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Case No. D73/06

Profits tax — assessment and additional assessment of profits— roydty — bad debts — salaries —
entertainment fees — liging fees — professond fees — sections 16(1)(d) and 68(4) of Inland
Revenue Ordinance (' IRO" ) [Decison in Chinese]

Pand: Anthony So Chun Kung (chairman), Shirley Conway and Duffy Wong Chun Nam.

Dates of hearing: 29, 30 June and 23 August 2006.
Date of decison: 28 December 2006.

The gppellant was a company incorporated in Hong Kong on 16 May 1996. The appellant
obtained franchise from a P company in country O to do wholesde of leather garments, handbags,
glasses and fashion accessories. The gppellant signed a contract with P company for the overal
franchise for a period of 10 years. According to the contract, the gppellant could sub-grant the
franchise to authorized sellers and obtain royalty which had to be shared with P company on a
50/50 basis; but the gppdlant must pay P company an amount of royaty not less than the specified
guaranteed minimum royaty. The gppellant sub-granted the franchise to authorized sdllersin Hong
Kong, Macau and the Mainland to distribute the products of P company. The appdlant signed
agreements with the authorized sdllers by which the appellant was to receive 7% of the amount of
turnover asroyadlty for the franchise, and the authorized sellers must pay the appd lant an amount of
royaty not |ess than the specified guaranteed minimum royaty.

The gppdlant objected to the assessment of its profits in the years of assessment of
1998/99 and 2002/03 and the additiona assessment of its profits for the four years of assessment
of 1999/2000, 2001/02, 2002/03. The objections concerned roydty income in the sum of
$38,885 and $740,930 respectively, royaty payments of $349,518 and 1,532,671 respectively,
bad debts $2,877,890, professiona fees $426,565, listing fees $1,258,000, dtaff sdaries
(concerning the sdary paymentsto the mothers of the three directors of the gppd lant, who were dl
above 60 years of age), and entertainmernt fees etc.

Hed:

1. Regarding the royaty income, the assessor’ s assessment of the amounts of $38,885
and $740,930 as the appellant’ s royaty income was based on objective facts, and
was not unreasonable. Therefore, the Board would not interfere.
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2. Asfor the roydty payments, the gppdlant was not able to discharge its burden to
prove that it was incorrect for the Revenue to use 32% of the appdlant’ s roydty
income as the codts for such income. Accordingly, the Board would not interfere
with the decison of the Deputy Commissioner to assess as taxable profits the
amounts of roydty payments which exceeded the 32% bag's, namely the amount of
$349,518 in the year of assessment of 1997/98, and the amount of $1,532,671 in
the year of assessment of 1998/99.

3. Asfor the request for deduction of the bad debts, the gppd lant did not discharge its
burden to prove that such bad debts were incurred. Therefore, the Board did not
support the agppdlant’ s request according to sections 16(1)(d) and 68(4) of the
IRO.

4, Asfor the sdlaries of the mothers of the three directors of the appelant, the basic
test for whether salary payments were deductible should be if the employee did
work for the employer and was entitled to be paid, or the employee could ask the
Labour Tribund to compel the employer to pay the sdary, then the rdlevant dary
payments should be deductible. Whether the employers were taking care of their
relatives should not be a relevant factor for consderation. After dl, in red life,
private enterprises did not always do public recruitment and refuse to use rdatives,
it would be unreasonable to refuse to deduct salary payments merely because there
was aredive reaionship. Asto the amount of sdary, whether the employee was
required by the employer’s busness, and whether the employer enrolled the
employeeinto aMandatory Provident Fund scheme and paid for it, were al matters
for the employer’ s management of its business, and the Board should not set alimit
for the employer.

5. On the other hand, if the evidence showed that the employees did not work for the
employer or the salaries were not possibly paid for the work for which they were
employed, of course the sdlary payments could not be deducted. However, the
Board did not consider that the salaries received by the three madams in this case
were not for paying for thework for which they were employed. The Board dso did
not agree that asdary of $8,000 wasfar exceeding the reasonable leve of salary for
doing cleaning and ddivery tasks. Accordingly, the Board supports the gppelant’ s
request for deduction of the three madams  * sdlaries .

6. On the entertainment fees, as the same for other expenditures, expenditures without
invoices to support that they were related to the business would not be deducted.
This was a basc principle. The appdlant was not able to prove that the
entertainment fees were dl its busness expenditures. As a matter of fact, the
gppellant did not adduce evidence to prove the actua amount of its entertainment
fees, let doneto provethat the 1/3 deduction wasincorrect. Accordingly, the Board
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would not interfere with the Revenue' s assessment in deducting only 1/3 of the
entertainment fees.

7. As for the listing fees, since listing was for collection of capitdl, such fees were
obvioudy capita in nature, and was not reevant for the company’ s business or
profits, and must not be deducted. This was not disputed, and accepted by the
gopelant’ s representative.  Accordingly, the Board confirmed the Deputy
Commissoner’ s assessment of the listing fees of $1,258,000 as the gppedllant’ s
taxable profits for the year of assessment of 2002/03.

8. Regarding professiond fees, the appdlant did not adduce evidenceto provethat the
fees were related to the company’ s busness. In the hearing, the appelant’ s
representative dleged that the fees were legd fees reaed to the ligting of the
company. If that was the case, such feeswere capita in nature, and could not have
been the gppellant’ s business expenditure, and were not deductible. Accordingly,
the Board did not support the appellant’ s request for deduction of the professiond
fees.

Appeal allowed in part.

Taxpayer represented by its representatives.
Chan Tak Hong and Wong Y ee Man for the Commissioner of Inland Revenue.
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