2,000
	
	1

	Compensation to injured customer
	20,000
	
	1

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

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

	Loan to ex-staff member written off
	20,000
	
	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 loan from Ruby Ltd
	74,000
	
	0.5

	Interest on capital
	330,000
	
	0.5

	Bank interest
	10,000
	
	1

	Fines
	5,000
	
	0.5

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

	Decoration
	350,000
	
	0.5

	Commission to Mr Chan
	20,000
	
	0.5

	Commission to unidentified recipients
	60,000
	
	0.5

	Donations
	160,000
	
	0.5

	Depreciation
	175,000
	2,557,700
	0.5

	
	
	2,190,700
	

	Adjusted profit
	
	1,967,700
	1



P. 3

