Profits Tax – Supplementary Questions

Question 1 – Limited Company
Marvel Limited carries on a trading business in Hong Kong and prepares its accounts to 31 December each year. Its profit and loss account for the year ended 31 December 2008 shows the following information:

	
	$
	$

	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


	Other income:
	
	

	Dividend (Note 2)
	150,000
	

	Interest received (Notes 3 and Note 12)
	100,000
	

	Rental income (Note 4)
	200,000
	

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

	Share of partnership profit (Note 6)
	900,000
	

	Misappropriated fund recovered (Note 7)
	300,000
	1,655,000

	
	
	9,186,000

	Less: Expenses
	
	

	Auditor’s fee
	20,000
	

	Directors’ fees (Note 8)
	800,000
	

	Rent and rates (Note 9)
	340,000
	

	Salaries and allowances
	2,300,000
	

	Commission (Note 10)
	450,000
	

	Contributions to recognized retirement scheme (Note 11)
	444,000
	

	Freight charges
	140,000
	

	Interest (Note 12 and 13)
	1,200,000
	

	Bad debts (Note 14)
	380,000
	

	Compensation (Note 15)
	190,000
	

	Donations (Note 16)
	600,000
	

	Tax paid (Note 17)
	198,000
	

	Legal fee (Note 18)
	220,000
	

	Repairs (Note 19)
	450,000
	

	Sundry expense (Note 20)
	130,000
	

	Depreciation
	110,000
	

	Terminal payment (Note 21)
	500,000
	

	Motor vehicle expenses (Note 22)
	175,000
	8,457,000

	Net profit
	
	729,000


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 Marvel Holdings Ltd. Marvel Holdings Ltd is the parent company of Marvel 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)
Dividend was received from Marce Limited, Marvel’s subsidiary, which carries on a business in Singapore.

	
	
	$

	(3)
	Interest on loan to an employee
	20,000

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

	
	
	100,000


	(4)
	The property is situation in Hong Kong.
	


	(5)
	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
	
	


(6)
Marvel Limited is a partner of ABC Co. The partnership business carries on business in Hong Kong.

(7)
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.
	(8)
	Director’s fee to Mr Sze
	500,000

	
	Director’s fee to Mr Chong
	300,000

	
	
	800,000

	
	
	

	(9)
	Rent and rates for directors’ quarters
	308,000

	
	Rates for office premises
	32,000

	
	
	340,000

	
	
	

	(10)
	Salesmen’s commission
	300,000

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

	
	Commission to undisclosed recipients
	100,000

	
	
	450,000

	
	
	

	(11)
	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

	
	Provision for special contribution to the schcme
	200,000

	
	
	444,000


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

	(12)
	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 3).

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


	(13)
	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 Sze’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.
	(14)
	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


	(15)
	Compensation paid for cancellation of trading contracts
	
	250,000

	
	Compensation received for a motor vehicle (AA: 30%) stolen
	
	(60,000)

	
	
	
	190,000


	(16)
	Cash donations to approved charitable organizations.
	

	
	
	

	(17)
	Property tax for the year of assessment 2008/09
	24,000

	
	Profits tax
	140,000

	
	Salaries tax for an employee
	34,000

	
	
	198,000

	
	
	

	(18)
	Legal fee for preparation of tenancy agreement of the leased property (Note 4)
	5,000

	
	Legal fee for recovery of trade debts
	5,000

	
	Legal fee for purchase of Property A (Note 13)
	60,000

	
	Legal fee for purchase of Property B (Note 13)
	40,000

	
	Accountancy fee for filing of tax returns
	10,000

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

	
	
	220,000

	
	
	

	(19)
	General repairs
	20,000

	
	Renovation expenditure for office premises
	300,000

	
	Renovation expenditure for directors’ quarters
	130,000

	
	
	450,000


(20)
All sundry expenses were allowable for tax purposes.

	(21)
	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


	(22)
	Parking fees
	28,000

	
	Petroleum
	87,000

	
	Repairs and other expenses
	56,000

	
	Fine
	4,000

	
	
	175,000


Other information:

(23)
The tax written down values of plant and machinery brought forward as at 1 January 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.

(24)
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


The balance is to be paid by 20 equal monthly instalments of $17,000 starting from 1 July 2008.
(25)
The company incurred costs of construction of $2,000,000 for its factory in the year of assessment 2004/05.

(26)
Marvel 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 the amount of depreciation allowance of plant and machinery available to Marvel Ltd for the year of assessment 2008/09.
(4 marks)

(b)
Compute the amount of industrial building allowance and commercial building allowance that can be made by Marvel Ltd for the year of assessment 2008/09.



(4 marks)

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

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

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

(i)
bank interest paid (Note 12 and 13);
(11 marks)

(ii)
legal fee (Note 17);
(3 marks)
(iii)
Contributions to recognized retirement scheme (Note 11).
(5 marks)



(Total 51 marks)

Question 2 – Partnership

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

	Dividend (Note 2)
	
	11,000

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

	Shares of trading profit (Note 4)
	
	40,000

	Compensation received (Note 5)
	
	50,000

	
	
	4,434,000

	Less: Salaries and allowances (Note 6)
	1,900,000
	

	Contributions to recognized retirement scheme (Note 7)
	164,000
	

	Bad debts (Note 8)
	175,000
	

	Insurance (Note 9)
	30,000
	

	Rent and rates (Note 10)
	280,000
	

	Professional fee (Note 11)
	48,000
	

	Advertising
	70,000
	

	Telephone, water and electricity
	170,000
	

	Staff mess (Note 12)
	90,000
	

	Medical expenses (Note 13)
	40,000
	

	Interest (Note 14)
	454,000
	

	Travelling expenses (Note 15)
	45,000
	

	Motor vehicles running expenses (Note 16)
	117,000
	

	Repairs (Note 17)
	720,000
	

	Commission (Note 18)
	310,000
	

	Donations (Note 19)
	160,000
	

	Sundry expenses (Note 20)
	162,000
	

	Depreciation
	175,000
	5,110,000

	Net loss
	
	(676,000)


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

	
	
	

	(5)
	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

	
	
	

	(6)
	Mr Chan (partner)
	486,000

	
	Mr Lee (partner)
	486,000

	
	Other employees
	928,000

	
	
	1,900,000

	
	
	

	(7)
	Initial contribution
	100,000

	
	Annual contributions for employees
	40,000

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

	
	
	164,000

	
	
	

	(8)
	Trade debts
	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

	
	
	175,000

	
	
	

	(9)
	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

	
	
	

	(10)
	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.

	
	
	

	(11)
	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

	
	
	

	(12)
	All the employees enjoyed the mess facilities.
	

	
	
	

	(13)
	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.


	(14)
	Bank overdraft interest
	
	50,000

	
	Interest on loan from Ruby Ltd
	
	74,000

	
	Interest on capital:
	
	

	
	Ruby Ltd
	150,000
	

	
	Mr Chan
	90,000
	

	
	Mr Lee
	90,000
	330,000

	
	
	
	454,000

	
	The bank overdraft facility was granted by Hongkong Bank and was secured by Mr Chan’s property and by Mr Lee’s fixed deposit and the loan was wholly used for the partnership’s working capital. Mr Lee received bank interest of $10,000 from such a fixed depost.

	
	
	
	

	
	
	
	

	(15)
	Overseas travel for business by Mr Chan and Mr Lee.
	
	

	
	
	
	

	(16)
	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
	
	

	
	
	
	

	(17)
	General repairs
	
	70,000

	
	Renovation of office premises
	300,000

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

	
	
	
	720,000


	(18)
	Mr Chan (for introducing new customers to business)
	
	20,000

	
	Overseas salesmen
	230,000

	
	Unidentified recipients
	60,000

	
	
	310,000


(19)
These were cash donations made to the Hong Kong Community Chest on 31 October 2008.

(20)
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.



(33 marks)
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