QP Training Course
MD – Taxation Answers


Chapter 9 Profits Tax: Scope of Charge and Meaning of Trade
Answer 1

The chargeability of the profits in question depends on whether the flat is a trading stock or a capital asset.

In deciding, it is necessary to ascertain Douglas’ intention towards the flat at the time of acquisition. A stated intention is of limited probative value as the intention can only be ascertained by reference to the objective facts and circumstances. Furthermore, the intention must be, on the evidence, genuinely held, realistic and realisable.
There is no information given about the stated intention of Douglas at the time of the acquisition. For the reasons given below, however, Douglas will have a reasonable case to argue that the flat was acquired as a capital asset and the profits from its sale should not be chargeable to profits tax:
(a)
There is no evidence that Douglas frequently engaged in property dealing. As stated in the question, the flat is the first one purchased by him.

(b)
The flat is not luxurious (purchase price of $4 million). Given his then income level (HK$100,000 per month) and the significant dividend received (HK$2 million), Douglas was financially capable of holding the flat on a long-term basis.

(c)
The sale of the flat was triggered by the liquidity problem of E Ltd., and part of the sale proceeds were advanced to the company for operating purposes.

(b)

In accordance with s.19(1)(a) and (d) of the Stamp Duty Ordinance (“SDO”), Douglas and Frank who effected the sale and purchase of the shares in E Ltd. should each make and execute a contract note for stamping under Head 2(1) in the First Schedule of the SDO, and cause an endorsement to be made on the relevant instrument of transfer under Head 2(4) in the First Schedule of the SDO.
Except for the agreed consideration of HK$11 million, Frank also undertook to make a loan to E Ltd. to enable it to repay the shareholder’s loan of HK$2 million to Douglas. In accordance with SOIPN 3, such a guaranteed injection of funds into E Ltd. is a “payment of money” for the purposes of s.24(1) of the SDO, and s.24(1) applies to deem the amount of the injected funds to be part of the consideration for the transfer.
In light of the foregoing, the stamp duty that Douglas and Frank were liable to pay in respect of the share transaction should be computed as follows:

Two contract notes: (HK$11 million + HK$2 million) × 0.1% × 2 = $26,000
Instrument of transfer: $5

Answer 2
(a)

On the authority of Lionel Simmon Properties Ltd (in liquidation) and Others v Commissioner of Inland Revenue (1980) 53 TC 461, it is a well established tax principle that in determining whether a property is a capital asset or trading asset, the intention of the purchaser at the time of acquisition is crucial.

In addition, following the decision in All Best Wishes Limited v CIR (3 HKTC 750), a self-serving statement put forward by a person is of limited value – it has to be tested by the objective facts of the case.

(b)

On the facts now available, the gain on the disposal of the Property should be chargeable

to profits tax for the following reasons:

(a)
If it were the intention of Mr Smith to acquire the Property as his residence, he should have a thorough review on the surrounding environment beforehand. It is inconceivable that he was unaware of the hospital as it was not newly built. (b) Mr Smith had never moved into the Property. This objective fact does not support his stated intention. (Relevant authority: All Best Wishes Limited v CIR (3 HKTC 750))

(c)
Mr Smith sold the Property within 3 months after completing his acquisition. The quick sale is a strong indicator pointing towards the trading intention of Mr Smith. (Relevant authority: Board of Review Decision No. D47/04 (19 IRBRD 384))

(d)
Mr Smith’s financial position does not support his assertion that the Property was acquired as his residence. During the time prior to his retirement, his monthly salary was HK$60,000 out of which he paid rent of HK$15,000. His disposable income was less than HK$45,000 (HK$60,000 – HK$15,000) as he had to reserve funds to meet, at least, the payment of his salaries tax. Yet he had to repay the mortgage loan by monthly instalments of HK$40,000. As to the period after his retirement, Mr Smith received no monthly pension. The sum of HK$200,000 which he received could finance his mortgage repayments at most for five instalments even if he needed not meet his living expenses. There is no evidence that he managed to finance the repayment of the mortgage loan after his retirement either.

P. 40

