INLAND REVENUE BOARD OF REVIEW DECISIONS

Case No. D103/99

Profits tax — accounting method — principle againgt anticipation of both income and profits —
whether profit isredised when it isreceived or when it becomes due and payable —whether or not
the instalment overdue and unpaid should be brought into account — trade debts — dividend
payment.

Pand: Robert Wal Wen Nam SC (chairman), Berry Hsu Fong Chung and Kenneth Ku Shu Kay.

Dates of hearing: 15, 16, 17 and 23 June 1999.
Date of decison: 28 December 1999.

The taxpayer was incorporated in 1989 and the nature of its busness as * acquidtion and
development of property’ . At dl materid times, the taxpayer’ s ultimate holding company was
Company A. In the year 1990, the taxpayer acquired the contiguous old properties located at
Didtrict B. It then demolished the old properties for development into a 44-storey building called
Property 1.

Prior to the completion of the development of Property 1, the taxpayer pre-sold the unit
there. Development of Property 1 was completed in 1996 and the occupation permit was issued
on 6 February 1996. Thetaxpayer’ saccountsfor theyear ended 30 June 1996 were drawn up on
the full accrua basis by bringing into the profit and loss account the whole purchase price as a
receipt at full value on the day of the sdle. However the profits tax computation was based on the
ingament method, recognizing revenue and accounting for profit on the basis of cash payments
received. In the profit tax return for the year of assessment 1996/97, the taxpayer excluded the
proportionate profit on sde attributable to that part of the sales revenue outstanding by purchasers
as at the date of the balance shest.

The assessor was of the view that the taxpayer’ saccounting trestment in repect of the profit
earned on sale of properties on an instalment basi's was correct and that the tax trestment should
follow the accounting treatment. The assessor therefore raised additional profits tax assessment.
The taxpayer clamed that the assessment is excessive and that the assessor has incorrectly
assessed the profitsfrom the sale of propertieson an ingament basis, which profit it hasnot earned.
The Commissioner of Inland Revenue confirmed the decision and the taxpayer appeded.
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Hed :

1. The choice of accounting method depends on the director’ s decision to reflect which
economic subgtance in the financid Statements — performance of the property
developer’ sact or the underlying credit risk of the sale.

2. Thereis a principle agangt anticipation of both income and profits, but there is a
difference between the two in terms of gpplication of that principle. The principle with
regardtoincomeisthat it istaxable only whenit isrecaived (Leigh v IRC [1928] 1 KB
73 and Dewar v IRC [1935] 2 KB 351 applied).

3. Profitisredised when it is received or when it becomes due and payable, and that it
becomes taxable when it becomes due and payable (Willingde v Internationd
Commercid bank Limited [1978] AC 834, BSC Footwear Limited v Ridgway [1972]
AC 544, Duple Motor Bodies Limited v IRC [1961] 1 WLR 739 and Farmers
Trading Co v CIR (NZ) 11 ATR 210 gpplied). The instadment overdue and unpaid
under the sales should be brought into account in the year in question because they are
due and payable.

4. Tradedebtsareregarded as‘ onenotable exception tothe gpplication of the principle
againg anticipation. Trade debts are treated on afull accrua basis (Lord Greene MR
in Johnson v WS Try Limited 27 TC 167 was gpplied). However, future instalments
payable over along period of many years are in adifferent Stuation. The ingta ments,
If practicable, should be vaued and brought into account in the year of the sde, not at
ther face vaue, but at ther actud vaue. If no satisfactory Stuation vauation is
possible, then the insta ments should be taxed in each year asthey fal due (Absalomv
Tabot 26 TC 166 applied and CIR v Montana L ands HKTC 314 distinguished).

5. TheBoard found that the profits from the twelve units, having been used, together with
profits from the other units, to make up the dividend which was paid, cannot ill be
deemed to be profitsto be taken out of the profit and loss account in computing profits
tax (Chancery Lane Safe Deposit and Offices Co Ltd v IRC [1966] AC 85; BW
Nobes & Co, Ltd v IRC [1966] 1 WLR 111 and Princes Invesments Ltd v IRC
[1967] 1 Ch 953 applied).

Appeal dismissed.
Cases referred to:

CIR v Montana Lands HKTC 314
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Gladys Li SC ingructed by Department of Justice for the Commissioner of Inland Revenue.
Robert Kotewall SC instructed by Woo Kwan Lee & Lo, Solicitors for the taxpayer.

Decision:

Nature of appeal

1 Thisis an gpped by the Taxpayer againg the determination of the Commissoner of
Inland Revenue (the CIR) dated 14 September 1998 whereby the CIR confirmed an additiond
profitstax assessment for the year of assessment 1996/97 charging additional assessable profits of
$93,723,812 with additiond profits tax thereon of $15,464,429. The basis period for the year of
assessment is 1 July 1995 to 30 June 1996. The Taxpayer contends that the Commissioner was
wrong in determining that the profitsin question were derived during the basis period for that year
of assessment.

Agreed facts
2. The parties have agreed certain facts which are set out below.

(1) TheTaxpayer has objected to the additiond profits tax assessment raised on it
for theyear of assessment 1996/97. The Taxpayer clamsthat the assessment is
excessve and that the assessor has incorrectly assessed the profits arisng from
the sdle of properties on an instdment basis, which profit it has not earned.

(2) The Taxpayer was incorporated in Hong Kong on 25 August 1989. In its
profits tax returns, it described the nature of its business as * acquistion and
development of property’ . At dl materid times, the Taxpayer’ s ultimae
holding company was Company A.
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(3) Intheyear 1990 the Taxpayer acquired the contiguous old properties|ocated at
Digrict B. It then demolished the old properties for development into a 44-
Storey building called Property 1.

(4) Prior to the completion of the development of Property 1, the Taxpayer pre-
sold the unit there. The purchasers of the individud units had the following
options to settle the purchase cong deration:

(@  Interest-free ingtaments
Under this payment method, a purchaser had to pay:

(0] 10% of the purchase price within five days of sgning the
provisond agreement for sde and purchase;

@i a further 5% within twenty-one days of sgning the provisond
agreement for sale and purchase;

(i) a further 15% by ten interest-free monthly insaments
commencing 31 March 1995; and

(iv)  the baance within fourteen days of the issue of the occupation
permit.

(b)  Percentage completion
Under this payment method a purchaser had to pay:

(0] 10% of the purchase price within five days of sgning the
provisond agreement for sde and purchase;

@i a further 5% within twenty-one days of sgning the provisond
agreement for sale and purchase;

(i)  afurther 5% on 29 April 1995;
(iv)  afurther 5% on 31 July 1995;
) afurther 5% on 21 October 1995; and

(vi)  the balance within fourteen days of the issue of the occupation
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(©

(d)

permit.
Immediate indament payments
Under this payment method a purchaser had to pay:

() 10% of the purchase price within five days of dgning the
provisona agreement for sale and purchase;

(i) a further 5% within twenty-one days of sgning the provisiond
agreement for sale and purchase;

(i) the baance by a maximum of one-hundred-and-eighty monthly
ingaments within thirty days from the date of forma agreement
for sdleand purchase and theinterest rate was prime plus 2.75%.

However, if apurchaser opted for this method of payment, the Taxpayer

hed the right to arrange for aloan from abank or finance company for the

purchaser.

Immediate payment

Under this method a purchaser had to pay:

() 10% of the purchase price within five days of dgning the
provisona agreement for sale and purchase; and

(if) the baance within thirty days.

Development of Property 1 was completed in 1996 and the occupation permit
was issued on 6 February 1996.

In its accounts for the year ended 30 June 1996 the Taxpayer showed, amnong
other items, the following:

@
(b)
(©

Instalments receivable, $71,170,707;
Current assets — Instalments receivable, $57,480,906; and
Profit before taxation of $524,441,154 which included a profit on

property trading of $517,221,811. Thelatter figure was arrived at in the
following way:
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$
Sde of flats of Property 1 714,823,275
Less: Cost of sdles 197.601.,464
Profit on property trading 517,221,811

By way of anote to the accounts, the Taxpayer stated the following accounting
policies on its recognition of revenue:

‘ Revenue arigng from the development of properties for sde
together with theinterest earned ontheinstament sales of propertiesare
recognised upon the sale of properties or the issue of an occupation
permit by the Hong Kong Government, whichever is later. Depodts
and instalments recelved on property sold prior to the date of revenue
recognition are included in the balance sheet under forward sdes
deposits received.’

The Taxpayer’ s auditors expressed the opinion that the accounts gave a true
andfair view of the sate of the Taxpayer’ saffairsasat 30 June 1996 and of the
profit for the year then ended.

In its profits tax return for the year of assessment 1996/97 the Taxpayer
excluded the following portion of the profit on property trading as * unearned
profits on flats sold on an ingament bad's during the year’ :

Profit on property trading x [nstaments receivable
Proceeds from sde of flats

=$517,221,811 x 71,170,707 + 57,480,906
714,823,275

= $93,087,932

The Taxpayer stated that the * proportionate profit on sde attributable to that
part of the sales revenue outstanding by purchasers (referred to in the accounts
as“ingdments recaivable” ) as at the date of the balance sheet was treated as

unearned for profits tax purpose . It did not offer this portion of the profit for
assessment.

Pending additiond information from the Taxpayer, the assessor raised on it the
following 1996/97 profits tax assessment:



INLAND REVENUE BOARD OF REVIEW DECISIONS

$
Assessable profits per return 430,717,342
Less: Set-off of loss brought forward 635,880
Net assessable profits 430,081,462
Tax payable thereon 70,963,441

The Taxpayer did not object to this assessment.

(90  Upon the assessor’ srequest, the Taxpayer provided the following information
in relation to its sale on an instdment bass:

(@ It assgned thetitle of aflat sold on an ingadment bas's to the purchaser
only upon full payment of the purchase price.

(b) Ithanded theflat sold over to apurchaser after theissue of the occupation
permit and after ether:

()  thepurchaser had paid the purchase pricein full; or

(i)  thepurchaser had executed a supplementa agreement to postpone
completion of the sde and purchase and to agree to pay the
baance of the purchase price to it by monthly ingaments with
interest.

As an illugration of its ingalment sdes, the Taxpayer provided the following
documents in respect of aflat in Property 1.

(@ Provisona agreement for sdle and purchase dated 26 February 1996;
(b) Agreement for sale and purchase dated 1 March 1996;
(© Supplementd letter dated 5 March 1996; and

(d) Supplementa agreement dated 26 March 1996, which stated, inter dia,
the following:

‘WHEREAS. ...

(¢) ... the badance of the purchase price is now due and owing by the



INLAND REVENUE BOARD OF REVIEW DECISIONS

purchaser to the vendor. Dueto failure on the part of the purchaser
in obtaining financefor payment of the baance of the purchase price,
the purchaser has requested the vendor to amend and vary the
terms of the sad agreement to the effect that the outstanding
balance of purchase price in the sum of $6,489,099 together with
interest thereon shdl be paid by the purchaser to the vendor by way
of monthly ingaments and the purchaser shdl be entitled to take
delivery and possesson of the said premises on the Sgning of this
supplementa agreement and that the completion of the sde and
purchase of the said premises shdl be postponed and the vendor
has agreed so to do. Provided that the vendor shdl aways have
right to require the purchaser to complete the purchase of the said
premises at any time when financing of the outstanding balance of
purchase price can be obtained from banks/financia inditutions
designated by the vendor.

1 ... the parties hereto agree that:

()  The bdance of the purchase price in the sum of
$6,489,099 shdl be paid together with interest
thereon at the rate of 10.25 per annum subject to
fluctuation and a such other rate as may be
determined by the vendor in accordance with clause 9
hereof by 240 equa consecutive caendar monthly
payments of $63,699.9 each. The firg insament
shdl be paid on the 26" day of April 1996, the
subsequent instalments to be payable on the 26™ day
of each successve cadendar month ... [Provided that
iIf the purchaser shall default in payment of any of
the said instalments or payments as and when it
falls due, the vendor shall be entitled by noticein
writing to call upon and require the purchaser to
pay the whole of the balance of purchase price
then outstanding immediately or within such time
as may be specified in the notice (added by the
Board)] .

(i) Each monthly instalment as aforesaid shall be
applied first in payment of interest then due and
owing on the balance of purchase price or such
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(iv)

(@)

part thereof as shall for the time being remain
unpaid and secondly in or towards payment of the
balance of the purchase price (added by the
Board).

Early repayment in wholeis allowed provided that
not less than one month’ s written notice of such
early repayment shall be given by the purchaser to
the vendor and an additional sum equal to 2
month’ sinterest on the balance of purchase price
for the time being remaining outstanding or 2% of
the balance of purchase price for the time being
remaining outstanding whichever is the higher
shall be paid by the purchaser to the vendor.
Provided that the said additional sum shall not be
payable in the event that the purchaser is being
called upon by the vendor to complete the saleand
purchase of the said premises pursuant to clause
2(a) hereof (added by the Board).

If, at any time after the execution of this
supplemental agreement, the vendor shall have
made arrangement for financing by banks and/or
financial institutions for the balance of purchase
price which shall for the time being remain unpaid
by the purchaser on terms and conditions
compar able to the terms and conditions set out in
clause 1 above, the vendor shall have the right to
require the purchaser to complete the purchase
within 14 days of the giving of a notice served by
the vendor calling upon the purchaser to complete
the same. The purchaser shall upon completion
accept an assignment of the said premises from
the vendor and execute mortgage(s) and/or legal
charge(s) (in the form of first mortgage and/or
second mortgage) of the said premisesin favour of
the bank(s) and/or financial institution(s)
designated by the vendor to secure payment of the
balance of purchase price (added by the Board).
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4 The purchaser hereby agrees and acknowledges that the
vendor has fulfilled all the obligations under the said
agreement in particular, the proving of the vendor’ s
title and the delivery of vacant possession of the said
premises save and except the vendor’ s obligations to
assign the said premises to the purchaser upon
compliance of the terms and conditions therein
contained (added by the Board).

7 Subject to compliance with the terms and conditions of
this supplemental agreement and notwithstanding the
fact that the assignment in respect of the said premises
has not been executed, the vendor shall permit the
purchaser to enter into possession of and occupy the said
premises as a licensee of the vendor only (and not as its
tenant or the owner thereof) for a period (the licence
period) from the date of this supplemental agreement
and expiring on the completion datereferred toin clause
6 hereof subject to the terms and conditions hereof
(added by the Board).

(vii) The purchaser shall not sub-sell the said premises
or assign the benefit of the said agreement and
this supplemental agreement to any person except
with the prior written consent of the vendor who
may, upon giving such written consent, impose
such terms and conditions at its absolute
discretion ...

(10) The assessor was of the view that the Taxpayer’ s accounting trestment in
respect of the profit earned on sde of properties on an instdment bass was
correct and that the tax trestment should follow the accounting treatment. He
therefore raised on the taxpayer the following 1996/97 additiond profits tax
assessment:
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$
Assessable profits per accounts 524,441,154
Less: Set-off of loss brought forward 635,880
Net assessable profits 523,805,274
Deduct : Amount aready assessed 430,081,462
Additiond assessable profits 93,723,812
Additiond tax payable thereon 15,464,429

(11) The Taxpayer objected to the additional assessment in the following terms:

‘ We object to the additiona profits tax assessment on the grounds
that the assessment on the unearned profit is without any basis and
unjudifidble.  The adjusment in respect of “unearned profit”
attributable to instalments outstanding by purchaser on properties sold
Isone of the adjustments commonly made to adjust the profit as shown
by a company’ s profit and loss account into an * adjusted profit” for
profitstax purpose. The adjustment is computed on the authority of the
case CIR v Montana Lands HKTC 314 and the prevailing practice of
the Inland Revenue Depatment as endorsed by Departmentd
Interpretation and Practice Note No 1 which recognizes that the
purchaser of afla contractsfor atitlein theform of aregistrable deed of
assgnment of the property agreed to be bought and sold, and the profits
and redlised in relation to each instdment received, over a period.’

(12) On 14 September 1998, the CIR determined and confirmed the additional
profits tax assessment in (10) above.

(13) By aletter dated 13 October 1998, the Taxpayer’ s representative gave notice
under section 66(1) of the Inland Revenue Ordinance (the IRO) of gpped
againg the determination of 14 September 1998.

Grounds of appeal
3. The notice of apped datesthat the Taxpayer is appeding on the grounds that the CIR

was wrong in determining that the profits in the amount of $93,723,815 as assessed under
additiona profitstax assessment for the year of assessment 1996/97 dated 21 October 1997 were
derived during the bass period for that year of assessment. Cases cited in support included the
Montana L ands case.
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Parties and witnesses

4. At the hearing of this apped, Mr Robert Kotewall, SC, with Mr Stewart Wong
appeared for the Taxpayer, while Ms GladysLi, SC, with Mr Nelson Miu, appeared for the CIR.
Three witnesses were caled for the Taxpayer: Mr C, executive director of the parent company of
the Taxpayer, Professor D, accountancy expert and Mr E, accountancy expert. Onewitness, Mr
F, accountancy expert, was cdled for the CIR. No other withess was called.

Testimony of thefirst withess, Mr C

5. The tesimony of the firgt witness, Mr C, including his witness statement put in by
consent as part of hisevidencein chief, is briefly asfollows.

In chief

51

52

5.3

54

55

5.6

He recelved his secondary school and university education in Country G and
holdsaB Sc (Engineering) Honours degree and aM Sc degree (now re-titled
the MBA degree) from two different universtiesin Country G.

He has taken a number of courses in the banking and finance areas in Hong
Kong and oversess. In 1980, he qudified as an associate member of the
Chartered Ingtitute of Bankers (ACIB) in Country G.

For afew yearsin the eighties, he served as a part-time lecturer in the finance
subjects for the MBA program & a university in Hong Kong.

Hejoined the A Group of Companiesin 1987 with primary responghilities for
the overal finance function of the group. In the deven years before he did so,
his working experience covered a wide area in banking, holding incressingly
senior positionsin an internationa bank and two locd banks.

His employment in the banking indusry in Hong Kong mainly involved
respongbilities for marketing and credit decison-making functions covering
both thelocal corporate banking and retail banking areas. Hewas familiar with
credit policies generdly adopted by banks for housing mortgage loans and he
has kept up hisknowledge of such policiessincejoining the A Group. Heisaso
generdly familiar with the sales and finance functions and operations of loca
property developers.

He holds a number of pogtionsin the A Group, including director and generd
manager (finance) of Company A and chief executive officer of a finance
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company in the A group. He has persona knowledge of the generd
consderations taken into account by the Group and its member companies,
incdluding the Taxpayer, in reation to the adoption and implementation of
accounting policies in connection with the recognition of revenues and profits
from sale of unitsin development projects.

Thetreatment of income from the sale of unitsin property development projects
of the Group and its subsdiaries has aways been consgtently applied at dl
times by adopting the * full accrud method and the same has aso been
consstently adopted by the Taxpayer. Thus, a subsdiary of the Group that
undertakes the development would book the full revenue and recognise the full
profits upon the sde of the relevant property unit unless the occupation permit
has not been issued, in which case the revenue would only be booked when the
occupation permit or the completion certificate was issued, including revenue
from units sold under an ingament payment method. The full accrua method
was adopted for al saes, whether made under the instalment payment method
or otherwise.

At the time of pre-sde, the Taxpayer offered four different payment methods
(see paragraph 2(4) above). Although the sales brochure stated that the period
of repayment for the immediate ingament payment method (the 11P method)
was fifteen years (or a-hundred-and-eighty months), some of the units sold
under this method had a twenty-year (or two-hundred-and-forty-months)

repayment period.

Pre-sdles commenced on 8 December 1994. The occupation permit was
issued on 6 February 1996. During the pre-sale period, nine purchasers opted
for the IIP method. Eventudly a totd of twelve units were sold under this
method.

The accounting policy relaing to recognition of revenue for the A Group’ s
property development business is set out in the annua reports of Company A.
An extract of the annua report for 1997/1998 is as follows:

‘ 1(f) Recognition of revenue

()  Revenueaidngfromthe deveopment of propertiesfor sdetogether with
the interest earned on the instdment sales of properties are recognised
upon the sale of properties or the issue of an occupation permit or a
completion certificate by the relevant government authorities, whichever
isthelater. Deposits and instalments received on properties sold prior to
the date of revenue recognition are included in the balance sheet under
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forward saes deposits received.’

5.11 Inthefinancid accounts of the Taxpayer, the revenue and profits from the sde
of development units were recognised fully and immediately in the financid year
relaing to the sale transactions concerned in accordance with the same
accounting policy relating to the recognition of revenue as set out in paragraph
5.10 above.

5.12

5.13

All companies of the Group which offered the immediate instalment method as
an option adopted the same accounting policy, that is, usng the full accrua
method for adl sales, as it was condgdered inappropriate to adopt any other
accounting policy because:

@

(b)

The immediate payment method would adways only account for a
percentage of totd sde which is not high, and its effects would be
indggnificant in an accounting sense.  For the Taxpayer, the proportion
was 10% (twelve out of ahundred-and-twenty units sold) or 11.5%
($82,256,930/$714,823,275).

Higtoricd housing loan ddinquency ratio was wel bdow 1% as
evidenced by datidics rdating to housng mortgage loan portfolios of
leeding commercid banks providing housng mortgage loans in Hong
Kong. (Delinquency and loss experience records of two leading banksin
Hong Kong attached.) For the Taxpayer, purchasers who selected the
immediate payment method are generdly of a less dedrable quality as
compared with housing mortgage loans borrowers of the commercia
banks and therefore assuming that a higher-than-average ddinquency
ratio will gpply to immediate ingament payment method customers, the
effect to the Taxpayer on revenues or profits resulting from any potentia
delinquency will sill be of amagnitudethat isunlikely to be materid to the
company asawhole.

The reasons for the Taxpayer to adopt the full accrua method for adl sdes,
including those under the instadment payment method were:

@

(b)

It had long been the policy adopted by the A Group to use such amethod;
and

Sdes under the ingament payment method congtituted only a smal and
inggnificant part of the total sdes (in particular if the default rate was
gpplied) and was not consdered a sufficient reason to depart from the
long established accounting policy which, as a matter of prudence, was
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not to be changed in the absence of a strong reason.

All companiesin the Group which sold units under ingament payment method
used the full accrud method in the accounts. But when it came to tax
computations, they would dways take out from the profit a sum being a
proportiona part thereof referable to unpaid ingaments for those units sold
under the ingament payment method smilar to what the Taxpayer has done
here. As far as he is aware, the Revenue has adways accepted such tax
computations every time up to now. The Taxpayer isthe first case where the
Revenue has disputed and disallowed the computation.

During the pre-sale period between December 1994 and February 1996, the
Taxpayer recelved and processed nine gpplications from purchasers who
sdected the immediate payment method. Three out of the nine purchasers
subsequently paid the balance of the purchase pricein full before 30 June 1996
and the balance of the purchase price due by the remaining Sx purchasers as at
30 June 1996 amounted to $34,950,577.32 and this amount was included in
the total ingaments receivable as a 30 June 1996 in the amount of
$128,651,613.69. After the occupation permit wasissued on 6 February 1996,
seven purchasars who originadly had not sdected the immediate payment
method, subsequently, due to fallure in obtaining finance for payment of the
balance of purchase price, entered into a supplementa agreement with the
Taxpayer providing for payment of the balance of purchase price by monthly
ingaments. One out of the seven purchasers settled the balance of purchase
price in full before 30 June 1996, and the total ingtaments recaelvable as at 30
June 1996 included $37,997,558.37 in respect of the balance of purchase price
due by the remaining Six purchasers. Thusatota of twelve units were involved
in the immediate payment method as a 30 June 1996. The totd ingtaments
receivable as a tha date also included $55,703,478 due by ten other
purchasers in respect of lump sum baance of purchase price. Of the figure of
$57,480,906 listed under Current assets — ingaments receivable, only
$1,777,428.60 was referable to the units under the immediate instalment
payment method.

The vast mgority of purchasers of the Property 1 sdected payment methods
which involved housing mortgage loan financing by banks for which the cash
inflow normaly occurred within two months from conclusion of the provisond
sale and purchase agreements. Only twelve out of a-hundred-and-twenty units
chose the ingtament method.

From afinancid management perspective, if profitstax for the relevant property
units were to be paid immediately under the immediate instalment method, this
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could have involved negative cash outflow for the Taxpayer a a time when
about 90% of the relevant sale proceeds sill remains unpaid upon booking of a
pre-sale transaction and when the tax amount on the profit eement exceedsthe
amount that the Taxpayer would receive from the purchaser by way of
downpayment. As a 30 June 1996, the Taxpayer had only received
$9,308,794.31 ($82,256,930 - $72,948,135.69) from the twelve units. The
total profits referable to those twelve units were:

$517,221,811 x 82,256,930 = $59,518,317
714,823,275

If the Taxpayer isrequired to pay profitstax on the full amount of $59,518,317
immediady in the year of sde or completion a 16.5%, this would be
$9,820,522.31 which exceeded the actua amount ($9,300,000) received in
respect of the twelve units for the financia year ended 30 June 1996.

The development company would book the full revenue and recognise the full
profits upon sale of the relevant property units when the occupation permit or
the completion certificate wasissued. The full accruad method was adopted for
al sdeswhether the sdes were made under the immediate instalment payment
method or otherwise. The IIP method would adways only account for a
percentage of total sdes, which isnot high.

In tax computations property development companies of the Group would
aways take out from the profit a sum being a proportiona part referable to
unpaid ingtaments, Smilar to what the Taxpayer has done, and the Revenue has
in the past dways accepted such tax computations. There have not been any
changesin respect of the accounting policies of the Group over the years.

Inthefinancid accounts of the Taxpayer this accounting treatment wasfollowed
sncetheinception of the Taxpayer, and in the opinion of the Taxpayer reflectsa
true and fair view of the financid pogition of the Taxpayer.

Cross-examination

A presdleisasde. It refersto those transactions which are signed before the
occupation permit of the rlevant project isissued.

The options offered to potentia purchasers at the time of pre-sde included an
option to pay the purchase price by the [1P method.

[Ms Li referred to the sample transaction of apurchaser, and to the extract of a
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page of a price lig showing the four options, four payment methods, the
provisona agreement for sde and purchase, the forma sale and purchase
agreement dated 1 March 1996, the supplementd letter dated 5 March 1996
and the supplemental agreement.]

He agreed that completion of the purchase should take place when the balance
of purchase price should be paid and the vendor would then assign on that date
the property to the purchaser.

The purchaser is entitled to sub-sdll at any time before completion.

The understanding was that the balance of purchase price wasto be paid on or
before 26 March 1996 and that would be the date of completion. The balance
of the purchase price to be paid on 26 March 1996 was $6,480,000. The
purchaser, having faled on tha date to come up with the baance of the
purchase price, the vendor had the option of exercising the rights to forfeit the
deposit and any ingaments paid and to exercisetherights of resdle. Instead the
vendor accepts the purchaser’ s request and enters into the supplementa
agreement (see paragraph 2(9)(d) above). Thisistypica of the other unitsto
which the instalment method has been gpplied.

He agreed that the supplementa agreement contained, inter dia, the provisons
shown in paragraph 2(9)(d) above, and, in paticular, those rdating to the
purchaser’ s right to early completion upon early repayment of the baance of
purchase price in whole, and the vendor’ s right to early completion upon the
meaking of arrangements for financing by banks and/or financid inditutions the
unpaid balance of purchase price.

For thekind of financing they would provide, they would normaly charge higher
interest rates than abank. Now, they were dso offering afirst legd mortgage.
They weredso offering other forms of financing. All of thesewould typicaly be
higher than what the banks would charge.

As a genera statement, people must be making efforts to try to pay a lower
interest rate. Whether they can do that depends on many things. Among others
there would be income proof, occupation, age, age of the building. He cannot
anticipate as to whether they would be able to find refinancing o easlly. They
have to pay prepayment pendty. He had mentioned the two months’ interest
that would be charged. Other negative factors are legd feesfor the assgnment,
funding fee in certain cases for going to the bank that would provide the
finencing.



5.29

5.30

531

5.32

5.33

5.34

5.35

5.36

5.37

5.38

INLAND REVENUE BOARD OF REVIEW DECISIONS

Asfor the vendor finding dternative financing for the purchaser, dthough there
are provisonsin the agreement, it is not the intention of the Taxpayer to sl or
transfer financing. They had not done so in the past.

In the case of other companies in the A Group, there are instances where the
purchaser had completed before the fifteen or twenty-year period has elapsed.

As for the Taxpayer, eleven out of the twelve units completed the purchase
within eighteen months or so. That isin away quite an unusud, and quiteahigh
rate of early prepayment. It may again depend on anumber of factors, such as
maybe 1996 was a year when people purchased properties and then prices
gppreciated. Maybe they disposed of the units for profit.

In his experience the Hong Kong Monetary Authority would have very clear
guiddines to disallow or to persuade commercid banks not to take non-sdf-
residing unitsfor mortgage purposes. They should do mortgagefinancing for the
end-users.

He would not exclude the possibility that in arisng market somebody who has
purchased as a trading activity, will complete the purchase in order to redise a
profit.

His experience is more limited to financing purchasers whereas in his previous
experiencein banksit was moreto do with financing end-users. When it comes
to traders he hasto make aguess. That isnot his expertise.

[Referring to clause 4 of the supplementa agreement (see paragraph 2(9)(d)
above),] it is correct that the vendor has by the date of the supplementa
agreement proved that the vendor has good title to transfer to the purchaser.
The vendor has not assgned the premises. That remains to be done.

[He was referred to clause 8(vii) of the supplementa agreement set out in
paragraph 2(9)(d) above] That is correct.

The purchaser hasfour optionsto choose from for paying the purchase price. If
he opts for the 11P method, the gpplication Hill has to be approved by the
company, who will assess the purchaser according to criteria. If not satisfied,
the company will not gpprove the gpplication.

[Referring to accounting policy regarding the recognition of revenue (see
paragraph 5(10) above),] a unit is pre-sold, and then it comes to the financid
year in which the property is completed, and they will recognise revenue and
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profit in that year. So, if the property is sold before the issue of the occupation
permit, then revenue will be recognised upon theissue of the occupation permit.
If the property is sold after the issue of the occupation permit, then revenue will
be recognised on the sale of the property, which should mean * on the execution
of the forma sde and purchase agreement’ . The words * together with the
interest earned on the instalment sales of properties refer to al sdes, and not
just those under the instament payment method.

[Being referred to a table, an appendix to his statement, and to the second

column for the date of provisond sde and purchase agreement,] the date of

recognition of revenueis not evidenced from thistable, which is prepared under

hisdirection for the purpose of showing theandyssof theingamentsreceivable,
and is not meant to give an indication of when the profit would be booked.

Profit should be booked, he believes, when the forma sde and purchase
agreement issigned. Hewould liketo obtain lega advice asto whether asdeis
confirmed or regarded as confirmed in the legal sense when the provisond sde
and purchase agreement is sgned or when aforma agreement is sgned. He
does not know at this point, but he could give the answer with the time dlowed
to research into it.

They have records of sleswith areference to an option of the 1P method and
such records can betraced back to 1994. Hebelievesthat the A Group started
to offer this option in the |ater part of the 1980 s.

In the year ended 30 June 1996, a-hundred-and-eight units were sold out of a
hundred and twenty. Some units were sold with car parking spaces, while
others were not.

[Being shown the Taxpayer’ saccountsfor the year ended 30 June 1996,] heis
not a director of the Taxpayer. Two directors of the Taxpayer sgned the
accounts.

Mr Kotewall accepts MsLi" ssuggestion that completion took placein relation
to six of the unitsin the year ended 30 June 1997 and in relation to five of them
in the year ended 30 June 1998.

In re-examination

When hejoined the A Group in 1987, the || P method was aready in operation.

There is no pre-set payment method preferred by them. They would provide
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different payment methods to attract purchasers and to facilitate their purchase
of theflats but in the process they would try to compensate themselves. Factor
no 1 is that they provide finance of a higher percentage than what the
commercid bankswill offer. They provide up to 90% while the banks offer a
maximum of 70%.

5.47 Factor no 2 isthe debt serviceratio (DSR), the monthly repayment obligations
of apurchaser as a percentage of his monthly income, such rate not to exceed
60% of thetota ingtament payments. Various bankshavedifferent policies, but
on the whole they adopt the debt service ratio of 40 to 50%. 40% for people
earning less than $30,000 per month. For those earning $30,000 or more it
could be 50%. But 60% would be on the high sde.

5.48 In hisexperience as aformer banker and having been with the A Group for the
past twelve, thirteen years, he would say that those who would choose the 1P
method would be purchasers who had some difficulty in obtaining finance or
mortgage finance from the commercid banks. Ancther Stuationisrelated to the
equity or money available to a purchaser for making down payment deposit.
For example, if heis purchasing aunit and he only has 10% of equity, it would
not be possible for him to seek 90% financing from the bank so he would have
little choice but to look to financierswho would provide more than 70%. Under
the I1P method, they would offer up to 90% financing, so if he haslessthan 30%
equity, the 1P method would be the thing he would be looking at.

5.49 Anocther agpect isthat he may have no proof or no forma proof of income. The
commercia bankswould like to see written evidence of regular income. Onthe
other hand, they would accept declaration by the intending purchaser.

5.50 In relation to the tweve units in question, they have done some datigtics and
have found out that seven out of the twelve purchasers who dected the 1P
method had their debt service ratio exceeding 50%. Add two more who
exceeded 40% and there would be seven out of twelve purchasers that
exceeded 50% and nine out of twelve exceeding 40%. You would say that
seven or nine purchasers would not be qudified to apply for a mortgage loan
from acommercid bank.

Testimony of the second witness, Professor D

6. The testimony of the second witness, Professor D, including his witness statement put
in by consent as part of his evidence in chidf, is briefly asfollows:
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In chief

6.1

6.2

6.3

6.4

6.5

Hebegan hiscareer in 1977 with an accounting firmin Hong Kong. 1n 1980, he
joined a finance company as manager in charge of the audit divison and the
insolvency divison. During 1984 to 1985, he briefly joined another finance
company as manager with the financid and accounting divison.

In 1985, he established his own practice and his firm later merged with
Company H in 1990. Beddes sarving as an audit partner, he was adso
responsible for the Country | operation of Company G Internationd aswell as
the management conaulting divison of the Hong Kong firm. He joined a
universty in Hong Kong as adjunct professor with the Department of
Accountancy, Faculty of business, and re-established hisown practicein 1998.

He holds a Doctor of Philosophy degree in Accountancy and a Master of
Busness Adminigration with a universty in Hong Kong. He dso holds
professond qudificationswith HKSA, the Taxation I ngtitute of Hong Kong and
the Chartered Association of Certified Accountantsin Country H. Heisasoa
member of the indtitute of Certified Public Accountantsin Country |. Heisaso
a member of some of the boards, committees and sub-committees with the
HKSA.

[Referring to the Taxpayer’ s accounting policy in relation to the recognition of
revenue, including saes under the 1P method, as disclosed in the audited
financial statements of the Taxpayer as of 30 June 1996 (see paragraph 2(6)
above),] under this accounting policy, revenue and profit from the sde of
properties were recognised upon the issue of an occupation permit or upon sde
of properties, whichever is the later. No deferment of revenue or profit has
been made for those sdes concluded by way of the 1P method. Thiswill be
referred to as the full accrua method.

Initsgpped againgt theCIR’ sdetermination reating to theadditiona profitstax
assessment for the year of assessment 1996/97, the Taxpayer submitted that the
ingament method of recognising revenue and profit would equdly be the
gppropriate method for adoption. Under the instdment method, revenue is
recognised on cash payments made to the Taxpayer by the purchaser using the
[1P method, while profit is accounted for on the bass of cash received with
reference to the percentage of gross profit to total salesvaue.

He has been asked to express his view as to (1) whether the facts and
circumstances of the Taxpayer would render the full accrud method the only
appropriate method for the Taxpayer for the year ended 30 June 1996 and (2)



6.6

6.7

6.8

INLAND REVENUE BOARD OF REVIEW DECISIONS

whether the ingalment method could dso have been gppropriate for the
Taxpayer for therecognition of revenuefrom the sale of propertiesunder thelIP
method for that year.

Basad on the facts and circumstances of the Taxpayer, there are factors in
favour of the adoption of ether thefull accrua method or theinstalment method.

Factorsin favour of the full accrud method include:

@

)

©)

The full accrual method is the prevaent market practice adopted by
amilar firmsin the same indudry;

The full accrud method has been followed since the inception of the
Taxpayer and is congstent with the accounting policy that is adopted by
the Taxpayer’ sparent and itsfellow subsidiaries. A separate accounting
policy to cater only for such a smal percentage of transactions did not
appear to be warranted; and

There is no evidence (up to 11 September 1996 when the audited
financid statementswere gpproved) that the buyersat large under the l1P
method would withdraw from their commitment by defaulting thar
payments.

On the other hand, there are factors in favour of the ingalment method. They
relate to the adverse indicators of individua buyers  commitment to pay for the

properties:

@

e

©)

(4)

Buyers under the IIP method are typicdly of the less affluent sector.
There may be doubts on the ability of these buyersto fulfil their continuing

obligations,

High debt servicing ratios of the buyers coupled with high loan-to-vaue
rations might aso dent the required evidence of the buyers ability to
complete payment;

Instalments of only 11.32% of total sales vaue received up to 30 June
1996 were low as compared with the 19.5% required under the US
dandard (no equivdent guideines in Hong Kong) for sdes to be
accounted for by the full accrua method; and

The length of exposure period to complete the transaction adds to the
uncertainty with respect to the buyers commitment to fulfil ther
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continuing obligations.

Thesefactors, however, are mitigated by the low ddlinquency rates experienced
by various financid inditutions for loca resdentiad mortgage loans. In other
words, with the historicaly low percentage of buyers of residentid properties
defaulting payments, the probability of any negaive implicaion on the
outstanding receivables would be inggnificant.

It follows tha there is a range of factors to consder in deciding which
accounting policy on revenue recognition - the full accrua method or the
instament method - should be adopted by the Taxpayer so that the financid
datements would reflect a true and far view of the Taxpayer’ s financid

pogition.

It seems that management of the Taxpayer has exercised an informed judgment
in deciding that the full accrua method is gppropriate in the circumstances, and
the adoption of such accounting policy would condtitute atrue and fair view for
the financid statements of the Taxpayer.

Some factors may not be relevant. Particular reference is made to the witness
statement of Mr F.

(1) Theopinion expressed by the Taxpayer’ sauditors. The auditors stated
in their reports that * it [an audit] dso includes an assessment of the
dggnificant estimaes and judgments made by the directors in the
preparation of the accounts, and of whether the accounting policies are
appropriate to the Taxpayer’ s circumstances, condstently gpplied and
adequately disclosed.” Studieshave shownthat auditorstendtorely toa
greater extent on precedents that are smilar to the problem dtuation. In
the presence of conflicting arguments, the auditorswould likely follow the
prevaling practice. Hence, having given due regard to the auditor’ s
judgment process, the auditor s opinion shal not be teken as
overwheming in the assessment of whether the full accrua method isthe
only appropriate accounting policy. Itisclear that theevidenceon handis
mixed and that cogent factors judtifying the adoption of the ingament
method exis.

(2) Events subsequent to 11 September 1996 should not be taken into
condderaion. Asfar asthe Taxpayer’ s management and auditors are
concerned, they were making a judgment on the appropriateness of the
accounting policy choice for the financid statements as of 30 June 1996,
based on facts and evidence available to them up to 11 September 1996.
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Events that took place thereafter could not have been consdered at that
point in time and are therefore irrd evant.

(3) Dividend payments for the year ended 30 June 1996 were made given
the circumstances and within the context that the full accrua method had
been regarded as appropriate.

Some accounting numbers in Mr F s satement are factudly incorrect. The
$57,500,000 current instaments receivable as shown in the audited financid
datements of 30 June 1996 in fact includes outstanding payments of
$55,703,478 that relates solely to sales other than those under the instament
sdes method. Outstanding ingta ments that relate to sales under the instament
sales method amounted only to $1,443,757, plus another $333,672 which was
overdue.

Basad on the Statement of Standard Accounting Practice No 18 issued by the
Hong Kong Society of Accountants, there are two common methods of
recognising revenue for the sale of properties under the I1P method. They are
the full accrud method and the ingament method. A relevant factor
distinguishing the adoption of these two methodsiswhether thereisevidenceon
the buyer’ s commitment to complete payment with reference to the buyer’ s
initid and continuing payments.

In evauating which accounting method is more gppropriate, it is important to
assessthe’ soirit and reasoning’ behind the decision. Based on theinformation
provided, management of the Taxpayer has exercised their informed judgment
by evauating the rdevant factors. It is his opinion that, for the purposes of
preparing thefinancial statementsfor theyear ended 30 June 1996, athoughthe
full accruad method is gppropriate in the circumgances, there are certainly
factors which support the adoption of the instament method. It would have
been entirely appropriate and prudent to warrant the instalment method to be at
least as appropriate given those factors.

In cross-examination

[Mr Kotewall stated that one unit out of the twelve was completed in August
1996 s0 that there was no completion before 30 June 1996 but there was one
before 11 September 1996.]

He was not given the actua dates of completion.

By thefull accrua method dl the revenue would have been recognised upon the
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sdle of the properties, upon the execution of the sales agreement in accordance
with the accounting policy, even if the indaments cover a period of fifteen to
twenty years.

A cash basis would not recognise profit until the cash is received.

Given that the buyers have dready committed or there are indications that the
buyers will be able to repay everything so that the title will be passed to the
buyer, then, of course, the full accrua method will be gppropriate.

It is correct that, in order to decide on the appropriateness of the full accrua
method for a company that does not employ the [1P method, the company il
has to assess the appropriateness of using the full accrua method by trying to
assess the commitment of apurchaser to complete. So the assessment exercise
which is a matter of judgment for the company with its experience in the
development field, is the best indicator of whether it is the gppropriate method
to use.

He has dsudied the relevant issues surrounding the Taxpayer as to which
accounting policy would have been gppropriate a 30 June 1996, in the
recognition of revenue from the sales of the properties under the [1P method. In
the process of doing that he would also study the view of the Taxpayer’ s
management in the adoption of the redevant policies which could be derived
from the Taxpayer' s accounts. He has dso looked into the Taxpayer’ s
financid management and credit policies which is stated in Mr C s statement.
He agreeswith Ms Li that that is the document which refers to prepayment not
being permitted.

The mgor sources of information are the accounts as well as the Taxpayer’ s
management’ s view as to which accounting policy is gppropriate. He would
aso look a the volume of sales under the [IP method, the environmental
gtuation.

Itiscorrect that purchasers may be more committed to completing apurchasein
a environment where the market isrisng.

If the deposit represents a substantial proportion of the purchaser’ s savings,
thenit isprobably right that, from the purchaser’ spoint of view, the purchaser is
more likely to want to completeif he possibly can.

Given the market being so fluctuating in Hong Kong, formulating an accounting
policy should be for the long term, and it is not common for companies to be
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changing accounting policies to reflect the market Stuation. He would suggest
that the market situation would be one of the factors that the board of directors
or management would take into congderation.

He agreed that mogt trading businesses would follow the accruals concept,
rather than the cash concept and that the cash basisis the exception rather than
therule.

[MsLireferredto’ factorsin favour of thefull accrua method' | to thelast point
that there is no evidence that the buyers at large would withdraw from their
commitment by defaulting payments and to the fact that one of the buyers
completed by 11 September 1996.] That only addsto thefactorsindicating the
appropriateness of the full accrua period under the circumstances.

Theexpresson * theingdment method' is not from the tandards or guiddines
of the Hong Kong Society of Accountants. Itisareferenceto the US standard.

As for the factor in favour of the instalment method, buyers under the 1P
method aretypicdly of the less affluent sector, that is based on two things. One
was the statement of Mr C. The second thing is the supplementa agreement
whereit was mentioned that the buyer typically could not secure mortgage loans
from banks obvioudy for financia reasons.

It isentirdly possible that wedthy speculators may prefer not to go through the
paperwork of getting a mortgage.

High loan-to-vadue ratio is an indicator that the buyer might be unable to
complete payment.

Itisprobably right thet, given arisng market, and given the effect that isgoing to
have on the loan-to-vaueratio, the buyer might well be able to transfer to bank
financing. But in their experience, the property market in the last fifteen years
has been fluctuating. And dso they are looking a the Stuation as of 30 June
1996, or 11 September 1996. Thereis no guarantee that the market will [not]
be coming down again given the fluctuating characteridtic of the market. Of
course it isafactor that the directors of a property development company are
particularly well placed to judge.

Prior academic studies show that auditors tend to rely on precedents as
persuasive evidence in judging whether an accounting policy is gppropriate in
the circumstances. S0, if there is a difference between a precedent and a
position that a company follows in adopting a certain accounting policy, the
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auditor would tend to rely on the precedent and do not heed the client’ s
position. Here he refers to his statement that * therefore in the presence of
conflicting arguments, the auditors would likdly follow the prevailing practice’

[He was referred to the following paragraphs in the auditors report to the
shareholders of the Taxpayer dated 11 September 1996:

Respective responsibilities of directors and auditors

The Companies Ordinance requires the directors to prepare accounts
which give atrue and fair view. In preparing accounts which give atrue
and fair view, it is fundamenta that appropriate accounting policies are
selected and applied consstently, that judgments and estimates are made
which are prudent and reasonable and that the reasons for any significant
departure from applicable accounting standards are stated.

Itisour repongbility to form an independent opinion, based on our audit,
on those accounts and to report our opinion to you.

Basisof opinion

We conducted our audit in accordance with Statements of Auditing
Standards issued by the Hong Kong Society of Accountants. An audit
includes examination, on atest bas's, of evidence relevant to the amounts
and disclosures in the accounts. It dso includes an assessment of the
dggnificant edimates and judgments made by the directors in the
preparation of the accounts, and of whether the accounting policies are
appropriate to the company’ s circumstances, consstently gpplied and
adequately disclosed.]

The dgnificant estimates and judgments made by the directors included the
appropriateness of paying an interim dividend based on profit of gpproximately
$524,000,000. The auditors are consdering whether the estimates and
judgments made by the directors are gppropriate.

Where there are no authoritative guiddines in Hong Kong, previous studies
have shown that the auditors would likely look esawhere, including precedents
from various sources, to make their judgment as to whether estimates for the
judgment made by the directors are appropriate in the circumstances.

It istrue that there is no evidence that the directors or the auditors thought that
the instalment method was gppropriate in the circumstances of this company at
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this particular date, but the point is that, given the circumstances, given these
factors, if he was asked to form an opinion asto whether the instament method
could have been gppropriate in the circumstances, his answer would be yes.

He agread that he was not necessarily privy to dl the information which the
directors and auditors had in coming to their view that the full accruas method
was the appropriate method to use.

Re-examination

Theterm ‘ ingdment method’ is not found in the Hong Kong Society of
Accountants Standards. To the best of his belief, the concept underlying the
term is familiar to accountants practisng in Hong Kong. In fact, the concept is
exactly what is mentioned in Statement 2.118 promulgated by the Hong Kong
Society of Accountants, dthough they did not use the term ‘ indament
method’ .

Testimony of the third witness, Mr E

7. The testimony of the third witness, Mr E, including his witness statement put in by
consent as part of hisevidencein chief, isbriefly asfollows.

In chief

7.1

7.2

Following his graduation from a university in Country Jin December 1980, he
commenced his career with an accounting firm in Hong Kong in March 1981.
In June 1984 he was admitted as a chartered accountant in Country J. He
transferred to the office of thisaccounting firm in Country Jin October 1984 and
returned to the Hong Kong office in October 1988. He was admitted to the
partnership of this accounting firm in Hong Kong in July 1992.

He has audited many property development companies.

HeisaFelow member of the Hong Kong Society of Accountants (HKSA) and
a certified public accountant in Hong Kong. He has aso served on the Council
of HKSA.

Statements of Standard Accounting Practice 2.118 ‘ Revenue’ applies to
accounting for revenue arigng from inter dia the sde of goods where goods
includes * land and other property held for resde’ Clause 13 dates that
revenue from the sale of goods should be recognised when dl the following
conditions have been satisfied:
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(@ the enterprise has tranderred to the buyer the significant risks and
rewards of ownership of the goods;

(b) the enterprise retains neither continuing managerid involvement to the
degree usudly associated with ownership nor effective control over the
goods sold;

(c) theamount of revenue can be measured reiably;

(d) itisprobable that the economic benefits associated with the transaction
will flow to the enterprise; and

() the costsincurred or to be incurred in respect of the transaction can be
measured reliadly.

The appendix to Statement of Standard Accounting Practice 2.118 states on
property saes:

‘ Revenueisnormally recognised when legd title passesto the buyer.

However, the equitable interest in a property may vest in the buyer
before legd title passes and therefore the risks and rewards of
ownership have been trandferred at that stage. 1n such cases, provided
that the sdller has no further substantial acts to complete under the
contract, it may be appropriate to recognise revenue.’
‘ A sler must d'so congder the means of payment and evidence of
the buyer’ scommitment to complete payment. For example, when the
aggregate of the payments received, including the buyer’ sinitid down
payment, or continuing payments by the buyer, provides insufficient
evidence of the buyer’ s commitment to complete payment, revenue is
recognised only to the extent cash isreceived.’

His understanding of the supplementa agreement relating to one of the twelve
units sold under the [P method isthat the buyer assumesthe risks and rewards
of ownership and thet there is no subgtantial or continuing involvement on the
part of the Taxpayer. Assuming that sgnificant risks and rewards have been
transferred to the buyer there are two acceptable methods of accounting for the
sdes

(@  Instdment method — sdlesrecognised only to the extent of cash received.
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(b)  Full accrud method — sdlesrecognised in full.

The choice of method depends on the economic substance which the directors
want to reflect in the financid satements.

The full accrud method is the method which management adopted to account
for sdesincluding those under the I1P method in the preparation of the financia
statements for the year ended 30 June 1996.

Theratio of current instalment receivables to total instalment receivables a 30
June 1996 should be 2.4% ($1,770,000/$72,800,000) and not 45%
($57,500,000/$128,700,000) as caculaed by Mr F. The amount of
$55,703,478 being outstanding payments for units sold otherwise than under
the 1IP method, should be excluded from current instament receivables.
Further, the $57,500,000 included $333,672 being instaments due under the
[1P sales before 30 June 1996, but not paid as at that date. Adopting a pure
receipt basis, as apparently Mr F did, and so treating the amount of $333,672
as part of the current instalment receivables, the ratio is 2.4%.

He understood from the statement of Mr C that, in preparing the financid
statements for the year ended 30 June 1996, the directors had taken into
condderation the materidity of the financid effect of the sdes under the IIP
method in relation to the total sdesfor that year, with the objective of presenting
farly the results of the overdl performance of the Taxpayer as a developer.

Despitethe choice of full accrua method to account for the salesincluding those
under the [P method, the directors had eected to adopt the instalment method
for the purpose of preparing the profits tax return to account for those saesin
respect of which repayments had not been received at the balance sheet date.

In hisreport, Mr F stated that the declaration and payment of interim dividends
of $430,000,000 is support that management were satisfied with the
purchasers commitment to complete payment. He disagreed with that
concluson. Dividends were paid to the parent company. This was Smply a
mechanism for moving assets to the parent company. He did not consider that
the payment of dividends is necessarily an indicator of expectations as to
whether amounts were collectible. Rather having eected to use the full accrua
method this amount was treated as dividend.

The amount of ingament receivables a the balance sheet date can be
differentiated into outstanding down payments, late ingtalment payments and
ingtal ment recelvables attributableto | 1P sdles. The outstanding down payments
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are not related to the sales under the [1P method and should be excluded from
the calculation of the profit to be deferred. The correct formula to be used to
cdculate the profit to be deferred asthe Taxpayer cdamsisasfollows

Profit on property trading x  Instalments receivable under the |1P sdles
Proceeds from sde of flats

The choice of accounting trestment method depends on directors  decision to
reflect which economic substance in the financid statements— performance of a
property developer’ sact or the underlying credit risk of the sde.

In the Taxpayer' s circumdances, both the full accrud method and the
instalment method are acceptable to be adopted to account for the sale under
the 11P method. In making their choice, the directors would have to decide
which economic substance they would want to reflect in the financid statements
(see paragraph 7.11 above). The factors that the directors would have
congdered in their decision process are:

(@  consgency with group accounting policy;

(b)  consggency in the gpplication of the accounting policy chosen;
(c)  evduation of the underlying credit risk; and

(d)  maeridity.

In the Taxpayer’ s circumstances, he does not observe the presence of any
angle factor or factors which would have dictated the choice of ether the full
accrual method or the ingtialment method to account for the sales under the [1P
method. The full accrua method is consstent with the provisons of Statement
of Standard Accounting Practice 2.118, dthough it would have been dso
appropriate if the management, having regard to the factors, had given more
weight to the economic substance of the 1P sdes and adopted the instament
method.

At the time of recognising the revenue, the company had done al the things
required of it gpart from executing the assgnment.

At the point when dl thefive criteriain clause 13 (see paragraph 7.2 above) are
satisfied, the revenue should be recognised. This is standard accounting
practice.
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Inthe case of ingtament sdlesit is proper to recognise the revenue at the date of
sdeexclusve of interest. The interest dement is Smply recognised as revenue
asitisearned.

If the sdler is obliged to perform any dgnificant acts after the trandfer of the
equitable and/or legdl title, revenueisrecognised asthe acts are performed. An
example is a building or other facility on which congruction has not been
completed. That is not gpplicable in the case of the twelve units,

Re-examination

In consdering whether the insament method is an appropriate method of
accountancy trestment, al other things being equd, the length of the repayment
period would be a relatively important consideration. Hindsight is one matter
but a the time of having to make the decison obvioudy the length of the
repayment period would be one of the important circumstances.

Testimony of the fourth witness, Mr F

8. The testimony of the fourth witness, Mr F, including his witness statement put in by
consent as part of hisevidencein chief, is summarised as follows

In chief

8.1

8.2

He was the faculty of management gold meddist a a university in Country K,
upon his graduation in 1977. Thereupon he joined an accounting firm in
Country K. He became a chartered accountant of Country K in 1980. From
1988 to 1994, he was the managing partner of the accounting firm' s office in
Country K and partner responsible for coordinating services and business
development activitiesin Country | for Country K’ s practice of the accounting
firm. In 1994, he trandferred to the Hong Kong office and is currently the
managing partner, audit and business advisory service, for Country | of this
accounting firm.

He presently serves as engagement partner for public companieslisted on Hong
Kong exchanges and the exchanges of a city in Country I. He actively
participates in the various committees of the Hong Kong Society of
Accountants (HKSA). Presently he is a member of the HKSA Council and
as0 serves on the acommittee of the Hong Kong Stock Exchange.

Accounting Standards are developed and issued in the public interest by the
HKSA as being authoritative statements on accounting practice. (HKSA
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Statement 2.0).

Accounting Standards are not intended to be a comprehensive code of rigid
rules. They do not supersede the exercise of an informed judgment in
determining what condtitutes atrue and fair view in each circumstance (HKSA
Statement 2.0).

In gpplying Accounting Standards it is important to be guided by the spirit and
reasoning behind them (HKSA Statement 2.0).

Fundamenta accounting concepts are the broad basic assumptions which
underlie the periodic financia Statements of business enterprises (HKSA
Statement 2.101).

... the accruds concept: revenue and costs are accrued (that is recognised as
they are earned or incurred, not as money isreceived or paid), ... provided that
where the accruals concept isincond stent with the prudence concept, the latter
prevails ... (HKSA Statement 2.101).

... the concept of prudence; revenue and profits are not anticipated, but are
recognised by incluson in the profit and loss account only when redlised in the
form ether of cash or of other assets the ultimate cash redisation of which can
be assessed with reasonable certainty ... (HKSA Statement 2.101).

Accounting bases are the methods developed for applying fundamenta
accounting concepts to financid transactions and items, for the purposes of
financial accounts ... (HKSA Statement 2.101).

Accounting policies are the specific accounting bases sdlected and consistently
followed by a business enterprise as being, in the opinion of the management,
gppropriate to its circumstances and best suited to present fairly its results and
financia pogtion (HKSA Statement 2.101).

In hisopinion, revenue from the sale of completed properties (after construction
work has finished) fals under the scope of HKSA Statement 2.118 (see
below).

Regarding the sdle of completed properties, the HKSA Statement 2.118
requires revenue from such sde be recognised when dl of the following
conditions have been satisfied: (a) the sdler has transferred sgnificant risks and
rewards to the buyer, (b) the sdler neither retains managerid involvement
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normaly associated with ownership nor effective control, () the amount of
revenue can be measured rdiably, (d) probably economic benefit will flow to
the sdler, and (e) cost can be measured reliably.

Under generally accepted accounting principles, the commercid substance of a
transaction needs to be consdered to determine whether risks have been
trandferred. It is possble for a sdller to transfer sgnificant risks and rewards
relating to an asset to a purchaser before thetransfer of the asset” slegd title. In
such circumdances, if the sdler only retains an inggnificant risk of ownership,
the transaction isa sale and revenue is recognised. In his opinion, revenue may
be recognised before the transfer of the legd title.

In his opinion, revenue from the pre-sde of properties during the congtruction
period may fall under either HKSA Statement 2.103 or HKSA Statement
2.118 (see below), depending on the view taken as to whether the property
under congtruction congtitutes a long-term work in progress.

If the property under construction is considered not to be along-term work in
progress, it needsto be accounted for under HKSA Statement 2.118. Revenue
from the pre-sde should therefore be recognised when al five specified
conditions have been satified.

Inapre-sde, aproperty development needs to complete the construction work
and therefore dtill has substantial ongoing involvement inthe property. Typicdly,
enterprises which follow the approach of the HKSA Statement 2.118 adopt an
accounting policy of recognising revenue from the sale of properties upon the
issue of an occupation permit or upon the sale of properties, whichever islater.

If, on the other hand, the property under construction is considered to be a
long-term work in progress, it needs to be accounted for usng HKSA
Statement 2.103. Profit and revenue from the pre-sa e should be recognised to
reflect the part of the profit attributable to that part of the work performed
before the completion of the congtruction. Typicdly, enterprises which follow
the approach of the HKSA Statement 2.103 adopt an accounting policy of
recognisng revenue over the entire period of congtruction.

Based on his knowledge of locd practices and a survey of the accounting
policies adopted by some property development companies, both of the above
approaches are consdered acceptable and have been adopted in practice.
There is, 0 far, no consensus on which of the two accounting trestments is
superior. In hisopinion, both accounting treatments are equaly acceptable and

appropriate.
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Under the HKSA Statement 2.118, a reporting enterprise should take into
account the means of payment and evidence of the buyer’ s commitment to
complete payment to assessthe probability of theflow of economic benefit from
the sdle transaction. Hence, when there isinsufficient evidence of the buyer’ s
commitment to complete payment, revenue is only recognised to the extent
when cash isreceived.

As a generd principle, under the HKSA Statement 2.101, a reporting
enterprise should apply the prudence concept and recognise revenue and profits
not when anticipated, but only when redised in the form of either cash or other
ass, the ultimate redlisation of which can be assessed with certainty.

Based on the above, if the reporting enterprise considers that the flow and
redisation of economic benefit may not be probable until the consderation is
received, revenue and profit recognition need to be deferred until the actua
recaipt of condderation. In his opinion, in such circumstances, it may be
gppropriate to adopt an accounting policy of recognising revenue upon theissue
of an occupation permit or upon the sdle of properties, whichever islater, tothe
extent of consideration received.

However, he must emphasise that whether revenue recognition needs to be
deferred or not depends on the enterprise’ s circumstances, and management is
in the best position to make judgement on this.

According to the audited financial statementsof the Taxpayer for the year ended
30 June 1996, revenue and profit from the sale of properties were recognised
upon theissue of an occupation permit or upon the sale of properties, whichever
is the later. No deferral of revenue or profit has been made regarding those
sdes where condgderation has not yet been recaived in full. The same
accounting policy has been adopted by the Taxpayer in its audited statements
for the year ended 30 June 1997.

The Taxpayer’ s auditors had issued unquaified audit reports on the above
financid statements. In ther reports, the auditors stated that the audit aso
includes an assessment of the sgnificant estimates and judgments made by the
directors in the preparation of the accounts and of whether the accounting
policies are appropriate to the Taxpayer’ s circumstances, consstently applied
and adequately disclosed.

Theaudited financid statements showed that at 30 June 1996 the Taxpayer had
totd ingaments receivable of $128,700,000, comprising amounts fdling due
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within one year of $57,500,000 and amounts due after one year of
$71,200,000.

When congdering the probable flow and redisation of economic benefits, he
noted that the ratio of current ingaments recalvable to totd instaments
receivable at 30 June 1996 as shown in the audited financia statements was
approximately 45% ($57,500,000/$128,700,000), even though the maximum
payment term was one-hundred-and-ei ghty months (or two-hundred-and-forty
months in one particular case). This indicated that the average payment term
was sgnificantly shorter than the maximum term as suggested in the 11P method
during the pre-sde. In his opinion, this together with the fact that purchasers
paying by instalments on average have aready paid gpproximately 12.5% of the
congderation by 30 June 1996, demonstrate the purchasers commitment to
complete the payment.  This ties in with the presumption that management is
confident in the probable flow and redlisation of economic benefit.

The above deduction isfurther reinforced by the figures shown in the analysis of
instal ments receivable, which indicated that $104,700,000 (more that 81%) of
the total instalments recelvable outstanding at 30 June 1996 were in fact settled
within twelve months.

The above view on the probable flow and redisation of the ingaments
receivableis aso consstent with the Taxpayer’ sdividend payment. It declared
and paid an interim dividend of $430,000,000 during the year ended 30 June
1996, leaving abaance of $7,400,000 asretained profits carried forward at 30
June 1996. As the dividend payment represented more than 98% of the
Taxpayer’ s profit for the year less accumulated losses brought forward, this
indicated that management was satisfied with the purchasers  commitment to
complete the payment and regarded the profit reating to the outstanding
consderation asredised at the time.

Based on the information provided, he consders that it is appropriate for the
Taxpayer to adopt an accounting policy of recognisng revenue upon theissue of
an occupation permit or upon the sae of properties, whichever is the later,
without deferring part of the revenue in relaion to outstanding congderation.

There are two common approaches, based on the HKSA Statement 2.118 and
2.103, in relaion to the recognition of revenue on the sae of properties and the
Taxpayer’ s accounting policy on revenue recognition is in line with the
approach of the HKSA Statement 2.118.

In his opinion, based on the information provided, an accounting policy of not
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deferring part of the revenue in relation to outstanding condderation is more
gppropriate for the Taxpayer. He concurs with the judgments of the
Taxpayer’ smanagement of not deferring the revenue recognition in thefinancia
statements for the year ended 30 June 1996.

[To Ms Li] The information available to him when he made his statement
towards the end of January this year did not include any breakdown between
receivables arisng out of the I1P sales and other sdles, and that ishow he came
to the figure of 45% (see paragraph 8.23 above). It affects the condderations
that were taken into account in coming to the conclusion because severd factors
were consdered intotd in arriving a the conclusion, but on balanceit would not
change the overdl concluson.

In arriving a the concluson as to the more appropriate method for revenue
recognition in the financid statements of the Taxpayer for 30 June 1996, a
number of key factors were consdered. They would include (1)
managemeant’ s assessment; (2) the amounts of down payments received
relative to the instadment sdes, (3) market conditions a the time; and (4)
company and generd experience in the industry in terms of delinquencies
relating to thistype of salesduring that period of time. Referencewasaso made
to subsequent payments received by the Taxpayer pertaining to those sdes, of
which between the period from 30 June 1996 to 1997, the revised figure was
65% during the subsequent year. In consderation of al of those factors above,
his overdl conduson is that he would concur with the management’ s
assessment and thelr choice of accounting method as being the more
appropriate one under the circumstances.

The primary responghbility in terms of sdecting the appropriate accounting
trestment lies with management.  The role of auditors redly is to assess
management’ s accounting policies and to assess whether or not they were
conddered as being acceptable in order to reflect atrue and fair view for the
overd| financid satements.

In cross-examination

Itiscorrect that in sdes by insament payment, it isperfectly acceptableanditis
not uncommon for both methods to be used in the right type of case.

The 45% only tells aout amounts to be due in one year versus more than one
year. Tha amount has changed. Yes dgnificantly. But, given the market
conditions which were very strong at that time, and given prices were going up
and given the number of optionswhereby ether the purchaser or the vendor can
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cause payment to be made at an earlier point intime, that factor islessimportant
in terms of assessing therisk of redisation than it would appear on the surface.

When asked why he had not taken into account the fact that the market actudly
dropped after some time in mid-1996, he stated that accounting trestment and
auditing standards would require that even from a management standpoint one
would condder al the facts up to the point that the financid statements are
findised, which normally is the date when the directors gpprove the financia
gatements. Inthis case, hindsight did not extend beyond September, but it did
extend beyond 30 June.

Hindsght is rdlevant in terms of his undersanding what management were
thinking & thetime.

In this case management has sdected amethod and obvioudy management has
tremendous experience about the market and itsindustry, So management hasa
view of what the market was like and inherent risk associated with the
uncollected part of those sdles. So, in looking at the information subsequent to
that, even though it isgoing beyond anumber of months, it does help to bear out
that management knew what they were doing and made a choice. With the
hindsght information it does help me to understand what management did.

He would accept that the property market is capable of severe fluctuation.

At the time when management finaised the financid statements, that would be
round September, October 1996, management, based on the information at
that time in their assessment of the market in the foreseeable future, were
obvioudy postive and therefore they have taken the view that the full accrua
method is appropriate.  Subsequent events would have supported that
management was making a reasonable assessment at the time,

Hewould consder himself afairly creditworthy person except that he did select
avery long term on amortgage. The intention is that a the time he made the
choice hefelt that he was not going to hold it for along time, market permitting,
and therefore he would minimise his monthly payments because you would not
want toincreaseyour monthly paymentsif you areonly looking at the short-term
bridgefinancing. Y ou cannot say because people are requesting an extension of
ahundred-and-eighty to two-hundred-and-forty it must mean that they are
morerisky. Heis not going to guesswhat ther intention is.

As an outsde expert he would not assume that the fact that there were &
hundred-and-eighty, two-hundred-and-forty months would automatically mean
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they are high risk, that people intend to pay it over ahundred-and-eighty or
two-hundred-and-forty months. He would not make that assumption. There
could be alot of other things. It does not mean that people have ahigher credit
risk because they want longer payment terms. If that isgiven and heisnot going
to challenge that assumption, then it does increase the risk profile and it would
then give stronger support to the use of the instalment method.

8.41 Itisprobably the qudity of the purchaser more than the length of the payment
terms which will be consdered by management in terms of whether thereisa
risk of the purchasers not completing.

Re-examination

8.42 If the vendor retained title as security for repayments, it isjust prudent business
approach rather than akey congderation of risk in this case.
Finding and reasons

Accounting methods of recognition of revenue

9. There are two accounting methods for adoption for recognising revenue from the sde
of properties.

(@  Full accruad method. Under this method, revenue and profit from the sdes are
recognised upon theissue of an occupation permit or upon sae, whichever isthe
later. In the present case, the Taxpayer used the full accrud method to
recognise revenue and profit from the saes of units of Property 1 under dl the
payment methods, including those under the [IP payment method (see
paragraph 2(4)(c) above). No deferment of revenue or profit was madein the
case of 1P sdesin relation to unpaid consideration (see paragraph 6.3 above).

(b) Ingdment method. Under this method, revenue is recognised on cash
payments made to the vendor by the purchaser who has chosen the 1P payment
method, while profit is accounted for on the bads of cash received with
reference to the percentage of gross profit to total sales vaue (see paragraph
6.4 above).

10. The choice of accounting method depends on the directors  decision to reflect which
economic substance in the financid statements — performance of the property developer’ s act or
the underlying credit risk of the sale (see paragraph 7.11 above).

11. The Taxpayer’ s directors adopted the full accrual method for dl its sdes, including
those under the 11P payment method, in the preparation of its accounts for the year ended 30 June
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1996 (see paragraph 5.7 above), but elected to use the instament method in preparing its profits
tax return for the year of assessment 1996/97 to account for the instalments receivable attributable
to |1P sales (see paragraph 7.8 above).

12. The instdments recaeivable a the baance sheet date comprised both instaments
receivable attributable to |1 P sales and those not so attributable. The formulaused to calculate the
profit to be deferred included, wrongly, instaments receivable not atributable to 11P sales. To
exclude the receivables not related to |IP sdes, the formula should be revised as follows (see
paragraph 7.10 above):

Profit on property trading x  Instalments receivable under the [1P sdles
Proceeds from sde of flats

13. A tota of twelve unitswere sold by the Taxpayer under the |1P payment method up to
30 June 1996, out of a tota of a-hundred-and-twenty units for the whole development. A
summary of the sdes of the twelve unitsis asfollows

$
Total amount received by the Taxpayer by 30-6-1996 9,308,794.31
Overdue and unpaid instalments as at 30-6-1996 333,671.90
Instalments due and payable after 30-6-1996 72,614,463.79
(including $1,443,757.70 due and payable
within one year and $71,170,707 beyond
one year)
(Principd vaue) Totd: 82,256,930.00
(The totd sdling price for the
twelve units sold under the IIP
payment method)
14. Under the 1P payment method, payment of the purchase price would be spread over

fifteen to twenty years. For nine out of the twelve units, the term agreed was two-hundred-and-
forty months.

15. The Taxpayer’ s accounts for the year ended 30 June 1996 showed, among other
things, the following:

(@ instadmentsreceivable: $71,170,707;

(b)  current assats : ingaments receivable : $57,480.906; and
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() profits before taxation : $524,441,154 which included a profit on property
trading of $517,221,811. The latter figure was arrived as follows:

$
Sde of flats of Property 1 714,823,275
Less: Cost of sdes 197,601,464
Profit on property trading 517,221,811
16. At the hearing, the Taxpayer through its counsd revised the amounts of profits and

profitstax to be taken out in the tax computation asfollows, using the revised formulaat paragraph
12 above:

$517,221,811 x ($71,170,707 + $1,777.430)
$714,823,275

= $52,782,791 (amount of profits to be taken out)
The amount of profits tax to be taken out at 16.5% should be $8,709,161.

17. These are the amounts of profits and profits tax which the Taxpayer says are in
question. The Taxpayer concedesthat the profits from units sold other than under the |1 P payment
method should be taxed in the year of assessment 1996/97.

18. The Taxpayer’ saccounts for the year ended 30 June 1996 were drawn up on the full
accrua basisby bringing into the profit and loss account the whole purchase price asareceipt at full
vaue on the day of the sde, including an IIP sde. However, for IIP sdes, the profits tax
computation was based on the insta ment method, recognising revenue and accounting for profit on
the basis of cash payments received (see paragraph 9(b) above).

Principle againg anticipation

19. There is a principle agangt anticipation of both income and profits, but there is a
difference between the two in terms of gpplication of that principle.

20. The principle with regard to income is that it is taxable only when it isreceived. It is
relied upon by the Taxpayer. Judicid pronouncements of this principle may be found in aline of
casss including the following:

20.1 ‘... receivablity without receipt for incometax purposesisnothing at all ...
Before a good debt is paid there is no such thing as income tax upon it’
(per Rowlatt Jin Leigh vIRC [1928] 1 KB 73 at 77).
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20.2 ‘It appears to me that the reason why you make up the return for the
particular year isthat you look to see in the course of that twelve months
what has been received, and it may be that a good debt will be paid in a
subsequent twelve months and not in the twelve months in respect of
which you are making your declaration, and you cannot anticipate that
the money will comeinits proper placein the following twelve months. |
think Rowlatt J was right in saying that for income tax purposes
receivability without receipt is nothing' (per Loard Hanworth MR in
Dewar v IRC [1935] 2 KB 351 at 367). (Emphasis supplied.)

When does a profit become taxable?

21. While income can only be taxed on a cash receipts basis, it iswell settled that a profit
may not be taxed until it is redised.

21.1 The principle referable to profits is expounded in Willingde v _Internationd
Commercid Bank Limited [1978] AC 834. At 847 Lord Fraser of Tullybeton
had thisto say:

*  For these reasons | am of opinion that the bank’ s accounts
prepared for commercial purposes are drawn up on the principle
of anticipating future profits from its holding of bills and notes.
There are no doubt excellent commercial reasons for preparing
the accounts in that way: if I may borrow the words of Walton J
[1976] 1 WLR 657, 663c, they

“ are much better economic indicators than corporation tax
accounts would be asto whether a bank is or isnot doing what it
ought to be doing, that is to say, steadily making an economic
profit for its shareholders.”

But they are not a proper basis for assessing the bank’ sliability to
corporation tax.

21.2"* ... aprofit may not be taxed until it realised. This does not mean until it
has been received in cash but it does mean until it has been ascertained
and earned’ (per Lord Samon in Willingde v International Commercia Bank
Limited [1978] AC 834 at 841).

21.3 " The application of the principles of commercial accounting is, however,
subject to one well-established though non-statutory principle. Neither
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profit nor loss may be anticipated. A trader may have made such a good
contract in year onethat it isvirtually certain to produce a large profit in
year two. But he cannot be required to pay tax on that profit unit it
actually accrues (per Lord Reid in BSC Footwear Limited v Ridgway [1972]
AC 544 at 552, as quoted by Lord Fraser of Tullybdtonin Willingde” scaseat
843).

21.4° ...itisacardinal principlethat profit shall not be taxed until realised’ (per
Lord Reidin DupleMoator BodiesLimitedv IRC [1961] 1WLR 739 at 751, as
quoted by Lord Morris of Borth-y-Gest in BSC Footwear’ s case at 560, and
quoted by Lord Fraser of Tullybdtonin Willingde' s case at 843).

21.5 Audrdian and New Zedand tax legidation refers to income as being derived.
Prichard Jin Farmers Trading Co v CIR (NZ) 11 ATR 210 said at 218:

‘ ... for the purposes of the statute, income is derived when it
has been “ actually paid to or received’ by the taxpayer or when it
is“already due or receivable”’ ... Tomy mind ... incomeis derived
only when it is received or when it accrues — that is, when it
becomes due and payable.’

Again, a 224, he had thisto say:
‘ There are two recent decisions of the House of Lords, which
clearly support the concept that profit isto be brought into account

only when it isreceived or when it accrues.’

He then refarred to Lord Reid’ s dictum in BSC Footwear’ s case cited in
paragraph 21.3 above and continued at 224:

‘ | am persuaded that, for fiscal purposes, income is derived
only when it “ comes home’, either in the form of actual payment
or in the form of an accrual —an immediately enforceable right to
receive payment. Thisisthe principle recognised and applied, not
only in New Zealand but also in Australia and the United
Kingdom.’

22. From thesejudicia pronouncements, we congder that in terms of Hong Kong tax law,
profit is redised when it is received or when it becomes due and payable, and that it becomes
taxable when it becomes due and payable.

Taxability of instalments payable under thelIP sales
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23. The present case concerns profits rather than income. It follows that instalment
overdue and unpaid under the 1P sales amounting to $333,671 (see paragraphs 13, 16 and 17
above) should be brought into account in the year in question, because they are due and payable,
and that the amount to be taken out as claimed by the Taxpayer should be reduced by deducting
$333,671 from $1,777,430 in formulain paragraph 16 above.

24, The issue is whether the principle againgt anticipation appliesto future 11P ingtaments
not yet due and payable so that they should not be taxable in the year in question.

Trade debts

25. Trade debtsareregarded as* one notableexception’ to the gpplication of the principle
agang anticipation.

‘ ... A trader is not entitled to say: You must not tax me on these debts
because | have not received payment. The Legislature says. No, it is ordinary
commercial practice in calculating your profits to bring in debts which are
owing to you on the same basis as if they were receipts ... The reason why that
exception is brought in is that it is in accordance with ordinary commercial
practice to treat debts that way ...” (per Lord Greene MR in Johnson v WS Try
Limited 27 TC 167 at 181).

Thus, trade debts are treated on a full accrua basis. However, future instalments payable over a
long period of many years are in a different gtuation. The ingaments, if practicable, should be
valued and brought into account in the year of the sale, not at their face value, but at their actud
vaue. If no satisfactory vauation is possible, then the instaments should be taxed in each year as
they fdl due (see Absdlom v Tabot 26 TC 166 at 192).

26. Theleading authority isAbsolam’ scase. Mr Absaom in the years of assessment was
engaged in the business of building indudtrid dwellings which he sold to members of the working
class. The purchaser would agree to buy a house at a price, arrangements having aready been
made that a building society would advance to him a proportion of the price on a mortgage
repayable by insaments over aperiod of years. The purchaser would provideasmall sumin cash,

which together with the amount provided by the building society would be handed over to Mr
Absaom the builder on completion. For the balance of the price, Mr Absalom took a second

mortgage payablewith interest by monthly instd ments over aperiod of more than twenty-two years.
The agreement provided that the bargain to receive payment in indaments only lasts aslong asthe
ingaments are duly paid.

26.1 The issue is whether the future ingdments payable to Mr Absalom over a
period of years ought to be assessed on him for income tax in the year of the
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contract as profits of his trade for that year at full face value, or whether some
other, and if 0, what assessment should be made. At 191 of theAbsdlomcase,
Lord Atkin said:

‘ Now no one doubts that in ordinary commercial practice
where goods are sold on terms of ordinary commercial credit,
three or six months or even more, traders are in the habit of
treating the debt so created as part of profits of the year in which
the debt isincurred. Thus, where the business accounts are made
up at the end of the calendar year, a sale in December on credit
terms which expire in March or April will be regarded as a profit
made in December. And this commercial practice is treated by
taxpayers and collectors alike as involving a just and accurate
computation of profits. The obligations so created in ordinary
trade are treated as firm obligations and as good as cash in hand,
and no oneis any the worse. If expectations are disappointed, an
allowance for a bad debt can be claimed and will be granted. But
when one leaves the realm of ordinary commercial credits and has
to deal with credits extending over many years, the whole situation
is changed.

According to the Crown’ s contention, it makes no difference
whether the price of goods isto be paid forthwith or at the end of
twenty years, or by instalments over twenty years, and whether
with interest or not, nor apparently isthe possibility or probability
of the debtor being unabl e to continue the payments over the whole
period a matter to be taken into account. To my mind, to treat
money to be paid twenty year s hence as producing a profit this year
egual to money in fact paid this year is to produce a completely
unreal conception of yearly profit, and | venture to think quite
foreign to any commercial ideas on the subject...

It scemsto me, therefore, in the present case, unreasonableto treat
the whole sum payable over twenty years as amounting to a profit
of the whole face value made in the year of sale.’

26.2 Lord Atkin then mentioned some considerations to be taken into account in
cdculating the profit in such cases as Absdlom’ s case:

(8 Interest. Thepart of theinstadmentsalocated to interest do not comeinto
the caculation. But a sum payable by ingdments at interest and fully
secured either on mortgage of property or by the obligation of a debtor
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whose credit is beyond question, as abank or large insurance company,
might well be taken at its face vaue, for that would be the vaue of the
obligation created. On the other hand, a sum payable without interest,
ether inalump sum severd yearsahead or by insaments, could never be
equivaent to its face vdue in the year of origin.

(b)  Anobligation crested by members of the working class, whose ability to
pay depends upon continuance of employment, hedth and life, and is
further burdened by an obligation to pay much larger sumsin reduction of
the mortgage to the building society, would very improbably be
equivaent to the face value.

(©) Quedtions under rule 3(i) of the rules applicable to cases | and 1 of
schedule D (Rule 3(i)):

(i)  Whether alowancesfor bad debts can only be madein the origina
assessment but not in subsequent years. The mgority of the law
lords, including Lord Atkin, are of the opinion that they can be
made in subsequent years. In Hong Kong, the corresponding
provisions of section 16(1)(d)(i) of the Inland Revenue Ordinance,
by limiting the deductions to * debts which were included as a
trading receipt in ascertaining the profits ... of the period
within which they arose’ , seem to make it clearer than rule 3(i)
that the allowances or deductions can be made in subsequent
years.

(i)  The practice that once the creditor has gone out of busness, no
further alowances can be made.* Thusthe excessive assessment
of the first year can no longer be compensated’ (Ibid 192).

(i)  The practice that when the creditor retires from business, income
tax would no longer be chargesble on instaments received after
that date (Ibid 193).

26.3 Lord Atkin' s opinion, with which Lord Thankerton and Lord Russdl of
Killowen agreed, was that the case must go back to the Commissioners to
adjust the assessment. Asto method, valuation was preferred. The debt would
betreated as an asset received in part discharge of the price, and itsvaluewould
be caculated according to the experience of the business. Vauation may be
made of each debt. In default of satisfactory vauation being possible,
ingaments should be taxed in each year asthey fdl due (ibid 193).
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27. The next authority is the Hong Kong case of CIR v Montana Lands Ltd (1968) 1
HKTC 334. Montana Lands Ltd (the company) carried on the trade of constructing and sdlling
flats. Multi-storied buildings congsting of units of shopsand flatswere constructed on aplot of land
acquired by the company. Shops and flats so constructed were offered for sdle. Occasiondly,
some units were sold for cash but the mgority of them were sold, at the request of the purchaser,
under agreements for sale and purchase which provided, inter dia, the following:

()  Thepayment of adepost on Sgning the agreement.
(i)  Baanceto be paid by monthly instalments over a number of years.
@iy  Assgnment of legd titlewill not be executed until payment of thefina ingtalment.

(iv) A forfeture clause by which the company is entitled to forfeit dl deposits or
ingaments paid and rescind the agreement upon default in the payment of
ingaments.

(v)  The purchaser shdl be entitled to occupy the flat or shop he purchased before
payment of the purchaser pricein full.

A typicd sample of clause 2 of the agreement provides.

‘ The purchase price shdl be $50,560 which shdl be paid and satisfied by
the purchaser to the vendors as follows:

$10,000 Part thereof upon signing of this agreement.

$3,600 To bepad by twelve equa cadendar morthly instaments of
$300 each beginning from the first day of September 1963.

$36,960 Badance thereof shdl be pad by eighty equa caendar
monthly instalments of $462 each beginning from thefirst day
of September 1964

27.1 Inthecompany’ s accountsfor the year ended 31 March 1965, where flats or
shops were sold on the insta ment payment bas's, profits were included only to
the extent of profitsin respect of that part of the sales price represented by the
deposits and instalments received up to the end of the accounting yesr.

27.2 On 26 November 1965, the company’ s tax representatives submitted the
computation of liability to corporation profits tax for the year of assessment
1965/66, based on the accounts for the year ended 31 March 1965. In the
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computation, profits were likewise included only to the extent of profits in
respect of that part of the sdes price represented by the deposits and
instaments received up to the end of the accounting year.

As explained by the company’ s tax representatives in a letter to the solicitor
representing the company before the Board of Review:

()  Where units were sold on a cash bass, al the profits were taken to
account.

@)  Where unitswere sold on an instament basis, the profit taken to account
was restricted to that realised on deposits and instalments received up to
the balancing date, that is, 31 March 1965.

The usud form of contractud arangement for sde on deferred terms
contemplated aperiod of some eight years during which the purchaser would be
paying off the amount of the purchase price by monthly instalments, completion
did not teke place until payment of the find ingadment; athough once the
occupation permit was issued the purchaser was entitled to enter into
occupation, he did so as a licensee only whose licence was dependent upon
payment of future ingaments as they fdl due.

Time was to be of the essence of the contract in relation to the payment of the
indaments, on default not only was the depost to be forfeited but aso dl
instaments dready paid. It was pointed out on behaf of the Commissoner that
these provisons, in effect, afforded security to the company for unpaid of future
ingdaments, while the company took the point thet fals in market vadue might
well & any moment dissipate such security.

In the company’ sown businessalong list hasben produced to show defaulters
who had backed out of the contract, in some cases by substituting other
purchasers, and in other cases resulting in forfeiture of deposit; the property
trend was such that there was every indication of a further deterioration in the
market accelerated by the recent disturbances with the consequence of aeven
more materid uncertainty of purchasersliving up to their contracts.

The Board cameto the conclusion that the method of computation employed by
the company was in accordance with established accountancy principles, that it
presented a balanced view of the company’ s affairs and a true commercid
picture. It allowed the company’ s apped.

Mills-Owens J, who heard the appeal from the Board of Review, reviewed therelevant
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authorities and continued at 366:

@ °

(b)

As | see it, none of them (e, the authorities) bears directly
upon the case before me, which is concerned with executory
contracts, not completed transactions ... In the case of a sale and
delivery of goods on credit the purchaser has obtained what he
contracted for; the trader has discharged his obligation; the debt
has accrued due; the transaction has been concluded, except only
for the postponement of actual payment. In the present case the
payments have not yet accrued due and the transactions remain to
be completed. The fact that a purchaser of a flat may be allowed
into possession does not alter that position or make it approximate
to that of a purchaser of goods to whom credit is given. The
purchaser of a flat does not contract for mere possession or
occupation. Hecontractsfor atitle, intheformof aregistrable deed
of assignment of the property agreed to be bought and sold. Itisnot
a case of measuring or assessing profits already earned or arising,
but one in which the profits are in course of realisation, over a
period.

The present case, as | see it, is analogous to the case of an entire
contract, where, asLord Porter said in the Gardner Mountain Case,
the remuneration is not earned unit the whole task is completed.
Likewise here, where the profit on the transaction is merely in
course of realisation until actual completion. The fact that the
purchasers of flats may become entitled to possession before actual
completion makes no difference in the legal position, in my view; it
cannot be held to convert an anticipated or expected profit into an
actual profit. | see no analogy with the case of the trader selling,
and delivering goods on credit; on the contrary, here the trader is
receiving payment by instalments in advance of actual “ delivery” .’

(Ibid, 367)

It is difficult to be certain upon what legal basis trade debts
are to be brought into account in the year in which they arise —
whether it is by reason of the provisions of Rule 3 (now s 137 of the
Income Tax Act, 1952) —our s 16(1)(d)—or by reason of commercial
practice. Possibly, the better view is that the legislation recognises
the commercial practice of bringing trade debts into account and is
concerned to secure that allowance is to be made only for bad or
doubtful debts. The judgments in the Absalom case both in the
Court of Appeal and the House of Lords support that view. As |
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have said, the provisions of s 16(1)(d) of the Ordinance are worded
differently from the English provisions. The proviso (i) to
paragraph (d) limits deductions in respect of bad or doubtful debts
to “ debts which were included as a trading receipt in ascertaining
the profits... of the period within which they arose.” Thisappearsto
me to mean that in Hong Kong trade debts are recognised as
brought into account as a matter of commercial practice, rather
than by reason of some express or implied requirement of the
Ordinance. Ifthisiscorrect, asl thinkitis, certain remarks made by
Load Atkin in the Absalom Case which | have already cited, become
pertinent. | refer to the passage in which he said that when one
leavestherealmof ordinary commercial creditsand hasto deal with
credits extending over many years, the whole situation is changed.
That appears to me to be the position here so that the Board of
Review was justified in taking the view which it did, that on
commercial principles future instalments were not to be brought
into account in the year in question.” (lbid, 368)

29. Mr Kotewadl argues that Montanal andsis binding on the Board. Both that case and
this case concern the sde of flats by instaments on credit extended over many years. Both are
cases anal ogousto entire contract asthe term was used by the learned judge, and completion of the
contracts did not take place until the find instalment was paid. MsLi, on the other hand, sought to
disinguish Montana L ands, and named a few distinguishing features.

29.1 InMontanal andstherewereno provisonsfor early termination by ether party
while here express provisions were made (see paragraph 2(9)(d), proviso to
recital (c), clause 1(iv) and clause 2(a) above). However, we do not see the
express provisons having the effect of putting the credit given outside the redim
of * credits extending over many years (see paragraph 28(c) above).

29.2 Here, the Taxpayer has done everything short of executing the assgnment but it
isnot shown in Montana Lands that the vendor had aready shown good title.
But the Taxpayer’ s argument is tha in both cases, the vendor would only
complete, and title would only pass, when thefind instament was paid, and that
both are therefore cases analogous to entire contract.

29.3 (1) InMontanalands, the ingdments did not fluctuate while in the present
case ingadments were linked to the prime rate;

29.4 (2) InMontanal andstherewas produced along list of defaulters, but in the
present case there have been no defaulters,
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295 (3) InMontana Lands, the directors adopted the cash rece pts accounting
method, while, in the present case, they chose the full accrua accounting
method and even paid adividend,

29.6 (4) InMontana Lands there was evidence of a recession in the property
market and further deterioration was expected.

30. In our view, with the exception of the point in paragraph 29.3(3) above, with whichwe
shdl ded in paragraphs 34-37 below, none of the differences mentioned in paragraph 29 aboveis
sufficient to distinguish Montana Lands from the present case.

Should wefollow Montana L ands or Absalom?

31. In Montana Lands, the directors adopted the cash receipt basis to account for the
profitsfrom sales on an ingta ment payment basisin the company’ sfinancid satementsfor theyear
inquestion. They aso used the samebasisin computing itstax ligbility for thet year. Theaccounting
treatment and the tax computation are perfectly conastent. The learned judge approved the
accounting trestment as being in accordance with commercid principles. Although there was no
express gpprova of the tax computation, he must be taken to have approved it by implication. He
treated the sale and purchase agreements as executory contracts, and not compl eted transactions,
because under the agreement, completion was to take place when the occupation permit cameto
be issued, dl ingaments being duly paid. The profit on the transactions was regarded as being
merely in course of redisation until actua completion. He therefore gpproved the Board' s view
that on commercia principles future ingtaments were not to be brought into account in the year in
question (see paragraph 28(a) to (c) above).

32. The issue with which the House of Lords dedlt in Absalom was of the same nature.
There the issue was whether the future instaments payable over a period of years should be
assessed to tax in the year of the contract as profits of the taxpayer’ stradefor that year at full face
vaue, or whether some other, and, if so, what assessment should be made (see paragraph 26.1
above). Lord Atkin' sopinion, with which Lord Thankerton and Lord Russdll of Killowen agreed,
wasthat the assessment should be adjusted, preferably by valuation of the debt as an asset received
in part discharge of the price, and that in default of satisfactory vauation being possble, the
ingtalments should be taxed in each year asthey fell due (see paragraph 26.3 above).

33. We would hold oursalves bound by Mr Jugtice Mills-Owens’ judgment in Montana
Lands because: (1) the bads for the decison in Montana Lands was that title only passes upon
payment of the final instalment (see paragraph 28(a)-(c) above), (2) likewise in the present case,
title only passes upon payment of the finad instament and (3) Montana Lands is a Hong Kong
authority and therefore bindling. However, we are precluded from deciding this appea by
falowing Montana Lands by reason of the gppropriation and payment of a dividend by the
Taxpayer in the year in question.
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Theinterim dividend

34. It was gtated in the Taxpayer’ sdirectors annua report for the year ended 30 June
1996 and dated 11 September 1996 that an interim dividend of $430,000,000 was declared and
paid during the year. Asrecorded in the Taxpayer’ s audited accounts for that year, the dividend
was gppropriated and paid out of profit after taxation (less accumulated losses) amounting to
$437,377,404, leaving retained profits of $7,377,404.

35. The Taxpayer’ s accounts were prepared on the basis of the full accrua method, with
the result that profits from al sdesin the year, including those on the 1P basis (that is, sdes of the
twelve units) were brought into account to tax, and that the profit after taxation (less accumulated
losses) amounting to $437,377,404, out of which the dividend was paid, had the profits from the
twelve units as one of its sources. If, as claimed by the Taxpayer, the twelve units  profits were
taken out of the accounts, the profit after taxation (less accumulated losses) would fal short of the
amount of the interim dividend by $36,801,147, as shown in an unchalenged caculation by MsLi:

Adjusted profit if profit from the twelve units wer e excluded

AsReported Adjusted

$ $
1 Profitsreating to the twelve units sought to be 52,782,791
excluded
2 Sdeof flas 714,823,275
3 Less: Codt of sdes (197,601,464)
4 Profit on property trading 517,221,811
Adjusted (=4-1) 464,439,020
5 Profit/(loss) before taxation 524,441,154
Adjusted (=5-1) 471,658,363
6 Taxation @16.5% x 5 86,427,870 77,823,630
7 Profit/(loss) after taxation (=5-6) 438,013,284 393,834,733
8 Accumulated lossat 1 duly (635,880) (635,880)
9 Profit available for appropriation (=7-8) 437,377,404 393,198,853
Appropriation
10 Interim dividend pad 430,000,000 430,000,000
11 Retained profits/(accumulated |0osses)
at 30 June (=9-10) 7,377,404  (36,801,147)
36. After the interim dividend of $430,000,000 was paid, only a balance of $7,377,404

was |eft as retained profits.  In our view, the profits from the twelve units, having been used,
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together with profits from the other units, to make up the dividend which was paid, cannot till be
deemed to be profits to be taken out of the profit and loss account in computing profits tax. Put
another way, once the dividend of $430,000,000 is paid, it is no longer open to the Taxpayer to
prepare another set of accounts for tax purposesin order to exclude the twelve units  profits, for
that would mean that the Taxpayer has overpaid the dividend by $36,800,000, a thing which it
cannot lawfully do.

The authorities relied upon by Ms Li indude the following which we will follow:

36.1 Chancery Lane Safe Deposit and Offices Co Ltd v IRC [1966] AC 85

‘ If a company makes and adheres to a decision that a payment
should be out of capital and ordersall itsaffairson that basis, it would be
strange if it could assert that the payment should be deemed to be one
payable out of profitsor gains... If a payment is attributed to capital, the
practical result follows that the sum available or carried forward as
available for distribution by way of dividendsisincreased ... It would be
incongruous, however, if a company, having decided ... to charge a
payment to capital and having regulated its proceedings on that basis,
could say that the payment was not to be deemed to be charged to
capital ... what wasin fact and in reality a payment out of capital cannot
be paraded in the guise of a payment out of revenue. That would be more
than departing from documents or accounts: it would be departing from
fact: it would be a distortion of history’ (per Lord Morrisof Borth-y-Gest,
at 118-119).

‘ Therewas a deliberate choosing of attribution to capital rather than

to revenue. It was not a matter of method of domestic book-keeping.

The accounts merely evidenced the fact that a decision was taken, was

acted upon and was maintained. The company’ s definite attribution

precluded an entirely inconsistent attribution. The company had
deliberately elected to charge the interest against capital’ (per Lord

Morrisof Borth-y-Gest, at 122).

36.2 BW Nobes& Co, Ltdv IRC [1966] 1 WLR 111

From 1958 to 1966, company N, the appdlant, paid annua payments within
the meaning of the Income Tax Act of 1952 to company A. In each of the
relevant years company N paid dividends to its shareholders. In each of the
relevant years the taxed profits of company N were sufficient to cover the
annua payments, but not both the annua payments and the dividends, both of
which were paid under deduction of tax. In company N’ saccountsthe annua



INLAND REVENUE BOARD OF REVIEW DECISIONS

payments were shown as baances againg the capita receipts from company
C and the dividends were shown as payments out of current profits. If the
annua payments were ‘ payable wholly out of profits or gains brought into
charge to tax’ , then it followed, pursuant to section 169 of the Act, that
company N could retain the tax deducted: if the paymentswere not so payable
or not wholly so payable, then it followed, pursuant to section 170, that
company N was assessable. The question iswhether company N hastheright
to retain the tax deducted from the annua payments or must account for it to
the Revenue.

The factsin the present case show that there was a clear decision to
make the annual payments out of capital. That decision was maintained
and was acted upon year after year. The decision of the special
commissioner sthat the annual paymentswer e in fact made out of capital
was one that was manifestly supported by the evidence. The company so
acted asto preclude themsel ves from attributing the annual payments to
the taxed profits ... This was not a matter of method of account-keeping
or book-keeping. Though the figure of profits or gains brought into
charge to tax is a notional figure, it is to be remembered that when
annual payments are made or when tax is paid or when dividends are
paid, there have to be actual payments out of some actual fund or source
of payment. In the profit and loss and appropriation accounts of the
company for the yearsin question, the annual payments did not appear:
that was because they were made with capital sums. The mere form of
accounts would not be decisive, but the accounts were evidence of a
decision upon which action was taken which had positive results and
which affected the rights of others. Resolutions as to dividends were
passed and were acted upon in reference to accounts which had as their
basisthat the annual payments were made out of capital and accordingly
would not diminish the fund available for distribution. The company
elected to pay dividends out of its annual profits as so computed. The
facts could not later be altered. If the annual payments had been made
out of theannual profitsthe position of the sharehol derswould have been
altered ...’ (per Lord Morrisof Borth-y-Gest, at 115-116).

The mere fact that the annual payments were, in the company’ s
books, dealt with in a special account and set against the capital sums
received from [company C], and were not brought into the profit and
loss account where the company’ s taxed profits appeared, would not of
itself prevent the company from claiming the benefit of section 169 of the
Income Tax Act: there would (to use the accepted expression) be a
domestic piece of book-keeping by which the company would not, as
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against the Revenue, be bound. But the payment of dividends, expressed
to be after deduction of tax, out of the taxed profitsin each year, would,
in my opinion, beyond doubt have deprived the company of the benefit of
the section’ (per Lord Wiberforce at 117). (Emphasis supplied.)

... In my opinion, therefore, the attempt of the company to provide,
ex post facto, cover for the dividends paid does not succeed: the position
remains that the dividends were paid out of the taxed profits ... with the
result that the annual payments must be treated as paid from another
source’ (per Lord Wilberforce at 119).

36.3 PrincesInvesmentsLtd v IRC [1967] 1 Ch 953

‘ Dividend A received by New Century on March 24 1957, was its
only source of “actual income’ for the year 1956-57 ... the only question
to be answered is: “Was the dividend of £14,000 declared by New
Century to Princes Investments on March 28 1957, paid out of dividend
A?" Or, put another way, “Did or could New Century appropriate
dividend A to the payment of its own dividend paid on March 28 1957?"
We agree with the judge that the answer is“No” . Dividend Aisno longer
available for that purpose. By November 1 1956, the date of New
Century’' s accounts for the year 1955-56, it had already been
appropriated by those accounts to the reduction of the debit balance on
profit and loss account. New Century’ s accounts for the year 1956-57
show that it was dividend B which was appropriated, in anticipation of its
actual receipt, to the payment of New Century dividend of £14,000 gross
on March 28 1957. This was not merely as a matter of internal book-
keeping. So long as it was, it would have been open to the directors to
change their minds. But as soon as their decision was recorded in their
published accounts (as it was on November 1 1956) the die was cast.

As so recorded, the decision had practical effects as regards creditors
and members of the company. It showed the assets of the company as
enhanced by £8,321, a sum which was no longer available for
distribution to its members, and was thus available for creditors. Once
thishad been done, it was, in our view, no longer open to New Century to
attribute dividend A to any other purpose, or to claim that its own
dividend in the following year was paid out of it: see Chancery Lane Safe
Deposit vIRC' (per Diplock LJ at 989-990).

37. The declaration and payment of the dividend had postive results: the shareholders
received the benefit of the dividend. Its payment isin our view afact which cannot be dtered (see
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paragraph 36.2 above). The sources of the payment included the profitsfrom thetwelve units. The
accounts were prepared on the basis that the profits after taxation were sufficient to pay theinterim
dividend of $430,000,000. All this is history which cannot change. The twelve units  profits,
having been treated as part of the fund (that is, the profits after taxation) out of which the dividend
wasin fact paid, cannot in our view be excluded in another set of accounts for taxation purposes.
The Taxpayer is therefore precluded from claming, as againg the Revenue, that the twelve units
profits should be taken out in accounting for the profits for the year in question.

Conclusion

38. It follows that this gpped is dismissed and that the assessment in question is hereby
confirmed.



