INLAND REVENUE BOARD OF REVIEW DECISIONS

Case No. D15/00

Profits Tax —red property —whether the gainsarising from the disposition of aproperty wasligble
for profitstax — sections 2(1), 14 and 68(4) of the Inland Revenue Ordinance.

Pand: AnnaChow Suk Han (chairman), Berry Hsu Fong Chung and Vernon F Moore.

Date of hearing: 22 March 2000.
Date of decision: 23 May 2000.

The taxpayer had three properties during the period from 1991 to 1996. The assessor was
of the view that the gains made by the taxpayer from the sde of Property 1 and Property 3 were
trading profits chargeable to profits tax.

The taxpayer’ sdecison to sal Property 1 and to buy Property 2, where helived until heleft
Hong Kong in 1996, was to redise hisinvesment strategy of buying asuitebleflat to livein. Whilst
he was living in Property 2 he decided to revise hisinvestment strategy. He purchased Property 3
for long term investment purposes and to have available a smaller flat than Property 2 which ashe
became older and retired from working, he could livein and rent out thelarger flat for income. Both
Property 1 and Property 3 were sold prior to the issuance of the occupation permits and had never
been put to the intended use.

Hed :

1. Despite the expressed intention, the properties were sold prior to the issuance of the
occupation permits and had never been put to the intended use. This is a strong
indicator of an intention to trade on the part of the taxpayer.

2. Had the taxpayer not intended to acquire Property 1 as his residence, he probably
would not have looked for another property so soon after he purchased Property 1.
Notwithstanding the short period of ownership of Property 1 and because of the
hectic circumstances under which Property 1 was acquired, the Board accepted that
Property 1 wasintended to be used by the taxpayer as his residence.

3. Asfor Property 3, the Board was not persuaded that the taxpayer had the same
intention for it as he did for Property 1. Sdf-serving statements are of limited vaue.
They need to be tested againgt the surrounding facts and the whole of the evidence,
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Moreover, the Board was not convinced that the reasons for the sale of Property 3
were genuine. The taxpayer had failed to discharge the burden placed upon him to
prove that Property 3 was acquired for salf use or renting out purposes.

Appeal allowed in part.
Casereferred to:
All Best Wishes Limited v CIR 3 HKTC 750

Chow Chee Leung for the Commissioner of Inland Revenue.
Taxpayer in person.

Decision:

The appeal

1 Thisis an gpped by the Taxpayer againg the determination by the Commissioner of
Inland Revenue of 29 June 1999, in respect of the profitstax assessment raised on him for theyears
of assessment 1992/93 and 1994/95, relating to the profits derived from the sale of two properties
in Private Housng Egtate A in Didtrict B.

The background facts

2. The Taxpayer isaqudified civil engineer. He cameto Hong Kong from Country Cin
1967 when he obtained a post in a department of the Hong Kong Government. He remained
working for the Hong Kong Government on contract basis until he retired in 1988. Upon his
retirement, in September 1988 he secured a part-time employment with Company D and in
January 1990 he secured a further part time employment with Company E. He retired from both
companies prior to leaving Hong Kong in October 1996, at the age of 69.

3. Prior to retirement from the Hong Kong Government, the Taxpayer was living in the
Government’ srenta quartersin Didtrict F. After retirement, he moved out from the renta quarter
to arented flat in Digtrict G.

4, During the period from 1991 to 1996, the Taxpayer had the following property
transactions in Hong Kong:
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L ocation Purchase Sale
() Date of agreement  (8) Date of agreement
(b) Date of assgnment  (b) Date of assgnment
(¢) Purchase price (c) dling price
Property 1
Private Housing (@ 2-9-1991 (@ 16-5-1992
Estate A, (b) Not gpplicable (b) 22-12-1992
Didrict B (c) $1,812,600 () $2,660,000
(Gross area 798 sguare fest)
Property 2
Private Housing (@ 11-10-1991 (@ 12-6-1996
Edate A, (b) 31-12-1992 (b) 31-7-1996
Didrict B (c) $2,434,600 (c) $5,450,000
(Gross area 931 sguare fest)
Property 3
Private Housing (@ 13-5-1993 (@ 2-2-1994
Edate A, (b) Not applicable (b) 24-5-1994
Didrict B (c) $2,058,238 () $3,550,000
(Gross area 728 sguare feset)
5. The assessor was of the view that the gains made by the Taxpayer from the sde of both

Property 1 and Property 3 weretrading profits chargeableto profitstax and raised on the Taxpayer

the following profits tax assessments:

Year of assessment 1992/93 — Property 1

Estimated assessable profits

Tax payable thereon

$
840,000

126,000

Year of assessment 1994/95 — Property 3

Net profit

$
1,234,464
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Add: Legd feesoverdated

($40,793 - $16,805) 23,988
Assessable profits 1,258,452
Tax payable thereon 188,767
6. At the relevant time, the Taxpayer also had property transactions in Country C and
Country H.
Thelaw
7. Section 14 of the Inland Revenue Ordinance (IRO):

‘ Subject to the provisions of this Ordinance, profitstax shall be charged for each
year of assessment at the standard rate on every person carrying on a trade,
profession or businessin Hong Kong in respect of hisassessable profitsarisingin
or derived fromHong Kong for that year from such trade, profession or business
(excluding profits arising from the sale of capital assets) ...’

8. Section 2(1) of IRO providesthat * trade’ :

‘ includes every trade and manufacture, and every adventure and concern in the
nature of trade’ .

0. Section 68(4) of IRO:

‘ The onus of proving that the assessment appealed against is excessive or
incorrect shall be on the appellant’ .

The Taxpayer’ s case

10. After the Taxpayer retired from service with the Hong Kong Government, hewasliving
inarented flat in Didtrict G. As he was concerned about the rising rent and the ageing condition of
the rented flat, he decided to purchase aflat in Private Housing Estate A. He went through the
balloting and selection process and when it cameto histurn in the sdection, he selected Property 1
which was gpparently the best available of those which were left. The Taxpayer explained that the
selection process was a hectic one and that a person would hardly know what he had bought until
afterwards. He claimed that Property 1 (798 square feet) was smdler than he had wanted. 1t could
not accommodate the furniture he stored at a Government department. 1t was facing towards the
commercid centres and had no seaview. All in dl, hewas not happy with it asit was not suitable
for his requirements. At the same time, he was pressurized by the Government department to
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remove his furniture from its store.

11. Subsequently the Taxpayer took the opportunity to inspect other towers under
congtruction in Phase 2 of Private Housing Estate A which was previoudy not accessible due to
congructionworks. Heespecidly liked Tower 9 and flats|ooking southeast over an outlying idand,
which, he believed, would be suitable for him to live in and possibly renting out in the future. He
therefore contacted an estate agent and arranged to purchase aright to a number fairly high in the
ballot and eventudly secured Property 2. 1t was alarger flat (931 square feet) and had excellent
views. The Taxpayer clamed that it would suit his standard of living and would relieve the furniture
problem.

12. Consequently the Taxpayer decided to sdll Property 1, the proceeds of which would
help to finance Property 2. The Taxpayer moved into Property 2 in March 1993 and lived there
continuoudy until he sold it in July 1996 prior to hisleaving Hong Kong.

13. The Taxpayer summarized his reasons for salling Property 1 and buying Property 2 as
follows

(1) TheTaxpayer' sdecisontosdl Property 1 and to buy Property 2wastoredize
hisinvesment srategy of buying asuitebleflat to livein.

(2) Property 1 did not conform with that strategy as a place that would be suitable
to live in, because of the following reasons, that is.

a) itdidnot have agood view, asit faced towards the commercia centres,
with no seaview,

b) itwastoosmdl to contain the Taxpayer sfurniture and effects, and

c) dso too smdl for the sandard of living the Taxpayer envisaged,
especidly if he had guests staying.

Property 2, however, conformed in dl respects with his intentions to locate a
aitable place to livein.

(3) The proceeds of sale of Property 1 would help the Taxpayer to finance
Property 2.

14. The Taxpayer clamed that while he was living in Property 2, he decided to revise his
investment drategy asfollows:

(& to purchase a property in Phase 3 of Private Housing Estate A for long term
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investment purposes which could be rented out on completion, and

(b) to have avaladle asmdler flat than Property 2 which as he became older and
retired from working, he could live in and rent out the larger flat for income.

Ashisbalot was again in the middle range, he was able to buy Property 3 on 13 May
1993. It wasaflat facing north and had agood garden view. It was still under congtruction at the
time of purchase.

15. The Taxpayer claimed that in the second half of 1993, he became concerned about his
employment prospects due to a lull in the congtruction industry which was dso affected by the
political differences between the UK and the PRC. He too was influenced by the negative
reporting on the PRC’ s legd, paliticad and financid systems, the implementation of the justice
system and what would happen to Hong Kong after 1997. Because of these concerns and
uncertainties, the Taxpayer decided to sdll his assets and leave Hong Kong. He decided to sl
Property 3 in the near future as he feared that it would be increasingly difficult to sell properties as
July 1997 approached, especidly the less favourable ones and to sal Property 2 in the middle of
1996 at the latest.

The Respondent’ s (the Revenue’ s) case

16. It was the Respondent’ s submission that the Taxpayer’ s stated intention towards
Property 1 and Property 3, that is, to purchase them as capitd assets, was inconsistent with the
objectivefacts. There was no evidence that he would keep the two properties for letting or as his
residence.

17. The Respondent argued that after the Taxpayer purchased Property 1 on 27 August
1991 and Property 2 in October 1991, the balance in his bank account in October 1991 came
down only to $765,515. The Taxpayer then proceeded to purchase a property in Country H
(Property 4) on 29 April 1991 for 295,000 in Country H' scurrency. Property 1 was sold before
it was put to use and the sale proceeds was used to settle the purchase price of Property 4. This
fact demongtrated that the Taxpayer did not have the intention to hold Property 1 as his capita
asset. The quick sale of Property 1 was congstent with atrading venture.

18. The Respondent further argued that it was the Taxpayer’ s own case that Snce he
obtained alow ballot number hewould only have the choice of inferior gpartments. Thusthe saeof
Property 1 because of its unfavourable features cannot be a genuine reason for the sale.

19. As to Property 3, the Respondent contended that the Taxpayer was dready holding
Property 2 as hisresidence and two other propertiesin Country H when he purchased Property 3.
He sold it before the occupation permit wasissued and never let it out asintended. Thus, thisfactor
shows he never had the intention to hold Property 3 for letting or as his resdence. As to the
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Taxpayer’ sreasonsfor the sale of Property 3, the Respondent argued that there was no evidence
that the problems of possble loss of employment and the unfavourable political dimate only
surfaced after the purchase of Property 3 and not before. The Respondent asserted that the
Taxpayer dready had plansto settlein Country H when he purchased Property 3, because he was
then dso holding two propertiesin Country H.

20. Findly, the Respondent argued that:

‘ Investment could be long term or short term.  The Taxpayer could change his
investment plan for a number of reasons. However, the purchasing of a property and
sling it as and when the opportunity comesis not inconsstent with trading. If, a the
outsst, thereisintention for aquick salefor profit, it isthe very essence of trading. Itis
my submission that the quick sale of Property 1 and Property 3 could be part of the
Taxpayer’ sinvesment srategy and the sale is consstent with trading venture.’

Our decison

21. In All Best Wishes Limited v_.Commissoner of Inland Revenue 3 HKTC 750,
Mortimer J stated:

‘ [tistriteto 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. Oftenit
isrightly said that actions speak louder than words.’

22. It isthe Taxpayer’ scasethat both Property 1 and Property 3 were purchased with an
intention to hold them as long term investment, for salf-use or renting out. Despite the expressed
intention, the properties were however sold prior to theissuance of the occupation permits and had
never been put to the intended use. Thisisastrong indicator of an intention to trade on the part of
the Taxpayer. It isour task to ascertain the actud intention of the Taxpayer & the time when he
acquired the properties in question.

23. Property 1 was acquired by the Taxpayer through balloting and salection process.
Private Housing Estate A was and il is a popular development favoured by many home buyers.
We are prepared to accept the Taxpayer’ s evidence that he had to make a quick decison at the
selection and ended in purchasing Property 1 despiteits shortcomings. We are a so convinced that
he intended to acquire it as his resdence. Had he not intended to acquire Property 1 as his
resdence, he probably would not have looked for anther property so soon after he purchased
Property 1. Notwithstanding the short period of ownership of Property 1 and because of the hectic
circumstances under which Property 1 was acquired, we accept that Property 1 wasintended to be
used by the Taxpayer as his resdence and it was replaced by Property 2, a more suitable
gpartment, where the Taxpayer lived until he left Hong Kong in 1996.
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24. Asto Property 3, we are not persuaded that the Taxpayer had the sameintention for it
as he did for Property 1. Sdf-serving statements are of limited vaue. They need to be tested
againg the surrounding facts and thewhole of theevidence. The Taxpayer completed the purchase
of Property 2 on 31 December 1992 and moved into the property in March 1993. He entered into
an agreement to purchase Property 3on 13 May 1993. Therewasnotimeframefor hisretirement.
It isinconceivable that the Taxpayer should aready acquire Property 3, asmdler flat, to replace
Property 2 for the purpose of his eventua retirement while he had hardly settled in Property 2.

25. The area of Property 3 was only 728 square feet, some 60 square feet smaller than
Property 1 and 203 square feet smdler than Property 2. The Taxpayer chose Property 2 as his
residence, because of its seaview and Property 3 does not have a seaview. Instead Property 3
faced towards other buildingsin the development athough the Taxpayer dlamed that it had anice
garden view. Wefind it inconsistent that on the one hand, the Taxpayer rejected Property 1 ashis
resdence because of its inadequacies in Sze and view and on the other hand, he purchased
Property 3 which evidently could not meet his requirements referred to in paragraph 13 above.

26. Moreover, we are not convinced that the reasons for the sale of Property 3 were
genuine. The Taxpayer claimed that in the second half of 1993 shortly after he purchased Property
3, hewas advisad by his superior in Company D that he might be laid off as the existing contracts
were near to completion with no new onesin sght. This was a mere assartion on the part of the
Taxpayer. The fact was that the Taxpayer continued working for Company D until he left Hong
Kong in 1996.

27. The Taxpayer produced thefinancid review for year ended 31 December 1993 by the
chairman of Company |. Quoting from the chairman’ s statement:

“ Inmy 1992 statement, | advised that the group faced amost chalenging year in 1993
and indeed this has proved to be the case. However, there are clear signs that our
marketsin anumber of areasin South East ASa, are improving.’

 Hong Kong and Macau operations this year have produced much better results than
origindly anticipated and we see strength in these markets for some time to come.”

We do not accept that the chairman’ s outlook for the company was as bad as the
Taxpayer would like usto believe.

28. The Taxpayer dso camed that he was concerned about the political differences
between the UK and the PRC and the uncertaintiesfacing Hong Kong after 1997. Asmost people
are avare, these concerns and uncertainties had been haunting Hong Kong for along time, indeed,
long before the Taxpayer’ s acquistion of Property 3 in 1993. Besides, there is ho evidence to
show that there were any specific incidents after May 1993 which might have caused the
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Taxpayer’ schange of mind about the future of Hong Kong, resulting in his decison to leave Hong
Kong and to sell Property 3 soonest possible.

29. For the reasons aforesaid, wefind that the Taxpayer hasfailed to discharge the burden
placed upon him to prove that Property 3 was acquired for salf use or renting out purposes.

30. Accordingly, we alow the gpped in rdation to Property 1 and dismiss the apped in
relation to Property 3.



