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Case No. D123/99

Profits Tax — acquisition and sale of property — intention at time of purchase— burden of proof on
purchaser to establish that property purchased for long term investment — whether tax chargesble
upon revauation of property — sections 2(1), 14 and 68(4) of the Inland Revenue Ordinance.

Pand: Anna Chow Suk Han (chairman), Vernon F Moore and Mary TeresaWong Tak Lan.

Date of hearing: 15 July 1999.
Date of decison: 17 February 2000.

Thetaxpayer wasincorporated on 5 May 1992. On6 August 1992, the taxpayer agreed to
purchase a property (the * Property’ ) for $21,952,100. At the time of acquisition, the Property
was subject to atenancy for aterm of three years commencing 1 April 1992 for amonthly rental of
$209,500.

The Property purchase was financed by directors advances and a mortgage loan. In the
taxpayer’ s baance shests, the repayment of the directors  advances were classified as * current
lidhiliies . On 17 May 1994, the taxpayer agreed to sall the Property for $47,415,500.

In the year of assessment 1994/95, the taxpayer did not include as assessable profits the
profits of $24,118,628 (less duties etc.) derived from the sale of the Property.

At thetime, thetaxpayer’ sformer representatives submitted that the Property had been sold
becauise the purchaser had offered a good price for it. Further that it was purchased because its
return as an investment was attracting. 1t was purchased and intended as along term investment.
The rental income was good. Further, they had stated that the profits made were a capital gain.
The property was acquired for investment purchase in generating steady income.

After further representations by the taxpayer’ s new representatives, the Commissoner was
unable to accept that the Property had been acquired as a capital asset for its rentd income
because:

(1) There had been a short period of ownership which was inconsstent with the firm
commitment to hold a property long term;

(2) The purchase consderation was by directors advances that had been classified as
‘ current ligbilities ;
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(3) Thetaxpayer had asked for a price higher than the one which the Property was sold.
In the hearing before the Board, the following legd principles were applied:

(1) A long-term investment is a capita asset and not atrading assat. Profits arising from
the sdle of a capitd ass=t is not taxable while profits arisng from a sde of atrading
asset istaxable. Itisnot possiblefor an asset to be both trading stock and along term
investment. Trading requires an intention to trade (Liond Smmonsv CIR, per Lord
Wilberforce);

(2) Thedaed intention of the taxpayers, athough of great weight, isnot decisive but must
be viewed in the light of the whole of the surrounding circumstances (All Best Wishes
Limited v CIR, per Mortimer J, followed);

(3) The question whether or not there had been a trade or an adventure in the nature of
trade depends on al the facts and circumstances of each particular case and depends
on the interaction between the various factors that are present in any given case
(Marson v Morton, per Sir Nicholas Browne-Wilkinson V-C).

HEL D by the Board, applying the legd principles:
(1) Theintention of those behind the taxpayer would be relevant and crucid;

(2) Therewasinsufficient evidence to establish that the Property was acquired as along
term investment;

(3) Theresde of the Property was not satisfactorily explained. The parties had said that
they had afdling out over the intended business which was the reason for the sale of
the Property, but the intended sale was actudly well planned and was not as hasty as
the Board was led to believe;

(4) The Property was purchased by the taxpayer as a trading stock with the intent to
dispose of it asa profit at the gppropriate time.

Appeal dismissed.

Cases referred to:

Liond Simmons PropertiesLtd v CIR [1980] 35 TC 461
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All Best WishesLtd v CIR [1992] 3 HKTC 750
Marson v Morton [1986] STC 463

Chiu Kwok Kit for the Commissioner of Inland Revenue.
Julian Lee of Messrs Erngt & Y oung for the taxpayer.

Decision:

The appeal

1 Thisisan apped by the Taxpayer againgt the determination dated 18 January 1999 by
the Commissioner of Inland Revenue, regjecting the objection raised by the Taxpayer againg the
profits tax assessment for the year of assessment 1994/95 dated 18 September 1996, showing
assessable profits of $24,166,652 with tax payable thereon of $3,987,497.

2. The gan aose from the sde of the property in Building A a Didrict B (‘ the
Property’ ). The Taxpayer clamed that the Property was acquired by it as along term investment
and the gain derived from the sale thereof was therefore not chargeable to profits tax under section
14 of the Inland Revenue Ordinance (the IRO).

The background facts
3. The Taxpayer wasincorporated as a private company in Hong Kong on 5 May 1992.

Atdl rdevant times, the Taxpayer’ sauthorised and issued capital was $10,000. The shareholders
and directors of the Taxpayer are:

Shar eholder/Director Shareholding

Mr C 25%

MsC 25%

Mr D 25%

MrsD 25%
100%

Mr D and Mrs D are husband and wife. Mr C and Ms C are father and daughter.

4. Initsprofitstax returns, the Taxpayer described the nature of itsbusinessas* property
invesment’ .
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5. On 6 August 1992, the Taxpayer entered into an agreement to purchase the Property
for a condderation of $21,952,100. The purchase of the Property was completed on 30
September 1992 when the Property was assigned to the Taxpayer.

6. At the time of acquidition, the Property was subject to a tenancy for aterm of three
years commencing 1 April 1992. The monthly rental was $209,500.

7. The purchase consideration of the Property was financed by advance of $6,652,100
from the directors and a mortgage loan of $15,300,000 from abank. Thedirectors advancewas
interest-free without specific repayment terms and classfied as ‘ current ligbilities  in the
Taxpayer’ sbaance sheets. The mortgage loan was repayable by 84 equa monthly instamentsof
$240,379.

8. By an agreement for sale and purchase dated 17 May 1994, the Taxpayer agreed to
sl the Property, with existing tenancy, to a bank for a consideration of $47,415,500. The sde
was completed by way of an assgnment dated 17 June 1994.

9. After the sde of the Property, the Taxpayer became dormant. Other than the
Property, the Taxpayer has not acquired any property nor has the Taxpayer been involved in the

letting of any other property.

10. The Taxpayer” saccountsfor the period ended 31 March 1993 and for the year ended
31 March 1994, both approved by the Taxpayer on 24 October 1994, showed net profits before
taxation of $574,463 and $1,396,321 respectively.

11. The Taxpayer declared in its profits tax return for the year of assessment 1994/95 an
assessable profit of $48,024. In arriving at thisamount, the Taxpayer did not include as assessable
profits the profit of $24,118,628 it derived from the sale of the Property.

12. The profit from the sde of the Property was computed as follows:
$ $

Sale proceeds 47,415,500

Less Legd fee 75,302

Vduation fee 8,000
Commisson 474,155 557,457
46,858,043

Less Purchase cost 21,952,100

Stamp duty 603,683

Legd fee 134,140
Vdudtion fee 49,492 22,739,415

24,118,628
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13. In reply to enquiries raised by the assessor, MessrsEric M C Li & Co. (* the Former
Representatives ) provided the following information in connection with the profit from the sde of

the Property:

(@ * Themonthly instalment was $240,379.2. The directors only need to advance
around $30,000 monthly in tota to finance the property. As there were four
directors, each only need to advance HK$7,500 monthly. The property had a
return around 12% per annum. It was quite agood return as an investment.’

(b) * The property was sold as the purchaser offer agood price.’

(o * Theproperty waspurchased asitsreturn asan investment was quite attracting.
It was purchased and intended as along term investment as it had a quite long
renta contract guaranteeing a good return in immediate four years. Further
future benefits should not be less than this in view of the coming economic
trend.’

(d) * The purchaser was found through two estate agency.’

(e * Theshareholdersdid not have any good investment plan for the company yet,
S0 they digtributed the money firgt for their own use until further good investment
opportunities arise.’

14. The assessor was of the view that the profit from the sde of the Property wasarevenue
profit and raised on the Taxpayer the following profits tax assessment for the year of assessment
1994/95:

$
Profit per return 48,024
Add: Profit on sde of the Property 24,118,628
Assessable profits 24,166,652
Tax payable thereon 3,987,497
15. By aletter dated 23 September 1996, the Former Representatives, on behdf of the

Taxpayer, objected to the profits tax assessment for the year of assessment 1994/95 in the
following terms.

* the gain from disposa of investment property should not be assessable since it isa
capita gain. The property was acquired for investment purchase in generating steady
rental income.’
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16. In response to the assessor’ s draft statement of facts, Messrs Ernst & Young (' the
New Representatives ) made the following representations and arguments in ther letter of 27

February 1997:

@

(b)

(©)

(d)

()

()

‘ Before the establishment of (the Company), these shareholders were trading
with each other on dectrica gppliances through private companies controlled
by them. Mr C and Ms C represented Company E, an electrical appliances
company and Mr D and Mrs D represented Company F ... To further build up
along term businessrelationship, they joined together and set up (the Company)
to hold long term investment in property.’

“While (the Company) purchased the Propertty, the shareholders were
atracted by its location and investment return, that is, the rentd income
generated by the Property ... Thisfixed tenancy agreement therefore guaranteed
gableincome of not lessthan 12% of theinvestment. Inview of thelocation and
the investment return of the Property, the shareholders found that the Property
was good for long term investment.’

“ Unexpectedly, the relationship between the shareholders, with each
representing different companies, went sour.  Soon after the purchase of the
Property, trading transactions between Company E and Company F dropped
sgnificantly and then stopped. Some cheques paid by Company F to Company
E were bounced. Goods around $8,000,000 were subsequently returned from
Company F to Company E in June 1993 ... In view of the numerous disputes
and aguments which worsened the busness rdationship among the
shareholders, they found that the Property could not serve the origina purpose
of enhancing ther relationship and they logst interest to hold the Property
together.’

* A sdling price of around $3,700 per square feet was offered by the purchaser
which was solicited through property agents. The price offered was very
dtractive to the Taxpayer ...’

The Property was classfied as fixed assets in the audited accounts for all
relevant time and such dassfication was conggtent with the Taxpayer’ s
intention of holding it for long term investment purpose.

Apart from the Property, the Taxpayer had no other property transaction. The
Taxpayer did not have any higtory in property dedling.
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(9 The Taxpayer did not put any efforts, such as undertaking repars and
improvements, to enhance the vaue of the Property for re-sde upon the
purchase of the Property.

(h)  The Property had been held by the Taxpayer for more than two years.

17. The trading transactions between Company E and Company F in terms of numbers of
orders and amounts for the years 1990 to 1994 are as follows:

Y ear Month Purchase order s placed
with Company F by Saleinvoicesissued to
Company E Company F by Company E
Number  Amount($) Number Amount(%$)
1991 January 0 0 0 0
February 0 0 0 0
March 0 0 0 0
April 0 0 0 0
May 0 0 0 0
June 0 0 2 462,080
July 0 0 13 7,697,140
August 0 0 18 10,977,945
September 0 0 25 10,044,410
October 4 1,163,440 31 22,352,170
November 2 1,642,355 15 8,820,695
December 3 504,000 A1 8,505,750
9 3,309,795 115 68,860,190
1992 January 3 647,640 24 14,888,700
February 5 1,956,330 15 15,979,370
March 3 1,913,950 21 13,730,220
April 4 4,980,370 22 20,832,560
May 6 575,910 36 23,867,040
June 1 1,388,750 19 23,190,870
July 1 704,000 18 12,403,390
August 3 4,333,500 15 14,173,680
September 5 2,848,850 9 10,437,780
October 1 1,275,000 6 2,966,895
November 0 0 0 0
December 1 217,500 2 674,650
33 20,841,800 187 153,145,155
1993 January 0 0 0 0
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February 0 0 0 0
March 0 0 0 0
April 0 0 0 0
May 0 0 0 0
June 7 5,807,715 0 0
duly 3 2,389,755 0 0
August 1 346,500 0 0
September 3 3,296,880 1 821,030
October 0 0 0 0
November 0 0 0 0
December 0 0 1 35,040
14 11,840,850 2 856,070

1994 January 0 0 0 0
February 1 414,720 0 0
March 0 0 0 0
April 0 0 0 0
May 0 0 0 0
June 0 0 0 0
duly 2 516,000 0 0
August 0 0 0 0
September 0 0 0 0
October 0 0 0 0
November 0 0 0 0
December 0 0 0 0
3 930,720 0 0

18. The New Representatives provided the assessor with the following:

(@ Copiesof chequesissued by Company F to Company E which were bounced
by the bank:

() Cheque dated 15 August 1992 in the sum of $1,030,000 which was
bounced on 14 September 1992.

(i) Cheque dated 3 October 1992 in the sum of $459,650 which was
bounced on 6 October 1992.

(i)  Cheque dated 26 October 1992 in the sum of $552,160 which was
bounced on 27 October 1992.
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L etter dated 16 March 1994 showing that the Taxpayer gaveingructionto CY
Leung & Co Ltd for the marketing of the Property and that the Taxpayer’ s
asking sdlling price of the Property was $3,800 per square foot.

19. In response to the assessor’ srequest for copies of al correspondence concerning the
returned goods mentioned in 16(c) above, the New Representatives submitted copies of the
following documents:

@

(b)

(©)

Original invoice dated 19 September 1992 issued by Company E to Company
F showing that of 270 air conditioners sold to Company F, 225 were returned
to Company E.

The New Representatives stated in their letter dated 17 June 1998 that at the
end only 214 units of ar conditioners were returned as Company F findly
resorted to keep additional 11 units of air conditioners.

Origina invoice dated 28 September 1992 issued by Company E regarding the
sde of air conditioners to Company F at atotd price of $2,150,400 together
with cheques issued by Company F to Company E for the payment of the
goods.

Invoice dated 2 November 1992 issued by Company F regarding the sde of air
conditioners to Company E at atota price of $2,112,000.

The New Representatives stated that the invoice in (c) above dated 2
November 1992 did not represent sales made by Company F to Company E
but return of the air-conditioners sold by Company E under invoice in (b)
above.

20. In reply to the assessor’ s further enquiries concerning goods returned mentioned in
16(c) above, the New Representatives:

@

(b)

dtated that * ... the amount of goods returned from Company F to Company E
should read as around $300,000 ... More precisdly, goods in the amount of
$821,030 were sold by Company E to Company F on 22 September 1993 ...
The goods were 317 sets of tdevison sets at the unit price of $2,590.
Company F returned the goods to Company E on 25 September 1993, which
were vaued by Company E at $2,570 each, that is, for atotal of $814,690 ...

submitted a copy of theinvoice dated 22 September 1993 issued by Company
E regarding the sdle of 317 setsof colour TV to Company F at atota price of
$821,030.
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submitted a copy of stores record card showing the receipt of 317 setsof TV
from Company F on 25 September 1993.

21. Regarding the bounced cheques mentioned in 18(a) above, the New Representatives
provided the following informetion in their letter dated 17 June 1998:

@

(b)

(©

The cheque for $1,030,000 was re-deposited on 14 September 1992 into a
bank account maintained by Company E and later confirmed to be successfully
presented.

After the cheque for $459,650 was bounced, Company E returned to
Company F a cheque for $1,053,000 dated 5 October 1992 issued by
Company Fto Company E. Company F settled thetota outstanding balance of
$1,512,650 (that is, $459,650 + $1,053,000) by paying $300,000 to
Company E, offsetting $1,101,000 Company E owed Company F and paying a
cheque for $116,330 to Company E.

The cheque for $552,160 was bounced on 27 October 1992. At that time,
Company E owed Company F $1,275,000 for purchase of goods on 7
October 1992. Thus, Company E and Company F arranged for the settlement
of the matter by offsetting $1,275,000 Company E owed Company F and by
having Company E paying the remaining baance to Company F.

22. At dl rdevant times, Mr D and Mrs D were directors and shareholders of Company F
and Ms C was one of the two directors of Company E.

The determination

23. The Commissioner upheld the assessment because she was unable to accept the
Taxpayer’ sclam that it acquired the Property asacapital asset for itsrenta income. The reasons
for her determination are summarized as follows:

@

(b)

The Property was purchased on 6 August 1992 and sold on 17 May 1994.
Such short period of ownership wasincons stent with afirm commitment to hold
the Property on along term basis.

The purchase consderation was financed by directors  advance and a bank
mortgage loan. There was no evidence tha the directors were willing to
advance their loans on along term basis. Indeed, the advances were classified
as’ current ligbilities in the Taxpayer’ s balance sheets.
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(d)

()

()
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The Commissoner was not convinced that the Taxpayer was set up for the
purpose of building up along term business relaionship between Mr C and Mr
D and that the Property was sold when the Property no longer served the
purpose.  The business relaionship factor was only raised by the New
Representatives. The Taxpayer’ s business was in no way related to those of
Mr C and Mr D.

The incidents of the bounced cheques and repossession of goods could not
have affected the business rdationship of Mr C and Mr D. Furthermore, they
happened long before the Property was sold. The sale could not have been
prompted by the deteriorated business relationship.

Neither could the sal e have been prompted by the atractive price offered by the
purchaser asthe Taxpayer’ sasked for aprice higher than the one & which the
Property was sold.

Although the Property was classified as a fixed asst in the accounts, these
accounts could not support the Taxpayer’ s claim as they were gpproved five
months after the sde of the Property.

Thereevant statutory provisons

24, The relevant provisons of the IRO are asfollows:

(@ Section 2(1) defines * trade’ as including every trade and manufacture,
and every adventure concern in the nature of trade.

(b) Section 14(1) providesthat profitstaxischarged on every person carrying
on a trade, profession or business in Hong Kong in respect of his
assessable profits from such trade, profession or business (excluding
profits arising from sale of capital assets).

(c) Section 68(4) provides that the onus of proving that the assessment

appealed against is excessive or incorrect is on the Appellant.

The established legal principles

25. In Liond Simmons Properties Ltd v CIR [1980] 35 TC 461, HL Lord Wilberforce

sad:

‘trading requires an intention to trade: normally the question to be asked is
whether thisintention existed at the time of the acquisition of the asset. Wasit
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acquired with the intention of disposing of it at a profit, or wasit acquired asa
permanent investment? Often it is necessary to ask further questions. a
permanent investment may be sold in order to acquire another investment
thought to be more satisfactory; that does not involve an operation of trade,
whether the first investment is sold at a profit or at a loss. Intentions may be
changed. What wasfirst an investment may be put into the trading stock—and,
| suppose, vice versa. |If findings of this kind are to be made precision is
required, since a shift of an asset from one category to another will involve
changesin the company’ s accounts, and possibly, a liability of tax (cf. Sharkey
v Wernher [ 1956] AC 58). What | think isnot possibleisfor an asset to be both
trading stock and permanent investment at the same time, nor to possess an
indeter minate status— neither trading stock nor permanent asset. 1t must be one
or other, even though, and this seems to me legitimate and intelligible, the
company, in whatever character it acquires the asset, may reserve an intention
to change its character. To do so would, in fact, amount to little more than
making explicit what isnecessarily implicit in all commercial operations, namely
that situations are open to review.’

Mortimer J (as he then was) in All Best Wishes Ltd v CIR [1992] 3 HKTC 750
the position well:

‘ The Taxpayer submits that this intention, once established, is deter minative of
theissue. That there has been no finding of a change of intention, so a finding
that the intention at the time of the acquisition of the land that it was for
development is conclusive.

| am unable to accept that submission quite in its entirety. | am, of course,
bound by the Decision in the Smmons case, but it does not go quite asfar asis
submitted. Thisisa decision of fact and the fact to be decided is defined by the
Satute — was this an adventure and concern in the nature of trade? The
intention of the taxpayer, at the time of acquisition, and at the time when heis
holding the asset is undoubtedly of very great weight. And if theintention ison
the evidence, genuinely held, realistic andrealisable, and if all the circumstances
show that at the time of the acquisition of the asset, the taxpayer was investing
init, then | agree. But asit isa question of fact, no single test can produce the
answer. In particular, the stated intention of the taxpayer cannot be decisive
and the actual intention can only be deter mined upon the whole of the evidence.
Indeed, decisions upon a person’ s intention are commonplace in the law. Itis
probably the most litigated issueof all. Itistriteto say that intention can only be
judged by considering the whole of the surrounding circumstances, including
things said and thingsdone. Thingssaid at the time, before and after, and things
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done at the time, before and after. Often it is rightly said that actions speak
louder than words.’

In Marson v Morton, Browne-Wilkinson, VC (as he then was) said, at 470-471.:

‘It is clear that the question whether or not there has been [a trade or] an
adventure in the nature of trade depends on all the facts and circumstances of
each particular case and depends on the interaction between the variousfactors
that are present in any given case. Themost that | have been able to detect from
the reading of the authoritiesis that there are certain features or badges which
may point to one conclusion rather than another. ... For convenience | will refer
to themin a moment. But | would emphasisethat the factors| amgoing to refer
to arein no sense a comprehensive list of all relevant matters, nor is any one of
them so far as | can see decisivein all cases. The most they can do is provide
common sense guidance to the conclusion which is appropriate.

The matters which are apparently treated as badges of trading are as follows:
(@ That the transaction in question was a one-off transaction ...

(b) Isthetransaction in question in some way related to the trade which the
taxpayer otherwise carrieson ...

(c) The nature of the subject matter ...

(d) ... the way in which the transaction was carried through: was it carried
through in a way typical of the trade in a commodity of that nature? ...

(60 What was the source of the finance of the transaction? ...

(f)  Wastheitemwhich was purchased resold asit stood or was work done on
it or relating to it for the purposes of resale? ...

(g) Was the item purchased resold in one lot as it was bought, or was it
broken down into saleable lots? ...

(h) What were the purchaser’ s intentions as to resale at the time of
purchase? ...

(i) Did the item purchased either provide ... or produce income pending
resale?
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| emphasise again that the matters | have mentioned are not a comprehensive
list and no single itemisin any way decisive, | believe that in order to reach a
proper factual assessment in each case it is necessary to stand back, having
looked at those matters, and look at the whole picture and ask the question ...
was the taxpayer investing the money or was he doing a deal ?’

The Taxpayer’ s case

28. The Taxpayer caled two withesses Mr C and Mr D in support of its case. Both of
them had prepared witness statements which were in English.

29. Mr D was the firg witness. As Mr D dated in his stlatement that he knew very little
English, he was taken through the contents of statement in Chinese. Mr D gave evidence to the
following effect.

30. Mr D, Mrs D, Mr C and Ms C were the sharehol ders, each holding 25% of the issued
shares, and the directors, of the Taxpayer, a dl the materia times. Mrs D and Ms C seldom
involved in the decison making of the Taxpayer. The management was mainly taken care of by Mr
D, but he left the accounting matters to the Former Representatives.

3L During the period from 16 April 1992 to 16 April 1997, aunitin Building A (* Property
1" ) was owned by Company G. During the period from 31 December 1991 to 16 April 1997, 2
units in Building A ( Property 2 and * Property 3 ) were owned by Company G. At dl the
meterid times, Mr D and Mrs D were owners of the issued share capital of Company G which let
Property 1, Property 2 and Property 3 to Company F until 1 June 1996, and thereafter to an
automobile company. During the letting, Company F used these properties as its warehouse and
offices.

32. At dl the materia times, Company F was a wholesdler of eectricd gppliances of
various brand names and aso a dedler in other brands which were supplied by Company E.
Company E and Company F ordered goods from each other but Company E ordered from
Company F in smdler volumes.

33. Mr D clamed that as both Hong Kong and China were then going through an
economic boom, there were huge demands for eectrica appliances especidly those of Japanese
brands. Itwasasdler smarket. Profit wasamost acertainty if supply of goods could be secured.
Company E was a good supplier to Company F. Mr C was a veteran deder in the industry. In
order to foster the good business relationship with him, Mr D promoted and formed an association
of dectricd appliances (* the Association' ) in October 1991. Mr C on behdf of Company E was
gppointed the presdent and Mr D on behdf of Company H a vice presdent. Consequently,
through working together on the affairs of the Association, Company E supplied more goods to
Company F on credit.
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34. Knowing that one day they would cease to be office bearers of the Association, Mr D
invited Mr C to purchase the Property jointly with him so as to maintain the good business
relationship. The Property was then subject to atenancy agreement with acompany for aterm of
3 years commencing on 1 April 1992 with a monthly rest of $209,500.

35. Mr D clamed that the Property was agood investment with agood tenant and agood
rental income. Although he could go for it on him own, he wanted to share the investment with Mr
C. By doing so, he would have many opportunities to see Mr C such as on occasons of sgning
cheques and reviewing meatters with him. Mr D was hoping that he would have larger supplies of
two brandnames products of which Mr C was awholesder. Furthermore, the Property wasin
the same block as his other properties, which could be used for hisfuture business expansion or Mr
C could move his office to the Property.

36. Eventudly Mr C and Mr D formed a limited company and purchased the Property.
They each paid an equa amount towards the purchase price and arranged a bank loan of
$15,300,000. The term of the loan repayment was 7 years with a monthly repayment of about
$220,000 to $230,000. Thus, after receipt of the rent of $204,000 per month, each of the four
shareholders had to contribute about $7,000 per month towards the monthly repayment. Mr D
viewed the monthly repayment of $7,000 per shareholder as nomind since both Company E and
Company F were doing businessto the tune of tens of millions dollars.

37. Mr D told the Board that after the purchase of the Property, hisrelaionship with Mr C
improved and every month the businessturnover was over $10,000,000. Thislasted for morethan
ayear. However, when the rel ationship turned sour, the business declined. Thereationship started
to change after three post-dated cheques issued by Company F to Company E bounced. The
good were sold to Company F on credit. Mr C was upset with the bounced chegques and even
took steps to repossess the goods sold to Company F by Company E. Mr D asserted that Mr C
regarded the bounced cheques as* abig matter’ while he too regarded the repossession of goods
“ abig matter’ . From then onward he ceased ordering goods from Company E, and when there
were cheques to be sgned jointly by them, Mr C would only send them to Mr D for sgning.
Findly, Mr D, without consulting Mr C, instructed C Y Leung & Company Ltd to sell the Property.
When a prospective buyer was found, Mr D asked his manager to cal Mr C who at first refused to
sl. Mr D waited for three or four days, and asked amember of hisstaff to cal Mr C again and say
that if he refused to sell the Property, he and Mrs D would sl their sharesin the Company to an
outsder. After three of four days Mr C gave his consent to sl the Property.

38. Mr D dressed that he did not understand English nor accounting.  Neither did he
understand theterms * current lidbilities and * directors advance . As and when the Taxpayer
was short of fund, he and Mr C would each write out acheque for $50,000 or $100,000 but they
never thought of having repayment of those sums.
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39. In cross-examination, Mr D explained that he believed the Property was a good
investment because it was in the same block as his own properties which would facilitate future
expansion of hisbusiness. The price was only $1,000 per square foot. The user of the Property
had been changed from industria to commercid. It could be used as both warehouse and office. It
had a high ceiling and was located in adigtrict which was suitable for wholesale business. Another
option was that Mr C could move his office to the Property.

40. Mr D said he had no liquidity problem when the Property was sold. He ssimply wanted
to saver hisrdationshipwith Mr C. When heingtructed CY Leung & Company Ltd to sdll, he had
no idea of the prevailing market price of the Property. He wanted to sdll the Property even if the
price was bad.

41. Upon being questioned by the Board as to whether Mr C and Mr D had any future
plans for the Property, Mr D said perhaps they would form a new company for wholesde of
electrical appliances. When the tenant | eft, they could use the Property for their new company. As
to whether they had any arrangement for the repayment of the monthly mortgage repayment, he
sad sncethe shortfal was minimal, there was no arrangement. They smply wrote out chequesfor
$50,000 or $100,000 as and when funds were needed. They intended that thiswould go on for 7
years, the term of the mortgage repayment. Mr D could not recal whether there were other
bounced cheques, apart from the ones mentioned previoudly and he could not recal exactly when
repossession of goods took place but it happened after the bounced cheques. As to whether
ingructions were given to the Former Representatives that the Property was sold because of the
good price, Mr D said he had never given such ingtructions to the Former Representatives. Asto
whether the Former Representatives knew about their worsening relationship, Mr D said that they
knew they were not on good terms but they did not know it was so bad. As the bounced cheques
happened shortly after the purchase of the Property, Mr D was asked whether the purchase of the
Property caused the shortage of cash. Mr D explained that his funds were tied up in the other
goods he purchased.

42. Mr C was called as the second witness for the Taxpayer. He had also prepared a
witness statement which was put in as part of the evidence-in-chief. Mr C corroborated Mr D' s
evidence. He clamed that Mr D invited him to jointly invest in the Property for rental income
purpose and after ingpecting the Property, as a gesture of good-will, he agreed. He aso claimed
that after the purchase of the Property, Company F failed to honour its cheques on various
occasions and he and Mr D had severd quarrels over the dishonoured cheques and he even sent

trucksto repossess goods from Company F soffice. Asaresult, Mr D talked to himlessand less
and eventualy Mr D suggested the sdle of the Property. When herefused, Mr D threatened to sl

hisand hiswife’ s sharesto athird party. Findly, he agreed to sdl. He was not involved in the
accounting matters of the Taxpayer and he did not pay atention to the classfication of the
directors loans as ‘ current lidbilities . He could not recall when repossession of goods took

place, perhaps a few months after the purchase of the Property. He clamed that business was
good for both of them for quite some time after the purchase of the Property. He agreed that they
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had no arrangement regarding the mortgage repayment as he regarded the repayment quite
nomina. He dso clamed that he had a two-pronged gpproach to this investment, if the tenant
moved out, he and Mr D could form a company and start abusiness or he could rent the Property
from Mr D.

The Respondent’ s (the Revenue’ s) case

43. The Respondent emphasized the short period of ownership of the Property by the
Taxpayer. Asopposed tothe Taxpayer’ sstated intention, the Taxpayer only held the Property for
21 months.

44, Mr D wanted the trust and support of Mr C. Mr Chiu representing the Respondent
submitted thet if Mr D wanted to impress Mr C, he could not have doneit by the Property’ sgood
rentad yield but by its good trading yield.

45, The Respondent argued that the bounced cheques and repossession of goods could
not have prompted the sde of the Property. Thoseincidentswere common inthetrade of eectrical
appliances.

46. The Respondent submitted that it was apparent from the facts that the Taxpayer was
‘ doing aded’ and that no other conclusion was possible or substantiable. The Respondent took
usthrough the badges of trade asenumerated by Sir Nicolas Browne-Wilkinson and submitted that
each and every one of them was satisfied in the present apped.

The evidence and our findings

47. The reevant legd principles ae well edablished. In consdering whether the
transaction was an adventurein the nature of trade, one asksthe crucial question what the person’ s
intention was at thetime of acquigition of the asset (Smmonsv CIR 35 TC 461). Furthermore, one
bears in mind that the onus is on the taxpayer to prove that the assessment appeded againg is
Incorrect.

48. We have conddered the detailed and careful submission of Mr Lee representing the
Taxpayer. We accept that when the taxpayer isacompany, it is only through the ascertainment of
theintention of those who contral it, can the intention of the company be ascertained. Accordingly,
Mr C and Mr D, being the driving force behind the Taxpayer, their intention would be relevant and
crucid in the present gpped.

49, Mr Lee submitted that it wastheintention of Mr C and Mr D to acquirethe Property as
along term investment. He claimed that their expressed intention was supported by the facts that
the Property was purchased with a Stting tenant with arental yield of 11.5%. It was held for 21
months and was sold with the Sitting tenant. It was adso immediately above the property owned by
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Mr D who desired that the Property could be used in case of future expanson of Company F.

Finaly, it wasaso supported by Mr D’ sprimary aim thet the businessrdaionship with Mr C could

be strengthened through the Property. In our view, those facts did not necessarily support the

Taxpayer’ s expressed intention. A property with a good rentd yield serves equdly well as a
trading stock. The Property with its stated qualities could be a sound investment aswell asagood

trading stock. The Taxpayer sold the Property with the same gitting tenant after 21 months of

ownership. Thisaction was at oddswith its expressed intention. The principle that acompany isa
separate entity fromits shareholdersiswell known. The clamthat Mr D desired the Property to be
used in Company F s future expanson, is not supportive of the expressed intention. This factor

would be meaningful if Mr D owned the entire share capitd of the Taxpayer. As it was, the
Property was owned by the Taxpayer. Thusit was of no consequenceto Mr D. AstoMr D' s
primary am that the Taxpayer’ s ownership of the Property could strengthen his relationship with
Mr C, we view that the Property could serve the same purpose whether it was acquired asalong

term investment or atrading stock. Our attention was also drawn to the fact that the Property was
classfied as fixed assats in the Taxpayer’ s financid satements. Since those financid statements
were salf-serving documents and, as rightly pointed out by Mr Chiu, they were prepared after the
sde of the Property, we should test them againgt the other evidence available.

50. Mr Chiu asked us to note the accounting treatment of the directors  |oans which had
been classfied as current liabilitiesin the Taxpayer’ sfinancid satements. Since Mr C and Mr D
had no knowledge of accounting, perhaps they redly did not appreciate the significance of such
classfication of thedirectors loans. That being the case, we should aso test this piece of evidence
againg the surrounding facts.

51 When the Board asked whether there were minutes regarding the purchase of the
Property by the Taxpayer, the Taxpayer produced a copy of the minutes of a directors mesting
held on 4 August 1992, resolving that the Property should be purchased by the Taxpayer at the
price of $21,952,100 and that Mr C and Mr D should sign the agreement for sdle and purchase of
the Property on behdf of the Taxpayer. There wasno mention whether the Property was acquired
as atrading stock or as along term investment. There were no other contemporaneous records
indicating that the Property was acquired as along term investment.

52. Both Mr Lee and Mr Chiu took us through the various badges of trade. They are
generd indicatorswhich may or may not gpply in every case. We do not intend to go through them
here again but needlessto say, we have carefully considered each and every factor urged upon us.

53. As Sr Nicholas Browne-Wilkinson, VC said in the Marsoncase * ... in order to
reach a proper factual assessment in each case, it is necessary to stand back, having looked
at those matters and look at the whole picture and ask the question ... was the taxpayer
investing the money or was he doing a deal?  With thisin mind, we now turn to the evidence
givenby Mr C and Mr D.
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54, Mr C and Mr D were business associates. They were doing business together and
formed an association in October 1991, of which they were office bearers. After the formation of
the Association, their orders of goods from each other were substantial. Mr D daimed that in the
hope of strengthening their businessrelationship, in about August 1992 heinvited Mr C to purchase
the Property jointly with him, asalong-term investment. Mr C asagesture of good-will, accepted
hisinvitation. These are self-serving datements. Are they credible? Mr C and Mr D were two
seasoned businessmen. Thelr rdationship was purely on abusinesslevel. On Mr D’ s evidence,
the relationship was one which needed to be cultivated. Mr Chiu contended that if Mr D wished to
win Mr C’ strust and good-will, a property with a good trading yield would be more impressive
than a property with agood rental yield. Mr C claimed that he acquired the Property for its rental
income. Although the Property was producing rental income of $204,000 per month, not only was
Mr C unable to pocket his share of the rental income, he was required to pay out not less than
$7,000 per month towards the mortgage repayment. Thus, Mr Chiu’ s submission that they were
doing a ded, is more persuasve. Furthermore, the ad hoc arrangements on the mortgage
repayments seem to suggest that the Property was not for along term.

55. Mr D clamed that he had dternate plans for the Property which could be used for
Company F sfuture expanson, anew company with Mr C or Mr C’ s office. Were these plans
genuine redigtic and redisable? These plans were not mentioned to the assessor by the Former
Representatives nor the New Representatives during the course of investigation. Moreover, when
Mr D decided to sever hisreationship with Mr C, no attempts were made by Mr D to acquireMr
C’ sshare of the Property even though, as submitted by Mr Lee, the Property had its added value
to Mr D becauseit wasover hisother propertiesin the block. Instead, he quickly gaveingructions
to .

56. During the course of investigation, the Former Representatives explained to the
assessor that the Property was sold because of the good price but after the change of tax
representatives, the New Representatives explained that the Property was sold because of the
dispute between thetwo groups of shareholders. Mr D aleged he decided to sdll the Property after
the relationship between him and Mr C turned sour because of afew dishonoured chequesissued
by Company F to Company E and repossession of goods by Company E. They were cheques
dated 15 August 1992, 3 October 1992 and 26 October 1992 respectively. As to the
repossessions of goods, both Mr C and Mr D could not remember when they took place but they
were after the dishonoured cheques. From the information supplied to the assessor during
Investigation, the repossessions took place in September and November 1992 and in September
1993. In cross-examination, Mr Chiu asked Mr D whether or not he found the purchase price of
the Property attractive and whether or not he cared if it was not agood price. Wefind Mr D' s
answers to these questions most evasive and less than frank. His answers were: * | sold mainly
because of bad rdationship’ , * with that incident | don’ t want to seehim. That iswhy | want to cut
off my tieswith him. Thatiswhy | wantto sdl.” * When | ask Mr Leung' s company to sl it, |
don' t know what is the asking price in the market.” Mr D findly confirmed to Mr Chiu that he
would gl the Property evenif the selling pricewasbad. Mr D wastrying so hard to impress upon
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us that he was 0 fed up with the Stuation that he wanted out immediately regardless of the cost.
This sentiment does not seem to accord with the redity of the matter. On the evidence, Mr C and
Mr D fdl out with each other as a result of the bounced cheques issued in August and October
1992 and the repossession of goodsin September and November 1992 and in September 1993.
These incidents took place long beforeMr D’ singructionsto CY Leung & Company Ltd to sdll
the Property. When Mr D was questioned by the Board as to whether Mr Eric Li of the Former
Representatives, knew about the worsening relationship between him and Mr C, Mr D replied that
Mr Li knew that they were not on good terms but did not know it was so bad. Indeed, we accept
that there was afdlout but not one that would cause two shrewd businessmen to throw caution to
the winds. The bounced cheques took place in August and October 1992, the repossession of
goodsin September and November 1992 and September 1993 and the instructionsto C Y Leung
& Company Ltdin March 1994. With the time gaps between theincidents, it isdifficult to perceive
that the sde of the Property was prompted by the dishonoured cheques and repossessions of
goods. We observe from theletter of CY Leung & Company Ltd to the Taxpayer of 16 March
1994 that prior to thet letter, there was ameseting between the writer of theletter andMr D andMrs
D and indructions to sdl were given as a result of the meeting. The letter confirmed Mr D' s
ingructions for the intended sde of the Property, the marketing strategy and campaign and the sde
price and other sale terms. The intended sae appeared to be well planned and was not as hasty
and cavaier as Mr D would like usto believe.

57. Mr D clamed tha the management of the Property was not functioning properly asa
result of their worsening relationship, which was dso a reason prompted the sdle.  Since the
Property was tenanted, the tenant’ s rents and mortgage repayments were auto-paid through
banks, there left very little to be managed. The management factor which also prompted the sdeis
uncornvinaing.

58. Mr C was present while Mr D was giving his evidence. Mr C' s evidence amply
corroborated that of Mr D. Asitis, thereisnothinginit whichwould affect our finding asaforesaid.

59. The Taxpayer’ s caseisthat the Property was acquired as along term investment. Its
dated intention is not decisive and hasto be tested againgt the whole of theevidence. Taking dl the
factors into accounts and giving full weight to Mr Le€’ s able arguments, we are of the view that
thereisinsufficient evidence to establish that the Property was acquired as along term investment.
Moreover, the resde of the Property was not satisfactorily explained. We therefore conclude that
the Property was purchased by the Taxpayer as a trading stock with the intent to dispose it a a
profit at an gppropriate time.

60. The above decison is reached by this Board with two members against one.
Accordingly, the apped is dismissed and the assessment is hereby confirmed.

61. We would like to record our appreciation of the careful and detailed submissions of
both Mr Lee and Mr Chiu in this appedl.



