INLAND REVENUE BOARD OF REVIEW DECISIONS

Case No. D49/02

Profitstax —rea property — whether the gain arising from the disposition of a property was liable
for profitstax — sections 2, 14(1) and 68(4) of the Inland Revenue Ordinance (‘IRO’).

Pand: Patrick Fung Pak Tung SC (chairman), Daisy Tong Yeung Wa Lan and Stephen Yam Chi
Ming.

Date of hearing: 9 May 2002.
Date of decison: 7 August 2002.

By an undated provisona agreement for sale and purchase, the taxpayer agreed to
purchase the property which was gill under congtruction in Didtrict B. The occupation permit in
respect of the property was dated 11 April 1997. By deed of assgnment dated 16 July 1997, the
property was assigned to the taxpayer. By aprovisond agreement for sale and purchase dated 6
August 1997 and an agreement for sale and purchase dated 20 August 1997, the taxpayer agreed
to sall the property. The sde was completed on 17 November 1997.

The taxpayer was married in 1980 and had three children. She became separated from
her husband in 1992. However she and her children continued to live with her mother-in-law in
Property 1 which was owned by her mother-in-law in Digrict C. Her marriage was dissolved in
September 1996. In her tax return for the year of assessment 1997/98, the taxpayer declared that
her resdential address was Property 1.

The taxpayer’ s case was that she purchased the property with a view to using it as a
residence for hersdf and her children because after the divorce with her husband she felt that she
could nolonger livewith her mother-in-law in Property 1. She chose to buy the property because
she wanted to live near her mother. Further, she had been threatened and harassed on the
telephone by her husband’s migtress.  She was expecting to receive financid assstance from her
gsters. She had to sdll the property eventually because one of her ssters could no longer assist her.
Furthermore, she could not find suitable schools for her children in the vicinity of the property.

Hed:
1. Tobeginwith, aquick sdleof anassat at asubgtantia profit is per se moreindicative

of atrading activity than an acquidtion as along term investment. The Board found
the dlegation that she was expecting financid assistance from her sders
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unconvincing. The Board o found her dlegetion that she could no longer live with
her mother-in-law after the divorce to be unconvincing, in light of the fact that she
and her children continued to live with her mother-in-law after her separation with

her husband in 1992 and had continued to do so even at the date of the hearing of

the apped. As regards the alegation of her trying to avoid interference and

harassment by her husband’ s mistress, the problem would not have been solved by
thetaxpayer agreeing to purchase the property because the development was not to
be completed until after April 1997. The most telling feature againgt the taxpayer
was that she did not appear to have taken her children's schooling serioudy into
congderation when she agreed to purchase the property in September 1996. She
had not given evidence of what effort or genuine effort she had made in looking for
suitable schoolsfor her childrenif they wereredlly to movefrom Didrict C to Didtrict
B. Furthermore, after the taxpayer had sold the property and made aprofit, she did
not use the proceeds to purchase another property asaresidencefor hersalf and her
children but decided to invest in sharesin the stock market. Thisishardly supportive
of her claim that she purchased the property for such purposein the first place.

2. In order to succeed, the taxpayer bears the burden of satisfying the Board on the
baance of probabilities that she did have the intention of acquiring the property for
the purpose of a long term invesment and not for a trade at the time of such
acquigtion. First, indeciding whether aproperty isacapitd asset or trading ass, it
IS necessary to ascertain the intention of the taxpayer at the time of acquisition of the
property. Secondly, amere declaration of intention is of limited vaue. Subjective
intention has to be tested againgt objective facts and circumstances. The intention
must be genuingly held, reditic and redisable. The Board came to the conclusion
that the taxpayer had not discharged this burden.

Appeal dismissed.
Cases referred to:

Lione Simmons Properties Ltd v CIR [1980] 1 WLR 1196
All Best Wishes Limited v CIR 3 HKTC 750

Chow Cheong Po for the Commissioner of Inland Revenue.
Taxpayer in person.
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Decision:

1 Thisisan gpped by the Appdlant (‘the Taxpayer’) againg a profits tax assessment
for the year of assessment 1997/98 raised on her. An objection was lodged by the Taxpayer
agang such assessment. The origind assessment was on the basis of assessable profits of
$961,925 with tax payable in the sum of $129,859. By his letter dated 31 January 2002, the
Respondent (‘ the Commissoner’) made a determination and rejected the Taxpayer’s objection.
By the same letter, the Commissioner further increased the assessable profits to $1,271,925 with
tax payable in the sum of $171,709. The Taxpayer has brought this apped against such
determination (* the Determinatior ).

Thefacts

2. The rdevant facts as st out in the Determination have not been disputed by the
Taxpayer. It isconvenient for usto adopt them as set out below:

‘(2) TheTaxpayer wasmarriedto[Mr A] in 1980. Her threechildrenwerebornin
1981, 1983, and 1987 respectively.

(3) By an undated provisond agreement for sde and purchase, the Taxpayer
agreed to purchase the property a [a housng edate in Didrict B] (“the
Property”) at a consideration of $3,172,275. The Property was still under
congruction at the time of the purchase.

(4) The payment terms as provided for in the provisond agreement for sde and
purchase were as follows.

Payment Amount Payable
$
Initid deposit 320,000
Further deposit 314,455  within 14 days of the date of
sgning of the formd sdle and purchase agreemern,
which was 24 September 1996
Baance of purchase price 2,537,820  within 14 days of notice of
completion

3,172,275

(5) By adivorcejurisdiction dated 27 September 1996, the Judge of the Didtrict
Court decreed that the marriage between the Taxpayer and [Mr A] be
dissolved. The Judge ordered that the children were to remain in the custody



(6)

(1)

(8)

)
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of the Taxpayer and[Mr A] wasto pay to the Taxpayer for the maintenance of
the three children of the family a sum of $15,000 per month commencing on 1
June 1996. The Judge aso ordered that [Mr A] was to pay the Taxpayer a
nomind sum of $1 per annum for her maintenance as and from the date on
which the decree was made absolute.

(@  The occupation permit in respect of the Property was dated 11 April
1997.

(b) By deed of assgnment dated 16 July 1997, the Property was assigned
to the Taxpayer.

By provisonal agreement for sde and purchase dated 6 August 1997 and
agreement for sale and purchase dated 20 August 1997, the Taxpayer agreed
to sdl the Property a a consideration of $4,580,000. The sde was
subsequently completed on 17 November 1997 when the Property was
assigned to the purchaser.

(@ Inher1997/98 Tax Return, the Taxpayer declared, among others, that
her resdentid address was [a a housng edate in Didrict C]
(“[Property 1]").

(b) TheTaxpayer dsodeclared that shewasemployed by [Company D] as
Officer and that her income for the year ended 31 March 1998
amounted to $261,350.

(c) Theprofit on sde of the Property was not declared in the Tax Return.

In aquestionnaire completed on 18 October 2000, the Taxpayer supplied the
following information in repect of the Property:

(&  TheProperty wasintended for use asresidence of the Taxpayer and her
three children.

(b)  Thepurchase money camefromthe money givenby [Mr A] to her asa
condition of divorce.

() Subsequently she found difficulty in paying the monthly ingtaments
which amounted to $38,400. Asthe market was booming, she sold the
Property, hoping that she would repurchase onefor sdf-residence upon
an opportune moment.
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(d)

(€)

Sheinvested her monies in the share market. But due to the financid
turmail, she logt dl the monies. Although the property market became
dack, she was unable to purchase a property for self-residence.

A computation of profit on sae of the Property asfollows:

$ $
Sdling price 4,580,000
Purchase price 3,172,275
1,407,725
Less
Payment made to [Company E] 310,000
Commisson to agent on sde 45,800
Other expenses (estimated due to
absence of record) 90,000 445,800
Net profit 961,925

(10) The Assessor was of the view that the profit derived by the Taxpayer from the
sde of the Property was chargegble to tax and raised on her the following

1997/98 Profits Tax assessment:
Profits per the Taxpayer’ s computation $961,925
Tax Payable thereon (after deduction of 10% tax rebate) $129,859

(11) The Taxpayer objected to the above assessment on the ground that the
Property was not purchased for resde purpose. She stated the following:

1. Atthattime, | received alump sum of moneysfrom my spouseasa
result of the divorce of which | used it as a down payment for the
acquigition of [the Property].

Following the divorce, it becomes unlikely for me and my children to
continue staying in the same premises with my mother-in-law. After
thorough consideration, | have decided to remain because taking the
role of a sngle parent, it is hard for me to afford dl the expenses
Incurring around me.

At the same, | have to rdy on my sder’sfinanda support from
[Country F] to run my family smoothly besdes depending on my
monthly fixed earnings.
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The proceeds from the disposa have been expended for maintaining
regular dally living.

Asyou can seefor the past twenty years, | have no intentionto invest in
property sector not until | faced the divorce with my spouse.”

(12) Inresponse to the Assessor’ s enquiries, the Taxpayer provided the following
information and contention:

@
(b)

(©

(d)

(€

(®

She was separated from [Mr A] in January 1992.

[Mr A] paid her $14,000 per month for the maintenance of the children
since the separation, and $15,000 after the divorce.

“Following the divorce, it becomes unlikely for me and my children to
continue saying in the same premises ([Property 1]) with my
mother-in-law. Therefore | intended to live near my mother who is
living in [Housing Estate G in Didtrict B] in order to take care of my
children by her.”

“Although it was unlikely to continue saying in the same premises
following my divorce, | have good relationship with my maother-in-law, |
could accept to walit for ashort period by getting the Occupation Permit
onApril 1997. Moreover, | preferred to buy anew building rather than
a second-hand and dso | wanted to live near my mother and sdter,
therefore the said building was most suitable for me at thet time.”

“Although | did not want to be divorced since our separation, | haveto
faceit on 1996. At that timel just wanted to get rid of my ex-husband
and hisfamily and move out from [Property 1] which | have lived there
ance my mariage. After reaching an agreement my ex-husband gave
me the down payment for the acquisition of [the Property].”

“1 purchased [the Property] on 24 September 1996 and | divorced on
27 of September 1996, | have aready reached an agreement with my
ex-hushand before the officid divorce jurisdiction that he will pay
HKD900,000.00 to me as a compensation for the divorce.

HK$900,000.00 was by “Transfer Deposit” to my [bank account]
before September 1996...”
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(©)

W)

0

(k)

0

(m)

)

Tofinance the purchase of the Property, two instament loans (* Loan A
and Loan B") wereraised from [Bank H] with the following particulars:

Loan A Loan B

Lenders The Taxpayer and [Ms|]

Amount advanced: $2,220,000 $320,000
No. of monthly instaments payable: 360 96
Amount of monthly ingaments: $17,465  $4,900

[Ms ] isthe sger of the Taxpayer. She did not make any financia
support to the Taxpayer. Shejoined the Taxpayer in goplying for Loan
A and Loan B because the Taxpayer’s income level was not sufficient
for the purpose of the gpplication. [Ms |] promised to support the
Taxpayer in case the laiter found difficulty in repaying the loans.

The Taxpayer’ s another sigter, [Ms J], who was living in [Country F,
agreed to give her financid support in paying the monthly instaments.

The Taxpayer and [Ms J] opened ajoint bank account. [Ms J] would
deposit money into that account whenever the Taxpayer needed.

The Property was left vacant because it was sill under congruction
during the Taxpayer’ s ownership.

The Taxpayer found that it was hard for her to take care of her children
without the help of her mother-in-law. She aso could not afford to pay
the expenses that were incurred around her. Besides, she found that it
wasvery difficult for her children to changeto other schools. Therefore
she decided to remain at [Property 1] and continue to live with her
mother-in-law.

The husband of [Ms J] closed his car repairing businessin [Country F|
in 1997. As aresult, the Taxpayer did not want to rely on [Ms J g
financia support. Thiswas one of the factors considered by her before

disposa of the Property.

The Taxpayer only received $20,000 cash from [Ms J]. Due to the
latter’s financid hardship, she could not carry out her promise to
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(0)

(P)

support the Taxpayer. [Ms J stopped supporting the Taxpayer
financidly in respect of the ingament payments after the Property had
been sold.

In 1996, the Taxpayer's edest son was a F3 gudent studying at
[Secondary Schook K]. Her second son was studying F1 at
[Secondary School L] and her daughter was a P3 student studying at
[Primary School M].

At the rdevant time, she lived with her three children and her
mother-in-law a [Property 1]. [Property 1] was owned by her
mother-in-law.

(13) The Taxpayer provided the following documents in support of her claim:

@

(b)

Copy of aletter dated 6 April 2001 (Appendix A) issued by [Ms J] in
response to the Assessor’s enquiry. The following wes stated in the
|etter:

@  “l only provided cash (HK) $20,000 to [the Taxpayer] ... |
withdrew cash and provided to her during thetime | was vigting
Hong Kong at the end of 1995.”

@)  “Although I promised financia support to [the Taxpayer] when |
acknowledged that, she wanted to move out of her
mother-in-law’ s house.

However dueto financid hardship with my husband’ s business, |
was no longer able to support her, after she [bought the
Property].

Therefore after discussion in depth with our family, we came to
the decision that we can no longer support her. It wasagaingt our
will but it was to the best interest for her to sl the property.”

Copy of a bank account passbook in joint name of the Taxpayer and
[MsJ (Appendix B) showing transactions during the period from 13
January 1993 to 9 September 1997 [see Fact (12)(j) above].

(14) [Ms J provided a copy of a bank account passbook in her own name
(Appendix C). It was marked on the copy that two withdrawals dated 21 and
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22 December 1995 in the amounts of $10,000 each represented funds made
to the Taxpayer by her [see Fact (13)(8)(i) above].

(15) In response to the Assessor’ s enquiries, [Ms J] asserted the following:

@

(b)

(©

(d)

“I only promised to provide a lump-sum payment of AS$20,000 —
AS$30,000 to my sster for the purchase of her unit.”

“My husband owned a car business from January 1993 — 12" July
1999.”

“The annud after-tax income of my family from 1995 — 1997 was
AS$67,252.”

“I informed [the Taxpayer] that, | had indeed decided to terminate my
decision to support between the period of mid to the end of 1997.”

(16) The Assessor was gtill of the opinion that the profits derived by the Taxpayer
from the sale of the Property were chargeable to Profits Tax and requested the
Taxpayer to consder to withdraw the objection. The Taxpayer declined the
Assessor’ s request and contended as follows:

@

(b)

(©

“As | mentioned before that the acquistion of [the Property] was
consdered during the most upsat and miserable period in my life time
and has consequently come up to aquick but incorrect decison which
has now put me to a troublesome stage.”

“Secondly, at that moment, my intention to acquire [the Property] was
due to the facts that | want to live gpart from my spouse as soon as
possible. Unfortunately, shortly after the acquisition, | findly redized
that it was beyond my financid control to continue repaying the
mortgaged loan with only alimited lump-sum payment as compensation
from my ex-husband following the divorce.”

“Findly, in view of minimizing the financid risks that have had occurred
during the short period of my acquigtion, | finaly accepted my sster's
suggestion to dispose the property at the soonest instance.”

(17) In response to the Assessor’s further enquiry, the Taxpayer stated the
fallowing:
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(&  Thesum of $310,000 alegedly paid to [Company E] as shown in the
Taxpayer’s computation of profit on sale of the Property [Fact (9)(e)]
represented deposit money pad to the development agent of the

Property.

(b)  Shedecided to sdll the Property around the end of August 1997, after
she had redized tha it was beyond her financid ability to continue
repaying the mortgage loan.

(©0 Thegrossareasof the Property and [Property 1] were 610 square feet
and 675 square feet respectively. They both had two bedrooms.

(18) The Assessor now considers that the deposit payment of $310,000 is not
alowablefor deduction asit has aready been included in the purchase cost in
computation of the rdevant profits. Heisnow of the opinion that the 1997/98
Profits Tax assessment should be revised asfollows:

$
Profits per the Taxpayer’ s computation 961,925
Add: Depost payment 310,000
Assessable Profits 1,271,925
Tax Payable thereon (after deduction of 10% tax rebate) 171,709
3. Assad in paragraph 1 above, by the Determination the Commissioner increased the
assessabl e profits and the tax payable accordingly.
Thelaw
4, Section 14(1) of the IRO 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 carrying on a
trade, profession or businessin 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.
5. Section 2 of the IRO defines ‘trade’ to include:

‘ every trade and manufacture, and every adventure and concern in the nature
of trade’.
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6. The law on the interpretation and application of sections 14(1) and 2 of the IRO
regarding ‘trade’ and ‘trading asset’ iswdl settled in both England and Hong Kong.

7. Firdt, in deciding whether a property isacapital asset or trading asst, it is necessary
to ascertain the intention of the taxpayer a the time of acquisition of the property. In Liond
Simmons Properties Ltd v CIR [1980] 1 WLR 1196, Lord Wilberforce at page 1199 said:

* Onemust ask, first, what the Commissioners were required or entitled to find.
Trading requires an intention to trade: normally the question to be asked is
whether this intention existed at the time of acquisition of the asset. Was it
acquired with the intention of disposing of it at a profit, or wasit acquired as
a permanent investment?

8. Secondly, amere declaration of intention is of limited vdue. Subjective intention has
to be tested againgt objective facts and circumgtances. The intention must be genuinely held,
redigtic and redlisable. In All Best Wishes Limited v CIR 3 HKTC 750, Mortimer J said at page
771

‘ The intention of the taxpayer, at the time of acquisition, and at the time when
heisholding the asset isundoubtedly of very great weight. Andif theintention
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 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 deter mined
upon the whole of the evidence. Indeed, decisions upon a person’s intention
are commonplaceinthelaw. Itisprobably the most litigated issue of 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.’

The case of the taxpayer

9. The Taxpayer gave sworn evidencein support of her own case. Shedid not cal any
other witness.

10. The case of the Taxpayer can be summarised as follows.
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(@  Shepurchased the Property with aview to usng it as a resdence for hersdf
and her children because after the divorce with her husband she felt that she
could no longer live with her mother-in-law in Property 1.

(b)  She chose to buy the Property because she wanted to live near her mother
who wasliving in Housing Estate G in Didtrict B.

(c)  Further, up to the time of her divorce, she had been threatened and harassed
on the telephone by her husband’ s mistress.

(d) Shewasexpecting to receivefinancd assstance from her sster in Hong Kong
and another Sster and her husband in Country F.

(e) Shehadtosdl the Property eventudly becausethe sster in Country F and her
husband could no longer assist her asther businessin Country F had suddenly

flopped.
()  Furthermore, she could not find suitable schools for her children in the vicinity
of the Property.
Conclusion
11. Having congdered dl the evidence, we are not convinced that the Taxpayer acquired

the Property with the intention of it being along term investment.

12. To beginwith, aquick sdle of an ass=t a asubstantia profit isper se more indicative
of atrading activity than an acquisition asalong term investment. In the present case, the Property
was assigned to the Taxpayer on 16 July 1997 and she agreed to sdll it by a provisona agreement
for sde and purchase dated 6 August 1997 with completion on 17 November 1997.

13. Moreover, with her earnings of about $18,000 per month in 1996 and alimony from
her husband, it is quite obvious that the Taxpayer would have great difficulty in maintaining hersdf
and her children and at the same time make mortgage repayments for the Property over many
years. Wefind the alegation that she was expecting financid assstance from her sgtersin Hong
Kong and Country F unconvincing, especidly when she has adduced no evidence to prove the
financia capability of her Sgters

14. We dso find her dlegation that she could no longer live with her mother-in-law after
thedivorceto be unconvincing, inlight of thefact that she and her children continued to live with her
mother-in-law after her separation with her husband in 1992 and had continued to do so even at the
date of the hearing of the gpped.
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15. As regards the dlegation of her trying to avoid interference and harassment by her
hushband’ s mistress, the problem would not have been solved by the Taxpayer agreeing to purchase
the Property because the devel opment was not to be completed until after April 1997.

16. The most tdling feature againgt the Taxpayer was that she did not appear to have
taken her children's schooling serioudy into consideration when she agreed to purchase the
Property in September 1996. She has not given evidence of what effort or genuine effort she had
meade in looking for suitable schools for her children if they were redly to move from Didtrict C to
Didrict B.

17. Furthermore, after the Taxpayer had sold the Property and made aprofit, she did not
use the proceeds to purchase another property as a resdence for hersef and her children but
decided to invest in shares in the stock market. This is hardly supportive of her clam that she
purchased the Property for such purposein thefirst place.

18. Section 68(4) of the IRO provides that:

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

19. In order to succeed, the Taxpayer bears the burden of satisfying us on the balance of
probabilitiesthat shedid havetheintention of acquiring the Property for the purpose of along term
investment and not of atrade at the time of such acquigtion.

20. On our view of the evidence, we have come to the conclusion that the Taxpayer has
not discharged this burden.
21. Accordingly, wedismisstheapped of the Taxpayer and confirm the Determingtion by

the Commissioner that theassessable profits in respect of the Taxpayer for the year of assessment
1997/98 are $1,271,925 with tax payable in the sum of $171,709.



