INLAND REVENUE BOARD OF REVIEW DECISIONS

Case No. D77/01

Profits tax — intention at the time of purchase — whether or not subsequent purchase relevant to
determining theintention — section 68(4) of the Inland Revenue Ordinance (* IRO’ ) —onusof proof
on the taxpayers.

Pand: Audrey Eu Yuet Mee SC (chairman), John Lee Luen Wa and Horace Wong Ho Ming.

Dates of hearing: 6 and 20 August 2001.
Date of decison: 7 September 2001.

From 1985 to 1998, four properties were owned by one or both of the taxpayers. These four
properties were sold subsequently and gave rise to the gains on digposd. The Inland Revenue
Department (‘ IRD’ ) raised property tax assessment in respect of the four properties. The
taxpayers objected to such assessment. The taxpayers clamed that the purchase of the four
propertieswas for salf use.

Hed:

1 In conddering whether there is a trading profit or a capitd gain, the Board must
ascertain the intention, which existed at the time the relevant property was acquired.
The gain or profit might subsequently be used to acquire a capitd asset now held at a
loss. Such subsequent purchase was not irrdevant for its purpose. Whatever
sympathies the Board fdt for the taxpayers who are now caught in the property
downturn, thiscannot affect the Board” sconsideration of their intention a thetimethey
acquired the four propertiesin question.

2. It is provided under section 68(4) of the IRO that the onus is on the taxpayers to
persuade the Board that the determination was erroneous.

3.  TheBoard has closdly observed the demeanour of the taxpayer and does not believe
his evidence that the four properties were for self use.
Appeal dismissed.

Chow Cheong Po for the Commissioner of Inland Revenue.
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Taxpayersin person.

Decision:
The appeal

1 The Taxpayers gpped againgt the determination of the Commissoner of Inland

Revenue dated 12 April 2001 in respect of the profits tax assessment raised on them for the years
of assessment 1990/91, 1991/92 and 1993/94. The Taxpayersclaim that the gainsthey madefrom
the sale of four properties during the materid period were capitd in nature and not assessableto tax.

2. Thefour propertiesin this appea were caled in short, Properties 1, 2, 3and 4. Asthe
evidence covered atota of 16 properties, including these four, which were owned by one or both
of the Taxpayers between the years from 1985 to 1998, the amplest way is to attach to this
decison two charts: Chart | being exhibit 1 submitted by the IRD giving the respective code and the
particulars of the 16 propertiesand Chart |1 being exhibit 3 submitted by the IRD showing by time
sequence when one or both of the Taxpayers held these 16 properties.

Thefacts
3. Thefollowing facts were not in dispute.
4. The Taxpayers are husband and wife. They were both government employees during

the materid period. The husband Mr A was described as clericd officer |1 working in Department
B. Thewife Madam C was atechnicd officer working with Department D.

5. Details of the Taxpayers  employment income were as follows:
Year of assessment Mr A Madam C
$ $

1991/92 132,191 185,649

1992/93 147,944 206,820

1993/94 163,565 228,840

1994/95 180,092 251,460
6. Properties 1, 2, 3 and 4 were purchased and sold on the dates as shown in the Charts

attached hereto and gave rise to the following gains on disposal.

Property 1 Property 2 Property 3 Property 4
$ $ $ $
Sale proceeds 1,330,000 3,030,000 3,780,000 3,960,000
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Less: Purchase price 751,900 2,430,000 2,299,800 3,458,000
Gross profit 578,100 600,000 1,480,200 502,000
Less: Expenses
Legd feeon
Purchase and sdle 5,070 -- 51,370 2,100
Overdueinterest to
Vendor »59,886 -- -- --
Stamp duty -- -- 63,244 98,355
Management fee 2,550 -- 5,736 --
Rates 3,725 -- 3,000 --
Lineupfee 20,000 -- -- --
Bank interest -- -- 220,692 --
Decoration -- -- 275,000 --
Agert’ sfee -- -- -- 3,000
Miscellaneous 20,000 100,000 1,357 --
Utilities -- -- 3,100 --
111,231 100,000 623,499 103,455
Profit on disposal 466,869 500,000 856,701 398,545
(1) For the period from 20 March 1990 to 18 August 1990
7. In August 1997, the Taxpayers received profits tax assessments showing that they

were assessed to nil profitstax for therelevant years. However, the IRD later changed itsmind and

raised property tax assessment in respect of the four properties. The Taxpayers objected to such

assessment. Atonetime, the IRD was ready to make awithout prejudice offer to the Taxpayersto

Seitle the dispute. Unfortunately the Taxpayers did not accept the offer at the time. Despite the
Taxpayers indication that they are now willing to accept the offer, Mr Chow for the IRD was no
longer willing to compromise on the same terms. We mention this as this was repeatedly
emphasized by Mr A as one of his grievances and one of his reasons for this gpped.

8. As the offer was not accepted, the Commissioner of Inland Revenue gave his
determination on 12 April 2001 assessing profits tax as set out in paragraph 6 above. The

Taxpayers bring this apped.

The evidence
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9. Mr A wasthe only witness. He gave evidence on behdf of both Taxpayers. Hedid not
deny any of the property transactions set out in the two Charts attached hereto.

10. Thefirst property in time sequence as shownin Chart Il was Property 8. Thiswasaflat
held under the home ownership scheme. This means that the Taxpayers purchased it from the
Housing Authority at a discount below its market vaue.  After five years, the flat could be
surrendered to the Housing Authority at itsorigina purchase price. After ten years, it could be sold
at the market but apremium would haveto be paid to the Housing Authority. Since Property 8 was
purchased in June 1985, the fird five years would expire in June 1990.

Property 1

11. The Taxpayers purchased Property 1 on 6 February 1988. At the time the property
was gill under congruction. The Taxpayers claimed that they intended to acquire Property 1 for
sdf use. They believed that the property would be ready for completion by the end of 1990 and
they could rdly on thefinancial assistance under the home purchase scheme avail able to government
servants. However, the completion came earlier in the year and they had to sdll Property 1 even
before they made an application under the scheme.

12. Every year, the government would issue a circular to government servants inviting
applications to the home purchase scheme. Mr A explained that since he started work for the
government in 1966, he would be eigible under the scheme by December 1990. He estimated that
Property 1 would be ready for completion by then. He first made an gpplication under the home
purchase scheme on 2 October 1990, after Property 1 was sold. He was given approva in
principle on 5 November 1990. On 19 November 1990, he gpplied to transfer his benefit to his
wife who would dso be digible under the home purchase scheme as an dternative but not in
addition to him. On 10 December 1990, Madam C was given gpprovd in principle. At thetime,
the Taxpayers intended to use the funds under the home purchase scheme for Property 16.

However, in April 1991, the Taxpayers applied to withdraw from the home purchase scheme as
they were unwilling to surrender their home ownership flat, Property 8. Such surrender was a
condition under the scheme.

13. Toreturnto Property 1, it wasready for completionin March 1990. Mr A wroteto the
developer to ask for extenson of time. In his letter dated 1 April 1990 to the developer, he
explained that he could finance the balance of the purchase price from a mortgage of the property,
however he could not pay the solicitorsfeesand the stamp duty. Therewas no mention of the home
purchase scheme. The developer replied by aletter dated 9 April 1990 granting an extension of
time to 15 May 1990 on various conditions including the payment of interest. By another letter
dated 15 July 1990, Mr A asked for further extenson of time. Hesad hewas4ill in difficultieswith
the payment of solicitors fees and stamp duty as he had recently paid his nephew $48,000 to
support him in continuing his studies in Canada. By aletter dated 14 August 1990, the devel oper
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formdly rgected any further extenson. Mr A said that hewasordly informed of thisdecison on 10
August and they sold Property 1 on 11 August 1990 as confirmors prior to completion.

14. Mr A produced abank dip to show that he paid $100,000 to his nephew on 12 August
1989. He explained that this made it financidly difficult for him to complete the sale of Property 1.
Snceit was aforced sde, it was not redlly atrading for profit.

15. As appears from the Charts, the Taxpayers purchased five properties in 1989, in
particular, even after giving $100,000 to his nephew on 12 August 1989, the Taxpayers purchased
three more properties namely Properties 12, 13 and 14 in October and November 1989. Mr A
was asked to explain why he should purchase these three additiona properties when he clamed
that he was unable to pay for the solicitors fees and stamp duty on completion of Property 1. He
sad it was adifficult question to answer and he did not redly answer it.

16. Further as gppears from the Charts, the Taxpayers purchased Property 9 on 18 June
1988, about four months after they purchased Property 1. In aletter dated 28 August 1991 to the
IRD, the Taxpayers clamed that they purchased Property 9 for self use. Mr A was asked to
explain why they purchased Property 9 dso for salf use when they had just purchased Property 1
for sdf use. Mr A could not redlly give any answer. Hetried to say that Property Qwas‘ damed
to befor saf usewhen in fact it wasfor rental. But when pressed, he reverted to saying it was for
sdf use. Property 9 was soon sold in January 1989.

17. If Property 1 was for self use and was intended to be financed by the home purchase
scheme as dleged, it was a condition under the scheme that the Taxpayers would sell Property 8,
the home ownership schemeflat. Since by then, the flat had been held for less than ten years, the
Taxpayers could only surrender it to the Housing Authority for return of the origind price. Since
property pricewas going up at thetime, such surrender would have meant aloss to the Taxpayers.
Therewas no evidence that the Taxpayerstried to do so. Infact they later withdrew from the home
purchase scheme for the very reason that they were not willing to surrender Property 8. It was not
until 1996, after they held Property 8 for over ten years that the Taxpayers again applied for the
home purchase scheme. They were entitled to keep Property 8 upon payment of the premium to
the Housing Authority, which they did. Mr A explained that they were looking for other properties
for sdf resdence as they did not like Property 8; there was ar pollution from the industries and
chimneys nearby. However, they have not sold Property 8 and till keep it to date.

Property 2

18. Property 2 was purchased an 16 August 1991. Mr A said he did not view the
property. Onthe day before the purchase, the typhoon signa was up and he could not visit the Site.
On the next day, it was raining heavily and they purchased the flat on the recommendation of the
estate agent.
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19. Mr A dso sad that the intention was to clam under the home purchase scheme. This
was said oradly when giving evidenceand dsointhe Taxpayers | etter dated 3 September 2000 to
thelRD. Asdated above, the Taxpayerswithdrew from the home purchase schemein April 1991.
There was no evidence that they renewed the gpplication until 1996 when, by then, they had held
Property 8 for over ten years.

20. The Taxpayers clamed that they intended the property for sdf use. However, they
subsequently discovered that it was next to aclay factory and thiswould be damaging to the eyes of
Madam C. They reied on adoctor’ s memo in 1985 to show that Madam C had along standing
eye problem.

21. The Taxpayers sold Property 2 in March 1992, about eight months after its purchase.
They never took possession of the flat and sold as confirmors.

Property 3

22. The Taxpayers purchased this property on 8 September 1991, less than a month after
they purchased Property 2. Both were said to be for salf use.

23. Thistime they did complete the purchase. Thiswas on 19 January 1993. Mr A sad
that the decoration went on for about a month and they commenced residence by the end of
February 1993.

24, The IRD produced the records of dectricity and water consumption which showed the
fallowing.
@ Water
Date Meter reading Consumption  Water charges
me $
19-1-1993 0.490
25-4-1993 1.830 2 --
6-8-1993 3.993 2 --
(b) Electricity
Reading date Units consumed
1-11-1992 0
19-3-1993 17
22-4-1993 7
20-5-1993 21

18-6-1993 35
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20-7-1993 62
6-8-1993 17
25. Mr A initidly made achalengeto the admisshility of such records. However, itisclear

from sections 58(1)(c) and (2) of the Persond Data (Privacy) Ordinance as wdll as sections
51(4)(a) and 52(1) of the IRO that such records are admissble. Mr A aso complained that parts
of the reply from the Water Supplies Department had been covered up. However, it is clear from
the letters produced by the IRD that the covered up parts most probably relate to other periods of
time outside the period when Property 3 was held by the Taxpayers. Mr A then confined his
arguments to different consumption rate of different people. He adso explained that he and hiswife
wereonly staying in Property 3 some of thetime and not the entire period when they held it. Mr A
sad he stayed there for four monthswhilst hiswife stayed therefor three months. Even during these
few months when they were resding there, they were dso staying at other flats which were held by
them at the time. Theseincluded Properties 8, 11 and 16. When asked to explain, Mr A said he
would stay in Property 3 for x daysin aweek and spend time * looking' or * vigting' the other
flasinturn. By * looking' or ‘ visting the other flats, he meant that he was resding there. He
clamed that dl the other flats were dso furnished and he would spend time there just asaman who
owned saverd cars would drive different cars at different cars a different times.

26. It is noted that Property 16 was purchased on 4 December 1990, about nine months
prior to the purchase of Property 3. Both properties were in the same development, Property 16
was in Phase 1 and Property 3 wasin Phase 2 of Housing Estate E. Both blocks were next to the
harbour. Mr A said that they took possession of Property 16 and moved in there about one month
after they took possession. That would be April 1992. In short, they should be aware of the
surrounding circumstances prior to completion of the purchase of Property 3 in January 1993.

27. Mr A clamed that he redly liked Property 3. However, his wife did not like it.
Althoughit wason the 18+ floor and had afull seaview, it was noisy from the sound of boatsand his
wifecould not deep. Thisaffected her eyes. He dso said that the property was facing a cemetery.
As can be seen from exhibit 4, amap produced by the IRD, the cemetery was acrossthe other sde
of the harbour some distance avay. He said thiswas an eye sore. Again from exhibit 4, it can be
seen that Property 16 was much closer to the cemetery than Property 3. Mr A explained that for
reasons given, they sold Property 3 in July 1993.

28. The Taxpayers aso purchased Property 15 on 6 August 1992. It was prior to the
Taxpayers taking possession of Property 3. Yet this property was dso clamed to be for sdf
residence asevidenced by Madam C’ s gpplication under the home purchase scheme. By now it is
becoming increasingly difficult to keep track of themany flatsdl held a thesametimeand dl said to
be for salf resdence.

Property 4
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29. This was purchased by the Taxpayers on 1 May 1992. Mr A sad that it was
purchased as a residence for his parents-in-law. At about the same time, on 9 May 1992, the
Taxpayers purchased another flat in the same development, Property 5. The intention wasto live
near the parents who were both in their eighties.

30. However, the parents-in-law had not been taken to view the site prior to the purchase.
Mr A said there was no need as the parents-in-law knew a about Road F where the Site was
Stuated and had no objectioniinitidly. In March 1993, when the property was near completion and
the parents-in-law went to the Site near the main entrance, the parents-in-law did not likeit. Road
Fwassaid to betoo steep. The mother-in-law had dipped twice before and was worried about the
marble flooring which she could see from the entrance. They aso did not like the view of the
Garden G tower which was bad for fung shui. Asaresult, the Taxpayers sold Property 4 in April
1993.

3L Despite the Taxpayers clam that they intended to live near the aged parents in this
development in Road F, only five months after the purchase of Properties4 and 5, the Taxpayers
purchased Property 15 whichwasin Digrict G inthe New Territories, far away from Road F in the
Hong Kong Idand. They said Property 15 wasfor sdif resdence. As events turned out, they are
now mainly resding in Property 15 (as wdl as in Property 8) whereas Madam C s parents are
resding in Didrict | in the Hong Kong Idand. The had abandoned the intention of residing close
together.

General

32. Mr A sad that dl the gains he made from the various property transactions had been
used to purchase the properties which he is still holding ether jointly or severdly with his wife.

Property prices had gone down dragtically and he had lost whatever profit made. Infact, they are
finding it difficult to cover the mortgage payments. He explained that it was due to such financiad

difficulties that they were not able to take up the without pregjudice offer from the IRD earlier.

Thelaw

33. Thelaw inthisareaiswell settled. In consdering whether thereisatrading profit or a
capitd gain, we must ascertain the intention which existed at the time the relevant property was
acquired. The gain or profit might subsequently be used to acquire a capitd asset now hed a a
loss. Such subsequent purchase is not irrelevant for our purpose. Whatever sympathies we may
fed for the Taxpayers who are now caught in the property downturn, this cannot affect our
consderation of thelr intention at the time they acquired the four propertiesin question.

34. It is provided under section 68(4) of the IRO that the onus is on the Taxpayers to
persuade us that the determination was erroneous.
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Findings and reasonsfor decision

35. Again it may be unfortunate that the Taxpayers did not take up the without prgudice
offer made by the assessors. However, it is not amatter which concernsus. The offer isno longer
available and we must gpply the law as we find them. We have closdy observed Mr A's
demeanour and we do not believe him for reasons given below.

Property 1

36. We do not accept that the property was acquired for the reason put forward by the
Taxpayers. Wefind that the Taxpayersdid not have any intention to give up Property 8 at that time.
The application for the home purchase scheme was only made in October 1990, after Property 1
was s0ld. Evenin the lettersto the developer, the Taxpayers never mentioned the home purchase
scheme. We do not accept Mr A’ s evidence that they could not complete the purchase as they
could not pay the solicitors fees and the samp duty. If they werein such financid difficulties, they
would not have purchased Properties 12, 13 and 14 inlate 1989. Thetruth wasthey weretrying to
ddlay the completion for aslong as possible in the risng market to obtain the best price for resde.
They would make ahigher profit even after paying interest and other expenses due to the extended
completion period. Furthermore, Mr A could not redly explain how they could have intended the
property for salf use when afew months|ater, they purchased Property 9 dso alegedly for seif use.
We have no doubt that in respect of Property 1, the Taxpayers were trading for profit.

Property 2

37. We do not accept that the property was acquired for the reason put forward by the
Taxpayers. If the Taxpayers truly intended to resde in the property, they would not have
purchased it on the recommendation of the estate agent without proper condderation of its
surrounding circumstances. Thisisespecidly when Madam Cis said to have an eye problem which
needed specid atention to the living environment. Further, Property 2 was purchased within a
month of Property 3, dso dlegedly for saif use. Thiswasin addition to Properties8 and 16, dso for
sdf use. Such repesated claims of sdlf use stretches our credulity beyond any reasonable limit.
Findly, Property 2 was held for avery short period and thisis one of the well accepted badges of
trade. We have no doubt that in respect of Property 2, the Taxpayers were trading for profit.

Property 3

38. We do not accept that the property was acquired for the reason put forward by the
Taxpayers. The dectricity and water consumption records show that the Taxpayers did not redly
resdein Property 3. Wedo not believe Mr A when he clamed that heand hiswifewereliving from
timeto timein different flatsin the same way as people would dternate between the use of different
cars. He clamed to be moving between three or four flats in the course of afew months. He has
faled to give any credible reason for doing so. In addition, the Taxpayers also purchased
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Properties5and 15in 1992 also allegedly for sdf use. If thisweretrue, they would surdy beliving
beyond the means of government servants. Theonly logica explanation isthat they were dedingin
the properties hoping for aquick profit in arisng market.

Property 4

39. We do not accept that the property was acquired for the reason put forward by the
Taxpayers. If they had truly intended it asaresidencefor the parents-in-law, they would have taken
greater precaution to ensurethat the property would be suitable for them. Road F was well known
and it isinconceivable that no prior consderation was given to its gradient. They should dso have
anticipated the problem with the marble flooring which is a usud feature of most modern
developments. The presence of Garden G inthe areamust aso have been well known. Further, the
Taxpayers purchased Property 15 in Digtrict H not long after the purchase of Properties 4 and 5.
This shows that the Taxpayers did not truly intend to live with their parents. Property 4 was held
only for avery short time and was sold by the Taxpayers as confirmors prior to completion. We
have no hestation in finding that this was another trading activity on the part of the Taxpayers.

Conclusion

40. For al the reasons given, we dismiss the gpped and uphold the determination of the
Commissioner of Inland Revenue asto the tax payable.
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Chart |
Appeal tothe Board of Review
by Mr A and Madam C (* the Taxpayers’)
against profits tax assessments- 1990/91, 1991/92 and 1993/94
Exhibit submitted by the Commissioner’ srepresentative
Exhibit 1. Property transactions done by the Taxpayers
Property | Location Owner Purchase Sale
(@ Agreement for (@ Agreement for
sdle and purchase sdle and purchase
(b) Assgnment (b) Assgnment
(c) Price (c) Price
8 AddressJ | theTaxpayers ((@) 8-6-1985
(b) 5-9-1985
(c) $251,300
1 AddressK | theTaxpayers |(@) [6-2-1988] (@ 11-8-1990
() - (b) 18-8-1990
(c) $751,900 (c) $1,330,000
9 AddressL | the Taxpayers |(d) [18-6-1988] (@ [12-1-1989]
(b) -- (b) --
(c) $981,533 (c) $1,148,000
10 AddressM Mr A (@ 28-1-1989 €) --
(b) -- (b) 18-3-1991
(c) $1,393,100 (c) $1,820,000
11 AddressN | theTaxpayers |(@) 15-2-1989
(b) 28-3-1991
(c) $1,343,600
12 Address O Mr A (@ 6-10-1989 (@ 5-8-1991
(b) 28-8-1990 (b) 22-8-1991
(c) $551,000 (c) $1,070,000
13 AddressP MadamC |(@) 1-11-1989 (@ 9-3-1992




INLAND REVENUE BOARD OF REVIEW DECISIONS

(b) 16-9-1991 (b) 8-4-1992
(c) $1,228,920 (c) $3,030,000
Property | Location Owner Purchase Sale
(@ Agreement for (@ Agreement for
sale and purchase sale and purchase
(b) Assgnment (b) Assgnment
(c) Price (c) Price
14 Address Q Mr A (@ 7-11-1989 (@ 20-4-1991
(b) -- (b) 20-6-1991
() $1,132,800 (c) $1,480,000
16 AddressR | theTaxpayers ((@) 4-12-1990 (@ 27-1-1995
(b) 16-3-1992 (b) 2-3-1995
(c) $1,165,900 (c) $2,990,000
2 AddressS | the Taxpayers |(@) [16-8-1991] @ [2-3-1992]
(b) -- (b) 16-6-1992
(c) $2,430,000 (c) $3,030,000
3 AddressT | the Taxpayers |(@) [8-9-1991] (@ 9-7-1993
(b) 19-1-1993 (b) 5-8-1993
(c) $2,299,800 (c) $3,780,000
4 AddressU | theTaxpayers [(@ [1-5-1992] (@ [19-4-1993]
(b) -- (b) 25-6-1993
(c) $3,458,000 (c) $3,960,000
5 AddressV | theTaxpayers |(@) 9-5-1992
(b) 30-6-1993
(c) $3,775,000
15 AddressW | the Taxpayers [(@) 6-8-1992
(b) 19-8-1993
(c) $1,596,000
6 Address X | theTaxpayers |(a) 26-1-1994
(b) 17-5-1995
(c) $4,852,000
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7 AddressY | theTaxpayers |(@) 28-1-1994
(b) 18-7-1994
(c) $2,760,000

Note: Date in bracket refersto date of provisiona agreemert
Chart 1

Appeal to the Board of Review
by Mr A and Madam C (‘ the Taxpayers’)
against profitstax assessments- 1990/91, 1991/92 and 1993/94

Exhibit submitted by the Commissioner’ srepresentative

Exhibit 3: Chart of properties owned by the Taxpayersby time sequence

Property|
Y ear
1985 8 1985
8 Jun
5Se
1986 1986

1987 1987

1

1988 6 Feb 9 1988
18 Jun
10 11
1989 T 12Jan~ 28Jan  15Feb 1989
12 13 14
6 Oct 1 Nov 7 Nov
1990 1990
11 Aug 16
4 Dec

1991 1991

2 3
16 Sep 16 Aug  8Sep
9 Mar 2Mar ~ 7 5 1092
1May 9 May 15
6 Aug

| Il 1993
19Ap  [ESNT
19 Au
} ‘- 7
. | 26 Jan 28 Jan
..

1992

1993

1995

1996

1997

1998
to 2001

1998
to 2001
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Period before assignment of property to Mr A/Madam C/the Taxpayers
- Period after assignment of property to Mr A/Madam C/the Taxpayers
Reference: Exhibit 1

(Note: This chart is not drawn to scale)



