INLAND REVENUE BOARD OF REVIEW DECISIONS

Case No. D106/99

Profits Tax —saeof property —whether profits derived from the sale of the property assessableto
profitstax — intention a the time of acquistion — whether the taxpayer is necessary to show a
pressing need to purchase or to sl — section 14 of the Inland Revenue Ordinance.

Pand: Audrey EuY uet Mee SC (chairman), Herbert Tsoi Hak Kong and Mary TeresaWong Tak
Lan.

Dates of hearing: 30 August and 30 December 1999.
Date of decision: 11 January 2000.

The taxpayer was an engineer working for Company A. The taxpayer was living with his
sstersin quarters provided by his employee. By aprovisond agreement dated 26 August 1995,
the taxpayer acquired the Subject Property. The Subject Property was an uncompleted property,
which he bought off the plans. The taxpayer completed the purchase on 6 June 1996. By a
provisona agreement dated 26 October 1996, the taxpayer sold the Subject Property and
completed the sale on 10 December 1996.

The assessor raised tax on the gain. Thetaxpayer objected to the assessment on the ground
that the Subject Property wasintended as hisown residence and was not purchased in the nature of
trade. The Commissoner upheld the assessment and the taxpayer appesled.

Hed:

(1) Whether apersoniscarrying onatradein buying and selling aproperty dependson his
intention at the time of the acquigtion : wasit acquired with theintention of disposing it
a a profits, or was it acquired as a permanent invesment. The person s stated
intention must be tested againgt the whole of the evidence. We remind ourselves that
the onusof proof ison the taxpayer to persuade usthat the assessment isincorrect and
that a single transaction can amount to an adventure in the nature of trade.

(2) Thetaxpayer gave evidence asits only witness. Having considered dl the evidence,
the Board satisfied that based on his earnings, the taxpayer was financialy capable of
holding the Subject Property long term and it was reasonable for the taxpayer to wish
to acquire his own property even if he had the luxury of hisfree quarters. It was not
necessary for the taxpayer to persuade the Board that there was a pressing need to
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purchase or to sell. The Board found the taxpayer to be a credible witness and the
Subject Property was purchased by the taxpayer for use asthe residence of hissister
and himsdf.

Appeal allowed.
Ngan Man Kuen for the Commissioner of Inland Revenue.
Taxpayer in person.

Decision:

The appeal

1 The Taxpayer gopeds agang the determination of the Commissoner of Inland
Revenue dated 21 April 1999 in respect of his profits tax assessment for the year of assessment
1996/97. He clamsthat the gains arising from the disposd of the Subject Property should not be
subject to profits tax.

The background
2. The following background facts are not in dispute.
3. At dl materid times, the Taxpayer was an engineer working for Company A. Hewas

living with his Sgter in quarters provided by his employer a Didtrict B.

4, By aprovisona agreement dated 26 August 1995, the Taxpayer acquired the Subject
Property at District C at aconsideration of $4,456,000. It was an uncompleted property which he
bought off the plans.

5. The occupation permit of the Subject Property was issued on 31 January 1996. The
Taxpayer completed the purchase on 6 June 1996 with the help of a mortgage from Company D,
afinance company.

6. By a provisona agreement dated 26 October 1996, the Taxpayer sold the Subject
Property for $6,880,000 and completed the sale on 10 December 1996. The disposa gaveriseto
again of $1,691,731.

7. The assessor raised tax on the gain. The Taxpayer objected to the assessment on the
ground that the Subject Property was intended as his own residence and was not purchased in the
nature of trade.
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The determination

8. The Commissioner of Inland Revenue upheld the assessment after taking into account
severd factors. Firg the Subject Property was sold within 5 months after completion and about 2
months after decoration. In addition it was left vacant before sde. Secondly, the Taxpayer has
been provided with quarters from the employer since 1987. There was no urgent need for the
Taxpayer to purchase hisown resdence. After thesde, the Taxpayer did not acquire any property
in replacement. Thirdly the Taxpayer clamed that he sold the Subject Property because it wasfar
from his place of work. But this should have been known to him prior to the purchase. Fourthly,
there was doubt whether the Taxpayer was financidly capable of holding the Subject Property on
along term basis.

Thehearing

9. The apped wasfirst heard on 30 August 1999. The Taxpayer represented himself and
gave evidence as the only witness. Miss Ngan for the Revenue conducted a very thorough
cross-examination of the Taxpayer’ s finances and inquired into various deposits and withdrawals
of the Taxpayer’ sbank accountsduring theredevant period. The hearing wasadjourned to givethe
Taxpayer an opportunity to check his records and refresh his memory on the various entriesin his
bank accounts. By a letter dated 1 October 1999, the Taxpayer provided to the Revenue a
detailed 4 paged letter explaining the various deposits and withdrawas on which questions had
been raised. He dso annexed some 10 pages of bank statements and credit card statementsin
support. The Revenueraised further questions by aletter dated 6 October 1999 and the Taxpayer
provided another 4 paged explanation and additiond supporting documents. The hearing resumed
on 30 December 1999.

Thelaw
10. Thelegd principlesin this area of the law iswell settled.
11. Section 14 of the Inland Revenue Ordinance providesthat profitstax shal be charged

on any person carrying on atrade, profession or businessin Hong Kong in respect of profitsarisng
in or derived from Hong Kong from such trade, professon or busness. Whether a person is
carrying on atrade in buying and sdlling a property depends on his intention at the time of the
acquisition: was it acquired with the intention of disposing it at a profits, or was it acquired as a
permanent investment. The person’ s sated intention must be tested againg the whole of the
evidence. We remind ourselves that the onus of proof is on the Taxpayer to persuade us that the
assessment is incorrect and that a sSingle transaction can amount to an adventure in the nature of
trade.
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The Taxpayer’ s case

12. The Taxpayer said that he was (and il is) an engineer working for Company A. At
the time of purchase, his salary was $50,000 a month. In addition he was entitled to 10% of his
sdary as shift dlowance. In December of every year, he would be paid a bonus equivaent to one
month additional salary. He produced his tax returns for the years ended 31 March 1996 and
1997. For the year of assessment 1996, histax return showed total earnings of $692,201 on top
of thevauefor hisquarters. For the year of assessment 1997, histax return showed tota earnings
of $766,434 again on top of the vaue for his quarters. If he was to acquire his own property, he
would be paid an additiona $16,630 amonth ashousing alowance but hewould haveto vacate his
quarters.

13. In order to acquire the Subject Property, he obtained an instalment loan of $3,119,200
from Company D secured by an al monies mortgage on the Subject Property. The loan was
repayable by 240 monthly instalments of $30,620 each. 1n addition, he obtained adecoration [oan
of $220,000 dso from Company D. The loan was repayable by 36 equa monthly ingaments of
$8,092 each.

14. The Taxpayer said he was financidly cagpable of holding the Subject Property long
term. Hewas dngle. He was living with hissgter. He used to give his mother $6,000 a month.
However during the period he was holding the Subject Property, he stopped paying his mother any
dlowance. Hisman expenses was coursed by his gambling in Macau. His bank account wasfull
of ETC withdrawasin Macau.

15. The downpayment was $1,336,800. The Taxpayer produced tables, schedules and
summaries supported by reevant documents explaining the source of the money for the
downpayment and the whereabouts of the proceeds of sdle. He had the support of hissister and his
mother who lent atotal of $250,000 to him for the downpayment and he repaid them generoudy
after the sdle. In addition, he had made loans to his brother and his colleagues which he was
expecting to be repaid. Together with his savings, his expected sdary and his winnings from
Macau, he was able to make the downpayment.

16. Asto the reason for the purchase, the Taxpayer said he had aways wanted to have his
own property. He had a one-sixth share in a property which he held together with the rest of his
family. The property was sold in 1988. He had aone-third sharein afamily property in Didtrict E
which wasthe residence of hismother and hisbrother. He once purchased aflat in Hong Kong that
was resold in 1987. He had no other property. He was aged 38 at the time of the purchase.
Although he was provided with quarters and did not expect to retire until he was 60, he would need
to sustain amortgage loan over a period of some 15 or 20 years. Thus he thought it was the right
time for him to buy. At the time, property prices was forever on the rise and property would
become more and more out of reach.
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17. At the time of the purchase, car parks were not available for purchase. However that
was not amain consderation. Later, when he received the developer’ snoticethat car parkswere
available for purchase, he did not have time to arrange for the necessary financing.

18. Decoration of the Subject Property was completed in August 1996. He discussed it
with his gger. It was a tough decison whether they should move there or sdl. The man
condderation was the downturn in his financid postion. He had lost money in gambling during
1995 and 1996. Asaresult, he owned the credit card companiesatota of $144,935. In addition,
he dso owned his sister and his mother $250,000.

19. Without acar park, they had to think of public trangport. They would have to walk up
to Road F or walk down Road G. It was inconvenient for his sister. The Subject Property was
aso far from his place of work. The Taxpayer said the location of the Subject Property was a
factor to be considered but that was not the main reason for the sdle.

20. At the time the property market was on the rise and he expected a handsome profit
fromthesde. That prompted him to sall and to repay hisdebts. After the sale, herepaid hissgter
$300,000 and his mother $200,000 which were double the loansthey provided to him. In about a
month after the sale, he dso repaid the credit card companies.

21. He said that he has not given up looking for areplacement property and just recently he
has gpplied to purchase a unit a Didrict H, a Housng Society development. However he was
unsuccessul.

The Revenue’ s case

22. We are very grateful to Miss Ngan for the Revenue who provided a very detailed
written submission asto why the Taxpayer stated intention of purchasing the Subject Property asa
residence could not be genuine,

23. It was submitted that in view of the provison of quarters by the employer and the
Taxpayer’ s age at the time, he had along way to go before retirement and there was no pressing
need for him to purchase his own property.

24, The Subject Property was left vacant after completion and the Taxpayer did not apply
for the housing dlowance which would have greetly reduced hisfinancid burden.

25. Since the sale, the Taxpayer had not acquired any replacement property. Thisisa
factor to be taken againgt the Taxpayer since property prices had come down quite a lot since
1996.
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26. The Revenue aso doubted the reasons for the sde. The location of the Subject
Property could not be a reason for wanting to sdll as this was dready considered prior to the
purchase. In any event, the Taxpayer completed the purchase in June 1996 and if location was a
factor, he should have sold in June 1996 and not waste 2 months decorating the Subject Property.
The inference is that he decorated it to enhance the resde value.

27. Thelack of the car park could not be arelevant factor. Therewasno genuinedesireto
acquire a car park either for sale or for rental as there was little evidence of the Taxpayer having
done anything to watch out for car parks available in the devel opment.

28. With reference to the detaled financid pogtion of the Taxpayer, the Revenue
submitted that the Taxpayer had no pressing need to repay the outstanding indebtedness and they
were not subgtantid when measured againgt hisincome.  Thus the main reason given for the sdle
was suspect.

29. The Revenue submitted that the red reason for the sae was the handsome profit to be
realized upon the disposal of the Subject Property.

30. The Revenue ds0 andysed the Taxpayer’ s financid postion and concluded that he
was unable to sustain holding the Subject Property on a long term basis. The total mortgage
payment was $38,712 and he was only earning $50,000 amonth. The balance wasinsufficient for
hisdaily expenses, to pay contributionsto his parents and to save up for tax paymentsand so on. It
Is suggested that the accruing indebtedness to the credit card companies was evidence that the
Taxpayer was unable to afford the Subject Property long term.

Reasonsfor decision

31. We consdered dl the evidence and dl the submissons made. We have dso closdly
observed the Taxpayer in histestimony before us. Asto the Taxpayer’ sfinancid postion, weare
impressed by the very detailed explanations he has given. We are satisfied that based on his
earnings, as dated in paragraph 12 above and despite his frequent vidts to Macau, he was
financially capable of holding the Subject Property long term. We dso accept hisexplanationsasto
the source of the money for the downpayment of the Subject Property.

32. We have weighed the matters urged upon us by the Revenue. 1t isnot necessary for the
Taxpayer to persuade us that there was a pressing need for him to purchase his own property.
Having conddered the position of the Taxpayer, we are satisfied that it was reasonable for him to
wish to acquire hisown property evenif he had theluxury of hisfree quarters. Wewould agreethat
the outstanding indebtedness of the Taxpayer a thetime of the sdewasnot pressing. But againwe
do not think that it is necessary for the Taxpayer to persuade us that there was a pressing need to
sl. We accept the Taxpayer’ s evidence that loans have to be repaid, it is merely a matter of
timing. In the light of the handsome profit, the availability of the free quarters and the accruing
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indebtedness, we can understand why the Taxpayer changed his mind and preferred to sl the
Subject Property instead. We have carefully observed the Taxpayer when giving evidence and we
find him to be a credible witness. In the circumstances, we find that the Subject Property was
purchased by the Taxpayer for use asthe resdence of hissster and himsdlf. Accordingly wedlow

the apped.



