INLAND REVENUE BOARD OF REVIEW DECISIONS

Case No. D100/03

Profits Tax — sde of a property — whether trading asset or capita asset — trading profit is
chargeable to profitstax — ascertain the intention of the gppellant at the time of the acquisition —
intention to hold property as a capitdl investment must be definite — stated intention not decisve —
actud intention must be determined objectively — onus of proof rests on gppellant — andysis on the
bas's of the * badges of trade as described in Marson v Morton — section 68(4) of the Inland
Revenue Ordinance (‘IRO’).

Pandl: Ronny Wong Fook Hum SC (chairman), Carlson Tong and Stephen Y am Chi Ming.

Dates of hearing: 1 September and 7 November 2003.
Date of decison: 20 February 2004.

The appdlant wasacompany incorporated in Hong Kongon 11 July 1989. At al materia
times, itsnomina and i ssued capita was $10,000 divided into 10,000 shares of $1 each. Mr A and
hisbrother Mr B each held 5,000 sharesin theappd lant. They aso made up the board of directors
of theappe lant whose principa activities conssted of property investment and provison of design
and management services.

Mr A and Mr B hdd interestsin other companies.

The appdlant had along history of property dedingsinvolving 10 properties.

Among these 10 properties, Property 7, which was a duplex flat purchased by the
appellant for $16,650,000 in June 1993, was the subject matter of the present gpped. By an
agreement dated 11 October 1994, the appdlant sold Property 7 to Company W for
$28,000,000.

Theissue on apped was whether the Commissioner’ s determination dated 30 May 2003
was correct in rgecting the appellant’ s objection that the profit derived by the appdlant from the
sde of Property 7 was atrading profit chargeable to profits tax.

The facts gppear sufficiently in the judgment.

Hed:
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The applicable principles

1.

3.

Itistritelaw to ascertain theintention of theappd lant a the time of the acquigition of
Property 7 in order to determine whether that flat was purchased as capital asset or
trading asset. Asdtated by Lord Wilberforcein Smmonsv IRC (1980) 53 TC 461

‘ Trading requires an intention to trade: normally the question to be asked is
whether thisintention existed at the time of the acquisition of the asset. Was
it acquired with the intention of disposing of it at a profit, or wasit acquired
as a permanent investment?’

An intention to hold property as a capital invesment must be definite. The Stated
intention of the taxpayer was not decisve. Actud intention can only be determined
objectively. In All Best WishesLtd v CIR (1992) 3 HKTC 750 Mortimer J gave
the following guidance:

‘ Theintention of the taxpayer, at the time of acquisition, and at the time when
he is holding the asset is undoubtedly of very great weight. And if the
intention is on the evidence, genuinely held, realistic and realizable, and if all
the circumstances show that at the time of the acquisition of the asset, the
taxpayer was investing in it, then | agree. But asit is a question of fact, no
single test can produce the answer. In particular the stated intention of the
taxpayer cannot be decisive and the actual intention can only be determined
upon the whole of the evidence ... It is trite to say that intention can only be
judged by considering thewhole of the surrounding circumstances, including
things said and things done. Things said at the time, before and after, and
things done at the time, before and after. Often it isrightly said that actions
speak louder than words' .

Under section 68(4) of the IRO, the onus of proving the assessment appedled
againgt was excessve or incorrect was on the appelant.

Analysison thebasisof the* badgesof trade’ asdescribed in Marson v Morton [1986] 1

WLR 1343

4.

The sale and purchase of Property 7 was not a one-off transaction. The appellant
had dedlt with other properties between 1989 and 1996.

Property 1, Property 4 and Property 6 were accepted by the Revenue as capitd
assets.

Property 1 wastenanted and was held by the appellant for a period of over six and
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ahdf years. Property 6 waslikewise tenanted and held by the appdlant for dightly
over three years. The appellant held Property 4 for less than five years.

During the same period, the appellant had other properties which were its trading
assts. These included the two lotsin Sai Kung held in joint ventures with Mr N,
Property 5 held for about one and a haf years and Property 8 held for dightly over
five months.

Thetwo lotsin Sa Kung and Property 8 both involved joint ventures with outsde
interests. The co-adventurers for Property 8 were Company C and Company E.

Prior to the acquisition of Property 7, the appellant had in hands trading as well as
capita assats. Very cogent evidence must therefore be adduced to demonstrate
that Property 7 fell within the latter as opposed to the former category.

The objective features of the subject appeal were however againgt the appellant.

The appelant purchased Property 7 with a Stting tenant and held it for about 16
months between 11 June 1993 and 25 October 1994.

The purchase was financed with the assstance of outsdersincluding Company C,
Company D, Company E, Company Q and Mr R.

These objective features brought Property 7 more in line with that group of
properties found to be trading assets.

The appd lant placed consderable reliance on its continued retention of Property 9
and Property 10.

The Board was of the view that this factor was of limited assstance given the mixed
portfolio of the appdlant a the material times.

Furthermore Property 9 was partidly financed out of the substantia profit made
from the disposa of Property 7.

Given the different financid pogtion of the appellant at the time of the purchase of
Property 9, the Board was not prepared o atach any subgtantid weight on the
appellant’ s holding of Property 9 to support itsintention in relation to Property 7.

The principa activities of the appellant consisted of property investment and the
provison of desgn and management services. Design and management services
were relativly minor parts of its operations. It did engage in the trading of



19.

20.

21.

22.

23.

24,

25.

26.

27.

28.

INLAND REVENUE BOARD OF REVIEW DECISIONS

properties.
Property 7 was saddled with atenant at the date of the appellant’ s purchase.

It was however not the appellant’ s case that its purchase was motivated by the
yieldsfrom thethen subsigting tenancy. Theappellant recognized that the renta was
bel ow the market rent and was anticipating an increase for the purpose of covering
its mortgage ingad ments,

There was no dispute that the appdlant did not have sufficient fund to finance the
purchase. The bulk of the purchase price came from outsde sources. The only
redlistic source of repayment was from gains arising from disposd of the property.

Asfar as the outsde sources were concerned, the Board had no doubt that Mr A
controlled Company C, Company D, Company E and Company Q.

The Board was not satisfied that he controlled Company H. The Board dso had
very little information on the financiad standing of Mr R and the reasons why he was
prepared to advance $2,000,000 on an indefinite basis.

Thefinancid srength of theappelant, Company C and Company E wasinsufficient
to enable them to maintain their Property 8 venture.

The Board further noted from the audited financia statements of theappe lant and its
related companies a the materid times that they were illiquid and were relying
heavily either on bank borrowings and/or borrowings from related companies or
directors.

The Board was not convinced that the financid strength of these companies was
such that would enable the appellant to hold Property 7 on along term basis.

The strength of the appdlant’ s case rested on the following:

(@ the terms of the minutes of its board dated 11 May 1993 and 10 October
1994;

(b) theconfirmationsof Company T and Company V dated 23 June 1997 and 15
July 1997 and;

() theevidenceof Mr A and MsU that the offer for sale was unsolicited.

The Board was not prepared to attach much weight to the two minutes given thefact
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that these were internal documents of the appellant and the veracity of the latter
document had to be viewed in the light of the Board' s findings on the basis of the
evidence of Mr'Y and Mr X.

29. TheBoard recognized theforce of the remaining two heads of evidence. Theweight
to be attached to them was drasticaly reduced by its finding that Mr A and Ms U
had embdllished their evidence and there was no serious water seepage problem
that prompted the sale.

30. TheBoard wasof the further view that Mr A wasavery shrewd businessman and a
very experienced player in the property market.

31. TheBoadwasindinedtotheview that he wastesting various available options and
the offer of Company W was not an unexpected one in the light of the well known
market conditionsin 1994.

32. Taking an overdl view of the factors, the Board was not persuaded that Property 7
was not atrading asset of the appel lant.

Appeal dismissed.
Casesreferred to:

Simmonsv IRC [1980] 53 TC 461
All Best WishesLtd v CIR (1992) 3HKTC 750
Marsonv Morton [1986] 1 WLR 1343

Chan Su Ying for the Commissoner of Inland Revenue.
Cheung Sing Kuen of Messrs Lawrence Cheung CPA Company Limited for the taxpayer.

Decision:

Background facts asfound by us

1. The Appdlant is a company incorporated in Hong Kong on 11 July 1989. At dl

materid times, its nomina and issued capital was $10,000 divided into 10,000 shares of $1 each.
Mr A and hisbrother Mr B each held 5,000 sharesin the Appdlant. They aso made up the board
of directors of that company whaose principa activities conasted of property investment and
provision of design and management services.
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2. Mr A and Mr B held interests in other companies. The following are rlevant for the
purpose of this apped:

(@ Company C: Atdl materid times, Mr A and Mr B each held 50% of the issued
share capital of Company C and they occupied two out of three seats on the
board of directors of that company.

(b) Company D: At dl materid times, Mr A and Mr B respectively held 182,000
and 77,998 sharesin the issued capital of Company D. Their parents each held
two sharesin the remaining issued share capitd. The four of them made up the
board of directors of Company D.

(c) Company E: Atdl materid times, Mr A, Mr B and Mr F each held 2,000 shares
in the issued capitd of Company E. Mr F is the brother-in-law of Mr A.
Madam G, wife of Mr B, held the remaining 4,000 shares. All four of them
made up the board of directors of Company E.

3. Mr A was dso one of four directors that made up the board of Company H for the
years ending 31 October 1993 and 31 October 1994. The then issued capitd of Company H
consisted of 1,000,000 sharesof $1 each. It isnot clear to what extent Mr A wasinterested in the
issued capital of Company H.

4. The Appdlant has along history of property dedlings. It is necessary to examinethis
history in order to place the subject matter of this apped in its proper context.

5. Property 1

(@ By anagreement dated 29 September 1989, the Appellant purchased Property
1 for $7,861,990. The purchase was financed initidly by a mortgage loan of
$5,500,000 extended by Bank Jon 10 October 1990 which was subsequently
replaced by amortgage loan of $5,300,000 extended by Bank K in 1992.

(b) By atenancy agreement dated 28 March 1991, Property 1 was let to a tenant
for a term of two years from 22 March 1991 yielding rent a $47,000 per
month.

(o) By atenancy agreement dated 19 May 1993, Property 1 was et to Company L
for two years commencing on 19 May 1993 at $68,000 per month.
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(d) By a third tenancy agreement dated 26 May 1995, Property 1 was let to
Company M for two years commencing on 19 May 1995 at $145,000 per
month.

(e) By an agreement dated 21 May 1996, the Appelant sold Property 1 for
$27,500,000. The Revenue accepted that the gains of the Appelant was
capital in nature and not assessable to profits tax.

Joint ventures between the Appellant and Mr N in the years 1991/92 and 1992/93

(@ Thejoint venturefor the year 1991/92 wasin respect of Property 2 (alotin Sa
Kung) which was purchased at $1,050,000 and sold at $1,230,000. The
Appdlant and Mr N shared the profit on a 50%:50% basis. The Appelat’s
share of the profit was set off againgt itsloss under section 19C(4) of the Inland
Revenue Ordinance [ IRO’].

(b) Thejoint venture for the year 1992/93 wasin respect of Property 3 (another lot
in Sai Kung) which was purchased at $980,000 and sold at $1,350,000. The
Appdlant’s 50% share of the profits was again set off againg its loss under
section 19C(4).

Two flatsin the Housng Edtate

(& By two agreementsboth dated 9 May 1992, the Appellant purchased Property
4 for $2,123,000 and Property 5 for $2,116,000.

(b) The purchase of Property 4 wasfinanced by aloan of $1,486,100 extended by
Credit Company P which loan was repayable by fortnightly ingament of
$6,332 each. Property 4 was sold by an agreement dated 16 April 1997 for
$3,420,000. The Revenue accepted that the gains of the Appellant arising from
itsdisposal of Property 4 wascapitd in nature and not assessable to profits tax.

() Thepurchase of Property 5 was financed by loan of $1,479,576.08 extended
by the Credit Company which |oan was repayable by 335 fortnightly insaments
of $7,177 each. Property 5was sold by an agreement dated 28 January 1994
for $2,685,000. The Revenue rejected the Appellant’s claim that the profits
arisng from thedisposd of Property 5wascapitd innature. The Appellant says
that it did not pursue any objection in view of the time and expenses involved.

Property 6
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(@ By an agreement dated 11 March 1993, the Appellant purchased Property 6
for $7,880,000. The purchase was financed by a $5,500,000 |oan from Bank
K which loan was repayable by 120 monthly instaments of $67,459.15 each.

(b) The Appellant’s purchase of Property 6 was subject to a subssting tenancy in
favour of Company P. By a tenancy agreement dated 1 April 1994, the
Appdlant renewed the tenancy in favour of Company P for two years from 1
April 1994 yielding rent at $52,360 per morth.

() The Appellant sold Property 6 for $12,880,000 by an agreement dated 13
April 1996. The Revenue accepted that the gains of the Appd lant arisng from
this digposa was not subject to profits tax.

Property 7

(& Property 7 isthe subject matter of the present appeal. The Appellant purchased
this duplex flat for $16,650,000 pursuant to a preiminary agreement for sde
and purchase dated 4 June 1993. Under this prdiminary agreement, the
Appdlant had to pay deposits asfollows:

Date Amount
Upon signing of the preliminary agreement $700,000
On or before 11-6-1993 $1,830,000
On or before 28-6-1993 $1,880,000
On or before 28-7-1993 $1,530,000
$5,940,000

The balance of the purchase price amounting to $10,710,000 had to be paid at
completion on 23 September 1993.

(b) Between 10 June 1993 and 27 July 1993, the Appellant received a tota of
$5,200,000 from various entities as follows:

Date Company C Company E | Company D | Company Q Mr R
10-6-1993 $1,300,000
25-6-1993 $300,000
25-6-1993 $300,000
28-6-1993 $100,000
29-6-1993 $1,300,000
29-6-1993 $200,000
5-7-1993 $300,000
26-7-1993 $20,000
26-7-1993 $480,000
27-7-1993 $200,000
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27-7-1993 $700,000

$2,000,000

$300,000 $1,100,000 $300,000 $1,500,000

Mr R is abrother-in-law of Mr A.

The payments outlined in sub-paragraph (b) above totalling $5,200,000 were
used by the Appdllant to pay part of the deposits totalling $5,940,000. The
Appdlant financed the balance of the purchase price of $10,710,000 by a
mortgage loan of $11,650,000 extended by Bank K on 14 September 1993
which loan was repayable by 180 monthly instalments of $113,021.31 each.

According to the audited accounts of the Appellant, the following amounts were
due from/(to) various related companies as at 31 March 1995 and 31 March
2002:

Amounts due from related companies

Related companies 31-3-1995 31-3-2002
Company C $2,772,400
Company E $1,656,400 $1,531,400
Company D $168,642
Others $10,000 $59,140,488
$4,438,800 $60,840,530
Amount due to related companies
Related companies 31-3-1995 31-3-2002
Company C (%$1,292,733)
Company Q ($2,310,000) ($15,919,109)
($2,310,000) ($17,211,842)

The Appdlant’s purchase of Property 7 was subject to a tenancy dated 23
December 1992 in favour of Company S. That tenancy was for aterm of two
years commencing from 4 January 1993 at a rental of $69,000 per month.
Company S was entitled to terminate this tenancy by three months’ written
natice athough such notice coud not be given before 4 January 1994.

The acquigtion of Property 7 was considered by the board of the Appellant a a
meseting held on 11 May 1993. According to the minutes of that meeting, the
board comprisng of Mr A and Mr B resolved to purchase Roperty 8 ‘for
long-term investments.
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By written notice dated 17 May 1994, Company S terminated its tenancy in
Property 8 with effect asfrom 16 August 1994.

According to aletter of confirmation issued by Company T dated 23 June 1997,
Company T was gppointed by the Appdlant as its leasing agent in respect of
Property 7 between June and September 1994. Company T further asserted
that * Since the properties leasing market is very quiet and the said premises has
a serious water leakage problem, the owner change to sdll on October 1994 .
The letter was Sgned by Ms U, Assstant Manager of Company T.

According to a further letter of confirmation issued by Company V dated 15
July 1997, Company V was appointed by the Appdllant to market Property 7
‘for lease between May and September 1994’ with rent at an asking rate of
$140,000 per month. Company V indicated that they were unsuccessful in
locating an appropriate tenant.

By an agreement dated 11 October 1994, the Appellant sold Property 7 to
Company W for $28,000,000. Company W was granted a gratuitous licence
to occupy Property 7 for the period between 25 October 1994 and 20 January
1995. In the absence of any advance completion on 20 January 1995,
Company X wasto pay the Appelant alicence fee of $125,000 per month in
respect of its continued occupation for the period between 20 January 1995 and
31 May 1995 when the sale was scheduled to be completed. Completion by
assgnment did take place on 20 January 1995. It follows that Company W did
not have to pay any licence fee to the Appd lant.

The sde of Property 7 was considered by the board of the Appdlant at a
meeting held on 10 October 1994. Mr A and Mr B were alegedly present at
thismeeting. According to the minutes of that medting:

‘ The property was acquired in May 1992 with an intention for long-term rentd
purposes. However, the tenant terminated the Tenancy Agreement as the
property had serious rain leak-in problem during the rain season and the
Company was unable to solicit another tenant for the property. In this
circumstance, in order to protect the long-term interests of the Company, it
was unanimoudy resolved to sdl the aforesaid property to realise fund for
other long-term investment opportunities .

According to the profits tax computation annexed to the Revenue’s notice of
assessment for the year 1994/95 dated 24 March 1998, the assessor took the
view that:
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* Gain on disposal of [Property 5] and [Property 7] are assessable to tax since
the company was not financidly viable to hold the property for long term
invesment’.

Property 8

@

(b)

(©

(d)

By a joint venture agreement dated 1 September 1993, the Appdlant,
Company C and Company E agreed to invest equaly in the purchase of
Property 8. They further agreed to rent out that flat ‘ aslong term invesment’.

By a prdiminary agreement dated 2 October 1993, the Appellant agreed to
purchase Property 8 for $14,980,000.

By letter dated 15 January 1994, Bank K informed the Appdlant that Bank K
was not prepared to extend a mortgage loan for Property 8.

By an agreement dated 3 February 1994, the Appdlant sold Property 8 for
$23,300,000. The Revenue assessed the Appdlant on the gains made in this
purchase. The Appdlant was unsuccessful in its chdlenge of that assessment
before a differently congtituted Board of Review.

Property 9

@

(b)

The Appellant purchased Property 9 for $16,500,000 by an agreement dated
31 October 1994. The purchase was financed by a mortgage loan of
$10,000,000 extended by Bank K on 2 December 1994 which loan is
repayable by 144 monthly instalments of $120,957 each.

By atenancy agreement dated 10 November 1995, the Appdl lant |et Property 9
out for one year with rentd at $75,000 per month. In May 1996, the tenant
moved out of Property 9 and that flat has since been used asaquarter for one of
the Appdlant’ s directors.

Property 10

@

(b)

By an agreement dated 10 October 1996, the Appellant purchased Property 10
for $19,600,000.

The Appellant let Property 10 out to successve tenants and is gill holding this
flat a the hearing of this apped.
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13. The issue before us is whether the Commissioner’s determination dated 30 May
2003 is correct in rgjecting the Appellant’ s objection that the profit derived by the Appellant from
the sde of Property 7 isatrading profit chargeable to profits tax.

Theoral testimony before us

14. The Appdlant cdled Mr A and Ms U asitswitnesses. The Appd lant further invited
this Board to exercise its powers under section 68(10) of the IRO to summon Mr X of Company
W (purchaser of Property 7 from the Appdlant) to give evidence a the adjourned hearing on 7
November 2003. Mr X duly attended in responseto the Board’ s summons. He was accompanied
by Mr Y, ashareholder and director of Company W. Both Mr X and Mr Y were interposed and
they gave evidence prior to the concluson of Mr A’ stestimony. The sworn tesimony of the four
witnesses is summarised hereinbe ow.

15. The testimony of MsU

(@ Shedartedworkingwith Company T in 1989 asasenior red estate consultant.
Sheléeft that company in 2001. She knew Mr A prior to joining Company T.

(b) Sheconfirmed the Appellant’ s ingtructions to et Property 7 prior to expiration
of thethen subssting tenancy. Theingructions were given over the phone some
time before June 1994.

(c) Sheproposed that the asking rent for the new tenancy should be $140,000 and
the Appellant should not take less than $120,000. She made this proposal

before ingpecting Property 7.

(d) Sheingpected Property 7 prior to the departure of the itting tenant. She found
watermarks spanning from the upper levd down to the lower levd. The
problem was serious. It affected awall in theliving room. Water could aso be
found seeping out of the floor tiles. The tiles turned black as a result of the
watermarks. She did not notice problem anywhere else.

() Shetold Mr A that the problem had to be sorted out before letting Property 7
out to tenant.

(f) She showed Property 7 to various potentid tenants but the watermarks
remained problematical. The watermarks had turned dark brown.

(@ She spent three months trying to let Property 7 out but without success. Less
than five potentid tenants ingpected the premises.
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She suggested to Mr A to consider sdling Property 7. Mr A told her that he
would consder as the quotation he received for sorting out the water seepage
problem was high. The anticipated costs was in the range of $1,000,000. The
tiles of both levels had to be replaced and the wall had to be restored.

The purchaser was aso aware of the problem. Asagent inthe sde, shehad to
tell the purchaser of the problem. Mr A had no contact with the purchaser. The
purchaser smply took her word for it and offered to purchase the flat at the
eventud offer price. The purchaser was very familiar with the conditions in
Property 7's complex and had to spend $5,000,000 renoveting the flat before
occupation.

The testimony of Mr A

@

(b)

(©

(d)

(€)

(®

Apart from Property 7, there were other units in the complex that were being
offered in the market. He is not sure that he viewed Property 7 prior to its
purchase. He was not aware of any serious water seepage problem when he
purchased that flat.

At dl materid times, the Appdlant did not have much fund. It was merely a
vehicle for holding various premises. Money was injected into the Appelant
from other companies.

He sdected Property 7 for investment because of its good layout and good
location. Thetenant was Company S, ahighly respectable company. Although
the renta under the then subsisting lease was below market rent, the same can
be adjusted upwards on renewdl.

The down payment was made by transfers from other companies under his
control and from Mr R to the Appellant. When they made the advances in
favour of the Appellant, there was no agreement as to the time of repayment.
There was no written agreement in relation to these loans. The loans were dl
recorded in current accounts of the Appellant.

The rents from the sibsgting tenancy would not be sufficient to cover the
mortgage repayments but he had sufficient fund to cover the shortfal estimated
at about $300,000 per year. Relianceis placed in particular on hisinterestsin
Company H. He pointed out that dividends from Company H were substantial.

When Company Sindicated their wish to terminate the tenancy, he wastold by
Company Sthat there waswater seepagein theflat. He appointed two to three
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agentsto let theflat out but wastold that it would be difficult to et theflat out due
to the water seepage problem.

He himself inspected Property 7 and he aso brought aong a decorator from
Company Z to view the watermarks. He disagreed with the evidence of Ms U.
He said the problem was not confined to one wall. The decorator told him that
extensive works had to be done with no guarantee of results. The decorator
further indicated that the codts involved could run up to severd millions.
Company Z merdly gavean ord quotation. Company Z had snceclosed down.
After hearing evidence of Mr Y, he agreed that the quotation was an
over-esimate.

The potential purchaser was aware of the water seepage problem and had
therefore asked for alonger period of renovation which resulted in the grant of
the licence under the sdle agreement.

He sought confirmation from Company W and who indicated that they spent
$5,000,000 in redecorating the premises.

He used the proceeds obtained from sde of Property 7 for the purchase of
Property 9. Property 9 wasfird rented out. It is now being used by him as his
own quarter.

The sworn testimony of Mr X

@

(b)
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(d)
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He isthe manager of Company W. He started collecting rent for Company W
in 1994.

He did not ingpect Property 7 prior to Company W's purchase. Only Mr Y
went and Mr Y did not notice any water seepage problem.

When he firgt ingpected the flat, he did not notice any water seepage problem.
He only became aware of such problem after the purchase.

Prior to occupation, Company W spent about a million dollars in renovating the
flat. He was not aware of any water seepage problem during such renovation.

After completion of renovation there was water seepage during the rainy
season. Asaresult of thewater seepage, the staircasein theflat was bulging like
abal.
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(f) The tenant of Company W made its first complaint at the end of 1996. The

problems were twofolds:
(i) Therewas seepage from the externd walls.
(i) Therewasinterna seepage. The seepage extended to the kitchen and the

savant’s quarter.  The tenant was complaining and they had to spend a
million or so to sort out the problem.

The sworn testimony of Mr Y

@

He participated in the initid decison of Company W to purchase Property 7.
He then |eft the details for Mr X to follow up.

(b) Heinspected Property 7 twice prior to the purchase by Company W. Hedid

(©

not notice any problem when ingpecting theflat. Therewasno water mark when
he purchased the same. He was not aware of any problem when the flat was
being renovated for occupation.

After letting it out, the tenant was complaining about water seepage problem.
He ingpected the flat upon receipt of the complaint. Remedid works did not
yied satisfactory results.  About two years later, he sought Felp from more
experienced contractors. The problems relaing to the bathroom till subsist.
Between 1995 and 2000, he did not spend more than $1,000,000 dedling with
thisproblem. On the most serious occasion the amount that he spent was about
$300,000.

Our assessment of the testimony

@

MsU and Mr A differ on the extent of the water seepage.

(b) Thetestimony of MsU and Mr A conflicts with the testimony of Mr X and Mr

Y in the following respects.

() Inrdation to Company W's awareness of the water seepage problems
prior to its purchase of Property 7: Ms U said she conveyed the problem
to the purchaser but Mr Y and Mr X were emphatic on ther lack of
knowledge.

@iy Mr A explained that the grant of the gratuitous licence in the provisond
agreement for sae was attributable to Company W s desire to have a
subgtantially longer period to tackle the water seepage problem. This
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piece of evidence gtsill with the denid of knowledge on the part of Mr Y
and Mr X.

(i) Thedleged esimategiven by Company Z to Mr A to tackle the problem.
After hearing the testimony of Mr Y. Mr A himsdf conceded that
Company Z over estimated what was required.

(©) We are particularly impressed by the evidence of Mr Y. He has no persond
interestsin thisapped. The summons issued by this Board was not addressed
to him but he attended in order to give usassstance. He gave hisevidence with
care. We prefer his evidence and the evidence of Mr X to the evidence of Ms
U and Mr A. Wetherefore

(i) reect theevidence of MsU and find that there was no expressintimation
given to Company W as to the existence of water seepage.

(i) rgecttheevidence of Mr A that there was serious water seepage problem
when Property 7 was offered to Company W and that theprovisonsin the
provisond sde agreement for the grant of a gratuitous licence was
designed to cater for such problem.

(i) rgect the evidence of Mr A that when Property 7 was offered to
Company W there was water seepage to the extent that warranted the
incurrence of renovation cogtsin terms of millions of dollars.

(iv) find that there was water seepage in Property 7 but the extent was
over-exaggerated by Mr A.

The applicable principles
20. Itistritelaw that our task isto ascertainthe intention of the Appe lant at thetime of the

acquisition of Property 7 in order to determine whether that flat was purchased as capital asset or
trading asset. As stated by Lord Wilberforcein Smmonsv IRC (1980) 53 TC 461

‘ Trading requires an intention to trade: normally the question to be asked is
whether thisintention existed at the time of the acquisition of the asset. Wasit
acquired with the intention of disposing of it at a profit, or wasit acquired as
a permanent investment? .

21. An intention to hold property as a capitd investment must be definite. The gated
intention of thetaxpayer isnot decisve. Actud intention can only be determined objectivey. In All
Best WishesLtd v CIR (1992) 3 HKTC 750 Mortimer J gave the following guidance:
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‘ The intention of the taxpayer, at the time of acquisition, and at the time when
heisholding the asset is undoubtedly of very great weight. Andif theintention
is on the evidence, genuinely held, realistic and realisable, and if all the
circumstances $iow that at the time of the acquisition of the asset, the
taxpayer was investing in it, then | agree. But as it is a question of fact, no
single test can produce the answer. In particular the stated intention of the
taxpayer cannot be decisive and the actual intention can only be determined
upon the whole of the evidence ... It is trite to say that intention can only be
judged by considering the whole of the surrounding circumstances, including
things said and things done. Things said at the time, before and after, and
things done at the time, before and after. Often it isrightly said that actions
speak louder than words'.

22. Under section 68(4) of the IRO, the onus of proving the assessment gpped ed against
IS excessve or incorrect is on the Appdlant.

Our analysis on the basis of the ‘badges of trade’ as described in Marson v Morton
[1986] 1 WLR 1343

23. The sdle and purchase of Property 7 was not a one-off transaction. The Appellant
had dedlt with other properties between 1989 and 1996. Property 1, Property 4 and Property 6
were accepted by the Revenue as capital assets. Property 1 was tenanted and was held by the
Appdlant for aperiod of over sx and a hdf years. Property 6 was likewise tenanted and held by
the Appdlant for dightly over three years. The Appelant held Property 4 for less than five years.
During the same period, the Appdlant had other properties which were its trading assets. These
includethetwo lotsin Sai Kung held in joint ventureswith Mr N, Property 5 held for about one and
a hdf years and Property 8 held for dightly over five months. The two lots in Sa Kung and

Property 8 both involved joint ventures with outsde interests. The co-adventurers for Property 8
were Company C and Company E. Prior to the acquisition of Property 7, the Appellant had in

hands trading as well as capitd assets. Very cogent evidence must therefore be adduced to

demondirate that Property 7 fallswithin thelatter as opposed to the former category. The objective
features of the subject apped are however againgt the Appdlant. The Appdlant purchased

Property 7 with a ditting tenant and held it for about 16 months between 11 June 1993 and 25
October 1994. The purchase was financed with the ass stance of outsidersincluding Company C,
Company D, Company E, Company Q and Mr R. These objective features bring Property 7 more
in line with that group of propertiesfound to be trading assets. The Appellant places consderable
reliance on its continued retention of Property 9 and Property 10. We are of the view that this
factor is of limited assstance given the mixed portfolio of the Appdlant a the materid times.

Furthermore Property 9 was partidly financed out of the subgtantiad profit made from the disposa

of Property 7. Given the different financid position of the Appd lant a the time of the purchase of
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Property 9, we are not prepared to attach any substantia weight on the Appdlant’s holding of
Property 9 to support itsintention in relaion to Property 7.

24, The principd activities of the Appellant consasted of property investment and the
provisgon of desgn and management service. Desgn and management services were rdatively
minor parts of its operations. Asindicated in the preceding paragraph, it did engage in the trading
of properties.

25. Property 7 was saddled with atenant at the date of the Appdlant’s purchase. It is
however not the Appelant’s case that its purchase was motivated by the yields from the then
subssting tenancy. The Appdlant recognised that the rentd was below the market rent and was
anticipating an increase for the purpose of covering its mortgage instaments. There is no dispute
that the Appellant did not have sufficient fund to finance the purchase. The bulk of the purchase
price came from outside sources. The only redistic source of repayment was from gains arising

from disposa of the property.

26. Asfar asthe outside sources are concerned, we have no doubt that Mr A controlled
Company C, Company D, Company E and Company Q. We are not satisfied that he controlled
Company H. Wedso have very littleinformation on the financid standing of Mr R and the reasons
why he was prepared to advance $2,000,000 on an indefinite bass. The financid strength of the
Appdlant, Company C and Company E was insufficient to enable them to maintain their Property
8 venture. We further note from the audited financid statements of the Appellant and its related
companies a the materid times that they were illiquid and were rdying heavily ether on bank
borrowingsand/or borrowingsfrom related companiesor directors. We are not convinced that the
financid strengths of these companies were such that would enable the Appd lant to hold Property
7 onalong term basis.

27. The strength of the Appdllant’ s case rests on the following:
(8 thetermsof the minutesof itsboard dated 11 May 1993 and 10 October 1994,

(b) the confirmations of Company T and Company V dated 23 June 1997 and 15
July 1997 and

(c) theevidenceof Mr A and Ms U that the offer for sde was unsolicited.
We are not prepared to attach much weight to the two minutes given the fact that these areinternd
documents of the Appellant and the veracity of the latter document has to be viewed in the light of
our findings on the bags of the evidence of Mr'Y and Mr X.

We recognise the force of the remaining two heads of evidence. The weight to be attached to them
isdragtically reduced by our finding that Mr A and Ms U had embellished their evidence and there
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was no serouswater seepage problem that prompted the sdle. We are of the further view that Mr
A isavery shrewd businessman and a very experienced player in the property market. We are
inclined to the view that he was testing various available options and the offer of Company W was
not an unexpected one in the light of the well known market conditionsin 1994.

28. Taking an overdl view of the factors which we outlined above, we are not persuaded
that Property 7 was not a trading asset of the Appdlant. For these reasons, we diamiss the

Appdlant’s apped.

29. We would like to express our gppreciation for the assstance given by Mr Cheung
Sing Kuen throughout the course of this gpped.



