INLAND REVENUE BOARD OF REVIEW DECISIONS

Case No. D142/00
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offshore company acquired by onejoint venture partner — sae of offshore company to subsidiary of
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In 1986, two groups of companies (Groups B and D) decided to form ajoint venture to
purchase and redevelop severa plots of land (* the Site' ). Company G was nominated by both
Groups as the joint venture corporate vehicle to complete the purchase of and then own the Site.
Each Group held 50% of Company G s two whally issued shares. The taxpayer was the Hong
Kong subsdiary of Company B, which formed part of Group B. Thetaxpayer, a the materid time,
held 50% of Company G through acompany caled Company H which took over one of Company
G sissued shares.

Seven months after completion, Group D obtained 100% of the beneficid interest in the
Site by acquiring Group B’ s50% beneficid interest. The mechanism by which thiswas done was
asfollows

@ A foreign shdl company (* Company J ) was acquired by the taxpayer for US$1,
being the par value of the only issued shareand used inthetrandfer of theinterest (* J
share’ ).

(b)  Group B transferred its 50% interest in Company G into Company J.

(© The taxpayer then sold Company J to Company C, a subsidiary of Group D for
$141,352,731, being the net market vaue of the 50% interest in the Site.

The Board focused on thetransfer of the J share from the taxpayer to Company C and asto
whether the net surplus of HK$137,576,471 for the year of assessment 1988/89 created by the
transfer mechanism was taxable.
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The taxpayer argued that:

(@  Thetaxpayer, inlaw, did not trade the J share (first issue).

(b)  Evenif there was trading, no profit was earned since the increase in the value of
Company J (upon transfer of the shares) had to be deducted in order to compute
the taxable profit, following Sharkey v Wernher (1956) AC 58 (second issue).

(o)  Alterndively, the vdue of the * gft' to Company J, which increased the value of
Company J, wasthe same consderation paid for thetransfer of the Jshare. Hence,
there was no profit. Similarly, when the J share was sold, there was no profit (third
ISsue).

(d)  Thetrandfer mechanism was engaged in order to avoid slamp duty only.

The Revenue argued that the purchase and sde of the J share, rather than the underlying
assets, must belooked at. Further, such revedled that:

@
(b)
(©
(d)

It was an adventure and concern in the nature of trade.
The J share was acquired at US$1 with the intention of resdlling it.
Therewas no change of intention between the acquisition of Company Janditssde.

Sharkey v Wernher was not gpplicablein Hong Kong in light of CIR v Quitsubdue
(1999) 3 HKC 233.

The following legd principles were put forward:

@

(b)

(©

It was for the taxpayer to prove that the acquigition of the propertieswas not in the
adventure of atrade. A bare assertion was not decisive and must be viewed in the
light of the conduct of the parties (Lionel Simmons Properties Ltd (in liquidation) v
CIR 35 TC 461 and All Best Wishes Limited v CIR 3 HKTC 750).

Thereare cartain festures or badges of trade which might indicate whether there has
been an adventure in the nature of a trade (Marson v Morton (1986) 1 WLR
1348).

The onus of proof was on the gppellant under section 68(4) of the IRO.
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Held:
1 fird issue

@ Company J was acquired and used by Group B with the intention, at the
time of acquigtion, to digpose of it to Company C.

(b)  Thesaid acquisition and sle of Company J was trade under section 14 of
the IRO, after congdering the various badges of tradefindicia and al the
facts of the case. Any surplus realised was subject to profits tax.

2. second issue

(@  Asto whether there was any taxable profit from the trade, the Sharkey v
Wernher principle had only been gpplied by the Revenue in the past in
* change of intention’ Situations, but none existed in this case.

(b)  If this apped were to succeed, Sharkey v Wernher would have to be

goplied in the reverse, but there was no legd basis to gpply it in this way.
Sharkey v Wernher did not gpply in the present case or generdly: CIR v
Quitsubdue (1999) 3 HKC 233 applied.

3. third issue

Although the taxpayer argued that Sharkey v Wernher was not necessary in order
for the dternative view to succeed, it wasfound to be so necessary. Sinceit wasin
any event not gpplicable in Hong Kong (CIR v Quitsubdue, supra), this aternative
view faled: D12/80, IRBRD, vol 1, 380 and D49/92, IRBRD, val 8, 1 considered.

Appeal dismissed.
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John Gardiner QC ingtructed by Messrs Woo Kwan Lee & Lo for the taxpayer.

Decision:
Natur e of appeal
1 This apped concerns the profits tax assessment raised on Company A (‘ the

Taxpayer’ ) for the year of assessment 1988/89. This assessment was confirmed by the
Commissoner of Inland Revenue in his determination on 19 November 1998 (‘ the
Determination’ ). The Taxpayer now appedls againg this Determination.

Background facts

2. The basic facts are uncontroversid. The parties have reached an agreement on the
facts and a statement of agreed facts dated 7 July 1999 was submitted to this Board. The agreed
factsin the statement of agreed facts condtitute part of our findings of fact.

3. The Taxpayer was the Hong Kong subsidiary of Company B, a Hong Kong listed
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company (its group of companies including the Taxpayer is hereinafter referred to as the ‘' B
Group’ ). It was not disputed that those controlling the Taxpayer and the parent company are the
same.

4, Company C was a subsdiary of another Hong Kong listed company caled
Company D. Company D and its group of companies including Company C are hereinafter
referred to as the * D Group’ . Initidly Company C was owned by another company caled
Company D Overseas, Company C was injected into the D Group which was the subject of a
successful takeover bid by Company D Overseas in Company E (renamed later to Company D).
The parties have proceeded with this gpped on the bass that this change has no relevance to this
appeal. Thisdecison is made on the same basis.

5. In 1986, the B and D Groups decided to go into ajoint venture in the redevel opment
of severd plotsof landin Didtrict F. Between 3and 4 December 1986, the Taxpayer together with
Company C purchased four pieces of land in Didrict F as tenants in common in equa shares
through two forma agreements to purchase. (Although the partiesintended to purchase more, as
evident in the JV Agreement referred to below, it appeared that no further land was added to the
Site.) The four pieces of properties purchased are herein referred to asthe’ Site . Completion of
both agreements to purchase was to take place two months later on 2 February 1987.

6. Prior to completion, the B and D Groups nominated another company, Company G,
to complete the purchase of the Site. Company G wasto be thejoint venture corporate vehicle to
own the Site. On 28 January 1987, the Taxpayer and Company C jointly declared to the vendors
of the Site of the vesting of their interest in the Site to Company G and authorizing the vendors to
assign the Siteto Company G. Company G was ashell company taken over by the two groupson
26 January 1987 for the purpose of taking up the Site. At that time, it was 50-50 owned by thetwo
groups in the following manner:

a by the Taxpayer through acompany caled Company H which took over one
of Company G stwo wholly issued shares; and

b. by the D Group through Company C which took over the other (and balance
of ) Company G swholly issued shares.

7. Also on 28 January, Company C, Company H, Company G, the Taxpayer,
Company D and aD Group company caled Company | (* Project Manager’ ) entered into ajoint
venture agreement (* V. Agreement’ ) to redevel op the Site with the Project Manager acting asthe
project manager of the redevel opment.

8. Completion of the purchase took place on 2 February 1987. The smplified
corporate structure at the time of completion of the purchase of the Site was as follows:
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B Group | | D Group |
Yo Yo
Taxpayer | | Company C |
Yo Ya
Company H | Yo
Y Ya
one share one share
Yo Yo
Company G
Yo
| Ste |
0. About seven months after completion, through arather convoluted mechanism (which

we shdl refer to as * the Transfer Mechanisn ), the D Group took over 100% of the beneficia
interest in the Site by acquiring the 50% beneficid interest of the B Group inthe Site. The Trangfer
Mechanism involved using anewly acquired foreign shell company called Company J. Company J
had only one issued share of US$1 ( J Share’ ) which was acquired by the Taxpayer on 8
September 1987. Two days thereafter, on 10 September 1987, three events occurred as part of
the Transfer Mechanism

a

Company H' s50% shareholding in Company G was sgnificantly diluted when
Company G dlotted 9,998 new shares at their par values ($1) to Company J
and Company C equdly (4,999 shares to Company J which represented
49.99% of Company G sissued shares, and 4,999 shares to Company C).

The single share in Company G held by Company H (representing Company
H' s 50% in Company G before the alotment of new issued share capital of
Company G and 0.01% after the said alotment) was transferred a par vaue
($1) to Company J. Combined with the allotment of new sharesjust mentioned,
this meant that Company Jwould hold 5,000 sharesin Company G representing
50% of Company G stotal issued shares.

The Taxpayer, Company C and Company D entered into an agreement (* the
Disposd Agreement’ ) whereby the J Share (condtituting its entire issued share
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capital) wasto be sold to Company C with an assgnment of shareholders loan
for a consderation of $208,500,000. Out of this total consderation,
$141,352,731 was attributed to the J Share and $67,147,269 was attributed to
the assgnment of Company H’ s shareholder loan (of the same amount) to
Company J.

10. The Disposal Agreement provided linkages to the two other events in the Transfer
Mechanism (mentioned in sub-paragraphs aand b of the preceding paragraph):

a  Completion of the Disposa Agreement was conditiona upon sub-paragraph b
above and upon the consent of Bank K who was financing the purchase and
redevelopment of the Site.

b.  The Taxpayer as vendor of the J Share warranted (inter aia) that Company J
had no assets and lidbilities other than 5,000 sharesin Company G mentioned in
sub-paragraph a above.

One further housekeeping matter was atended to in the Disposa Agreement. The partiesto the
Digposd Agreement agreed to the release of obligations under the JV Agreement, effectively
canceling the V Agreement and the joint venture in the Site.

Completion of the Disposal Agreement took place on 1 March 1988 as scheduled.

11. The necessary board resolutions of Company G, the Taxpayer and Company J to
authorize the implementation of the Trandfer Mechanism were dated one day prior to the
occurrence of these events, that is, 9 September 1987.

12. The smplified corporate structure immediately prior to the transfer of (a) Company
H’ sone sharein Company G to Company Jand (b) the Taxpayer’ sentireinterest in Company J
to Company Cisset out asfollows:

| B Group | | D Group |
) )

| Taxpayer | Company C |
Y Y Y
Company H Company J Yo
offshore company A
) ) )

one share 4,999 shares 5,000 shares

) ) )

| Company G
Yo
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| Ste |

13. To look at the Transfer Mechanism from a simpler perspective, what had occurred
was the creation of an offshore company (Company J) into which the bulk of B Group’ s 50%
shareholding in Company G (and therefore indirectly 50% of the Site) wasinjected or transferred
by way of the dlotment of new Company G shares. Then the dmogt inggnificant one share in
Company G gill held by Company H was transferred to Company J making Company J holder of
the entire 50% of Company G. And then the Taxpayer a the same time sold Company J to
Company C. On completion of this sale, the net result was, in laymen’ sterms, transfer of 50% of
the Site to the D Group rendering the D Group (through Company C and Company G) 100%
beneficia owner of the Site.

Theissue

14. The crucid transfer dement in the Transfer Mechanism was the transfer of J Share
from the Taxpayer to Company C. Thiswasthe transfer that rendered the D Group 100% owner
of Company J, 100% indirect owner of Company G and 100% indirect beneficia owner of the Site.
The transfer was legally structured as a sde at a consideration of $141,352,731 for the J Share.
After deducting agreed expenses, the surplusthat the Taxpayer redlized from the sale of the JShare
was $137,576,471 which was agreed between the parties and particularized asfollows:

$ $
Contract sdling price 141,352,731
Add price adjustments (interest over 425,000
prov.)
Actud sling price: 141,777,731
Less Purchaseprice 7.80
Commission to Company L 1,110,000.00
Commisson to Company M 2,850,000.00
Legd fees 236,259.00
Miscellaneous 4,993.20 4,201,260
Net surplus: 137,576,471

The issue to be decided in this gpped is whether the net surplus of $137,576,471 created by the
Transfer Mechanism is taxable.

Thelaw
15. Section 14(1) of the IRO, the charging section for profits tax, reads asfollows:

‘ Subject to the provisions of this Ordinance, profits tax shall be
charged for each year of assessment at the standard rate on every person
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carrying on a trade, profession or business in Hong Kong in respect of his
assessable profits arising in or derived from Hong Kong for that year from
such trade, profession or business (excluding profits arising from the sale of
capital assets) as ascertained in accordance with this Part.

16. Section 2(1) of the IRO defines trade’ to ‘ include every trade and manufacture,
and every adventure and concerninthenature of trade’ . In Marsonv Morton(1986) 1 WLR
1348, Sir Nicholas Browne-Wilkinson V-C said (at page 1348 of the report):

It is clear that the question whether or not there has been
adventure in the nature of trade depends on all thefactsand circumstances of
each particular case and depends on the interaction between the various
factors that are present in any given case. The most 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.’

17. The learned Judge then went on to list out (at pages 1348 to 1349 of the report) some
of these features or badges, which, as he carefully pointed out, were by no means exhaustive;

a Whether the transaction was a one-off transaction?

b.  Wasthe transaction related to the trade which the taxpayer otherwise carries
on?

C. What is the nature of the subject matter?
d.  Wha wastheway in which the transaction was carried out?
e.  What wasthe source of finance of the transaction?
f. Was work done to the item purchased before it was resold?
o] Wasthe item resold in one lot or broken down into sdeable |ots?
h. What were the purchasers intentions at the time of purchase? and
I Did the item provide enjoyment for the purchasers?
18. We were asked by the Taxpayer to consider the six badges of trade suggested by the

1955 Find Report of the English Roya Commisson on the Taxation of Profits and Income which
were:
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a The subject matter of the redization.
b.  Thelength of the period of ownership.
C. The frequency or number of amilar transactions by the same person.
d. Supplementary work on or in connection with the property redized.
e The circumstances respongble for the redlization.
f. Motive,
19. The proper approach in deciding on whether trading existed in a given transaction

bearing in mind the possibility of changes of intention is found in Lionel Simmons PropertiesLtd v
CIR (1980) 35 TC 461, HL where Lord Wilberforce said (at page 491):

Trading requires an intention to trade: normally the question
to be asked iswhether thisintention existed at the time of the acquisition of the
asset. Wasit acquired with the intention of disposing of it at a profit, or wasit
acquired as a permanent investment? Often it is necessary to ask further
guestions: a permanent investment may be sold in order to acquire another
Investment thought to be mor e satisfactory; that does not involve an operation
of trade, whether thefirst investment issold at a profit or at aloss. Intentions
may be changed. What was first an investment may be put into the trading
stock - and, | suppose, vice versa. If findings of this kind are to be made
precisionisrequired, since a shift of an asset from one category to another will
involve changesin the company’ saccounts, and possibly, aliability to Tax (cf.
Sharkey v. Wernher [1956] A.C. 58). What | think is not possible is for an
asset to be both trading stock and per manent investment at the same time, nor
to possess an indeter minate status - neither trading stock nor permanent asset.
It 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 is necessarily implicit in all
commercial operations, namely that situations are open to review.’

20. In Hong Kong the same gpproach is found in All Best Wishes Ltd v CIR (1992) 3
HKTC 750, where Mortimer Jsummed up the position (at page 771) asfollows:

‘ Thisis a 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
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holding the asset is undoubtedly of very great weight. Andif theintentionison
the evidence, genuinely held, realistic and realizable, and if all the
circumstances show that at the time of the acquisition of the asset, the
taxpayer was investing in it, then | agree. But asit is a question of fact, no
single test can produce the answer. In particular, the stated intention of the
taxpayer cannot be decisive and the actual intention can only be determined
upon the whole of the evidence. Indeed, decisions upon a person’ s intention
are commonplaceinthelaw. Itisprobably the most litigated issueof all. Itis
trite to 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 done at the time, before and after.
Often it isrightly said that actions speak louder than words.’

21. Fndly, we remind oursalves that section 68(4) of the IRO puts the onus of proof on
the Taxpayer as follows. ‘ The onus of proving that the assessment appealed against is
excessive or incorrect shall be on the appellant.’

Parties submissons

22. At therisk of over smplification and doing grave injustice to the wel thought-out and
clearly presented submissions from leading counsel of both parties, we set out their argumentsin
amplified form.

a The Taxpayer’ s submisson isdivided into two areas (or two issues as put to
us by the Taxpayer):

I.  TheTaxpayer did not, inlaw, tradein theJ Share. Nor wasthe purchase
and sde of the J Share an adventure and concern in the nature of trade.

ii. Evenif there was trading, no profit was earned because the increase in
the vaue of Company J(through the dlotment of new Company G shares
and transfer of one subscriber share of Company G to Company J)
should be deducted in computing the taxable profit. The second part of
Taxpayer’ s submisson relied on Sharkey v Wernher (1956) AC 58.
The Taxpayer argued that this case established the principle that the
exiging vaue of an investment has to be deducted in computing any
taxable trading profit. This part of the argument was presented in two
dterndive forms.

(1) Thereshould bededucted from the assessable profit (earned in the
disposad of Company J) the vadue of the * gft' (of the 50%
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shareholding in Company G) given to Company J which
ubstantidly increased Company J svadue. The vaue of this gift
was exactly the congderation paid for the trandfer of the J Share.
Hence there was no profit.

(2) The J Share was incapable of being traded or sold until it was
meade vauable by, essentidly, theinjection of the new Company G
share dlotments. The * trade’ could not have commenced until
Company J held the 50% in Company G and, a this point, the
market vaue of Company J should be increased (reflecting the
addition of the Company G shares to Company J s asset).
Therefore at the time Company J became tradable, its increased
vaue (the condderation paid for the transfer of the J Share) must
be the starting point in the calculation of assessable profits. When
the J Share was sold at that consideration, there was no profit.

The Revenue’ s case wasto look at the purchase and sale of the J Share and

not itsunderlying assets. 1t was an adventure and concernin the nature of trade
by virtue of the definition of * trade’ in section 2(1) of the IRO. The J Share
was acquired a US$1 with the intention of reselling. And it was sold at a
subgtantia profit. There was no unexpected change of circumstances and no

change of intention between the acquigition of Company Janditssde. Hence,

argued the Revenue, the net surplus redized on the sde of the J Share is

taxable under section 14(1) of the IRO. Sharkey & Wernher wasincapable of

being gpplied in Hong Kong as decided in CIR v _Quitsubdue Ltd (1999) 3
HKC 233. And even if applied, Sharkey & Wernher gpplied only when
trading stock is appropriated by atrader for the trader’ sown purposesincea
person cannot trade with himsdf/herself.

The Revenue was dso careful to refute the principal pre-Determination
argument put forward by Company N, thetax representative for the Taxpayer.
Intheir correspondence with the Revenue, the Taxpayer asked the Revenueto
look at the underlying transaction which was the trandfer of 50% of the Site.
According to Company N, the Taxpayer entered into the joint venture
redevelopment of the Site with the D Group with long term investment
intentions. The sale of its 50% beneficid ownership of the Site through the
complex transactionswas, in essence, the sale of acapita asset and hence not
taxable. The Revenue stated that it was not the Revenue’ scaseto strip away
the corporate vell and look at the underlying transactions. But if the underlying
transaction were examined, the Revenue argued that there was an intention to
s the redevel oped Site which was a dlear trading intent.
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Disputed factual areas

23. The apped is to be decided more on a matter of the law than on facts. Certain
disputed factsrelating to intention must befirst decided asamaiter of finding of fact on the evidence
presented to us. Some of our findingsmay not be rdevant when we consider theissues asamatter
of law rather than asameatter of fact (for example, whether the Sitewasto be sold or held long-term
after redevel opment).

24, The disouted factswereminima. Thedigputed areasrdated mainly to theintention of
the B Group towards the Site and whether the Taxpayer had a share trading history.

Evidence and findings on disputed areas
(& Theevidence and the Taxpayer’ switness

25. The present chairman and managing director of the Taxpayer Mr O appeared and
gave ord testimony at the hearing of the gpped. His Satement dated 9 September 1999 was
tendered as evidence in chief. His cross-examination was brief but to the point. There were the
agreed facts which we do not repeat here. There were also various documents that were referred
to us during the apped and other documents not referred to but contained in the agreed bundle of
documents.

26. Thereissome hegtation on our part onthelevd of Mr O’ sinvolvement and the depth
of his persond knowledge in this matter. In aletter from the tax representetive of the Taxpayer,
Company N, to the Revenue dated 14 August 1998 (complaining about the long time that span the
disposa of the subject matter of this apped and the tax investigations on this matter), Company N
dated that the former chairman, Mr P and Mr Q (who appeared in various board minutes) were
actively involved in the Taxpayer' s business affairs and in particular the transactions under apped
and that they had since passed away in 1997 and 1994 respectively. No mention was made of Mr
O in this letter. This does not necessarily mean Mr O had no persona knowledge. Mr O
mentioned in his statement that he arrived in Hong Kong in or about November 1986 to take over
the management and operation of the B Group and, since his arriva, had been actively involved in
the B Group’ sactivitiesinduding that of the Taxpayer. Mr O’ sarriva was only about one month
prior to the commencement of the acquisition of the Site and close to a year to the digposal of
Company J (and with it, Company G and the Site).

27. Except for this hedtation, we are prepared to accept generdly, but not
uncategoricaly, the tesimony of Mr O on the facts. We take the view that certain parts of his
testimony were not entirdly accurate which, when viewed accurady, puts on a different
complexion.

(b)  What theannual reports and accounts said
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28. The annud reports and financid satements of Company B and the Taxpayer give us
some contemporaneous records and chronology of the history of the joint venture and the Site.
Except for the purpose of usng Company J in the Transfer Mechanism, these records accord
genegrdly with Mr O’ stesimony.

29. The principd activities dated in the directors  report of the 1986 and 1987 financid
statements of the Taxpayer were* the business of property investment, property management and
investment holdings’ In the directors report of the 1988 financid statements ‘ share invesment
and share dedings' was added to thelist of principd activities. The payment of the deposit by the
Taxpayer for the Site was recorded in note 7 of the notes to accounts of the 1986 financid
gatements. Company J, Company H and Company G were not mentioned in the 1986 financia
satements sSince the Taxpayer had not yet, at the time, owned them.

30. In note 4 of the notes to accounts of the 1987 financid statements of the Taxpayer
(titled unlisted investments), Company H and Company J are found as wholly owned subsdiaries
with the principd activity of * investment holding’ . After completion of the sde of Company J
having taken place on 1 March 1988, only Company H remained in note 4 of the notesto accounts
of the 1988 financia statements.

3L The 1986-7 annud reports of Company B stated that Company B * carry on the
business of investment holding and property invesment. Its subsdiaries continued to carry on the
business of property investment and property development.” Inthe notesto thefinancid statements
of both annua reports and that of the 1988 annua report, the Taxpayer waslisted asaHong Kong
whoally owned subsdiary with the principa activitiesof * property development and investment’ .

32. In the chairman’ sbusinessreview of the 1986 annua report of Company B, Mr P, the
then chairman, stated that ‘ The Group entered into a 50:50 joint venture with the D Overseas
Group to acquire the (Site) with a total Site area of.... It is planned for a redevelopment of
commercia/resdentia complex of some 400,000 square feet. The anticipated completion dateis
around 1990

33. In the following year’ s (1987) chairman’ s busness review of Company B, it was
stated that * As aready announced in September 1987, a mgjor sde of the Group’ s investment
was its 50% equity interest in the development project a (the Site) for a totd consderation of
$209,000,000. Thesdeiscompleted today (1 March 1988), which will result in an extraordinary
profit of approximately $130,000,000 to the Group. ..

34. Note 16 of the notes to accounts of the 1987 annua report of Company B (titled
subsequent event) stated * The Group sold for $208,900,000 a wholly owned subsidiary which
had a 50% equity interest in the (Site).” The name of the subsdiary was not identified and could
have been either (a) Company J (found in note 7 of the same notes to accounts, titled subsidiaries,
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dated as a wholly owned subsdiary with the principa activity of ‘ invesment holding' ) or (b)
Company G (found in note 8(d), titled long term investment, stated as a 50% held unlisted Hong
Kong company with the principa activities of * property development and investment’ ).

35. In the chairman s business review of the 1988 annud report of Company B, it was
stated that * Sales of the 50% interest in the (Site) and the Building R were both completed in the
first haf year, contributing gpproximately $182,000,000 to the profit for the year. This was
previoudy announced in our interim report as extraordinary profits, but has now been re-classified
as exceptiona itemsin accordance with stlandard accounting practice.” Out of the $182,000,000
profit so stated, it can be seen (from note 3 of the notes to accounts) that $137,588,743 was
attributed to the surplus on sale of an overseas subsidiary (the balance $44,700,000 odd being
surplus on redization of properties). Further, the directors report of the same (1988) annual
report Stated the sale of an overseas subsidiary for $208,925,000 which contributed
$137,588,743 to the operating profits of the B Group. Tax provison was made in the 1988
accountsin the sum of $23,390,000 for the surplus on the sale of an overseas subsidiary. Although
there is no direct evidence, thereis no doubt that the overseas subsidiary was Company J.

36. Note4(b) of the notesto accountsin the 1988 annual report of Company B wastitled
exceptiond items of the group and stated that * the surplus on sdle of an overseas subsdiary isnot
subject to Hong Kong profits tax but, as a matter of prudence, a tax provison of 17% on the
surplus amounting to $23,390,000 hasbeen made.”  $23,390,000 was 17% of the $137,588,743
operating profit contributed by the sdle of the overseas subsidiary.

(c) Break-up of joint venture

37. The view expressed in note 4(b) of the notes to accounts in the 1988 annua report
was agross smplification of thelaw. While Hong Kong' stax regimeis source based and while it
can be very generdly stated that sde of offshore assets are not taxable, that view would be
Inaccurate when subjected to scrutiny. However inaccurate note 4(b) was, it reflected a certain
thinking inthe B Group which led usto believe that perhapsthe directors and their advisorsthought
of usng Company J, as an offshore company, in atax scheme where its sde proceeds would not
come under Hong Kong' stax umbrella

38. Mr O’ stestimony on the breakup and the origination of the Transfer Mechanism was
asfollows. Despitethe long term intentions of the B Group towards the holding of the Site through
Company H and Company G, the reason why their 50% interest in the project was sold to the D
Group was dueto the frequent quarrels and deteriorating rel ationship between thetwo groups. The
D Group wanted complete control without realy consulting the B Group. In September 1987, the
breakup of the joint venture was successfully negotiated with the D Group taking over the project
completdy through the Transfer Mechanism. According to Mr O, the use of Company Jwas an
idea which originated from the D Group. Mr O had assumed that Company H s one share in
Company G would be transferred to the D Group. Mr O was informed by the middleman who
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brokered the breakup that the D Group wanted to use Company Jin the transfer. Mr O was not
concerned with the mechanism of thetransfer aslong asthe B Group received thesdeprice. 1t was
Company S, the solicitors acting for the D Group in the sde, who prepared dl the documents
required for the Trandfer Mechanism. According to Mr O, Company J and the Transfer
Mechanism originated from the D Group and he was told that the reasons for adopting the
mechanism were to facilitate a re-organization of the D Group and to minimize samp duty on the
transaction.

39. Clause 12.02 of the Digposa Agreement stated that the slamp duty of the Disposd
Agreement was ds0 to be shared equaly. Hence the minimization of slamp duty benefited both
sides. Further clause 12.01 of the Disposd Agreement stated that the costs of the dlotment of new
shares in Company G and establishment of Company J were to be shared equaly between the
Taxpayer and Company C. And Company B was charged with haf of establishment costs of
Company Jin the sum of $5,000 charged by Company Sin their bill dated 21 October 1987.

(d)  Purposeof Company J

40. The Transfer Mechanism did succeed as a samp duty scheme as could be seen by
the letter from Company S dated 17 September 1987 to the D Group advising that the transfer of
the one sharein Company G to Company J has been stamped with anomind rate (and, asamatter
of law, no stamp duty being payable on the alotment of the 4,999 shares of Company G each to
Company Jand to Company C). The Transfer Mechanism as astamp duty saving scheme did not
explain the necessity of an offshore company. Thedlotment of new Company G shareswas at the
heart of the samp duty savings. All the new Company G shares could have been dlotted to
Company C. Therewas no need of an offshore company. There were two possible explanations
from the evidence on the purpose served by Company J. Firdly, for Company D’ sre-organization
but we have seen no evidence or suggestion on how Company J was relevant to any re-
organization of the D Group. The other explanation isthe erroneous belief that there would be tax
savings for the B Group as contained in the above mentioned note 4(b) of the notesto accountsin
the 1988 annual report. If Company Jwas for the sole purpose of facilitating Company D, there
was no reason that its setting up cost was to be shared by the Taxpayer at dl.

41. Wefind that it was the D Group who initiated the idea of usng Company J. Whileit
may very well bethat the genesis of Company J came from the D Group, we find that the B Group
agreed to it willingly; seeing its stamp duty advantage and an apparent tax opportunity for them as
well. Inherent with this finding, the inescapable logic is that Company J was acquired with the
intention at the time of its acquigition (and even before) to dispose of it to Company C.

(e Purpose of Company G and Company H

42. According to Mr O, the B Group never intended to use the Taxpayer to hold its
interest in the Site. It was intended that a joint venture company would be used to hold the Site
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(Company G subsequently fulfilled that role) and that a separate corporate entity would be used to
hold the B Group’ s interest in the joint venture company (Company H subsequently fulfilled thet
role). Mr O said that the intention was to hold Company H and Company G aslong term capital
investment; there was never any intention to sdll the shares in Company H or Company G. The
falureto useajoint venture to enter into the forma agreementsto purchase the Sitewas duetothe
lack of time in setting up a properly congtituted joint venture company for the Sgning of the formd
agreements.

43. The reason why the B Group did not initidly use a separate company rather than the
Taxpayer (which has other substantial assetsto hold its 50% interest in the Site) was not clear from
Mr O’ sevidence. Mr O mentioned why using a separate corporate entity would make sense (a
company with subgtantial assets should not give the inevitable subgtantial undertakings to the
financier of the project and their joint venture partner used a single asset corporate entity), but did
not mention why ashell company could not have been used from the very beginning instead of the
Taxpayer.

44, The JV Agreement contained the terms under which the Site would be redevel oped.
There were dso the usua terms relating to its share capital, composition and proceedings of its
board of directors. The shares of Company G were not fredy transferable. Clause 7 prevented
disposition of the Company G shares without the prior written consent of Company C and
Company H (unless it were a default transfer between the parties for falure to contribute to the
redevelopment costs). Each sde aso had a right of first refusal prior to any trandfer of the
Company G sharesdthough it was not clear what would occur if aparty, having refused to exercise
its right of first refusa when given the opportunity to do o, refused aso to give its consent to a
trandfer to a third party. In the absence of clear provisons in the joint venture rdating to this
possibility, the prior written consent of the other party would il be required. Trading of the
Company G shares was not contractualy possible without the cooperation of the joint venture

partner.

45, We are prepared to accept and find that, due to involvement of athird party, that is,
the D Group, therewasinsufficient timeto acquire ajoint venture company whichwas subsequently
rectified through the use of Company G. Wefind that the purpose of using Company G wasto hold
the Site and that the shares of Company G were not acquired or held for the purpose of trading.
We doubt the significance of the intentions towards or purpose of Company G when the law is
applied to the facts of the case.

46. We make no findings relaing to the use of Company H. It was not gpparent from the
evidencewhy the B Group could not have used ashdl company (subsequently Company H fulfilled
that role) when it used the Taxpayer to Sgn the forma agreements to purchase the Ste jointly with
Company C.

() Intention towardsthe Site
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47. Another disputed fact was the intention of the B Group or the Taxpayer towards the
redevelopment of the Site. For the moment, we make no distinction between whether we should
be addressing the issue of intention towards the Site by looking at the intention of Company G or
Company H or by looking at the intention of the Taxpayer or the B Group. In any event, looking at
the intention of the Taxpayer towardsthe Siteis not entirely irrdlevant asit wasthe Taxpayer which
initidly sgned the forma agreements to purchase the Site.

48. The Taxpayer contended that the intention was to redevelop the Site, I the
redeveloped resdentid complex and hold on to the commercia complex for long term investment
purpose. The Revenue pointed to an intention of sdeinthe vV Agreement (clause 2.01(b)) which
stated that the business of the Taxpayer was* develop the Sitefor sde.... Mr O pointed to clause
5.01(h) which stated that the Project Manager was to use its best endeavours * to sdll or lease the
properties arising from this Development. All such sales or leases shdl be co-coordinated by the
Project Manager. The minimum sdes or lease prices shal be determined by the Company...
There were other parts of the JV Agreement pointing to either direction. On the one hand, the
ddfinition of * development’ in clause 1.02 stated that the devel opment meant the devel opment of
the Site ‘ and the disposa thereof by sde or lease . On the other hand, there was the clear
indication of salein the cost estimate annexed to the V. Agreement showing ‘ estimated return on
se’ of the commercid/resdentia block and the commercia block and the fact that the Project
Manager was only remunerated according to a percentage of the gross sale proceeds only (in
clause 5.05 of the JV Agreement). Thus, it was by no means clear from the wording of the JV
Agreement that the redevelopment was for resde or lease. However the areas of the JV
Agreement which had financid implications for the joint venture partners pointed to asde.

49, Theintention of the B Group for the Site was the subject matter of pre-Determination
correspondence between the parties. Company N informed the Revenue in paragraph 2c of its
letter to the Revenue dated 28 July 1989, that the Site was * acquired for re-development into a
commercid/resdentid complex for resde’ and in paragraph 3b, * Company G would re-develop
the (Site) for resde. The profit on the sde of the redeveloped property would be reflected in
Company G s accounts and subject to profits tax.” This was repeated in various parts of
Company N’ s |etter to the Revenue on 22 December 1990 which mentioned in various parts of
that letter that the Site was acquired by Company G for redevelopment and resde.

50. Whether the redevdopment of the Ste was for a commercid/resdentia
redevedlopment as professed by the Taxpayer was not clear.  Certainly documents
contemporaneous with the acquistion of the Ste showed tha the intention was for
commercid/office use. The natifiable transaction notice of Company D Oversess dated 3
December 1986 (the date of acquigition of the Site) mentioned that the Site was to ‘ be
redevel oped into multi- storey composite commercid and office buildings' . There was no mention
of any resdentid element. The notifiable transaction notice of the B Group dated 3 December
1986 gave mere notice of the acquisition of the Site with no mention of intended use of the Site. By
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28 January 1987, when the JV Agreement was Signed, the residentia eement wasadded. Asjust
mentioned above the cost estimate annexed to the JV Agreement showed a commercid/resdentia
block and a commercid block. The letter from Company T dated 3 February 1987 to Company
D Overseas dated that the purpose of the facilitiesto be granted to Company G by Bank K wasto
acquire the Site and congtruction of a * complex congsting of two blocks of residentid buildings
with atota floor area of 140,000 square feet, one block of office building with total floor area of
170,000 square feet and acommercia podium with total floor areaof 100,000 squarefeet’ . Inthe
notes of meeting between the B and D Groups held on 3 April 1987, it could be seen that the B
Group indicated its support * to the concept of devel oping agood-quality office block on (one part
of the Site) and aresidentia block on (another part of the Site). Both blockswould sit on apodium
development with well balanced accommodation for shops, restaurants, mini-cinema and other
compatible entertainment uses.” In the same meeting, the possibility of developing the residentia
block as service gpartment would be studied by the architect. The redevel opment proposal dated
30 June 1987 and itsrevision dated 21 July 1987 shown to thisBoard as part of the agreed bundle
showed that two buildings were to be erected. One was an office complex with shops and
carparks on the lower floors and the other was an entertainment complex with only three floors
targeted as service gpartments (which could not ordinarily be said to be for resdentid purpose).
The progress report by the D Group dated 1 August 1987 stated that the building plans for the
redevelopment scheme * containing commercid complex and entertainment centre’ were to be
prepared. Thenatifiable transaction of the D Group dated 10 September 1987 mentioned that * a
commercid, office and entertainment complex of 480,000 square feet gross floor areais planned
for thisgte’

51. It would appear from these documents that the initid intention was for a
commercid/office redevel opment without resdentid elements. Theresdentid € ement was added
later in early 1987 and then abandoned and replaced by the entertainment complex idea by mid-
1987.

52. There wasllittle evidence on the financing of the acquigition and redevel opment of the
Ste. The mgor piece of evidence was the above mentioned letter from Company T dated 3
February 1987 to Company D Overseas which was a bank facilities letter. There was aligt of
securities which were to be provided to Bank K which was for the financing of the project. The
securitiesrequired were: legal charge, share pledges, subordination of shareholder |oans, guarantee,
shareholders funding agreements of unfinanced portions, insurance policy assgnment, construction
contract assgnment and sdle proceeds assgnment. Out of this comprehensive list of securities as
would have been expected as being required by prudent bankers, the assignment of rent proceeds
was noticeably absent.

53. The intentions for the Stewasone areaof Mr O’ stestimony which we rgect asthe
written evidence showed otherwise. For what it isworth (and wethink thet it isirrdevant), wefind
that the intention of the B Group and the D Group at the time of acquisition towardsthe Stewasto
redevelop and sdll for three reasons.
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a.  Theeconomic eementsof the JV Agreement pointed to asde and dso dueto
theindications of sdlefrom Company N’ s pre-Determination correspondence
with the Revenue mentioned herein. The cogt estimate and estimated profit
there certainly indicated only returns on sleswith no mention of rental income.
The Project Manager was paid only on saes.

b.  Therewasno reason to doubt the accuracy of what Company N had stated in
its correspondence with the Revenue dtating the redevelopment and resde
intention in relation to the Site.

c.  Thefinancing of the acquistion and the development of the Site from Bank K
pointsto a sale after redevelopment.

(9 History of sharetrading

54, There remainsthefind controverted area of whether the B Group had a history of
trading in unlisted shares. Mr O tedtified that the Taxpayer had only traded in listed shares, not
shares in private companies. Through the cross examination of Mr O, the Revenue drew our
attention to thelossand gain on disposal of unlisted investments found in the tax computation of the
Taxpayer for the year of assessment 1987/88 and the provisionsfor and writing back of diminution
in value of unlisted investments for the same year and the following year of assessment. Certainly
thelossand gain in unligted investments in the said tax computations did not show trading because
the gain was deducted from the profits of the Taxpayer while the loss was added back in. Thisis
more cons stent with the treatment of the unlisted shares as a capitd asset rather than trading asst.
But it could be that the gain and loss was non-taxable for other reasons, such astheincome or loss
being offshore Hong Kong. No further evidence or submissons were made on thisissue. Wedo
not derive much assstance from this. Wefind that the Taxpayer had no history intrading of private
company shares. Trading of private company shares was not part of its business.

Summary of findings of facts on disputed areas
55. We summarize our findings of facts on the disputed areas of the evidence:

a The D Group initiated the idea of usng Company J. The B Group agreed to it
willingly; seeing its samp duty advantage and an gpparent tax opportunity for
them as well. Company J was acquired with the intention a the time of its
acquisition (and even before) that it would be disposed of to Company C.

b.  Thepurpose of usng Company G wasto hold the Site. The sharesof Company
G were not acquired or held for the purpose of trading.
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C. The intention of the B Group at the time of acquigition towards the Site was to
redevelop and sl it.

d.  TheTaxpayer had no higory in thetrading of private company shares. Trading
of private company shares was not part of its business.

56. Agang the background of the agreed facts and our above findings of facts, we now
seek to address thelegd issuesraised by theparties and the gpplication of thelaw to thesefindings.

First issue - adventure and concern in nature of trade

57. The first issue which we need to address, as framed by leading counsd for the
Taxpayer, isto determine if the acquisition and disposal of the J Share amounted to atrade or an
adventure and concern in the nature of trade. The Taxpayer’ s contention was that the Taxpayer
was essantidly an investment holding company and never traded in unlisted shares. We have
accepted this contention. But this does not dispose of theissue. We still need to consider whether
the acquisition and sale of Company Jwastrade under section 14 of the IRO. We have already set
out statutory provisons and basic case law relevant to the question of trade.

Badges of trade/investment

58. Thefollowing indicia or badges of trade or investment were submitted to us. When
looking at these badges, the fundamental e ement to bear in mind isthat none of them, or any other
badge, are decisve. We aso bear in mind the observations of the learned judges in Marson v
Mortonandin All Best Wishes Ltd v CIR that dl the facts and circumstances, the whole picture,
should be looked a. And we admit that what was confusing to us at first was: how much of the
facts and circumstances were to be included? How ‘ whole' a picture should be taken when
deciding on the taxability of the surplus redized on the disposa of the J Share?

(i) Subject matter of transaction

a  Thesubject maiter of the transaction was the shareholding of a foreign
company. The Taxpayer contended that shares of unlisted companies
are by their very natureindruments of investment and unmarketable. The
Revenue contended that sharesmay be the subject of trade or investment.
Despite the normal redtrictions that may be applicable againgt transfer of
private company shares which has a direct effect on its marketability,
these redrictions are meaningless where one controls the entire
shareholdings of the company or has the unrestricted ability to overcome
the non-transferability redrictions. The J Share was the entire
shareholding of Company J and the normd redtrictions on trandfer of
private company shares were meaningless We are of the view that
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shares in private or public companies can be held for trade or for long
term investment. We do not agree with the Taxpayer that there is any
prima facie assumption that shares in private companies are investments.
This badge asssted neither party.

For the B Group, the redl subject matter of the transaction was the 50%
interest in the redevelopment of the Site. Initidly the Taxpayer did havea
direct interest in the Site as the co-purchaser in the forma agreementsto
purchase the Site. Firstly Company H and Company G were added.
Then Company J was further added. We have dready commented on
the evidence presented to us on the interpostion of these three
companies. Neither parties had made any suggestionsto usinthisgpped
that we should ook at the Site and the Company G shares as the subject
matter of the transaction, although Company N did make the suggestions
in its pre-Determination correspondence with the Revenue.

(i) Period of ownership

C.

The period of ownership of the J Share was two days. Thisis not an
indication of long term investment at al. If onewereto look at the period
of ownership of the 50% interest in the Site from the B Group point of
view (and there was no suggestion at the gpped that we should do s0),
the period of ownership was about ten months. From either angle, the
period of ownership was short.

(i) Isolated transaction

d.

The Taxpayer was not in the habit of trading in private company shares.
The purchase and sdle of the J Sharewas an isolated transaction. Can an
isolated transaction congtitute trade or adventure and concern in the
nature of trade? There was no suggestion during the apped hearing that
we look at this badge of trade from the landed property point of view.

An isolated transaction means that one is not in the business of trading
and, in that sense, an isolated transaction negates trading intent. B,
conversealy, an isolated transaction can be an ‘ adventure and concern in
the nature of trade’ . We were referred to passages in the Scottish case
IRC v Livinggton (1926) 11 TC 538. Lords Sands and Blackburn in
Livingson (at pages 543 and 546 respectively) did mention in ther
judgmentsthat ‘ it has been recognized that the profit of an isolated
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transaction, by way of purchase and resale at a profit, not within the
ambit or trade of the party making the profit, is not assessable to
Income Tax... and that ‘it is well settled that an isolated trading
transaction of a simple character outside a man’ sordinary business
does not amount to the carrying on of a trade within the meaning of
the Section so as to render the profits of the transaction liable to
taxation.” Thesame court (but differently composed and earlier intime)
in CIRv Reinhold (1953) 34 TC 389, cited to us by the Taxpayer gave
an oppogte view. Lord Russl in Reinhdld (at page 394) stated that
‘ the profit of an isolated transaction by way of purchase and resale
at a profit may be taxable as income under Schedule D if the
transaction is properly to be regarded as ‘ an adventure in the
nature of trade’ . In each caseregard must be had to the character
and circumstances of the particular transaction.’

We do not take the view that the Livinggon case supports any
propogition that an isolated transaction cannot congtitute trade. Clearly
an isolated transaction can condtitute trade if it were an adventure and
concerninthe nature of trade. Thetransaction in theLivingstoncaseitself
was an isolated one undertaken by three partners who joint ventured to
purchase, repair then sell acargo steamer asaone-off deal. Section 237
of the English Income Tax Act in Livingsdon had a definition of trade
amilar to that of Hong Kong. Trade meant * every trade, manufacture,
adventure or concern in the nature of trade’ . What was perhaps more
crucia than the isolated transaction factor, as an indicia of trade or
invesment, for the judges in the Livingson case was another badge of
trade; the fact that the taxpayer added vaue to the goods traded
(repairing and refitting the cargo vessd). To the judges, this indicated
trade.

(iv) Work done/value added

g.

Applying the* work done/added value’ badge, oneway of looking at the
factswould enable oneto conclude that that work was done or valuewas
added and hence this badge of trade was present in the facts of this
appeal. The Company Jthat wasinitialy acquired by the Taxpayer was
ubgtantidly different from the Company J by the time of Sgning of the
Disposd Agreement. Dueto implementation of the Transfer Mechanism,
Company Jwas rendered from an empty shell company with zero value
into acompany holding 50% of Company G’ ssharesand indirectly 50%
of the Site which was worth the $141,000,000 odd price negotiated
between the B and D Groups. It could not be doubted that both the seller
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and buyer had worked in unison to greatly enhance the asset of Company
Jand indirectly the value of the J Share.

Anocther way of looking a the facts was that the work done or value
added element was the alotment of Company G shares and the transfer
of the remaining one share to Company Jand that it was Company Jthat
was the recipient of the work done and value added. |If Company Jthen
sold the Company G shares, then the badge of trade was applicable. But
in the facts of this case, it was not Company J sdling. Instead it was
Company J that was sold. Would this badge of trade apply from this
point of view?

(v) Circumstancesresponsiblefor realization and motive

The Taxpayer argued that two further badges mentioned in the said 1955
Royd Commission on Taxation of Profits were relevant in this gpped;
that of the circumstances responsiblefor the redization and motive should
be considered as badges of investment.

Thecircumstances responsiblefor theredization of the J Sharewasthe B
Group’ s disstisfaction with the joint venture and the suggestion of the
use of the Trandfer Mechanism from the D Group. The dissatisfaction
related, naturdly, to the Site rather than the direction and management of
Company G. The D Group wanted to award contracts for the
redevel opment through its subsidiary, the Project Manager and it wanted
complete control of the project costs. As Mr O tedtified, the D Group
wanted complete control of the redevelopment. There were frequent
quarrels with deterioration of the JV partners relationship. Through a
third party, the sde was negotiated. We have dready described the
circumstances leading to the Transfer Mechanism which we will not
repesat here.

If we were to look at the ultimate motive of the B Group, the Transfer
Mechanism was just one way of sdling its 50% interest in the Site to the
D Group. Whether this sde of the Site would congtitute a trade or
adventure and concern in the nature of trade would then depend onthe B
Group’ s intentions towards the Site when it was purchased and on the
presence or absence of other badges of trade as applied towardsthe Site
(and ignoring theintentions and badges of trade towards the Company G,
Company H and/or Company J shareholdings).

If weweretolook soldly & motiveor intention vis-a-visthe J Shareaone,
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there can be no doubt that even prior to the acquisition of the J Share, the
intention was to transfer/sdl it. Company J was parachuted into the
Transfer Mechanism for the sole purpose of its shareholding being
ultimately transferred, or (to be more legdly correct and based on the
Digposad Agreement) sold from the B Group to the D Group. Its multi-
facet purpose was to minimize stamp duty, obtain an apparent tax
advantage and to suit the re-organization of the D Group (but note that
we have made no findings on the last facet).

m. It was in the consderation of these two badges that the perspective of
looking a just Company J and the perspective of looking a the
underlying Company G and the Site began to blur. Hints of this blurring
were present in consderation of the work done/value added badge. The
Taxpayer argued that in spite of the Transfer Mechanism, there was
never any intention to trade in the J Share. According to the Taxpayer,
theinsertion of Company Jwas at the request and for the convenience of
the D Group (Which we have accepted but not in its entirety as the B
Group thought that it had an gpparent tax advantage as well as the samp
duty savings benefiting both sides). Furthering this line of argument, the
intent of the Transfer Mechanism wasthe redization of capita investment
(in the Company G shareholding). The Revenue argued tha the
underlying transactions were irrdlevant for tax purpose and that the
corporate veil created by Company J could not be lifted. Although the
Taxpayer had not directly argued that the corporate veil could be lifted,
congderation of the underlying transfer of 50% of the Company G shares
indirectly liftsthevell. When looking at themotive and the circumstances
respongble for the redlization badges, we would look through the entire
corporate sructure and how it came into being, how and why the
Transfer Mechanism took place. And inevitably, Company G and the
Site would be considered. Aswe have noted, how big a picture should
be framed? If we wereto look at the underlying holding of the Company
G shares (which was, according to the Taxpayer, a capital invesment),
why shouldri t we look at the real underlying asset that was transferred,
that is, the Site? If we were to penetrate the surface of the Transfer
Mechanism (which was the trandfer of the J Share) and tredt it as a
transfer of the 50% interest in the Company G shares, why arewe unable
to penetrate further to look at the * red’ transfer which was 50% of the
Ste?

n. Perhaps this is where these two badges of trade break down serving as
meaningful tools in deciding the question of trade or investment. In
modern complex corporate structures constructed for a variety of red,
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commercid and legitimate reasons (including avoidance of tax), could we
look at ALL the circumstances and the motives? Whose motives are we
looking a when the motive of acompany could very well bethe motive of
its controlling shareholder? Indeed the foundation of many tax schemes
rests on the lega concept of separation of the company from those who
are beneficia ownersof the company and on thelegd trustee-beneficiary
digtinctiors.

(vi) Another look at motive/intention

0. TheTaxpayer ssubmisson on the motive badge had a further dement.
Even if we were to look a the transfer of the J Share and ignore the
underlying transactions and come to the view that there was an intention
to sl the J Share at the time when it was acquired, intention to sell was
insufficient to establish atrade. Rdiance on this proposition was based
on Reinhold previoudy mentioned. In this case, the taxpayer admitted
that he had purchased four houses with a view to resde and had
insructed his agents to sdll whenever a suitable opportunity arose.
Despite this admisson, it was held that profits made on the sde of the
houses were not taxable. We take the view that Lord Keith best
summarized the judgments of the three Lords in Reinhold at page 396
where he stated * the intention to re-sell some day at a profit is not
per se(emphasisadded) sufficient in thiscaseto attract tax’ . Froma
reading of the three judgments, it is reasonably clear that the decison in
favour of the taxpayer was based on a number of other badges. the
houses were sold three years after purchase, the taxpayer was not in the
business of property agent, the transaction was an isolated one, the four
houses were prima facie a form of investment cgpable of yielding an
income. What Reinhald tellsusisthat we cannot just |ook at one element.
We must consder other dements as well.

Caselaw on trade (first issue) / the legitimacy of underlying transactions

59. The Respondent referred us to Beautiland Co Ltd v CIR (1991) 2 HKLR 511 to
support the proposition that the underlying transactions should be ignored in the taxation of the
proceeds redlized from the Transfer Mechanism. Beautiland was aso referred to us by the
Taxpayer as an example that companies do not ordinarily trade in the shares of their own
subsdiaries. In Beautiland, the Privy Coundil did not find anything in the joint venture agreement
between the Cheung Kong group and theWhed ock Mardin group which indicated thet the parties
had in contemplation trading in the shares of subsidiaries or associated company. The Privy
Council andlyzed the wording of the joint venture agreement which formed part of the basis of the
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concluson made by the Board of Review that trading of shares was contemplated. The Privy
Council saw that such wording referred to landed properties rather than to shares and disagreed
with the Board' sway of looking at that joint venture agreement when conddering the sde of the
shares.

60. Thejoint venture agreement in theBeautiland caseisdifferent from the JV Agreement
in the present appeal. The V Agreement related only to Company G and the Site and much of its
provisions concentrated on the redevelopment of the Site. Insofar as the shares in Company G
were concerned, as we have mentioned above, from the wording of the V Agreement, it was
obvious that the Company G shares were not fredly transferable.

61. Adopting the same gpproach as the Privy Council did in Beautiland, from the analys's
of the JV Agreement, it was obvious (and we have made a finding) that the B Group had not
contemplated trading the Company G shares. But aso adopting the Privy Council’ s Beautiland
gpproach of not looking at the underlying asset of the company that was transferred (which were
shares in another company which in turn held land), we should be looking at the transfer of the J
Share and not the underlying assets of Company J (whether they be the Company G shares or the
Site). It was not the shareholding in Company G or the Site that were sold. It was the J Share.

62. This approach was gpplied in Hong Kong by a number of Board decisions.

a In D36/89, IRBRD, vol 4, 394, shares of ajoint venture company which held
property for joint redevelopment purpose were sold and the proceeds were
subject to tax. The question was whether the shares of the joint venture
company had been acquired for investment or trade. The Board decided that
the shareswere acquired for trade and, asthe appel lant rightly pointed out, this
was dueto the Board rgjecting the testimony of the taxpayer’ switness. What
isimportant for usisthat the intention of the partiestowards the redevel opment
of properties was never a part of the consderation.

b. D52/94, IRBRD, vol 9, 292 applied Beautiland in a case of transfer of shares
inajoint venture company holding property for sdle. Thetaxpayer dleged that
hisshareswere capital assets. The Board was careful in addressingitsmind on
the issue to confine itsdf to the shares. It did not concern itsdf with the
property. Ultimately it came to the conclusion that the taxpayer had failed to
satisfy its onus of proving that the shares were capital assets.

C. D74/91, IRBRD, vol 7, 16 was another case of companies usng subsidiaries
to develop property and disposing shares of the subsidiary a a profit. The
Board did not agree with the proposition that a company cannot trade in the
shares of itsunlisted subsidiaries or embark upon an adventure in the nature of
trade in respect of the shares of itssubsdiaries. Thefactsin that case satisfied
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the Board that the taxpayer in that case did not trade in the shares of its
subsidiary. It wasnoted by that Board that * in the sameway asthere can be
no legal concept of dealing in land through shares of a subsidiary
company (as embodied in Beautiland), there can be no concept of
investing in land through the shares of a subsidiary company.’

d. In D30/87, IRBRD, vol 3, 176, the Board decison itself was unreported
because the case, as reported, concerned the function of the Board of Review
and what condtituted proper questions of law in an apped by way of case
gtated to the High Court. The facts were that there was asde of the shares of
a company which owned vauable Letters B (Letters of land exchange
entittementsin the New Territoriesthat were asvauable asland). On theface
of it, the transaction from which the taxable profit was derived was the sale of
the shares. Extensive evidence was canvassed by the Board. Ultimaidy it
reached the concluson on the facts and found that the shares of company
holding Letters B, acquired for the purpose of the joint venture, congtituted
capital assats. The Board commented that the fact that Letters B were current
astsin the company did not make the shares in the company any lessin the
nature of capita. Thereversewould betruein the circumstances of thisapped.
That Board further observed that the distinction between the shares in a
company and the assets of the company is one which was fundamentd to the
law. The Board cited Lord Russdll of Killowen who observed in the Privy
Council case, EBM CoLtdv Dominion Bank (1937) 3 AER 555 at page 564,
that it is * of supreme importance that the distinction should be clearly
marked, observed and maintained between an incorporated company’ s
legal entity and its actions, assets, rights and liabilities on the one hand,
and the individual shareholders and their actions, assets, rights and
liabilitieson the other hand.” What isinterestingin D30/87 wasthat Counsel
for the appelant had appeared for that taxpayer and advanced as an
aternative argument that there was no taxable gain because the shares were
sold a avaueequd to their value a the stlage when the sharehol der formed the
intention to sl them (the vaue of the share being equd to the value of Letters
B trandferred). Thisisprecisdy the second issueframed by the gppellant inthis
appeal. The Board in D30/87 did not decide on thisissue asit held that the
shares sold were capital assats.

63. This approach of looking at Company Jrather than Company G or the Stewas dso
the same approach approved of in the Hong Kong High Court in CIR v Quitsubdue Ltd (1999) 2
HKLR 481. Quitsubdue reaffirmed the principle that a shareholder has no proprietary interest in
the property of the company of which he is a shareholder (at page 488). What is perhaps more
relevant was the comment (also at page 488) by Y uen Jwho decided Quitsubdue that it was not a
legitimate exercise for the Board to, in effect, equate the shareholders intentions for ther
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shareholdings with the taxpayer’ sintention for its properties. In amilar way, we must divorce the
intention of the Taxpayer (the shareholder) for the J Share and Company J s (the company’ S)
intention for Company J s assets (Company G and indirectly the Site). We must confessthat the
distinction between the intention of the Taxpayer and the intention of Company Jis atificid in the
sense that the controlling minds of the Taxpayer and Company J are one and the same. The
diginction is, in essence, the different intentions of the same controlling minds towards, on the one
hand, the holding of the shares of a company and, on the other hand, ignoring the intervening
corporate structure, the holding of the Site. Asmentioned by Y uen Jin Quitsubdue, thereisnothing
inherently incongruous for aperson wearing the cap of adirector to decide that the company should
invest in properties, and wearing the cap of a shareholder, to decide to sdl his shares in the

company.

64. If we were incorrect on our gpproach on thisissue of trade and we must look at the
‘redity’ of the Transfer Mechanism as not being atransfer of the J Share but atransfer of the 50%
of Company G, then an anadlysis of the V. Agreement will show that the Company G shares were
not intended to be traded and hence there was in fact aredization of along term invesiment. No
profits tax would be chargedble in this event. But having pierced the Company J vell to look at
Company G, thereisno reason for us not to pierce the Company G veil aswell and ook at the Site
to address the question whether there is any trade or an adventure and concern in the nature of
trade in respect of the Site. And looking at the Site, we would conclude that it was trading asset
from the time of acquisition and its disposd through the Transfer Mechanism was atrade. The
redlized gains from the disposa would then be taxable. However we do not believe that either of
the above gpproaches is the correct one.

Conclusonson trade

65. The perspective which should be taken into account when examining the badges of
trade affects the outcome of a decison on trade or invessment. While the authorities (Marson v
Morton, Liond Smmons and All Best Wishes) point to legitimate congderation of surrounding
circumstances and motives, other authorities (Beautiland and Quitsubdue) require us to make a
digtinction between the company and its shareholders and between the intention of shareholders
towards the share of a company and the intention of the company towards the company’ s assets.

66. We take the view that the underlying disposad of the Company G shares and the
further underlying disposal of 50% of the Site cannot be taken into consderation. We use the
badges of trade as the touchstone against which the facts relevant to the J Share are tested; and not
(in so far as there may be conflict between the two) as the touchstone againgt which the facts
relevant to the Company G shares or the Site are tested. We have dready intimated our views on
the badges as may be gpplicablein either scenarios. Taking into consderation only those views as
are rlevant to the J Shares to the exclusion of considering the Company G shares or the Site and
aso taking into condgderation our finding on the purpose of Company J mentioned above, we
conclude, on our interpretation of legd principles, that the purchase and sdle of the J Share by the
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Taxpayer was an adventure and concern in the nature of trade. Hence any surplus redlized was
subject to profits tax under section 14 of the IRO.

67. The success of the Transfer Mechanism in achieving stamp duty savings hingesonthe
recognition of the legd separate existence of corporate entities and concepts embodied in the
Beautiland case. We see no reason why we should abandon these conceptsdirectly or indirectly to
ignore the corporate entities when consdering the question of Hong Kong profits tax.

No profit from thetrade (second issue)

68. We now turn to the question whether there was any taxable profit despite our
concluson on trade. The Taxpayer framed two issues for our consideration in this gpped. We
have dealt with thefirst issue of trading or adventure and concern in the nature of trade. The second
issue was, in the wording as framed to us.

If primafacie the facts could give riseto afinding of “ trade’ , whether, in computing
the profits of such trade, one should deduct the value of the assets given to Company
J which enabled the (Taxpayer) to redize the same on the disposad (with the
conseguence that there is no assessable profit).

69. The manner in which this second issue was framed presupposed that there should be
no distinction between the shareholding of acompany and the assets of that company. The assets
virtudly * gifted” (except for thetrandfer of oneshare at par) to Company Jwas 50% of Company
G and indirectly 50% of the Site. The Company G shares became the assets of Company J. The
second issue, asframed, then presupposed that it was the Company G sharesthat wereredized by
the Taxpayer. But the item that was redlized by the Taxpayer, legally and based on the Disposal
Agreament, was the J Share.  Ancther way of looking a this is that nothing was given to the
Taxpayer which isthe entity that we should belooking a. The* gft' wasto Company J. Wehave
referred to this when we set out our views on the work donelval ue added badge of trade. For the
same reasons as we have set out in our decision on whether there was atrade, we are of the view
that there must be a digtinction in the surface transaction represented by the sde of the J Share
(which was properly documented by the Disposa Agreement and which to all intent and purposeis
legaly enforceable) and the underlying transactions represented by the effective transfer of control
and the beneficia interests of 50% of Company G and the Site.

Considerations on the second issue

70. We will address the second issue assuming that the beneficiary of the gift was the
Taxpayer and that the presuppositions in the second issue were vaid.

71. The entire premise on which the Taxpayer’ s submisson on this issue rests was the
Taxpayer’ sstatement of the principle to be derived from Sharkey v Wernher, the expangon of the
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Sharkey principle and its gpplication in reverse. In essence, the Taxpayer’ s gpplication of the
principlewasthat in tax ca culations there should be the determination of ataxpayer’ s* true’” profit
from his trade and that the true value of a stock in trade at the commencement of trade has to be
deductible in computing any trading profit.

The Sharkey principle

72. Thefacts of Sharkey v Wernher arewell known. In brief, ahorse breeder cum racer,
who bred for hersdf and for others, took horses bred by her to race. The taxpayer’ s sud farm
was deemed atrade by statute and taxable while the taxpayer’ s racing activities was recreationa
and not taxable. After going through the entire appellate process where the various courts
judgments yo-yo’ ed between favouring HM Inspector of Tax and the taxpayer, the House of
Lords, inamgority decison, decided that the market vaue of the horses should be accounted for
in the calculation of the sud farmT s taxable profits.

73. Theprinciplethat can be derived from Sharkey v Wernher isnot without controversy.
There is the wide concept, as submitted to us by the Taxpayer, that the principle is as wide as the
need to determine the true profit and that value has to be deducted in computing any trading profit.
There is then the difficult question of what is ‘ true’ profit and what isthe * vadue’ that should be
deducted. Thereisthe narrow concept that confines Sharkey only to a Stuation where ataxpayer
appropriates the taxpayer’ s own trading stock for saf use, the taxpayer must account for it in the
taxable trading busness at a vaue which is the market vaue of that trading stock.

Its expansion

74. The narrow concept Sharkey principle was regarded as having been expanded by the
English Court of Apped in Petrotim Securities Ltd v Ayers (1963) 41 TC 389 to aSituation where
instead of gppropriation of own trading stock for saf use, it gpplied to disposals a undervalue as
well. Petrotim was not cited to usin argument but an English High Court decision, Ridge Securities
Ltd v IRC (1964) 44 TC 373, decided subsequent to the Petrotim case, was. In Ridge Securities,
Pennycuick Jat page 397 stated” If atrader startsa businesswith stock provided gratuitously,
it would not be right to charge himwith tax on the basis that the value of his opening stock
was nil.’

75. Ridge Securities involved the acquigition of a number of companies and a series of
complicated financia transactions where the taxpayer asset-stripped the companies and used
dividends and debenture interest methods to off-take the profits earned by the acquired companies
when their assets were sold. One of the transactions considered in the case, as obiter, was the
purchase of awar loan from one subsdiary to afdlow subsidiary a an undervalue which wasthen
sold at ten times the undervaued transfer price. One of the arguments put forward by the taxpayer
was that the fellow subsidiary would have to pay tax on the profitsfrom thissde. Hencethefdlow
subsidiary had a profit chargesble with tax to support the payment of a dividend payment to its
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parent, the taxpayer, under a deduction of tax. The opposng argument was that the felow
subsidiary should account for the real vaue of war loan (which wasthe price at whichit was sold to
the third party) with the result that there would have been no profit chargeable to tax to support the
payment of the dividend under a deduction of tax. Pennycuike J agreed with the opposing view.

Its applicationin reverse

76. There are those who consider that the Sharkey principle applies in the reverse as
submitted to us by the Taxpayer. If the Sharkey principleis said to work where therewas achange
of the nature of the assat from trading (stud farm) to investment/capital use (racing), it would work
asointhereverse, that is, when a capita asset is appropriated to trade.

77. Andyzing the Taxpayer’ ssubmission onthesecond issue, it ssemsto usthat another,
though different, type of reverse gpplication would arise. If the Revenue can tax notiona gains
when a taxpayer converts trading stock to capita assets, why can' t the taxpayer clam a tax
deduction when capital asset, which has been converted to trading stock, is then sold? In the tax
cadculaion of profit, the market vaue of the capitad asset at thetime of change of intention (provided
there has been capita gains) should be taken into account in addition to theinitial acquisition costs.

78. In either reverse gpplication scenarios, this concept of the Sharkey principle would
involve a change of intention between the time of acquidtion of an asset and prior to its disposa
from one intention into the other. 1t cannot be said that there is any change of intention in the facts
of this gpped and the Taxpayer has not presented its gpped on this basis.

Application of Sharkey in Hong Kong

79. Sharkey, in its expanded form, has been gpplied by the Revenue in Hong Kong in
change of intention Stuations. A taxpayer having acquired an asset with an intention to trade then
subsequently changed the intention to hold the trading stock for investment purpose. The Revenue
deemsanoctiond disposa of the trading stock by the taxpayer to himsdlf and taxes the taxpayer for
the differencein the cost of acquisition and market vaue as at the time of change of intention.

80. Differently composed Boards of Review have a different times expressed their
distaste for the application of Sharkey in Hong Kong. Attempts to expand on its gpplication have
been disgpproved of and rgjected by the Board usudly on the ground that it does not apply to facts

under appedl.

81. There has never been any authoritative judgment in the Hong Kong courts on the
applicationof the Sharkey principle in Hong Kong. Quitsubdue is a recent case decided in Hong
Kong which touches on Sharkey but did not form part of itsratio decidendi. The Board in
Quitsubdue found that there was achange of intention of the taxpayer from trade to investment but
that Sharkey was not applicable to enable the Revenue to charge atax on the notiona profit asthe
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taxpayer had not disposed of the asset. The High Court fdlt that there was no change of intention
and that the taxpayer had acquired the asset asafixed asset. Y uen Jin Quitsubdue wasof theview
that Sharkey did not apply (at page 49 : ‘| take the view that the principle in Sharkey v
Wernher [ 1956] AC 58, 36 TC 275 does not apply generally or in the circumstances of this
case.’ ) Yuen J s reasoning was based on the principle that a man cannot trade with himsdf as
espoused in the Irish case of Dublin Corporationv M’ Adam?2 TC 378. Shestated: * If he cannot
trade with himself, it must follow that he cannot make a profit out of trading with himself.
The charge on profit in s.14 of the Inland Revenue Ordinance (Cap 112) isa charge on real
profit. So, it follows that a person cannot be charged with profitstax on * self-trade’ asit
does not exist.” Yuen Jwas sympathetic to the dissenting views of Lord Oaksey in Sharkey who
agreed with the English Court of Appedl.

82. In addition to the rationale expressed by Yuen Jin Quitsubdue, we find it difficult to
apply English tax decisons which are decided on differently worded tax satutes. Given the drict
gpproach to interpretation of tax satutes, unlessthe English tax satute in question isthe same or so
materidly smilar, it would be difficult to gpply English cases or cases of other common law
jurisdiction to Hong Kong, or at any rate, to accurately extract principles gpplicableto Hong Kong.

What can be included as * assessable profit” under the charging provison of the IRO is more
clearly defined in subsequent sections 15 to 15E. And what can be deducted from the assessable
profit are found in sections 16 to 16E of the IRO. Further, if one were to apply the principles of
interpretation of tax legidation of the need for aclear intention to impose atax and the resol utions of
ambiguitiesin favour of the taxpayer, it would be difficult to argue that the Hong Kong legidature
has imposed a tax on a notiond income (based on market vaue) which a taxpayer should have
received when the taxpayer appropriated his’her own stock in trade for saf use or converted a
trading asset into an investment asst.

83. This reasoning is best expressed by Mr Henry Litton (formerly a Chairman of the
Board of Review and subsequently Litton PJ) in D41/91, IRBRD, val 6, 211. This passage was
quoted in atax book called * Taxation of Property Transactionsin Hong Kong' (at page 67). He
sad:

‘It isworth emphasizing that, under the scheme of the Income Tax Actsin the
United Kingdom, there is no statutory equivalent to section 61 of the Inland
Revenue Ordinance [an anti-avoidance provisonamed at sham transactions]. The
position in Hong Kong istherefore quite different. Wefind it difficult to see any
justification for the Commissioner in Hong Kong exercising some “common
law” power to disregard a transaction, outside the scope of s 61 of the
Ordinance, by invoking a “principle espoused” in Sharkey v Wernher and
Petrotim Securities Ltd v Ayres decisions under a tax regime wholly different
from that of Hong Kong. Indeed, we question whether the Commissioner has
the power to apply the “ principle espoused” in Petrotim Securities Ltd v Ayres
at all, when the Inland Revenue Ordinance in Hong Kong makes express
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provisions which seemto be aimed at a very similar situation. If in truth what
the Commissioner issaying isthat the sale to Madam A was a sham, adevicein
order to disguise the fact that the taxpayer was simply giving its property away
to a director, this could have been stated in plain terms, and there was no need
to invoke any so-called “ principles’ stated in English cases.’

It could well be argued that D41/91 was made on the basis that Sharkey would not be gpplicable
only where the transaction under tax scrutiny may be subject to chalenge as a sham under the
anti-avoidance provision of section 61 of the IRO. But we doubt whether the Board would have
reached a different conclusion since the transaction under scrutiny in D41/91 was, in that Board' s
view, not a sham under section 61 of the IRO.

84. We believe that there isalegd basisto sate that, if Sharkey is applicable, the Hong
Kongjudicia approach istosubscribeto the narrow concept of Sharkey. Andthisisthelegd bass
which we adopt in looking at the second issue.

8b5. The facts of this gpped are diginguishable from Sharkey in a number of ways.
a Thetax provisons consdered in Sharkey were different.

b. In this goped, we ae not deding with an entity trading with itsdf or
gppropriating trading stock for own enjoyment.

C. In Sharkey, there was no digposal to athird party, there was no document in
the nature of the Disposa Agreement and there were no transfers of underlying
assets between fellow subsidiaries. All these were present in this appedl.

d.  In Sharkeythere wasa change of intention from trading to invesment whereas
no such change of intention occurred in thisgpped. If it could be said that the
J Share was capita asset (which we have concluded was trading asset), then
Its subsequent sdle was dso an redization of a capita asset. No change of
intention is involved. It could not be and has not been argued that while the
Company G shareswere capita ass4t, its nature changed to trading when the J
Share was acquired for the purpose of disposal to Company C.

86. While there was a disposd to a third party in this gpped (and the reason that the
Board in Quitsubdue rejected Sharkey was there was no disposal), Sharkey must be gpplied inthe
reversein this apped if the Taxpayer were to succeed on the second issue. We believe that there
isno legd bassin Hong Kong to say that Sharkey worksin reversein Hong Kong. Andif it does
work in reverse, there was no change of intention in this gpped (change of intention being the basis
on which the reverse principle is applied).
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87. We were referred by the Taxpayer to the several cases to support its stance on the
goplication of Sharkey to this apped:

a

Fird, there was the Ridge Securities case a ready mentioned above. Weare of
the view that Ridge Securities is not binding on us or applicable to this case.
The issue of whether the fellow subsidiary would be taxed on the basis of
having acquired the war loan a the undervalue or at the market vaue was not
the issue decided in Ridge Securities. Thetax statute under consideration was
completdly different from those under consderation in this gpped. Moreover
thedirect recipient of the gift or undervalued asset (being thefellow subsidiary)
sold thewar loan. In thisgpped the direct recipient of thegft was Company J
which did not sdll the Company G shares.

Another English High Court case cited to but not binding on us was Bath and
West Counties Property Trust Ltd v Thomas (1977) 52 TC 20. In Bath, land
previoudy sold with aright to re-purchase was re-purchased by the taxpayer
with theintent that it would be on-sold to athird party a aprofit. Theon-sde
occurred and aprofit wasredlized. Anissuein the case was whether the right
to re-purchase should be taken into account in the calculation of the profits
made by the taxpayer in the on-saleto the third party. The Court held that the
cogt to the taxpayer of re-acquiring the land had two dements: the actud price
paid and the value of theright to re-purchase. Hence the value of the right to
re-purchase must dso be deducted in the profits tax computation. There was
no question that at the time when the taxpayer re-purchased the land, it had a
trading intention and the land was re-purchased with the intention to sdll. In
Bath, there was no value added or work done. The taxpayer had aright to
re-purchase the land and it was exercising that right to re-purchase with an
intention to trade. But then again it could be argued in this gpped that no value
was added because the Taxpayer indirectly held the Company G shares
(through Company H) before the injection into Company J. This gpproach
fallsto take into account the concept of separate corporate entity. Further itis
an attempt to apply Sharkey in reverse, which as we have consdered as
without legd basis.

The Board of Review in D26/84, IRBRD, vol 2, 139 (cited to us as authority
in support of the application of the expanded Sharkey principles) confined the
English extengon of the Sharkey principlein Petrotim to asituation wherethere
was a disposa between associated parties at substantialy below market rate.
That Board considered that Sharkey gpplied in Hong Kong but it was of the
view that its scope should not be extended and greet caution should be
exercised in atempting to invoke it. In the injection of Company G into
Company J, therewas a * disposal’ of some sort at substantialy below the
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market rate (the disposa was not a draight forward transfer or sde a
undervaue). Thetrandereeinthe disposal’ (Company J) was an associated
party. But unlike D26/84 where the disposdl to the subsdiary was dueto the
execution of acorporate reorganization plan and that was the end of the matter,
in this apped there was another disposal, and aclear disposal to another party
not within the same group, which was the heart of the matter.

d. D35/96, IRBRD, val 11, 504 was a so cited to us by the Taxpayer. The case
was not decided on any Sharkey principle. Sharkey v Wernher and Petrotim
Securities Ltd and Ayres were referred to only in the submissons of the
Revenue. The rdevance of D35/96 appeared to be a mere example of the
Revenue’ s gpplication of the Sharkey-Petrotim principles in the profits tax
assessment of the taxpayer who objected to the assessment. But the
assessment was settled prior to a determination of the objection by an
agreement on what should have been the vaue of the asset transferred.

88. Tosummarize, if Sharkey appliesin Hong Kong, like the Board in D26/84, we will
not extend its operational scope. For the reasons given above, we agree with the Revenue and
have come to the view that Sharkey does not gpply to the facts of this gpped even if somehow the
corporate vell can beignored. Thevaueof the‘ gft' to Company J could not be accounted for in
the cdculation of the Taxpayer’ s profit. We would confine Sharkey to the barest of principles
which can be said to have arisen from it or from its extenson in Petrotim (assuming that Petrotim
goplied in Hong Kong).

Alternate view of second issue/value as at commencement of trade

89. The Taxpayer submitted that there was an dternative way of looking a the
Taxpayer’ s second issue which was basically that the Taxpayer had not commenced to trade until
the Taxpayer was in apodition to trade it. And the Taxpayer was not in a postion to trade until
Company J became the owner of the 50% Company G shareholding. A 1919 English High Court
case, The Birmingham & Didtrict Cattle By-Products Co Ltd (1919) 12 TC 92, was cited to
support this propostion.

0. TheBirmingham & Didrict Caitle By-Products CoLtd (1919) 12 TC 92 was acase
decided in 1916 and in the context of the unique provison in the English (No.2) Finance Act 1915.
The Court had to decide between two scenarios; each of which depended on a different date of
commencement of business. |If the taxpayer commenced business on itsincorporation date in June
1913, then the pre-War (World War I) standard to be used for computing the taxpayer’ sexcess
profits duty should be based on the accounts of the taxpayer for the period commencing on the date
of incorporation. If the taxpayer is deemed to have commenced business on 6 October 1913
(which was the date of commencement of business as resolved by the directors and the date when
the taxpayer took ddivery of raw materias to turn out its product), the standard to be used for
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computing the taxpayer’ s excess profits duty was to be a statutory percentage on the average
amount of the capitd employed during the accounting period. The tax provison under
condderation in that case was unique as it gppeared to be gpplicable only during the crossover
period when the United Kingdom was entering into astate of war. The English (No.2) Finance Act
1915 wasvadtly different from the IRO. WhileBirmingham & Didtrict does not apply to thisappesl,
it shows that under certain circumstances, the date when abusiness commences may be important.
It dso highlightsthat the date of commencement of abusinessmay not be asclear cut asisgenerdly
thought. Having looked at the case, we are not entirdy in agreement with the view of Rowlatt Jin
that case thet the date of delivery of raw materids was the date when trading began and ignoring
other materid prior dates such as entering into contracts to sell the products or contracts to
purchase raw materids and purchasing plant and machinery; activities which the learned judge
relegated to * preparation’ for trade. If ddivery of raw materids was the trade commencement
date, surely the date when the finished products were produced and inaphysicaly ready sateto be
sold would have been amore relevant event.

91. A commencement date for trade on its own has no relevance to the aternate second
issue. In Birmingham & Didrict there were dready in existence commonly acceptable deductions
which could be taken into account if these deductions fdl within the meaning of trade or after
commencement of trade. In this apped, the deduction which is sought to be added back into the
vaue of the trading stock is one which depended on an extension of the application of Sharkey (the
further reverse application mentioned above).

92. Despite the Taxpayer’ s contention that the dternative view is not affected by the
goplicahility of theSharkey principlein Hong Kong, it was il required for the argument to succeed.
Since we do not congder that Sharkey applied to this gpped, the dternative view is not accepted.

93. The two Board of Review decisons cited to us (D12/80, IRBRD, val 1, 380 and
D49/92, IRBRD, vol 8, 1) in support of the aternative second issue was more connected with
Sharkey rather than the date of commencement of trade and the need to use the market value of a
stock in trade as at commencement of trade. The two casesilludtrate that the Revenue had been,
and probably il is, goplying the Sharkey principle in reverse, which must now be doubted due to
Quitsubdue. In these two cases, the dispute was over whether there was any change of intention
from investment to trade and if there was, when this change of intention took place. No change of
intention is at issue in this gppedl. We are unable to find any assstance from these two decisions
relevant to the dternative second issue.

Caseswher e tax computation included true value

94, Undoubtedly section 14 of the IRO is a charge on ‘ red profits as Yuen J
commented in Quitsubdue. But as Lord Racliffe sated in Sharkey (at page 82), the metaphysical
digtinction of what is* real’ does not assist to solve the problem. Would the correct book keeping
entry of the Taxpayer in recording the purchase of asset (Company J) at amost no cost and selling
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it two days later at $141,000,000 be any more real than notionaly crediting back to the Taxpayer
avauethat increasesthe Taxpayer’ scos of selling that asset? With thisin mind, we now consider
two further cases referred to us by the Taxpayer in this gppedl.

95. InWing Ta Development ColLtdv CIR (1979) 1 HKTC 1115, which went up tothe
Court of Appedl, one can see the attempt to reach a proper vaue for caculation of assessable
profits tax with interesting discussions on the burden of proof in section 68(4) of the IRO. The
taxpayer had received shares of acompany about to belisted as part of the considerationinthesde
of asingle asset property owning company. The Board found, on the facts of that case, that the
taxpayer had embarked on a venture to trade when it had agreed to accept the shares to be listed
as condderation and thiswas not challenged on gpped. Theissue waswhich vaue should be used
asthe cogt value of these shareswhen they had to be sold at aprofit. Bearing in mind that the onus
of proof was on the taxpayer, the Board was sati<fied that the true va ue of the shareswasin excess
of their par vaue. Y et the Board was not satisfied with the evidence presented by the taxpayer on
what should have been the correct vaue of the shares. The Board decided that the onus of proof
was not discharged and confirmed a profits tax assessment based on the cost value of the shares
being their par value. The Court of Appeal was of the view that the Board, having been satisfied
that the par vaue of shareswas not the correct value, should have made afinding on the true vaue
of the shares however difficult it might be.

96. Thefactsof Wing Ta are different from those of the present case. Wing Ta was a
casewhereinthe sale of the property owning company, the vendor/taxpayer and the purchaser had
agreed on the vaue of the property (and hencethe va ue of the property owning company) and then
agreed that that value was to be paid partly in cash and partly in shares of acompany abouit to be
listed. The vendor and purchaser were contemplating a vaue of the shares to be listed which
exceeded the value that was used to cal culate how much wasto be satisfied in cash and how much
was to be satisfied by the par value of the sharesto be listed. The question was finding (however
difficult it might have been) the contemplated value of the subject matter of the taxable transaction
(viz the shares to be listed). Probably the parties themsalves had no specific value in mind except
that, given the securities market at the time, the shares to be listed would be oversubscribed and
would be definitely above their par values. The subject matter of the taxable transaction in the
present appeal isthe J Share. There was no doubt as what the value of the J Sharewas. We are
unable to find any assstance from this authority.

97. Likewise, we find no assistance in BR2/77, IRBRD, val 1, 263. It was adecision
where the Board had to reach aconclusion on the correct value of the subject matter of the taxable
transaction for tax computation purpose. The taxpayer acquired shares of public companies in
exchange for issuing new listed shares of its own. The taxpayer had booked the share exchange
transactions in its books at the par vaue of the shares acquired and the par vaue of its own
exchanged. It was obvious that the par value was not the true consideration contemplated by the
parties to the share exchange transactions. The decision of the Board to ignore the par value and
use market value comesas no surprise. The' costs' of the shares for accounting purpose must be
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different fromthe * cost’ for profits tax purpose. (What was perhaps more interesting about this
case was the Board' s choice of the * red’ vaue, dthough the Board did not seem to have
addressed this in detail. The Board chose the * real’ vaue to be the market vaue of the listed
shares issued by the taxpayer rather than the market value of the listed shares acquired by the
taxpayer in exchange.)

Conclusion

98. From the facts as agreed and the facts found by usand after condderation of thelega
issues and submissions of leading counsd for both parties, to whom we are most grateful for their
very capable assstance, we have concluded that we should look at the Transfer Mechanism
principdly as an acquigtion and disposal of shares of a company and ignore its underlying
transactions. This means that the acquisition and disposa of the J Share was an adventure and
concern in the nature of trade. We have aso concluded that Sharkey v Wernher does not apply to
this gpopedl. Hence for the purpose of caculating the assessable profit redized on the disposa of
the J Share, thereisno legdl basisto tregt theinitid vaue of the J Share asbeing equal to the price
a which it was sold to Company C.

99. In the circumgtances, we dismiss the gpped and confirm the Determination.



