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Case No. D8/10

Profits tax — calculation of profits — limited company selling a landed property — whether
cost should be based on the price paid by current shareholders to acquire shares in the
limited company. [Decision in Chinese]

Panel: Kenneth Kwok Hing Wai SC (chairman), Lee Fen Brenda and Wong Fung Yi.

Date of hearing: 29 April 2010.
Date of decision: 14 May 2010.

The Appellant was a limited company. The Appellant used $8,778,000 to purchase
a property in 2003. In 2004, the Appellant sold the property for $12,000,000. The Inland
Revenue gave notice of profits tax assessment. The Appellant claimed that the calculation
of profits from the sale of the property should be based on the price paid by the current
shareholders to acquire the shares of the appellant of $10,600,000, but not the price paid by
the previous shareholders to acquire the property. Otherwise it would cause the problem of
double taxation and violate the principle of fairness.

The Deputy Commissioner of Inland Revenue refused to accept the viewpoints of
the Appellant and gave the following reasons:

1. The limited company and the shareholders were separate legal entities. The
property transaction of the limited company and the shares transaction of the
shareholders involved different dealers and different legal rights and
responsibilities. Therefore, the tax assessment criteria would be different.
Whether or not the previous shareholders had paid profits tax for the profits
gained from the sale of the shares of the Appellant was irrelevant to the
profits tax assessment in the sale of the property by the Appellant. The
problem of double taxation does not exist.

2. Although the Appellant alleged that the purpose of the present shareholder to
buy the shares of the Appellant was to purchase the property, the agreement
of the transfer of shares and the deed of the loan for the shares transfer
showed clearly that the present shareholder bought the shares and the
liability from the previous shareholder, while the ownership of the property
still belonged to the Appellant. Even though the property was an inseparable
and important element in the transaction, the Revenue should consider the
fact that at the time of shares transaction, the property was not yet sold. The
Appellant’s argument of substance over form could not sustain.

3. The Appellant used a price of $8,778,000 to purchase the property.
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Therefore, when calculating the profits from the sale of the property, that
purchase price should be considered as the cost.

The Appellant’s ground of appeal was that the assessment was excessive. The cost
of the property should be the price paid by the current shareholders to acquire the shares of
the Appellant. This was a substance over form transaction. There was no reason for the
current shareholders to pay the tax on the profits earned by the previous shareholders of the
Appellant. The Appellant’s representative attended the hearing. He called no witness. He
did not quote any authorities and had not made any understandable submission.

Held:

In profits tax assessment, the cost should be the purchase price of the property. The
price paid by the shareholders in the subsequent shares transaction is irrelevant.
The cost could not be adjusted subsequently as well. The Appellant disregarded
the reasons and authorities relied on by the Deputy Commissioner. The
representative of the Appellant failed to provide any evidence to show that the
property was a capital investment, therefore the ground of appeal cannot be
sustained. The appeal was frivolous and vexatious, and was an abuse of the tax
appeal procedure. The Board considered the present case a waste of resources of
the Board. The Board ordered the taxpayer to pay $5,000 as cost before the Board.

Appeal dismissed and costs order in the amount of $5,000 imposed.

Chow Mo Lam, Certified Public Accountant (Practising), for the taxpayer.
Chan Wai Yee, Chan Tsui Fung and To Yee Man for the Commissioner of Inland Revenue.
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‘Here it may be that the appellants could have achieved the same result
by going about the transactions in a different way but they have not done
so. The appellants are bound by the form of their transactions.’
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