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Profits Tax — sale of property — intention at the time of acquistion — saf-serving satements —
one-off transaction — indicative of an acquigtion for trading purpose — burden of proof.

Pand: AnnaChow Suk Han (chairman), Colin Cohen and Christopher Henry Sherrin.

Date of hearing: 16 February 2000.
Date of decision: 12 May 2000.

The taxpayer was incorporated as a private company in Hong Kong. By an agreement for
sale and purchase dated 11 March 1993, the taxpayer agreed to purchase Property 1 which was
then under congtruction, from the devel oper. By aprovisiond agreement dated 8 March 1994, the
taxpayer agreed to sal Property 1 to Company E. In March 1994 the taxpayer entered into a
cancdllation agreement with the devel oper so that the devel oper could sdll Property 1 to Company
E direct. After the occupation permit was issued, the developer assigned Property 1 to Company
E

In the profitstax return for the year of assessment 1993/94 together with the accountsand a
proposed tax computation, the taxpayer reported that a profit was derived from the sae of
Property 1, but it did not offer the profit for assessment. The assessor consdered that the purchase
and sde of Property 1 by the taxpayer amounted to an adventure in the nature of trade.

The taxpayer asserted that Property 1 was acquired as long term investment for rental
purposes. Asthetaxpayer foresaw the rentd return fromindividua buildings would come down, it
changed its property investment strategy and decided to sdll Property 1.

Held :

1. The Board found that the taxpayer’ s stated intention as borne out by the objects
expressed in the taxpayer’ smemorandum and articles of association, the declarations
inits profitstax returns, the minutes of the board’ s meeting on 2 March 1993 and the
classfication of Property 1 in its audited financid datement are al sdf-serving
statements, and especialy some of them are prepared after the sde of Property 1.
They are of limited vaue and have to be tested againg the objective facts and
surrounding circumstances of the case (All Best Wishes Limited v CIR 3HKTC 750

applied).
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An one-off transaction is capable of congtituting an adventure in the nature of trade.
The task isto ascertain the intention of the taxpayer at the time when Property 1 was
purchased and not its intention relating to the other properties. Of course, in
determining the taxpayer’ s actud intention in relation to Property 1, the Board would
adso bear in mind the datus of the three other properties and whether the
circumstances under which they are held by the taxpayer should affect the Board' s
ascertainment of the actua intention of the taxpayer.

The Board found that the taxpayer sold the Subject Property shortly before it was
ready for occupation and the taxpayer had never put it to itsintended use. Thisfactor
isagaing thetaxpayer’ sclam andisan indicator of an acquigition for trading purpose.

Having heard the evidence, the Board found that the taxpayer’ s action was at odds
with its professed reasons for the sdle of Property 1. The burden of proof is on the
taxpayer. The Board found that thetaxpayer hasfailed to discharge the burden placed
upon it to prove that Property 1 was acquired for rental purposes.

Appeal dismissed.

Casereferred to:

All Best Wishes Limited v CIR 3 HKTC 750

Wong Ki Fong for the Commissioner of Inland Revenue.
Andrew Li Chung Kwong of Messrs Chu and Chu for the taxpayer.

Decision:

The appeal

1.

Thisisan goped by the Taxpayer againg the determination made by the Commissoner

of Inland Revenue on 24 September 1999 in respect of the profits tax assessments raised on the
Taxpayer for the year of assessment 1993/ rdating to the gain derived from the sde of the
property in Didtrict A (* Property 1').

Thefactsnot in dispute

2.

The Taxpayer was incorporated as a private company on 5 May 1992 in Hong Kong
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under the name of Company B which was changed to its present name by a specid resolution
passed on 25 September 1992.

3. At dl rdevant times, the Taxpayer’ s authorized and paid-up capitd remained at
$10,000 and the directors were Mr C and MsD.

4, By an agreement for sale and purchase dated 11 March 1993, the Taxpayer agreed to
purchase Property 1 from the developer at a consideration of $3,491,000. Property 1 was then
under congtruction.

5. By aprovisona agreement dated 8 March 1994, the Taxpayer agreed to sell Property
1 to Company E at a consideration of $4,994,260. In March 1994 the Taxpayer entered into a
cancdllation agreement with the devel oper o that the devel oper could sdll Property 1 to Company
E direct. After the occupation permit was issued on 25 May 1994, the developer assgned
Property 1 to Company E on 7 July 1994.

6. The Taxpayer filed the profits tax return for the year of assessment 1993/94 together
with the accounts and a proposed tax computation. 1n the accounts, the Taxpayer reported that a
profit of $1,503,260 was derived from the sde of Property 1, but it did not offer the profit for
assessment.

7. The assessor considered that the purchase and sde of Property 1 by the Taxpayer
amounted to an adventure in the nature of trade. He raised the following profits tax assessment for
the year of assessment 1993/94 on the Taxpayer:

L oss per return 92?,408
Less: Profitson sdeof Property 1 1,503,260
Assessable profits 580,852
Tax payable thereon 101,649
The Taxpayer’ scontention
8. The Taxpayer asserted that Property 1 was acquired by it as along term investment.

Asit foresaw the rentd return from industrial buildings would come down, it changed its property
investment strategy and decided to sell Property 1.

9. The Taxpayer claimed that the Taxpayer was a property investment company and not
aproperty trading company. It found support from the objects of its memorandum and articles of
association, in particular, those set out in clauses 3(7) and (8), the declarations in the profits tax
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returns that the nature of its busness was investment in properties for rental purpose, and dso the
fact that the Taxpayer was gill holding three out of the five properties acquired by it for renta
pUrposes.

10. The Taxpayer placed rdiance on the following factors to prove its stated intention that
Property 1 was acquired for rental income.

11. The Taxpayer’ sboard resolution on 2 March 1993 stated, inter dia, that the Taxpayer
* do acquire the property for the purpose of letting out in order to earn rental income.’

12. Property 1 was classfied as an investment property in the audited financid statements
for the year ended 31 March 1994.
13. The sae proceeds from Property 1 was reinvested in three other properties which had
been letted out for rentd income. They were:
1. Property 2,
Didrict F
2.  Property 3,

Building G, Didrict H

3. Property 4
Building G, Didtrict H

Property 2 was sold on 2 June 1997 subject to the existing tenancy.

14. The Taxpayer changed its invesment plan and decided to sell Property 1 when it
as=ssed and came to the view that the renta return from industria buildings would come down.
We werereferred to an extract of areport from* Property Review 1998 prepared by the Rating
and Vduation Department. However, the Taxpayer claimed that the decision to sell was the result
of itsdirector’ sforecast of an unfavourable future rental market and not because of the lowering
market rent in aparticular year.

15. Asto the Respondent’ s (the Revenue’ s) chdlenge of the Taxpayer’ sfailureto make
along term financia arrangement for the purchase of Property 1, the Taxpayer clamed that when
the agreement to purchase was entered into, Property 1 was under construction. Thus, only
deposits were required to be paid and arrangement for a mortgage loan was not necessary until
completion of Property 1. In any event, the Taxpayer asserted that the directors could certainly
provide the necessary finance to complete the purchase as they did subsequently in the acquisition
of the other properties.
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16. The Taxpayer clamed the fact that the other properties of the Taxpayer were being
held aslong term investment, should help to proveits stated intention that Property 1 was acquired
as long term investment. It argued that athough Property 3 and Property 4 were not used by its
related companies and were let out to some third parties, the nature of these properties remained
thesame. They were capitd assets and not trading stock. The letting out of these properties was
consstent with its long range plan. The fact that they were let out and not sold by the Taxpayer
demongtrated the Taxpayer’ sintention of holding them as capitd assets.

The Respondent’ s (the Revenue’ s) contention

17. The Respondent argued that the objectsin the Taxpayer’ s memorandum and articles
of association did not preclude the Taxpayer from being aproperty trading company. Furthermore,
theobjectsin clauses 3(7) and (8) of the memorandum and articles of association were so wide that
the Taxpayer could aso carry on the business of property trading.

18. The Respondent asserted that the Taxpayer’ s declarations in its profits tax returns
were saf-serving statements. More so, they were made after the sdle of Property 1. Their vaues
were therefore minima. The Respondent argued that the description * rentd income and
consultancy income’ could cover income from both property investment and property trading
business. Properties could be let out pending an opportune moment for resale. Hence, the sdif-
sarving satement in the board’ sresolution at most had only neutrd effect on the Taxpayer’ sdam.
Furthermore, the audited financia statements for the year ended 31 March 1994 were adso sdf-
sarving satements and were dso made after the sdle of Property 1.

19. Wewere reminded that we should only concern oursalveswith Property 1 and not with
the other four properties subsequently acquired by the Taxpayer. The fact that they were capita
assets or trading stock, was irrelevant to the present apped. Furthermore, how the sale proceeds
of Property 1 were utilized by the Taxpayer, should have no effect onthe Board' sascertainment of
the Taxpayer’ sintention for the purpose of this gpped.

20. On the Taxpayer’ s assertion that the sale proceeds of Property 1 were reinvested in
the three properties, Property 2, Property 3 and Property 4, the Respondent argued that once the
cash inflow of Property 1 was received, it would be mixed with other funds of the Taxpayer. It
would therefore be difficult to ascertain how it was gpplied to the three properties.

21. The Respondent highlighted the rental index at the time of the sde of Property 1 a 130
which was higher than that at the time of acquidition of Property 1in 1993 a 129 and even higher
than that for 1992 at 117.

22. In assessing the rental market condition of industria buildings, the Taxpayer only relied
on the * feding of its director, Mr C and not proper advice from professona bodies. The
Respondent asserted that thiswas a pointer that the Taxpayer’ sclam of acquiring Property 1 asa
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capita investment, was not a genuine one.

23. The Taxpayer’ s dleged lack of confidence in the rental market of industrid buildings
was contradicted by its purchase of Property 3 and Property 4.

Our findings and reasons

24, ‘ Theintention of the taxpayer, at thetime of acquisition, and at the time when he
Is holding the assets 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 wasinvesting init, then | agree. But it
is a question of fact, no single test can produce the answer. In particular, the stated
intention of the taxpayer cannot be decisive and the actual intention can only be determined
upon the whole of the evidence.” (per Mortimer Jin All Best Wishes Limited v CIR 3 HKTC
750 at 771).

25. The Taxpayer clamed that Property 1, the subject matter of this appedl, was acquired
for rental purposes. It clamed that its stated intention was borne out by the objects expressed in
the Taxpayer’ s memorandum and articles of association, the declarationsin its profits tax returns,
the minutes of the board’ s meeting on 2 March 1993 and the classfication of Property 1 in its
audited financid satement. Thesearedl sdlf-sarving satements, and especidly some of them were
prepared after the sdle of Property 1. They are of limited value and have to be tested against the
objective facts and surrounding circumstances of the case.

26. The Taxpayer dso asserted that up to now it had not involved in property trading
transactions. Apart from Property 1 and Property 2 which were sold, it was currently holding three
other properties for rental purposes. Property 2 was dso a one time rented out and was sold
subject to the existing tenancy. It isawell established legd principle that an one-off transaction is
capable of condtituting an adventure in the nature of trade. This appeal concerns Property 1 only.
The fact that the Taxpayer’ s three other properties are letted out, is not determinative of the
purpose for which Property 1 was acquired. Our task isto ascertain the intention of the Taxpayer
at thetime when Property 1 was purchased and not itsintention relating to the other properties. Of
course, in determining the Taxpayer’ sactud intention in relation to Property 1, we would aso bear
in mind the status of the three other properties and whether the circumstances under which they are
held by the Taxpayer should affect our ascertainment of the actud intention of the Taxpayer for the

purpose of this appedl.

27. The Taxpayer claimed that Property 1 was acquired for rental purposes. Nonetheless,
the Taxpayer sold it shortly beforeit was ready for occupation and the Taxpayer had never put it to
itsintended use. This factor is againg the Taxpayer’ scdam. It isindicaive of an acquigtion for
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trading purpose. Unless the resde of Property 1 can be satisfactorily explained away by the
Taxpayer, the Taxpayer hasfailed to discharge the burden of proof placed upon it by section 68(4)
of the Inland Revenue Ordinance.

28. We now examine closely the reasons advanced by the Taxpayer for the resde of
Property 1. The Taxpayer explained that its decision to sal was caused by the Taxpayer’ schange
in property investment strategy. Mr C, adirector and shareholder of the Taxpayer, gave evidence
that after entering into the agreement to purchase Property 1, he observed that in the manufacturing
industry, there was developing atrend of relocating factories from Hong Kong to China. He thus
believed that the demand for industrial premises would decrease and the rental yield of factory
premises would come down. That being the case, the Taxpayer took the decison to sell Property
1 and re-invested the proceeds of salein three other properties, namely Property 2, Property 3and
Property 4. Property 2 isaresdentia property which remained vacant for aperiod of time after it
wasacquired. It waseventualy let out and was sold on 2 June 1997 subject to the existing tenancy.
Property 3 and Property 4 areindustrid premises. They were under construction when agreements
for sale and purchase were entered into and completion of the purchase took placein April 1996.
Thetwo unitswere purchased in May 1994 soon after Property 1 was sold on 8 March 1994. Mr
C clamed that the two indudtria unitswere intended for sdf usein the future expansion of his other
companies. Animpressvelist of no lessthan ten companiesinwhich Mr C had sgnificant interests
during the years of assessment 1994/95 to 1995/96, was submitted to this Board, for reference.

29. Mr C claimed that Property 3 and Property 4 were chosen because they were in
Building G and Building G was next to Building | where his companies, Company J, Company K
and four other companies were located. He intended to expand the garment accessories business
of Company K and reserved these unitsfor its use or those of hisother related companies, a arent.
The premises a Building | were occupied by Company J as afactory with manufacturing machines
and equipment and dso godown, workshop, design room and office. Mr C clamed that the
location of the two properties was good and convenient for the purpose of relocating his other
companies and for his participation and management of the companies. Upon being cross-
examined by the Respondent on the Taxpayer’ s professed need of the two properties for
Company K’ sexpansion, Mr C stressed that the two propertieswere not necessarily just reserved
for useby Company K but o for use by hisother companies as he wasinvolved in many different
kinds of business. Furthermore, he needed good premisesfor display of goodsto hisinternationa
dients. * Company K is not the only company that may possibly occupy Property 3 and Property
4. Emphasis was dso placed on this point by Mr Leein his submisson.

30. Completion of the two properties took place on 22 April 1996 and they were
respectively let out on 1 July 1996 and 1 August 1996. The Taxpayer clamed that they were not
put to its intended use because Company K never grew to the expected scae of operation. The
two properties were therefore let out. However, the Taxpayer’ s clam was chdlenged by the
Respondent because there was evidence that Company K’ s assessable profits increased in the
relevant years. The Taxpayer submitted that despite the increasesin revenue, the company did not
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reach aleve of operation which would require an officefor itsuse. Werecdl Mr C' sevidenceon
the reason for the purchase of the two industrid properties. They were intended for use by
Company K or Mr C’ s other companies. Even if we are to accept that the properties were not
needed by Company K, what about the many other related companies mentioned earlier on? Did
none of them have any use of the two properties? No evidence was adduced in this regard.

3L If, indeed, the two properties could not be used by Company K or any of the
Taxpayer’ srelated companies, we find it odd that the Taxpayer should choose to rent them out.
We find it inconsgtent that on the other hand the Taxpayer claimed that it had no confidence in
investment in industrial premises due to the softening of the rental market and on the other hand, it
retained the two properties for rental purposes after discovering that none of its related companies
had any use of them. If indeed the Taxpayer saw that there was no future in the renta market of
industrial premises and sold Property 1, why did it not sall these properties asit did to Property 1
as soon asit found that they were not required for use by its related companies? Thus, we do not
accept that the reason for the sale of Property 1 as alleged by the Taxpayer was a genuine one.

32. The Taxpayer’ saction was at odds with its professed reasons for the sale of Property
1. The burden of proof ison the Taxpayer. We find that the Taxpayer hasfailed to discharge the
burden placed upon it to prove that Property 1 was acquired for rental purposes. The gpped is
accordingly dismissed and the determination confirmed.



