INLAND REVENUE BOARD OF REVIEW DECISIONS

Case No. D26/00

Profitstax — acquidition and sale of property — intention at time of purchase — burden of proof on
purchaser to establish that property purchased for long term investment — credibility of thetaxpayer
before the Board — section 14 of the Inland Revenue Ordinance (* IRO’).

Pand: Benjamin Y u SC (chairman), Peter R Griffiths and Dennis Law Shiu Ming.

Dates of hearing: 23, 24 and 25 May 2000.
Date of decison: 21 June 2000.

In 1978, the taxpayer had purchased various pieces of agriculturd land at two Lots. In
1992, various parts of the Lots were resumed by the Government. Compensation paid to the
taxpayer was vastly in excess of the purchase price. The Revenue subsequently issued profits tax
assessment claming that the profits were taxable under section 14 of the IRO.

The Revenue argued that thetaxpayer knew, a the time of the acquigition of the L ots, that the
Government might resume the said land for a proposed airport. The taxpayer denied such
knowledge. Further, the taxpayer argued that the Lots had been purchased for long term
investment (to build resort homes). However, dueto extenuating circumstances, the land had never
been built up.

Held by the Board, after observing the demeanour of the witnesses: -
1. Thetaxpayer did not merdy contemplate but had a genuine intention to hold the Lots

for investment. At thetime of acquidition, this intention was achievable dthough it did
become unredised: Cunliffe v Goodman, digtinguished;

2. The taxpayer had discharged its onus of having to satisfy the Board that it had no
intention of carrying on trading or an adventure in the nature of atradein relation to the
lots;

3.  Even though there was an absence of documentary evidence of the taxpayer’ s
intention at the time of acquigtion, a the end of the day the ord evidence of the
witnesses was most important in the Board' s eyes.
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Appeal allowed.
Cases referred to:

Smmonsv IRC [1980] 1 WLR 1196

All Best Wishes Limited v CIR 3 HKTC 750
D44/96, IRBRD, vol 11, 534

Cunliffe v Goodman [1950] 1 All ER 720

MaWa Fong for the Commissioner of Inland Revenue.
Lee Kang Poor, Thomas of Moores Rowland for the taxpayer.

Decision:

The background

1. The Taxpayer was incorporated in November 1977. On 10 August 1978, the
Taxpayer purchased various pieces of agriculturd land at two lots in Digtrict A, New Territories
(‘ theLots ). TheLotswerenever put into use by the Taxpayer. Since July 1992, various parts of
the Lots were resumed by the Government. As a result, the Taxpayer recelved compensation
money which was far in excess of the cost of these lots to the Taxpayer. The Respondent (the
Revenue) issued profits tax assessments and additiona profits tax assessment in respect of the
surplus, claming that these were profits taxable under section 14 of the IRO. The Taxpayer, now
in members  voluntary liquidation, has challenged these assessments. 1ts objection to the Revenue
having been overruled, it has appealed to this Board.

2. For the purpose of this appedl, the parties have agreed a* statement of agreed facts .
We accept the facts as stated therein, and find them proved.

The Taxpayer’ s case and evidence

3. The Taxpayer’ scaseisthat the Lots were purchased for the purpose of devel opment
into resort housesfor the beneficial ownersof the shares of the Taxpayer company. In other words,
the Lots were acquired for a long term purpose. Consequently, the profits derived from the
resumption of the Lots were of a capital nature, and therefore, not subject to profits tax.

4. The Taxpayer caled threewitnessesto testify before us. Their proofsof evidencewere,
by consent of the parties, treated astheir evidence in chief. Two of these witnesses, vizMr B and
Mr C, arethe beneficia owners of the sharesin the Taxpayer company. The third witness, Mr D,
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Isthe red estate agent who introduced the L ots to the Taxpayer back in 1978.

5. Mr B and Mr C gave amilar evidence, which was corroborated by Mr D. Ther
evidenceisto the following effect:

(1) Mr B, Mr C and two others, namely Mr E and Mr F, became good friends in
the early 1970s. They often spent their holidays together in the countryside for
picnic, hiking, barbecue, fishing and swimming. After thishad been going on for
sometime, it was suggested that they should join handsin buying apiece of land
to build resort houses. Mr B said in paragraph 3 of his statement thet :

‘ Theideawas that on the one hand we could use the resort houses
and the recreetiond facilities built by our families. Theresort house that
we did not use could be rented out to other holiday makers for
income...’

As Mr E wasthen often travelling out of Hong Kong, he did not join in the plan.

(2) To put the plan into effect, Mr B got in touch with his friend, Mr D, whom he
knew was an estate agent and very experienced in land development in the New
Territoriesand outlying idands. Mr D was asked to find asuitable Ste for them
for the purpose of erecting resort houses.

(3) Inhisevidence, Mr B explained that the three of them, that is, Mr B, Mr C and
Mr F, decided to look for agite, rather than completed resort houses because
thethree of them wanted to havetheir resort housesin arow. They alsowanted
to have space for recreationa area. Mr D came up with the Lotsin Didtrict A.
Although the various pieces were scattered, some with areas as large as 6,000
suare feet and some with little more than 400 square feet, Mr B, Mr C and Mr
F decided, upon Mr D’ sadvice, to purchase them. The Lotswere on offer by
the vendor as a package, and it was not open to the three of them to buy some
and regject the others.

(4) Mr B did not himsdf vigt the Lots before the purchase. Herelied on Mr C and
Mr D. Mr C sevidenceisthat he did go to the vicinity of the Lots and took a
look at the surrounding. He was aware that the Lots were scattered, and did
takein Mr D' s advice that the scattered lots would not be ided for building
resort houses. He nevertheesstook comfort in Mr D’ sadvice that Snce some
of the Lots were located near a village, it was possble ether to obtan
permission to build small houses or to combine the lots with other adjacent lots
through exchange with adjoining land owners.
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Mr B, Mr C and Mr F decided to use the Taxpayer company to hold the Lots
and appointed nominees as directors and shareholders. They were aware that
these were agriculturd lots, and that permisson had to be obtained from the
relevant authority before they could be built on. They believed, however, a the
time that Mr D, who was experienced in these matters, would be able to assst
them in effecting exchange of some of the lots with adjoining land owners to
form a gngle united ste for building resort houses, or in making gpplication to
the relevant authority for gpprova in building resort houses. Mr C sad in
evidence that in his work as a bank officer, he had come across many such
Cases.

Mr D explained that in those days it was not difficult to obtain permission to
build village houses provided one could secure the assstance of an indigenous
villager. The procedure was that once he could locate awilling villager, the lot
would be assigned to him, whilst the villager would execute a power of attorney
to authorise someone (who would be the beneficid owner of the lot) to handle
the matter on hisbehdf. Application could then be made by the atorney to the
Didrict Office for gpprova of erecting a village house on the lot. Mr D had
good connection with the chairman of the Rura Committee of Didtrict A and he
thought that he would have little difficulty in finding an indigenous villager willing
to help.

Mr D explained that the project came to a hitch when Government changed its
policy and would only accept powers of attorney from indigenous villagerswho
had left Hong Kong. Asaresult, Mr D had a much more difficult task, for he
had to secure the assistance of not just any villager, but one who has dready
emigrated.

In 1981, Mr F withdrew from the project and his share was taken up by Mr E.
From then on until resumption of the Lots, Mr B, Mr C and Mr E were the
partnersin this potentiad development.

Mr B explained that during the 1980s and 1990s, the partners were too busy
handling their own persond affairs and could not afford the time to follow up on
the proposed development. In Mr B’ scase, he needed to travel extensively in
Asa Pacific countries in the 1980s and he was seconded to these countries
during the period from 1991 to 1999. Mr E and hisfamily emigrated to Country
Gin1986. Mr C and hiswife dso planned to emigrate to Country H or Country
|. They could but rely on Mr D to take the development further. In the event,
Mr D was not able to secure the assstance of an indigenous villager, and
athough he had had one offer for exchange, Mr D decided to turn it down for
the Ste offered was consdered unsuitable.
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(10) There had been offers to purchase the Lots. These were adl communicated
through Mr D. Thefirst offer was made in about 1980. Thiswas shortly after
the Government announced its proposa of building anew airport, and prices of
land in or around District A had shot up to about $16 to $17 per square foot,
compared to $7 per square foot a the time when the Taxpayer acquired the
Lots. The second offer was in 1990, when someone offered $80 per square
foot. 1t would be remembered that the Government had shelved its planto build
anew arport sometimein 1983 and the plan wasrevived in the Policy Address
of the Governor in October 1989. The third offer was made in 1992 when the
Taxpayer was offered $160 per square foot. None of these offers was
accepted, it being the Taxpayer’ s case that the partners rgected the offer
because they had not given up their origind plan of building resort houses,

(11) The decisgon to wind up the Taxpayer company voluntarily was wholly due to
the decison of Mr C to emigrate and his wish to recover hisinvestment in the
company. As the vaue of the Lots had subgtantidly increased by then, the
remaining partner did not want to buy upMr C’ sshares, and hencethedecision
to liquidate the company.

The Revenue’ sargument

6. Mr B and Mr C were subjected to detailed cross examination. Ms Ma sought to
explore inconsgtenciesin Mr B and Mr C s evidence. She dso pointed to a letter from the
Taxpayer’ s representative dated 25 October 1996 which merdy dated that the land was
purchased for long term investment, without stating that the Taxpayer intended to build resort
houses for the use of its beneficid shareholders. We have consdered dl the points raised on the
veracity of the Taxpayer’ s case and suffice it to say that we do not find them to be of substance.
Thefact that the 25 October |etter was silent asto the intention to build resort housesis neither here
nor there. There had been earlier correspondence between the Taxpayer and the Government
which recorded the Taxpayer’ sintention to build houses on the Lots. Trueiit is that some of the
correspondence referred to the prospect of building housesfor rental, but building housesfor rental
Is not inconsgtent with the origind intention as Mr B stated in paragraph 4 of his statement.

7. One principd point that Ms Ma made in her submissions was that a the time of the
acquigtion of the Lots by the Taxpayer, the Government was studying the possibility of building a
replacement airport. Asto that she rdied on the Annua Review by the Director of Civil Aviation
for the financia year 1977/78 which contained the following paragraph :

‘ In September, the Aviation Advisory Board recommended that the government
should proceed with a feasbility study of a proposed ste ... for a replacement
arport.’
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8. Wewere not told whether thisisapublic document, and if so, the date of its publication.
Nor hasthe Respondent (the Revenue) introduced any evidencethat the Government’ sintentionto
build a replacement airport near Digtrict A was public knowledge around the time of the purchase
by the Taxpayer. Further, thereissmply no evidence that those behind the Taxpayer were aware
of Government’” sintention. MsMawent on to submit thet :

‘ the possbility of the resumption of the land by the Government was dways
there when the (Taxpayer) purchased the land. This could in fact be an opportunity
for ahandsome gain.’

0. Inour view, thereisjust no evidential bassfor that submisson. Mr B andMr C denied
that they had knowledge of any proposal to build a new arport at the time of the purchase. The
Subgtantid increase in price per square foot of the Lots in Didrict A between the time of the
purchasein 1978 and the first offer recaived by the Taxpayer in 1980 speaks doquently of the fact
that Government’ sintention was not public knowledge at the time of the acquigtion.

10. Another line of chdlenge by Ms Ma was that there was no documentary evidence in
support of the Taxpayer’ s case. It istrue that the minutes of the board meeting in August 1978
were Slent asto the Taxpayer’ s intention of acquisition, but the report of directors that we have
seen described the Taxpayer’ sprincipd activity as*‘ land invesment’ . At the end of the day, it is
the evidence of the witnesses that matters.

11. Ms Madso queried the declared intention of the Taxpayer on the ground that nothing
had really been done by the partnersfor avery long term to implement their proposed devel opment.
Asto this, we have already recorded Mr B, Mr C and Mr D’ s explanation for the Taxpayer’ s
inability to make headway on the project prior to the resumption process in 1992. Again, the
question here is whether we accept their evidence.

Our findings and conclusion

12. In consdering whether the Taxpayer has discharged its burden in this gpped, we have
to look at evidence of the intention of the Taxpayer at the time of the acquisition. We bear in mind
that the Taxpayer’ s assartion of his intention cannot be decisve and his actud intention must be
determined upon the whole of the evidence [Smmons v IRC [1980] 1 WLR 1196 and All Best
Wighes Limited v Commissoner of Inland Revenue 3 HKTC 750]. Having consdered the
evidence adduced on behdf of the Taxpayer, we are in no doubt that the Taxpayer acquired the
Lotsfor along term purpose, and not with the intention to trade. We accept the evidence given by
Mr B and Mr C on this, which, as we say, was corroborated by Mr D’ sevidence, whichwe aso
accept. We accept their explanation for the Taxpayer’ sinability toimplement the origind intention.
We quite undergtand thet the initid partners may have lost some of the origind enthusiasm in the
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pursuit of their origind plan as each of them became more advanced in his respective profession or
occupation and became diverted from the project because of work or the desire to emigrate. We
a0 bear in mind that there is no evidence that any one of the partners had been speculating on
agricultura land either in Didrict A or in any other areaand the fact that the Taxpayer had kept the
Lotsfor some 14 years and had never voluntarily disposed of any of the Lots. In the course of our
deliberation, we have considered the decison of the Board in D44/96, IRBRD, vol 11, 534. There
the Board held that profits arisng on a resumption of land could be assessable. However, the
Board in that case came to the conclusion that the company acquired the land lots not aslong-term
Investments, but astrading stock. Thefacts of the present case are different, and we have cometo
the oppogite finding.

13. Finaly, Ms Masubmitted that the proposed development was fraught with difficulties,
and that many matters, such as the prospect of obtaining an exchange or obtaining permission to
build village houses, were outside the Taxpayer’ s control.  She argued that the Taxpayer had at
best a‘ mere contemplation’ . Sherdied on Cunliffe v Goodman[1950] 1 All ER 720, where (at
page 724) Asquith LJ said:

‘ Not merely is the term “intention” unsatisfied if the person professing it
has too many hurdles to overcome, or too little control of events; it isequally
inappropriate if at the material date that person is in effect not deciding to
proceed but feeling his way and reserving his decision until he shall be in
possession of financial data sufficient to enable him to determine whether the
project will be commercially worth while. A purpose so qualified and
suspended does not, in my view, amount to an“ intention” or “ decison” within
the principle. It is mere contemplation until the materials necessary to a
decision on the commercial merits are available and have resulted in such a
decision. Inthe present caseit scemsto methat ... she never got, in respect of
the first scheme, a stage at which she could decide on its commercial merits,
nor, in respect of the second scheme, the stage of actually deciding that the
scheme was commercially eligible unless, indeed, she must be taken, not
merely to have repudiated her architect’ s authority, but to have decided that
it was commercially ineligible. In the case of neither scheme did she form a
settled intention to proceed. Neither project moved out of the zone of
contemplation — out of the sphere of the tentative, the provisional and the
exploratory — into the valley of decision.’

14. In Cunliffe v Goodman, the tenant was being sued for breaches of repairing covenant.
The tenant sought to rely on section 18(1) of the Landlord and Tenant Act 1927 which provided
that :

no damage shall be recovered for a breach of any such covenant or
agreement to leave or put premisesinrepair at thetermination of alease, if itis
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shown that the premises, in whatever state of repair they might be, would at or
shortly after the termination of the tenancy have been or be pulled down.’

It was held that the tenant could not rely on section 18 to escape liability for breach of
the covenant to repair unless he can prove that on the relevant date the landlord had a definite
intention to pull down the premises. Now, we quite agree that when one congders whether the
taxpayer has shown on the evidence that it has a certain intention, it has to be redlidtic, so thet if
objective facts were to indicate that it would be unlikely for the taxpayer to achieve such aresult,
those facts must be borne in mind in deciding whether the taxpayer did have the declared intention:
see per Mortimer Jin All Best Wishes Ltd v Commissoner of Inland Revenue 3 HKTC 750 at
771

The intention of the taxpayer, at the time of acquisition, and at the time
when he is holding the asset is undoubtedly of very great weight. And if the
intention is on the evidence, genuinely held, realistic and realisable, 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 asiit 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 thewhol e of the evidence. Indeed, decisionsupon a person’ sintentionare
common placeinthelaw. Itisprobably the most litigated issueof all. Itistrite
to say that intention can only be judged by considering the whole of the
surrounding circumstances, including things said and things done. Things said
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.’

15. In the present case, we are in any event satisfied on the evidence that at the time of
acquisition of the Lots, those behind the Taxpayer did not merely have acontemplation. They did,
a that time, have a genuine intention to hold the L ots for the purpose of building resort houses for
themsalves and for rental. That intention was, at the time, achievable, and believed to have been
achievable. But circumstances have changed and as events turned out, became unrealised.

16. That sad, we doubt whether it is right to gpply wholesdle Asquith LJ s dictum in
Cunliffe v Goodman to the question of intention in atax gpped of thisnature. One must not forget
that in this apped, athough the burden is on the Taxpayer to show that the assessment appeded
agang iswrong or excessve, the ultimate question is whether the Taxpayer had shown that it had
no intention to carry on trading or an adventurein the nature of trade. |f the Board issatisfied tothe
requisite sandard of proof that the Taxpayer had no such intention, the Board should alow the
gpped and set asde the assessment. In a sense, the Taxpayer assumes a burden of proving the
negative. Trueitisthat inpracticaly al casesasin the present one, the Taxpayer seeksto provethe
pogitive: namely an intention of acquiring a property for along term purpose. That is presumably
becausein Smmonsv IRC [1980] 1 WLR 1196, Lord Wilberforce said:
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‘ What | think is not possible is for an asset to be both trading stock and
permanent investment at the same time, nor to possess an indeterminate
status — neither trading stock nor permanent asset.’

But it seems to us thet perceived difficultiesin the redization of an intention of along
term nature do not necessarily relegate an intention to a mere contemplation. That is a question of
fact. Moreover, we venture to suggest that one must be careful in seeking to equate perceived
difficultiesin the redization of along-term god with afinding that the Taxpayer had not disproved
an intention to trade or embark upon an adventurein the nature of atrade. We have said tha inthe
present case, we are satisfied that the Taxpayer did not have a mere contemplation, but did form
the necessary intention. Even if we were wrong, and it is said that because the success of the
devel opment depended on matters outside the Taxpayer’ s control, so that it could not objectively
be termed an intention to build resort houses, we would ill hold that in acquiring the Lots, the
Taxpayer did not do so with an intention to trade or to embark upon an adventure in the nature of
trade.

17. In the circumstances, we find that the Taxpayer has discharged the onus on it of
showing that the assessments gppeded againgt were wrong. We hereby adlow the gpped and set
aside the assessments and additiona assessments. These are:

(1) the profits tax assessment for the year of assessment 1994/95, showing
assessable profits of $3,681,993;

(2) the additiond tax assessment for the year of assessment 1995/96 showing
additional assessable profits of $9,230,518;

(3) the profits tax assessment for the year of assessment 1996/97, showing
assessable profits of $985,345;

(4) thefirgt additional profits tax assessment for the year of assessment 1996/97
showing additional assessable profits of $2,189,271, which has been reduced
to $1,464,252 as per the Commissioner’ s determination dated 10 May 1999;
and

(5) thesecond additiond profitstax assessment for the year of assessment 1996/97
showing additiond assessable profits of $2,756,532, which has been reduced
to $1,256,532 as per the Commissioner’ s determination.



