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	LEARNING OBJECTIVES

1.
Describe the scope of charge of profits tax.

2.
Explain the meaning of “trade”, “profession” and “business”.
2.
Explain each of the badges of trade.

3.
Understand when activities may amount to carrying on a trade in Hong Kong.
4.
Understand when a business is carried on in Hong Kong by a non-resident.
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List of Important IRO Sections and Cases
	Section
	Description

	s. 14
	The major charging section for profits tax

	s. 14(1)
	Profits arising from the sale of capital assets are excluded from the charge.

	s. 2
	Definition of business

	s. 20A(3)
	Charge profits tax on consignment sale – overseas principal is charged with profits tax at the rate of not more than 1% on the goods sold. In practice, IRD usually charges 0.5% of the sales proceeds – consignment tax.


	Taxpayer
	Subject Matter

	CIR v Hang Seng Bank Ltd (1991) 1 AC 306

CIR v HK-TVB International Ltd (1992) 2 AC 397
	Broad guiding principle:

“one looks to see what the taxpayer has done to earn the profit in question and where he has done it”.

	CIR v Beautiland Ltd (1992) 3 HKTC 322
	Length of ownership – the shares were acquired on 28 June 1979 and were then sold on 6 November 1979. The transaction was held not to be trading.

	CIR v Sincere Insurance & Investment Co Ltd (1973) HKTC 602
	Immovable properties held by an insurance company for over 20 years before sale, were hold to be current assets and thus the profit was taxable.

	Central Enterprises Ltd b CIR 2 HKTC 240
	Profit seeking motive – the taxpayer could not provide satisfactory evidence that there was an intention to hold the property for long-term investment and so it is trading.

	Lionel Simmons Properties Ltd v CIR (1980) 53 TC 461
	Original intention and evidence – the well-known rule
“Trading requires an intention to trade. Normally the question to be asked is whether this intention existed at the time of the acquisition of the asset.”

	All Best Wishes Limited v CIR 3 HKTC 750
	The stated intention is not conclusive, it must be identified by reference to objective factors.

	Real Estate Investment (N. T.) Ltd v CIR (2008)
	Joint venture and both shareholders are property developers, it is difficult to persuade others that the property was acquired as a long-term investment

	Lee Yee Shing Jacky and Yeung Yuk Ching v CIR (2008)
	Shares trading – whether a person is carrying on a trade or business is a matter of fact. Pure speculcation is not trading.


	De Beers Consolidated Mines Ltd v Howe (1906) 5 TC 
	Carries on business in the place where the central management and control of the company is exercised.

	Swedish Central Railway Co Ltd v Thompson (1925) 9 TC 342
	A company may carry on business in more than one location.

	CIR v Bartica Investment Ltd (1966) 4 HKTC 129
	Its principal on-going activity of placing deposits and furnishing securities was, of itself, sufficient to constitute carrying on a business, i.e. its activities had gone beyond 'mere passive acquiescence'.


	Reference
	Issues Considered

	D 38/96
	Frequency of similar transactions – the transaction was a one-off and the loss was held to be not deductible.

	D 10/88
	The profit was held not be taxable because of unexpected subsequent event.

	
	

	IRR 5
	Governs the charge of profits tax in respect of a non-resident carrying on business in HK.

	IRR 5(1)
	Definition of permanent establishment

	IRR 5(2)
	Three methods of computing the profits tax liability for a branch of a non-resident.


1.
Scope of Charge



(Jun 11, Jun 13)
	1.1
	Scope of charge

	
	There are three conditions under s. 14, the major charging section for profits tax, as follows:
(a)
carrying on a trade (行業、生意), profession or business (業務) in HK;
(b)
the profits to be charged must be from such trade, profession or business carried on by the person in HK; and
(c)
the profits must be profits arising in or derived from Hong Kong.
(凡任何人在香港經營任何行業、專業或業務，而從該行業、專業或業務獲得按照本部被確定的其在有關年度於香港產生或得自香港的應評稅利潤(售賣資本資產所得的利潤除外)，則須向該人就其上述利潤而按標準稅率徵收其在每個課稅年度的利得稅。)

(d)
The above criteria have the following implications:

(i)
the place where a business is incorporated is irrelevant; and

(ii)
the place where a business is carried on is not necessarily the same place where an income from that business arises.


1.2
Profits arising from the sale of capital assets are excluded from the charge (s 14(1)).

	1.3
	Definitions

	
	(a)
The word person includes a:

(i)
corporation

(ii)
partnership

(iii)
trustee (受託人), whether incorporated or unincorporated

(iv)
body of persons (s 2(1)).

(b)
Trade is defined in s 2(1) as including every trade and manufacturing, and every adventure and concern in the nature of trade.


2.
Trade Carried on in Hong Kong



(Jun 11, Jun 12, Jun 13, Jun 14)
2.1
Six badges of trade
2.1.1
Whether a trade is being carried on is a question of fact to be determined by looking at all the circumstances of the case.

	2.1.2
	Six badges of trade

	
	There are six badges (象征) of trade that are considered to be relevant in determining whether a taxpayer is carrying on a trade as arrived at by the UK Royal Commission on the Taxation of Profits and Income in 1955 as follows:

(a)
Subject matter

(b)
Length of ownership

(c)
Frequency of similar transactions

(d)
Supplementary work on the property

(e)
Circumstances responsible for disposal

(f)
Profit-seeking motive.


2.2
Subject matter of transaction

	2.2.1
	Subject matter

	
	If the subject matter is able to provide enjoyment to the owner, such as accommodation or rental income, it is possible to prove that there is no intention of making a profit at the time of purchase of property.


	Example 1

	(a)
In CIR v Fraser (1942) 24 TC 498, a woodcutter made an isolated transaction of buying and selling a large quantity of whisky. The quantity of whisky was too large for his own consumption. The court held that it was an adventure in the nature of trade.

(b)
In Rutledge v CIR (1929) 14 TC 490, an isolated purchase and resale of a large quantity of toilet rolls was held to be an adventure in the nature of trade.


2.3
Length of ownership of the goods

	2.3.1
	Length of ownership

	
	The shorter the period of ownership, the more likely that the asset is a trading asset.


2.3.2
However, this factor alone may not be conclusive. In CIR v Beautiland Co Ltd (1992) 3 HKTC 322, the taxpayer company acquired shares in a company was engaged in a property development project at Tin Shui Wai. The shares were acquired on 28 June 1979 and were then sold on 6 November 1979. The transaction was held not to be trading.
2.3.3
Even a sale after a long period of holding may amount to trading depending on the nature of the taxpayer’s business. In CIR v Sincere Insurance & Investment Co Ltd (1973) HKTC 602, immovable properties held by an insurance company for over 20 years before sale, were hold to be current assets and thus the profit was taxable. This is because, for an insurance company, investment assets are current assets which must be readily realizable to meet possible claims.

2.4
Frequency of similar transactions

	2.4.1
	Frequency of similar transactions

	
	Repeated transactions of the same kind suggest that a trade may be carried on.


	Example 2

	A sole proprietor of a transaction business had entered into a transaction to hedge the fluctuation price of nickel (鎳) for a related company.

The BoR noted that:

(a)
the transaction was a one-off; and

(b)
the company neither had a systematic operation nor its own trading account: there was not even the barest minimum for the carrying on of a trade.

The loss was held to be not deductible (D 38/96).


2.5
Supplementary work on the property

	2.5.1
	Supplementary work

	
	If the owner incurs heavy expenditure to make the property more marketable or exerts effort to promote the sale, it is likely that the property is acquired for sale.


2.6
Circumstances responsible for disposal

	2.6.1
	Circumstances

	
	The transaction will not be trading if the original intention was not resale but an unexpected subsequent event, emergency or other factor caused the taxpayer to change his intention, e.g. sudden need of cash.


	Example 3

	In D 10/88, a taxpayer bought a unit in an uncompleted building. After discovering that another property would be developed in front, thus blocking the seaview of his unit, he sold the unit. The profit was held not to be taxable.


2.7
Profit seeking motive

	2.7.1
	Profit seeking motive

	
	This is perhaps the most important factor. If a person acquired property with the intention of profit making by resale, it is very likely that the transaction amounts to trading.


	Example 4

	In Central Enterprises Ltd v CIR 2 HKTC 240, the taxpayer could not provide satisfactory evidence that there was an intention to hold the property for long-term investment and was held to be trading.


	Example 5

	In Taylor v Good (1974) 49 TC 277, the taxpayer purchased a piece of land intending to build a house for use as his residence. However, his wife refused to live in it and it was subsequently sold. It was held not to be trading as there was no profit-seeking motive.


2.8
Other relevant factors

	2.8.1
	Other relevant factors

	
	(a)
Method of acquisition of the asset
If the asset is not acquired through purchase, but involuntary acquisition such as inheritance from family members or group restructuring, it is likely that the profit made from such transactions is exempt from profits tax.

(b)
Method of financing the acquisition of the asset
If the asset is acquired with short-term finance such as bank overdraft, it is likely that the purchase is acquired with the purpose of quick disposal, and the profit so made will be treated as a trading profit.

It was held in many BoR cases that if the purchase of a property was financed by a loan obtained from a deposit taking company (not a licensed bank), the profit-seeking motive would be obvious. It was due to the reason that the interest rate of a deposit taking company is generally higher than that of a licensed bank.

(c)
Usage put to the asset

If a property is left vacant throughout the ownership period, or it is sold during the construction period, it will be likely that the property is acquired for trading purpose.

(d)
Minutes supporting the intention for the purchase (if the taxpayer is a corporation)

A corporation is an artificial person, and its intention for the purpose of a property may be documented in the minutes of a directors’ meeting.

(e)
How the asset is shown in the accounts or balance of a company
If the asset is shown as a current asset or trading stock in the balance sheet, it will be very likely that the property is acquired for trading purposes.


2.9
Original intention and evidence



(Dec 13, Jun 15)
2.9.1
It is established law that in determining whether an asset is a fixed asset or a trading stock, the crucial factor is the original intention, i.e. the intention of the taxpayer at the time of purchase/acquiring the asset. The well-known rule is set out in Lionel Simmons Properties Ltd v CIR (1980) 53 TC 461:

“Trading requires an intention to trade. Normally the question to be asked is whether this intention existed at the time of the acquisition of the asset.”
2.9.2
Whether an asset is acquired as a trading stock or a long-term investment is a question of fact. The stated intention of the taxpayer is not conclusive. The intention must be identified by reference to objective factors. Each case is decided on its own facts and the whole of the evidence must be considered in reaching a conclusion (All Best Wishes Limited v CIR 3 HKTC 750).
	2.9.3
	Factors in determining the original intention

	
	There are numerous BoR cases on this issue. It should be borne in mind that the burden of proof lies with the taxpayer (s. 68(4)) so that it is the duty of the taxpayer to adduce sufficient evidence to convince the BoR that the assets were originally acquired with the alleged intention. The BoR cases show that, to prove whether a profit-seeking motive exists, the following are relevant:

(a)
board of directors’ minutes
(b)
classification in the accounts, tax returns, prospectus or other documents

(c)
adequacy of finance

(d)
sufficiency of income, i.e. whether the assets produce high income yield or personal satisfaction

(e)
correspondence, internal memoranda and other documents (e.g. letters to bankers or prospective tenants) which disclose the intention of the taxpayer

(f)
manner of acquisition. Assets which are involuntarily acquired are less likely to be trading assets (e.g. inheritance). However, where the taxpayer carries out further activities in addition to mere realization, he may be held to be trading (Pilkington v Randall (1966) 42 TC 662)

(g)
whether depreciation allowance has been claimed on the assets

(h)
whether there were advertisements for resale or rental

(i)
whether the offer for purchase was solicited by the taxpayer or was uncolicited


	2.9.4
	Other cases

	
	(a)
In California Copper Syndicate Ltd v Harris (1904) 5 TC 159, at the time of purchase, the taxpayer company did not have sufficient capital to develop the copper mines purchase. It was held that the sale of the mines was an adventure in the nature of trade.

(b)
The CIR often pointed to the fact that a taxpayer company had only a $2 share capital as supporting the conclusion that the intention could not be a long-term holding. However, in Stanwell Investments Limited v CIR (2003) 18 IRBRD 168, the Court of First Instance ruled that the BoR was wrong in assessing Stanwell’s financial ability to carry the property by reference to Stanwell alone. The BoR ought to have had regard to the financial ability of its parent company and group company as well.


2.10
Original intention and badges of trade
2.10.1
On the question of whether the profit on disposal of a real property is trading profit, it can be seen from the BoR cases and tax cases that the crucial factor is the original intention.
	2.10.2
	Real Estate Investments (N.T.) Ltd v CIR (2008)

	
	Issue – Whether profit on disposal of landed properties should be assessed to tax when the properties were held for more than 16 years.
Facts – The taxpayer was a joint venture between the Chinachem group and the Sun Hung Kai group. The taxpayer was the owner of a new building situated at No. 49 Conduit Road, Mid-Levels, Hong Kong [“the Property”] which it acquired in December 1979. The taxpayer finished redeveloping in June 1996.

Court of Final Appeal Decision –
(a)
The stated situation of the taxpayer was not conclusive and the Board had considered all the surrounding circumstances to come to its conclusion. There is no specifically identifiable error of law on the part of the Board.

(b)
The onus of proof cannot be shifted from the taxpayer to the CIR where section 68(4) of the IRO places it, namely on a taxpayer who appeals against an assessment to show that it is excessive or incorrect.

Comment – Although the length of ownership is 16 years and the holding period may be regarded as long enough for the characteristics of a capital asset, other factors have to be considered. Since the company is a joint venture and both shareholders are property developers, it is difficult to persuade others that the property was acquired as a long-term investment of producing a steady rental income. Therefore, no one factor is conclusive and all the facts have to be taken into account before coming to a decision of a capital asset or a trading asset.


2.10.3
There are numerous BoR decisions on profits arising from real property transactions. Various reasons for sale by the taxpayer have been rejected by the BoR in the following cases:

(a)
The property was bought for the taxpayer’s family residence but had to be sold due to financial constraints brought on by his mother’s illness (D110/95).
(b)
The property was unsuitable because of traffic congestion and small usage area (D96/95).
(c)
The property was acquired for use as a residence after marriage, and the sale was forced in order to pay debts.
2.10.4
Short periods of holding are regarded as an important factor – D100/95 (6 months), D96/95 (11 days). If the BoR accepts that the original intention was to acquire the property as a capital asset but it was sold because of a change of plan, the profit could be exempt from tax (D65/95 – the taxpayer and his wife were not happy with the property after acquisition).
2.10.5
A mere wish or contingent hope that the property would be used as a family residence was not sufficient to support an alleged intention of long-term holding (D50/95 – the taxpayer acquired an uncompleted property in March 1991 and sold it in April 1992 without even residing in it).

	Example 6

	Mr Man inherited a piece of land in Tuen Mun on the death of his father. He immediately sold it to a property developer. He then bought a second piece of land in the Tuen Mun area, constructed roads and drainage, advertised the land for sale and employed staff to handle enquiries. He finally sold the land at a large profit.
Mr Man acquired the first piece of land by inheritance rather than by purchase. His immediate disposal would very likely indicate that he was merely realising his legacy and the sale would not amount to a trading adventure.
However, he did a lot of work to the second piece of land and set up an organisation for its sale. Therefore, it is likely that he would be regarded as carrying on a trade and the profits would be chargeable to profits tax.


2.11
Shares


(Jun 13, Dec 13)
2.11.1
Shares can be held either as long-term investment for income-yielding purposes or for trading by resale.
2.11.2
An individual is less likely to be trading in shares than a corporation.

	2.11.3
	Lee Yee Shing Jacky and Yeung Yuk Ching v CIR (2008)

	
	Issue – The activities of the taxpayer in the purchases and sales of HK listed shares amount to the existence of a share-dealing business.
Facts –
(a)
From about 1992 Mr Lee spent much time buying and selling shares and futures. Most of these transactions were in his own name but a significant number were done through a wholly owned company called Y. S. Tide Ltd (“YST”).
(b)
Up to 1997, his losses were greater than his gains but in early 1997 very large profits were made, exceeding his previous losses by $15 million. Then came the Asian financial crisis and by 1998, he was sustaining substantial overall losses.
(c)
The taxpayer had an office and the necessary equipments and facilities for share dealings, and a secretary to keep those records and accounts, these amenities enjoyed by him were those of his own. He was able to use them because of his special relationship with Y. S. Tide and Kin Tak Fung.

(d)
The taxpayer operated 18 margin accounts at any one time, invested a quarter of his wealth in his share dealings and sub-underwrote share offerings.
Court of Final Appeal decision –
(a)
Whether a person is carrying on a trade or business is a matter of fact and degree, to be decided on all the circumstances of each case. For trading in securities or futures, there has to be a habitual and systematic course of dealing.
(b)
The Board considered that pure speculation is not trading. The Board’s decision was upheld by the CFI, the Court of Appeal and the CFA.

(c)
As the taxpayer could not show on the evidence that there had been a trade, the only conclusion the Board could reasonably have come to was that the taxpayer was not carrying on a trade. Therefore, the taxpayer failed in their claim to deduct the share losses in computing their total income for personal assessment purposes.


3.
Business Carried on in Hong Kong



(Jun 13, Jun 14, Dec 15)
	3.1
	Definition

	
	Section 2 of IRO defines business to include agricultural undertaking, poultry and pig rearing and the letting or sub-letting by any corporation to any person of any premises or portion thereof, and the sub-letting by any other person of any premises or portion of any premises held by him under a lease or tenancy other than from the Government.

(包括農業經營、家禽飼養及豬隻飼養、任何法團將任何處所或其部分出租或分租給任何人，及任何其他人將其根據租契或租賃(但不包括政府租契或政府租約)而持有的任何處所或其部分分租。)


3.2
The definition of business is very wide. Any activities not falling within the definition of trade and profession may be treated as a business under the IRO.

3.3
Section 2 specifically includes the following activities as carrying on a business:

(a)
agricultural undertaking,

(b)
poultry and pig rearing,

(c)
the letting of an immovable property by a corporation who is an owner of the property,

(d)
the sub-letting of an immovable property by a corporation, and

(e)
the sub-letting of an immovable property by an individual or a partnership.

	3.4
	Central management and control

	
	A company carries on business in the place where the central management and control of the company is exercised.


	Example 7

	The leading case is De Beers Consolidated Mines Ltd v Howe (1906) 5 TC 198. De Beers Co was incorporated in South Africa and operated diamond mines there. The directors met in both South Africa and London. It was held that as the central management and control was in the UK, the company’s real business was carried on in the UK and it was resident there.

The De Beers case illustrates that a company may carry on business in more than one location. This is supported by Swedish Central Railway Co Ltd v Thompson (1925) 9 TC 342. The sole source of income of the taxpayer company was rent from a lease of a Swedish railway. Its central management and control was in Sweden. However, it also carried out activities in London. It was held that the company was also resident in Britain.


3.5
Where trade and profession are normally associated with some active function, the wider term business includes those circumstances where there is a purely passive receipt of income. Whether the passive receipt of interest by a company constitutes the carrying on of a business depends on the facts of each particular case. In DIPN 13 (para 5), the IRD states that:
(a)
The mere receipt of interest by a company does not constitute the carrying on a business.
(b)
Actions that go beyond “mere passive acquiescence (默許)” may constitute the carrying on of a business.

(c)
A period of inactivity does not rebut the fact that a company is still carrying on a business.

	3.6
	CIR v Bartica Investment Ltd (1966) 4 HKTC 129

	
	The company placed deposits with financial institutions (‘FIs’) as security for back-to-back loans, held investments and purchased shares in a listed Hong Kong company. It was held that the company carried on a business in Hong Kong. Its principal on-going activity of placing deposits and furnishing securities was, of itself, sufficient to constitute carrying on a business, i.e. its activities had gone beyond 'mere passive acquiescence'. The case turned on its own facts and can be distinguished from situations involving the mere passive receipt of interest.

On the other hand, the company was held to carry on a business in HK based on the following facts:

(a)
Board meetings of the nominee directors were held in HK

(b)
All accounting and other records were kept and maintained by the accountants in HK

(c)
Bank accounts and their legal authorized signatories also were in HK.


	Example 8

	A Ltd is a company incorporated and listed in Hong Kong. At all relevant times, A Ltd traded actively in listed shares in Hong Kong. To finance the share dealing and investment activities, A Ltd placed deposits with the Hong Kong branch of Bank C as security for a back-to-back loan. The deposits were usually rolled over automatically without much management.

For the year ended 31 March 2015, the turnover of A Ltd consisted of bank interest income, gains on disposal of and dividend income from the listed shares.

Required:

Discuss whether the placing of deposits by A Ltd with Bank C constitutes a carrying on business in HK.
(3 marks)


(Extracted HKICPA QP Module D Taxation June 2014 Q6(a))

Solution:

A Ltd placed deposits with Bank C in Hong Kong so as to secure a loan for its share dealing and investment activities in Hong Kong. Following CIR v Bartica Investment Limited (4 HKTC 129), such on-going activities went beyond the mere passive acquiescence and were sufficient to constitute carrying on a business in Hong Kong.


4.
Trade or Business Carried on in Hong Kong by a Non-resident

4.1
Trading with Hong Kong

4.1.1
When an overseas company sells goods directly to its customers in HK from overseas, it is treated as trading with HK. In this situation, the overseas company is not treated as carrying on a business in HK. It does not fall within the charge of profits tax under Section 14 of the IRO.

4.2
Trading within Hong Kong

4.2.1
When an overseas company establishes an office in HK to sell goods to its customers in HK, it is traded as trading within HK. In this situation, the overseas company is treated as carrying on a business in HK, and this satisfies the requirement of Section14 of the IRO. The profit of the overseas company derived from HK is chargeable with profits tax.

4.3
The existence of a permanent establishment in Hong Kong
4.3.1
Inland Revenue Rule 5 (IRR 5) governs the charge of profits tax in respect of a non-resident carrying on a business in HK. If a non-resident has a permanent establishment in HK, it is treated as carrying on a business in HK.

	4.3.2
	Permanent establishment

	
	IRR 5(1) provides the definition of a permanent establishment (永久機構或常設機構) means a branch, management or other place of business, but does not include an agency unless the agent has, and habitually exercises, a general authority to negotiate and conclude contracts on behalf of his principal or has a stock of merchandise from which he regularly fills orders on his behalf.

(指分支機構、管理機構或其他營業地點，但不包括任何代理機構，除非該代理人有代其委託人進行合約洽談及訂立合約的一般權能，並習慣上行使此等權能，或該代理人有一批商品存貨，並經常代其委託人從中按訂單付貨。)


4.4
The mere setting up of a buying office in Hong Kong

4.4.1
If an overseas company sets up a buying office in HK, it is not treated as carrying on a business in HK. The reason is that what the overseas company does in HK does not involve in the sale of goods, but solicit source of purchases. Thus, the existence of a permanent establishment in HK does not necessarily mean that the company carries on a business in HK within the meaning of Section 14.

4.5
Local agent with a general authority

4.5.1
If the agent of an overseas company has the general authority to conclude a contract on behalf of the overseas principal in HK, and that contract is binding on the principal, the principal is treated as carrying on a business through the agent in HK. The profits earned by the principal in HK through the agent is subject to HK profits tax.

4.6
Local agent holding a stock of merchandise

4.6.1
Consignment sale – If a local agent keeps a stock of merchandise from which he regularly fills orders on behalf on an overseas principal, the overseas principal is regarded as having a permanent establishment under IRR 5(1) and it is treated as carrying on business in HK.

4.6.2
How to charge profits tax on consignment sale

Under Section 20A(3), the overseas principal is charged with profits tax at the rate of not more than 1% on the goods sold. As a matter of practice, the IRD usually charges 1/2% of the sales proceeds as the profits tax payable for the profits so made. The profit tax from such business is commonly known as consignment tax.

4.6.3
How to collect profits tax from the non-resident
As the overseas principal is outside HK, it is not easy for IRD to collect tax from an overseas company. The local agent is required to deduct an amount sufficient to cover the profits tax payable from the sale proceeds remitted to the overseas principal. In other words, the tax is collected by withholding.

5.
Branch and Subsidiary

5.1
Comparison of a branch and a subsidiary of a non-resident

(a)
Legal entity – A branch is a separate taxation entity, but it is not a separate legal entity.

(b)
Charge of profits tax – A branch and a subsidiary are charged under profits tax in the same way according to the rules provided in the IRO. As long as a branch or a subsidiary carries on a business in HK, and its profits are derived from HK.

5.2
A subsidiary of a non-resident is a separate legal entity, and it is required to keep sufficient records for the purpose of audit and the requirements under Section 51C of the IRO to arrive at the assessable profits from the records of the subsidiary.

5.3
IRR 5(2) provides three methods of computing the profits tax liability for a branch of a non-resident. Those three methods are as follows:

(a)
If the records of the branch are readily available to arrive at the profit figure of the branch, the assessable profits of the branch may be computed with such records.

(b)
If the records of the branch are not readily available to arrive at the profit figure of the branch, the assessable profits of the branch may be computed with the following formula:

	HK branch’s profits =
	Worldwide profit ×
	HK branch turnover

	
	
	Worldwide turnover


(c)
If the assessor is of the opinion that it would be impracticable or inequitable to adopt the aforesaid two methods, he/she may compute the amount of the profits arising in or derived from HK on a fair percentage of the turnover of the branch in HK.

6.
Other Scopes

6.1
Illegal trading

6.1.1
Profits from illegal activities are taxable if the activities amount to a trade or an adventure in the nature of trade.

6.2
Betting and gambling

6.2.1
Gambling which is mere entertainment is not trading, nor does it amount to a business even though the gambling is habitual (慣常的).

6.2.3
However, gambling by connected person is likely to be trading. In D 55/87, a gambling win of an amateur jockey was held not to be receipts from a trade, business or profession. However, as connected persons, professional jockeys or trainers are likely to be subject to tax on horse gambling wins.

6.3
Electronic commerce



(Dec 11)
6.3.1
The broad guiding principle for determining the source of profits, as laid down by Lord Bridge in CIR v Hang Seng Bank Ltd. [1991] 1 AC 306 and expanded by Lord Jauncey in CIR v HK-TVB International Ltd. [1992] 2 AC 397, is “one looks to see what the taxpayer has done to earn the profit in question and where he has done it”.
6.3.2
In DIPN 39, it stated that the above principle would continue to apply in determining the source of profits earned by different types of business via electronic commerce.

6.3.3
But as electronic commerce transactions involved less human activity and may be conducted using a server located outside Hong Kong, the IRD took the view that it was generally the location of the physical business operations, rather than the location of the server alone, that determined the locality of the profits.

6.3.4
It would give greater weight to the underlying physical operations conducted by the taxpayer to earn the profits in question than the location of the electronic processes.
6.3.5
The IRD’s view on the existence of a permanent establishment regarding a server may be summarized as follows:

(a)
A server without any human effort in HK
The location of a server does not constitute a permanent establishment. Thus, the mere existence of a server in HK without any human effort exerted upon the server does not constitute carrying on a business in HK.

(b)
A server with minimal human effort in HK
Whether the server constitutes a permanent establishment in HK is a matter of degree. Each case is to be determined on its own facts.

(c)
A server with substantial human effort in HK
This, most likely, constitutes a permanent establishment in HK. A non-resident having a server in HK with substantial human effort in HK would amount to carrying on a business in HK.

Examination Style Questions

Question 1 – Badges of trade and stamp duty
Douglas was the shareholder and managing director of E Ltd., a company incorporated in Hong Kong. Douglas earned a salary of HK$100,000 per month from E Ltd. and due to the company’s good performance in the year ended 31 March 2011, he was also paid a dividend of HK$2 million. In July 2011, Douglas made use of the dividend as a down payment to purchase his first flat, which cost HK$4 million, whilst the remainder of the consideration was financed by a mortgage loan.

Due to the default of various European customers, E Ltd. encountered a serious liquidity problem in August 2011. As the banker of E Ltd. declined to increase the latter’s credit limit, Douglas sold the new flat for HK$5 million in September 2011 and advanced part of the net sale proceeds of HK$2 million to E Ltd. as a shareholder’s loan.

As a result of the unsatisfactory business prospects, Douglas sold his shares in E Ltd. To Frank at HK$11 million, which was equivalent to the net asset value of the relevant shares, in December 2011. As part of an integral transaction of this sale, Frank also undertook to make a loan to E Ltd. to enable it to repay the above shareholder’s loan in February 2012.
Required:

(a)
Discuss whether the profits derived by Douglas from the sale of his property are chargeable to profits tax.
(5 marks)

(b)
Explain how the purchase and sale of shares in E Ltd. between Douglas and Frank are chargeable to stamp duty (Note: Computation of stamp duty is required).


(6 marks)


(HKICPA QP MD Taxation June 2012 Q6)
Question 2 – Intention of trade
Mr Smith is single and now retired. He was the financial controller of an international company located in Tsimshatsui. His residence was also in Tsimshatsui (“the Residence”). He paid a monthly rent of HK$15,000 in respect of the Residence whereas his monthly salary was HK$60,000. He had no other income apart from that employment income. Mr Smith did not run any business or own any property either. In July 2012, he acquired a property in Shatin (“the Property”) from the developer with plan at a cost of HK$5,700,000. The Property was situated next to an old hospital. To finance the acquisition, he took out an equitable mortgage of HK$5,000,000 which he had to repay at a monthly instalment of HK$40,000. As to the down payment as well as the other relevant expenses such as legal fee and stamp duty, Mr Smith pooled all his savings to meet those cost or expenses.

Mr Smith retired in November 2012. He received HK$200,000 from the provident fund upon his retirement. He was not entitled to a monthly pension according to the terms of the provident fund scheme to which he contributed. The purchase of the Property was completed in December 2013. Mr Smith sold the Property in February 2014 and derived profits of $1,500,000 from the disposal. He never moved into the Property but remained residing at the Residence. It is Mr Smith’s case that (a) he purchased the Property as his residence; (b) he felt uncomfortable with that hospital and he was unaware of it when he acquired the Property. Both Mr Smith and the Assessor agree that there was no change of intention throughout.

Required:

(a)
Cite and elaborate two court cases which are relevant in the present case with regard to the intention of Mr Smith in ascertaining whether the Property was of capital or revenue in nature.
(2 marks)

(b)
Discuss whether Mr Smith is chargeable to profits tax in respect of the profits which he derived from the disposal of the Property.
(4 marks)

(HKICPA QP MD Taxation June 2015 Q8)
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