K
2)

N

| OQorgRong Tax Law:

R C'Qgés and Materials
\\Q

enth Edition

Wilson W S Chow
Stefano Mariani




Puge
Preface 10 the First Edifion...................coviiiinininiiiiismini SiatisdsiNahbadia v
TODI O CANS cisisi s iionviisiiiicossinisivimmasmnitisassnatsssimsiitossssisiibitoniion PITIEY B xifi
Table of Board of Review Cases..............ucnciiiniiiiiisisniimmimsmsmiiiammssios. cric
Table of SIQTUEES .........covvviciiiviinsssimssinssasnins. S PO USSR ey
List Of ADDTeVIGHIONS ....ivveviivssssssissssisassisssessesssssussssesisssncs ccdvat s RscdmTTidoshramttins xliii
I ETOAUCLION .ceveeccccserssssscssssssesssssssssssssssssssssssssnsansessssssssssssssssensssessedsassssssssssssssssse -

TaxonoOmMYy Of TAX .....cciccccecsunssssessonsrsasessnssssassassasssssssssssssssssasanss 2

l.
& ASchcdular‘letcm............ AR T 4
3. History of @ (T3 ), SR ————— 5

| Yersus Residence Basis of Taxation... . ey

Tax: Trade, Profession or BUuSiness .......cemmecmmmsssssssses o
ITOAUCHON 10 PrOMUS TR ciciisiccissaisiscossssiiisss vidsssssmmmovmisniossna
The Delinittions 1N SECLON 2(1) ..ccuiimissrsssisssosmmcreossoiioion e

MESMING OF “TEMMIG oeasciotminminsriitmssspinccstatssimorensesstomesesnsntes 31
3.1 .. General meaning of ‘trAC" .ccaaicssssinssassicsorssosssasesasvere 1
32 The "DROBES OF IR0’ iuiciusicisessmiainssscseasaiaacoritasionia 33
3.3  The "badges of trade” = summary
AL TOSIBIEIMICIIL i i s sadaAs s seae A Saa AN e 45
34  Doesitall depend on intention? .........cccocevemeennernesseees 49
3.5  Application of the general principles to
RANK ANG SIEANS GERLITEE voecreusassisassmissammnisensatenssesront 56
3.6  Special considerations relating to a company............ 59
S RO RO DOV i Gl i e 60
3.8  Hedge against inflation .........cccceeiiererecsioinnsssssssnsssssses 6l
3.9  Change Of INENUON iicccueeuarssssasassststsssessssensaassasaassessves ol
3 U USRIV RSO o v i i R s o 67
% Meaning - of "BUSINEES . it namiteitsiiiiannsiis s 69
" 5 BB D T (1)1 TR hae i S S <SP PR o9

4.2  Letling Of PrOPeItY .....coceciveerriiisinssssnsssnsessasessassssanssans 1 |

vil



Contenis
. \
s 3 Use of a corporate vehicle ....... i T g Contents e
.4 Normal Versus abnormal exploitation of Property
s CONGMUILY weosmssssssssssssssssssssssmsss st R 6.4 HUSOUAD 8008 WHE Sh sidiilinicbisiiohisesssodiosivissiosinis 199
o T A bl B - " 6.5 Non-residents carrying on business
46  Summary.... IS S SRR SR T2 L 19 i HONG KOOP suididivenvintibinmmonsossisiovisissisissbiin 199
5. Meaning of PrOfeSSION” ovmrssvssen . %
6. Cessation of a Trade, Profession or Business.............. 8 Chapter 5 Profits Tax: Deductible Expenses and LoSSeS........ccvoumsemsrsnes 203
[i: | DETOCUDIS EXDOBIS i diimiasscimias i 203
3 Profits Tax: The Source Concept A —— I.1  Has an outgoing or expense been incurred? ............. 204
Chapter | Business Must Be Carricd On In Hong Kong ............. 8 1.2 Effect of generally accepted accounting
. ¢ Must Arise In or Be Derived From Hong Kong.. ~ principles on dcduchblhty.............. 210
2. Pro " SRLAATLE e diins ) I 9 1.3 To what extent was the expense incurred in the
21 Anicm;lr: Versus cry OM wovervnnnniiinininnnn 05 pr ion of chargeable profits? ... 214
72 Generally coconiin 05 1.4 apital In NatUre?..........ccccccveeereinsnnensnens 229
23 SEIVICES...imrmrssusnsissasassssssssss sttt L 103 Q the expense a private or domestic expense?...... 244
AT e S ey Ll 116 %Qs the expense covered by a special provision? ....... 246
0305 e - IERNOERCTUTIOE soosssssossnersensoreoesnmmntassoossssssiiocoesensmentsis’ 126 2. A N 7 BB RN RISy o
26  Exploitation of intellectual property.................. 129 * 4 L O A0 INOIVIOURE «c i iiiiiisimiisssiaiiissiioinisss B
Y. SHENE QEANDE icoisniossbesssmrsussasuasns dusboissstnsnsgaikbesnaeyar, 134 O o @ofacomomti?n............................................253
R Interest on JORMS. ias tsiiiivnineisnasimparetiars Gty 135 O 2.3 DSSES OF B DACANCTEIID 11 uxcecicssinssaiiomios mommisamenssissaiion 254
29  Concept of apportionment .........ccccovveinrineivssvennenn.., 138 er 6 Profi : Depreciation AllOWANCeS........coveereessssnsesssssnsases —. 1
N Ty 1 T o B IR 0 O LSS S Qlﬁdusu-ial BUIINES Lttt levssssosbodionseesseessemmseesions 256
2.11 Inland Revenue Department practice O 1.1 Sale of industrial building after use: residue
of expenditure, and balancing charge
Chapter 4 Profits Tax: Assessable Profits.............. CoorReietRseacei e eaesseeess R | OF AMOWANCE .oovvveirrsis i 265
. Capital Versus REVENUE RECEIDES ...vvvevvrororerrresrsessssnen 2. Commercial Buildings................ A TN U N KOS e S 266
3 Bicieols Corpesiary Nataie: 3. Plant and Machmery e 267
CADIAL OF REVENUIE L... Lo lisaaiiansindunnannas snussibiins - Deﬁ.nmop Ot e e o o &72
21 - Dy fof vl Sor il Sork & 3.2  Anti-avoidance ProviSIONS ..........eceeescssessasssssessssesens 282
22 Sterilisation of a capital asset .......... . Teerrrinens Chapter 7 Property TaX.....cccmscsesssssssscssnesens S USS——— 283
3 Lossofprofils . .2tk et R 2 I F ) Y e e R Y 283
24  Cancellation of business /S T L e O SIS -
3. Timing of Assessability of Trading S T N T Y8 o e et e St o ORI
b TG SI0Ck. . o AN 4. What Amount is Property Tax Levied On?..................... 284
41 Adjustment of profits annually 4.1  Consideration for the right to use land ..................... 285
B L R e 4.2 Consideration ‘payable’ to the owner..................... 283
4 : : 4.3  Payable ‘to, to the order of, or for the
: E:emptcl:::lpzl OF DUSINESS...vvvvvesrssenrsssossssessssssessssssss Ctnll OF the OWREE. .. 288
i ol i ot - R 4.4 Payable in ‘money or money‘s worth’ oo 2186
pecial Classes of Business and Taxpayers......ccoceseesnsssnsseses 4.5  Payment for ‘right touse’ land........coooveieiriiinn 286
6.1 Special classes of DISINESES) ;. viiciviss nzisussnibipsvorisspesnns 4.0  Payment Ior serviCoRissisuummiissisaimians 286
6.2 Clubs ang trade aSS0CIatiONS ... ..o o oorersrsnssssaeses® 4.7  Payment of premiums.......ueiiinsessssseas 280
6.3 Parwnerships ..., . 4.8  Use of ‘land and/or buildings’ ......coviiinininimen 286

Vi

IX



Contenis

ST e

. Gross Consideration ...............
5. Deductions from : N B . 28 Contents
51 Advantage of using a service company ., T Smmn e E— —
3 s Sk SN e« S T S S o s O O 28
5.2 Irrecoverable FERMAIS corvunssisivrsnmses, 28; 3. Statutory Anti-Avoidance RUIES ........... oo 440
53  Interest PAYMCALS cowmmemmmumsmsmmmmintsinisnn 2% 31 SPecNE Provialons.iciisininiiaiiiii 440
6. Relationship with Profits TaX .oocoossseevnemunni 28 32 Specific anti-avoidance provisions ........................ 440
V5 T SR Lo el L S % 33 General anti-avoidance provisions ...................... 42
62 INdIVIUAS coovvvness s 289

63  Avoidance of double taxation

..
oooooooooooooooooooooooooo
......
-

ta. 8 S‘hﬁ“ m»noouu“ oooooooooooooooooooooooooooooooo AL L LTS bbb L L LT LT N, bl LTI 293
Chap 1. Employment or Office Versus Trade, Profession

OF BUSINCSS covnuussseresssssssmsssmmsssssssssssssssss st sstsa 294

5 Does the Income Arise in Hong RONE? wovvronsnmnssacansanasiisss 306

2.1  Departmental Interpretation and Practice
Notes No 10: The Charge to Salaries Tax.......... 315

3. Is the Income from the Employment? ..o 335
3.1  Reimbursement of EXPENses .....cccouvuiivvivuennninnnn
3.2  Assessability of income: fringe benefits.............

4.  Statutory Exemptions and Other Special Provisions......... .
4.1  Share options and employment related securities

4:2s¢1 Housing beneBts i1l A Gt tissississsisiin
5. Deductibility of EXPENnses......cccevrriinmrnninnniinieninenneensnennnesonna,
6. TIming of RECIPE :ioiciiiiiiiiiiiiamsisiannsisesimassrsonioredptshsssenspose

7. Personal Allowances, Personal Assessment and . Qe

Concessionary Deductions .........cccecvvvinininnneesssennnn 6\

Chapter 9 Admilstration s T i ersscssosnssesstssssivis %..
1. Returns: Part IX, 58 5158 ..occoooorrrssenn Q\ .............
2. Assessments: Part X, ss 59-63 and 3&' ......................
3. Objections and Appeals: Part DA covvee A .40l
4. Payment of Tax: Part XII, ss 71%J7A ......... @ .............. 411
J. Penalties: Part XIV, sS 80-84 .......ccoecercenee hor I eesesssassssssess 412

Chapter 10 Anti-Avoidance Rules and Doctrines...... 42

......Q..O........0..0..0“.0.“.0

I Tax Avoidance Versus TaxX EVASION .....oovevecscemnsesessensssssnsss 423
2. Case LaW DOCIINES ........cvoneresesseseeessssessessssesessssssssssssssissss 425
2.1 FOrm OVer SUDSIANCE............ooorvermeemsessesessnsssssasenssss 425

X\




HK Tax Law: Cases & Materials

'y

_ on? And what about a transactiol{Whicl\ does Not ’ALP") s Tax: Trade, p rofession or Business
- olated transa:(;}gm:y course of carrying on a business? T, % é‘
) . | . ’ Q ‘ Sl : ‘ .
to be in the © jod by the application of the so-called badge of 1on | calling for ready money, that negatives the ideg that any plan of dealing
. normally deciaed & hey should not be taken tq be Fady prompted the original purchase.
e ful indicia, but they : 4Ppl; Motive. Ther | -
These are USC d equal weight in each case. Whegpe, . abk (6) Mofive. There are cases in which the purpose of the transaction of
se, Or accorded €q . Cra purchase and sale is clearly discernibl Motive | ~
in every G5 1l ltimately be determined b)’ feferﬁncc o 1t pe““‘ fth What , DIC. Molive 1s never irrelevant in
arries On trade will U § Spcciﬁ: any Of Hhese cases. What is desirable is that it should be realised clearly
R gt that 1t can be inferred from surrounding circumstances in the absence
circumstan of direct evidence of the seller’s intent: .
— e . . 'ons and even, if necessary, in the
18] Final Report of the Royal Commission Onthe face of his own evidence, |
[2. Taxation of Profits and Income | el
Cmd 9474 (1955) 3.2.1 Subject matte realisation
: ing to ils own circumstances. 2-19] By looki roperty which has been bo
Each case mus! bedecioer accordlntg; | Commissione = ceneral [ dications can tamed as to whether the t pghg i SOl-d° sy
. that has been favoured by appeal Commis rs and CNCOUrggyy in . € transaction is a trading one.
of cnqggum is 10 sec whether a transaction that 1S said to have givep rise an For example, son bu).'s a bottle of cognac, it is probably to drink: but
by ;hb: s any of the ‘badges of trade’. Th!s SCEMS 10 us the righ, i if that pers 10,000 Jitres of cognac, one would assume that there is
::d .(; :S"(’hc ab dc\a'an“ lage that it bases itself on ob!ocuvc tests of what is dm. o'sell. Th. ! l.lm case is whether the person intends to
adw:nturc instead of concerning itself directly with the unravelling of moyjy, A e, property o se of it for profit.
the same time we have noticed that t.herc h&; bee.lll)zo:llc lt?ccfk of unlfor MLy in th, njoyment ¢ be by way of personal consumption as in the case
reatment of different cascs according to the l(ll'l : n ths kOf ¢ fW"“C!\ they hay mmodation or the receipt of rent in the case of a flat, or
been brought. This seems (O us unfonuna;c ahn (, Z" : C 3: ¢ °h clarity, we haye re pleas m admiring a painting. For example, if a person buys a flat
drawn up and set out below a summary t? e “ti hr gar‘baj e n;ajor relevan \ and ren that person enjoys it in the sense that an income is obtained
considerations that bear upon the identification of t °5.° adges of trade’, ® f ng a regular income is the reason for purchase, not an intention
(1) The subject matter of the realisation. While almost any t

a profit by resale. But if that person buys a flat *off the plan’, borrows
hase price, and resells prior to the issue of the occupation permit,
implication is that the person did not buy with the intention of having an
O income, but rather with the intention to profit by reselling at a higher price.

————

[2-21] Rutledge v IRC ‘:

Court of Session (Scotland) (1929) 14 TC 490, 496-497 :

property can be acquired to be dealt in, those forms of prope
commodities or manufactured articles, which are normi
of trading are only very exceptionally the subject of i
property which does not yield to its owner an j
enjoyment merely by virtue of its ownership & ‘
been acquired with the object of a deal tha t

(2) The length of the period of ownership. m ly speaki

m

Y l

meant to be dealt in is realised within e after A businessman went to Germany for one of his business ventures — specifically,
s ann iaé kool froca a&niversal @ o obtain a film for his cinema. While there, he bought one million toilet rolls. |

0 e e of st o | e e UKo 13
If realisations of the same sort of property uccession over & ° ;

period of years or there are several such reatichions at about the same i a trade normally requires continuity.

date a presumption arises that there has bee aling in respect of exch LORD PRESIDENT CLYDE: The question in the case is whether the profits

(4) Supplementary work on or in connection with the property realised thus assessed are, or are not, profits of an ‘adventure ... in the nature of trade
If the property is w up i ing the ownership so as 10 ; . -
bring it into a moreor;:?kem‘;:ncz n\;iago:u':):gi f any special ‘::xcmom An adventure it certainly was; for the Appellant made himself liable for the
are made to find or attract purchase l; th oy ning of an offic purchase of this vast quantity of toilet paper obviously for no other conceivable
or large-scale advertisi & gy ln : das < fp:ealin g. For whe purpose than that of re-selling it at a profit; and that is just what he dnd The
there is an organised "f)fg' o e AR ' of taxable clement of adventure accordingly entered into the purchase from the first. Tt
income. But if 'sed ellort t.° obtain profit (hcrf: 154 sour;e thes W3y has been said, not without justice, that mere intention is not enough 1o invest

(5) The ci ; nothing at all is done, the suggestion tends.t . nc;c 4 transaction with the character of trade. But, on the question whcthcr‘ the
may bcmﬁ?c? ’hfu VY st e S Appellant entered into an adventure or speculation, the circumstances of the

Xplanatio

n, such as a sudden emergency or opportun’’
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haser’s object or mte.nllon n making it, i
d also the D »f the question. An advengy, Chye,
rchase, 307 © 7o the solution € ‘ , they
3 that directly inte artainly Was, and a most successful adyey, o "
and % o oerts . |

r the adventure was one ‘in the nagyp. of
( could not be such, because it js essen(iy ladc.

! vy ' . 0
he a continuous series of trading Operationg. , ¢

al l |

o according (0 which ‘a single tx:ansaction [alls as sho.
was founded © :S rade, as the appearance of.a single swallow docs of ) N
dﬁ;rc of a dealer necessarily consists of a course of dealing, Cllhrli
in or at any ratc contemplated and intended to congjpy,

: . ¢ Bugy,
actua!ly c:g:sgfno‘ whether the Appcllanvs isolated speculation ip oilgy m::
question ¢

: * ... In the nature of trade*: o
{t was an adventure ade | and in g
rrade. but whether 1 e
was a e

' _in my opinion, the profits of an isolaied Ve
opinion referred t:dlc i’a‘sghl:;:ﬂc D ngidcd the venture is “in the nature ik
" may be taxable u alter the opinion. It 1s no doubt true that the question Whether .
S lar adventure is in the nature of trade” or not must depend on its chyyy.,
| Paﬂuc}nlar but if — as in the present case — the purchase is mag, for ng
obiA that of re-sale at a profit, there seems little difficulty in amiving
| mlc:ﬁ that the deal was ‘in the nature of trade’, though it may be
insufficient to constitute by itself a trade. |
.. Reverting to the facts of the present case, 1l seems 10 me 1o be quile plai \
(1) that the Appellant, in buying the large stock of toilet paper, entered upon 2

;
" commercial adventure of speculation; (2) that this adventure or speculatiop Wis ( :
carried through in exactly the same way as any {egulfu u-aqgr or .deal.er( “@y\ld'n
carry through any of the adventures or speculations in which it is higTeauls
' business to engage; and therefore (3) that the purchascj. a{ld rc-sayc dnmw"m
paper was an ‘adventure ... 1n the nature of trade” within lhc‘.p@g‘mg of the

relevant UK statutory provision. If that is right the appeal canhotsticceed. { )

m—

- uCSliOﬂ m % . .
e qq]am‘s contention is that®

idea of rrade that there should

a summer. The

#

[2-22] Compare Cooke v Haddock." In that case, a solici for with aistep-
of dealing in land bought a 72-acre farm. He borroWed money to finance i
purchase and the mortgage payments were_mo& than the rent e recéived

He did not live there. The property was uﬁi%:fbi@ for persﬁpiél"&cup.ation.
He sold it piecemeal over five years. The fact that the property was unsuitabk

Q

for his own use or as an income producing investmwgs??elied upon by th
court in holding that the solicitor had engaged in a'trading transaction.

!

(2-23] Land, buildings and shares, which are capable of prqducins '
4 stream of income and therefore capable of being characterised &

investment assets, raise special problems.'? These various categories o
assets are examined in detail below.

.
1 CookevHaddock(l%O) 39TC 64
12 Contrag Wisdo .

speculation 1 Camberlain (1968) 45 TC 92, a case involving commot
Peculation, discussed bejow at [2-94].

36
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—

3.2.2 Length of period of ownership

[2-24] The longer a given asset is held, the .
in question was bought for use as capital rather h

is sold quickly after purchase, the implication is ¢
a profit on resale, and that is trading.

an for resale. If the asset
hat it was bought to make

[2-25]  Johnston v Heath Vs

Chancery Division [1 970] 1| WLR 1567, 1572

An employee was offered h),gw_}]is employer the
land for £15,000. He couldsiot &fford it. So he f;
resell it for £25,000. H&éﬁ&g‘ﬁgughx it

GOFF J: In the firsyplacerit was found as a fact that the Jan
and non-incomesproducing. Secondly, finding No (3) is, ‘Mr Heath was
unable to finas @éf:mc purchase himself’, and details are then given of his
capital re,spﬁfiﬂﬂ" nd h:syﬁ\t% Thirdly, it is clear that his means would not
service qs!toai} to allow rétention. Fourthly, in finding No (7) it was held that
he had nd, ifitention ¢ develop the land himself: and. inde

right to purchase six acres of
rst agreed with a third party to

d was undeveloped

4 RELES

l‘ ig’ﬂbuy it. Infthe circumst

|

the

. 2 ed, he had not the
mgjfﬁ‘w"do so. Fifthly

L and in my judgment this is extremely important - he
tually conuﬁgﬁd to resell the land before he entered into any contract
ances, there was no use to which he could put it,
“unlike a o Luge/or a piece of furniture, or even a house in which he could live
or which\he/could let. It is true that the commissioners found in finding No
(5)?69{% ‘investigated the possibility of borrowing the purchase price from
ré" ivés with the idea of selling when the problem of drainage’ referred to in
se “was solved’. If he had done that, different considerations might have

“pbtained, but he did not, and that was abandoned when he contracted to resell

4

| before he had a contract to purchase. [Mr Heath obviously had no intention

to hold, develop or obtain an income from the land because he had previously

arranged to sell it. The court therefore concluded that this was an adventure
in the nature of trade.]

[Goff J also held that the size of the property indicated a trading motive
since he could not afford to purchase it without substantial borrowing.] In my
judgment six acres of undeveloped land [in the present case] 1s like the large
quantity of toilet rolls in Rutledge v IRC (1929) 14 TC 490.

[Finally, Mr Heath also argued that trading involves an element of risk

which was not present here because he had already arranged to sell the property
at a profit. Goff J rejected this argument. ]

e —

3.2.3 Recurrence and history

[2-26] The more often a person undertakes a commercial activity, the
more likely it is that the person 1s trading. If a person buys a flat and sells
it after ten years, that does not suggest trading. But if that person buys 20
flats and sells them all for profit, the implication is clear.
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mckford v Quirke Mg

cotAgpes] (19273 1201, 267
Cou

nd sell cotton mills. It made a profy ,

. N the o
to buy & . M the
A §) icate Was fOfmcd 26 this u-ansacu.on (hl:'CC times, 'Ijhc court iy, ICay \ |
g 3'<ac“'°“' then repe + would have given risc (0 2 capital gain g, ™,
by transact’’ ctions Were looked at together? Ny

iqolate a
' that an 180 the four trans 2
henm MR: It must be rcmcmbt.l‘bd that [lhc dcﬁni

trade manufacture, adventure or concern ip the Nagg
. [‘c

however, you come to look at four successive "a"\aclmm
* 'When, was. considered separately and apart, a ransacyjq,
old tha} Whator co’nccm in the nature of trade’ could not by applie
trade ion repeated, not once nor twice but thre “n::'
mpletely different inference from those inCidep,

at least, you ‘Accordingly, the court held that each of the four ransaciigy,

coﬂS(i(de tl'ad“llg_'_]______--—-—f T s s M= B e ]

. evidence of trading, but the in.ference can be refy,
[Lﬁ]mgfsc&:;nge;’od reason for selling consistent with investn::
by €S

objectives. (MRS T Cuse e
e (2-29] CIR v Dr Chang Liang-Jen

. High Court (1977) 1 HKTC 975, 1009-1010

The taxpayer, a doctor of economics, had a huge portfolio of listed shy

lop of

Y

—
_—

the price of Hutchison shares began to ﬁuctuate significantly, the San Mwll.
shares stopped paying dividends, and his cotton company shares beiamvlw
risky after swings in the price of cotton). The taxpayer made substgaﬂg}gg&ﬁ}
from purchasing and selling shares over a number of years. The:: .Qgg@}sg.onc,
argued that trading was an irresistible inference given ,Ll;é( fagt of short .,
term ownership, the quantities bought and sold and th%t’q‘{ggyer’s pe'i?;,)"ié;
characteristics. The Board of Review concluded thatéxhcftgipayer was nof'y ¥
trader but an investor. The Commissioner appealed, ¢, A

“i‘;f}‘-.f " '- ' ( "

LIU J: The Board was greatly impressed by \tlle fact that gc; 1ad caused
registration of all purchases to be duly coniﬁi\gted and M' no loan wa
secured to finance his transactions. ... The Board acceptéd.the explanations
of the [taxpayer] in respect to the transactions in South Sﬁfﬁa";«‘g‘extile, Hutchison
International and San Miguel Brewery shares. The Board explicitly declared

that the explanations for the apparently transient ownership of some of i
shares were satisfactory ..,

The extent of the [taxpayer's] share activities was a prominent issue ... ¢
k.. hncﬂt_h_gw consideration.

[2"”] Thc count was a o : 3
' arent] the taxpd)
regisiered all the shares o NCHGEG Dy e TACt it

In his name to receive dividends thereon, and hel
shares for a long time. The decision does not, however, off

. L

— |

- T T

38

;
He sold some shares quickly after purchase but had good reasons 10 do so (eesm,  (

!

/____’l’l’ﬁ" Tax: Trade, Profession or Business

much in the way of prinFiplf: ~ In essence, the court concluded th
was no error of law to justify its overturning the decision of the Board
of Review because thcfe was evidence upon which the Board could have
reasonably arrived at !ts degision." Nonetheless. Chang’s case is very
important from a practical viewpoint, because it shows how difficult it is
to conclude that an individual has engaged in share trading, a conclusion
emphatically highlighted by the Court of Final Appeal’s decision in [ee

vee Shing v CIR." The court noted that the result might have been different
if the taxpayer had been a corporation.

[2-31] If a person has a hisgp% of trading, the court will not ignore this.
Thus, if a property dealer has 99 flats for trading and argues that one flat
is held as an investment, it )may be difficult for the court to accept the
argument. In Harveylv €aulcott," the court noted the heavy burden of
proof faced by an Qfgkl%&vledged trader to show that a purchase and sale of
what would otherwiseé be trading stock is not a trading transaction.

: ’(.o:'Q

I

at there

S =

. al \
[2-32] Compat ?"Richﬁ'eld Mnternational Land and Investment Co [td
v CIR,'*(a Hong Kong’case*decided by the Privy Council. In that case.
cggsigfé‘qf'aécountigg'ﬁgaﬁnent in relation to certain flats and the voluntary
i;’a‘yméht;of tax on tﬁé@ale of some of those flats virtually ensured that the
remaining flats, which were later sold many years after acquisition, were
also treated by, the court as the company’s trading stock. Note, however.
that aegmnm treatment is not determinative. It is well established that
clasgiﬁg?tioh of an item of property in a taxpayer’s accounts as a fixed
(aﬁd‘ihis capital) asset — even for a lengthy period since purchase — is
anly one of many factors which must be considered in ascertaining the

.:ﬁ(payer’s intention when acquiring the property.'”

[2-33] Absence of trading history can, however, operate in favour of the
taxpayer: see, eg Taylor v Good,'" where the court noted that the taxpayer
owned other properties, but that none of them were trading stock.

3.2.4 Supplementary work before sale

[2-34] There is an inference of trading if a person has to perform some
work (eg extensive renovation) on goods before reselling them, or if the
person has to set up an organisation to sell them. The use of selling staff,

I3 Ie the court applied the well-known administrative law case of Edwands v Bairston

[1956] AC 14,

14 Lee Yee Shing v CIR [2008) 2 HKC 436, [2008] 3 HKLRD 51.
IS5 Harvey v Caulcott (1952) 33 TC 159.

16 Richfield International Land and Investment Co Ltd v CIR [1989] STC 820.

I7" See Real Estate Investments (NT) Ltd v CIR (2008) 11 HKCFAR 433, [2008]
HKCU 82.

I8 Taylor v Good (1974) 49 TC 277.
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S,

_— ishing a sales office all pojny
o advertising and“cls‘:)ﬂ:gf(lggzé) 11 TC 297, where a: :}?i? thy,
: t up to dispose of a large quantity 0fe|'\m
ndicate v IRC.” where a large quantity of b’“ndylac“
od and sold in lots. In both cases, the taxpaye; - o
blended, recask facts disclosed far more than merely buyin mmﬂhgld
g. The fa lling it. The question often posed in this type of 'y
A reseised effort to resell? f

N [2-35] Edwal‘d; Bairstow s

| House of Lords [1956] AC 14, 37-38

inning plant. Th
' The taxpayers bought and sold a cotton spinning p ey made 5 .
' which the Revenue assessed to tax.

- Tt is said that there was no organisation for the
| LoRDli:ch;f;F&l in fact there was organisation, as much of
; of the tion required. It is true that the plant was not advertised for sale, thoyg
‘ mxslmcnﬁ asking for plant were an.swcrcd. by the [taxpayers], But “;‘}

should they incur the cost of advcrgsmg. if they judged that they coulg achiey
' the sale of the plant without it? It 1s said that no work had been c!onc on the
| maturing of the asset to be sold. But such replacement and renovation 4 were
' needed were in fact carried out, and I can sce no reason why a dealer should
do more work in making his plant saleable than the purposes of sale requyy,

There remains the fact which was avowedly the original ground ¢
commissioners’ decision — ‘this was an 1solated case’. But, as we kno

circumstance does not prevent a transaction which bears the badg
- from being 1n truth an adventure in the nature of trade. The ta; on 11

such cases 1s whether the operations constitute an adventure ind. nol
whether they by themselves or they in conjunction wit
constitute the operator a person who carries on a trad
essentially a trading adventure, and the [taxpayers’
but a deal or deals in plant and machinery ...

— —

PUIDog
Il as the

hat

eQ:
@

Board of Review (1976) 1

The taxpayer inherited property consisting mainly o own buildings whict
were subject to rent control. Worried about the falling value, he borrowe
money and redeveloped the property. He then sold all the redeveloped unt
both prior to and after the issye of the occupation permit.

REASONS: The publicity and advertising expenses to bring about sis
amounted to over $3

‘ T 336,000. This together with the fact that the Appellant he
;a;d Out substantial sums to enable him to proceed with his plan for developme!!
. lowed . goles of the properties puts this case beyond the pale of me*
realisation of

inherited Property into the category of acts done which amount ©

the carrying on or carrying out of a business.
\

19 Cape Brandy Syndicate y IRC [1921] 2 KB 403.

40

|

|
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>

p—— N Profits Tax: Trade, Pm]&viion or Business

The frequency and multiplicity of sales, the organised efforts, the Subnd |
work on the properties to bring them into marketable con&itinﬁ lzp'cmct;:ry |
by disposal, into profitable account, and the amount of expendity urn them, |
for such purpose are features which. in our vi i o ¢ Incurred

was inherited. It was

) . herefore raises th
intention, a topic examined below at [2-96] et seq.

[2-38] Contrast Taylor

thus originally
e issue of change of

st ! where the Revenue argued that obtaining
planning permission evelopment was supplementary work showing

that the taxpayer h ged in an adventure in the nature of trade. The court
decided that the t er was simply enhancing the value of the property so as
to obtain the\kzce. Buta

the prope le, a

laxpayer had gone further and redeveloped

r@r tresult would have been reached.
@imately, tQ erence in these cases is one of degree. This 1s
by the Hi ourt decision of Crawford Realty Ltd v CIR* In
owner of property was held taxable on its share of
fits fro ‘@ sale of the property which i

it developed through a joint
venture or the purpose of redevelopi '

considerably enhanced capital asset. The Commissioner argued that the
owner embarked upon a trade of property development at the time

N\ Ero
entered into the joint venture agreement. At page 693 Bamnett J held:

@l‘ Opcralmmo
s
ons w

Enhancement of an asset, making it as attractive and saleable as reasonable
expenditure of time and money can achieve. is one thing. The end product remains
substantially the same. Substitution, however, is another matter. It 1s the taking
of one’s old car, removing the bodywork, engine and suspension from the chassis
and replacing them with the latest styling and mechanical components. And that
is effectively what happened here. The [property owner] obtained a price for the
old car far in excess of its apparent value (about which no complaint is made by
the Commissioner) but then went on to participate in the expenditure of time
and money on rebuilding the car with new components in the hope of another
profit therefrom. The [property owner] was actively involved in this process. [On
this basis, Bamett J concluded that the property owner did more than merely
realise a capital asset; rather, when entering and participating in the joint venture
it commenced a trade of property development for sale.)

[2-40] A related question is whether and, if so, to what extent. the way
that the taxpayer deals with the proceeds is relevant. In D 70/94.* the

\

20 BR 12/74 Board of Review (1976) 1 IRBRD 233,
2l Taylor v Good (1974) 49 TC 277.
22

Crawford Realty Ltd v CIR (1991) 3 HKTC 674.
23 D 70/94 (1995) 10 IRBRD 16.
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. € Plpay
L+ way of trading, il cannot become g, in\,e;%
rty Was S if e is invested in a capital asset? ¢y, e

y is acquired with an intentiop, inco S%

onsible for realisation
- umstances resp
325 CGircu

, that is an indication f
Is to make a profit, Ol tra
[2-41] 1fa person 5;]1 needs funds for an eMErgency, such as ,
pose that a‘pel'S se substantially and it becomes ;

. \‘x
) P ts? In such cases, there is a reason (o . .

the borrowing €OS o
to finance |

i jve. Factors such as these neoar:
B to a trading motive egaliye,
.whlc‘h lS. uﬂ‘;‘:::gc original purchase was prt?mpted by a plan of deal‘mht
1“_‘P|l°?"0‘:vhem property is acquired otherwise than by way of py
:nd;ei\: lliet;r sold. a finding of trading is less likely than in the NOrmMy] ¢

of purchase and sale.” it

"‘—mﬁn&ou’s Bay Co v Stevens
Court of Appeal (1909) 5 TC 424, 436 Q

Over a number of years, the taxpayer sold a large quantity of land “’@hac

acquired in return for the surrender of its charter. \
%@honeym

de.p

SIR HH COZENS-HARDY MR: The real question 1s whe

or business. In my opinion it cannot. The Company
ordinary landowner does who is minded to sell fro

ds s
offer, portions suitable for building of an estate as devol ed%
from his ancestors. I am unable to attach ht to the @mmc that
large sales are made every year. This 1s n@se where from time o
time purchased with a view to resale; the Company

getting rid by
sale as fast as they reasonably can of land which cquired as part of :
consideration for the surrender of their Charter.

——

(2-43] A typical Hong Kong case illustrating this badge of trade i.ﬂ\‘Ol\f}'
financing the cost of a property redevelopment by pre-sales. Con;ndcr i
arguments that could be advanced in such a case to support a finding of

24 D42/95(1995) 10 IRBRD 292, 297,
25 Seeeg D 37/96 (1996) 12 IRBRD 264,

% See McClelland v FCT [1971] 1 WLR 191 (PC) (profit from the sale of inki
property; held, non-taxable),

ry)

oy

Profit ‘ fessi
,__—————*M. Trade, Py, eSsion or Business

3.2.6 Motive

[2-45] This badg
taxpayer’s motiv

intention to ;)%
even this faé 0

buying and selling? In this

decisive.

eﬁQanolves the following question: what was the
r

regard, a subjective
profit should be the most important factor." But

Pri

OO

ited (0 live near the school which her dau ghters were attending.

onl

old the rest. She used the money derived from the sub-sales to
e original purchase.

be regarded as profits or gains derived by the Company fr ing ona O
nO more
0 lime,

o
% REID: Clearly she did not buy the whole site as a capital investment ... No
she acquired the part of the site which she retained as a capital investment,

the site ... If, in order to get what he wants, the taxpayer has to embark upon an
adventure which has all the characteristics of trading, his purpose or object alone
cannot prevail over what he in fact does. [On this basis, the Privy Council found
that she had entered into an adventure in the nature of trade. )

but in order to acquire it she had to buy, divide, and immediately resell the rest of ’

taxpayer
tried to b of a large block of land but the seller was unwilling to sell
; thus bought the whole site, sub-divided it into 12 lots, retained |

|
|
|
|

— T —

[2-47] Taylor v Good

Court of Appeal (1974) 49 TC 277, 296-297

The taxpayer purchased a house and land at auction. He intended to live there.
His wife was delighted until she saw it — it was run down, had no electricity,
was far from town but close to vandals and a rubbish dump, and generally oo

big to look after. Three years later, the taxpayer got planning permission and
eventually sold the property at a profit.

27 BR 11/80(1980) 1 IRBRD 374.
28 D 60/87 (1987) 3 IRBRD 24.

29 See also Halkyard, ‘Tax on Land Held for Investment? Mere Sale is Not a Change
of Intention’ (1989) 19 HKLJ 216-217.
30 D 59/7 (1997) 12 IRBRD 360.

31 Simmons v IRC [1980] 2 All ER 798, 800.
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cases [such as Hudson'’s Bay Co y Steven (]

pandall (1966) 42 TC 662], it seems

no purchase at all wijy, an

’ tion at all of absorption jn. ¢

or] there is nO QUESH . into

“ MO“’TOL‘\AS previously acquu‘gd. \yllh no thought of dealip
and Od ot all for holding that activities such as these in : cg .
n o enhance the value of land in the market, are g 1. . ™

: be
an adventure in the nature “akc,,
concluded that the taxpayer had not entereq im;ldc

f trade. The court was most influenced by (he facy ‘han
. ion of reselling the property when he bough % a

| . ST |
- [2-48] Waylee Investment Ltd v CIR ==

Privy Council 11991] 1 HKLR 237, 242-243, [1991] HKCU 37

LORD BRIDGE: The clearest indic.ation that an investmcpt Was acquipg
as a capital assel would be an indica.uon th.at [the taxpayer].ml.end.cd 10 holg
the investment as such for an indefinite period. The clean:cst‘ md.lcatmn that 2
nvestment was acquired as trading stock would be an indication that it y,

ly o
- case, flc§lgncd 08‘:“)‘ less as establishing,

(On this hasis. the court

taxpayer was the wholly-owned subsidiary of the Hongkong Bank] wh@ne\ ;

necessary.
—

————

—-—4“&

[2-49] Returning now (O one of the initial examples (set, out at 1

beginning of this Chapter, it should be clear what-.'.'the_:'ﬂi'stinctioni_D

between a person who purchases one paintingé;f_.gﬂﬂ af”art dedlef W
purchases and sells paintings regularly. The dealer ‘buys more; oW

painting for a shorter period, frequently buys and sells, anq has-4 prof:

motive. There are no special circumstqn”é‘é“s Suggesting 6

Most importantly, the dealer buys with the'intentioﬁéfi’ésale at a profi

[2-50] Consider the following fact situatioﬁ?}ﬁ) “company wishes ¥
expand its activities in order to undertake property dealing but it needs K
obtain funds for this by allotting more shares. Another company 4t
to subscribe for the shares but insists that payment be made by wa)'OOf‘“‘
exchange of shares. The first company agrees and, in order to obai" (i

required cash, sells the shares received from the other company at 2 profi

Are tl.le profits derived from the sale of the shares chargeable to P“fﬁts “,“'
In this regard, contrast BR 11/76. (profit held non-taxable) with e

—————

32 BR1I/76 (1977) 1 IRBRD 239.

therwise. Ther
is probably supplementary work — a sale§ organisation, and advertisi;

\

held by [the taxpayer] as available to meet the demands of the depositors\mfb
cﬁp

S
e —

S—

Profits Tax:
"rofits Tax: Trade, Profession or Business

Tai Development Co Ltd v CIR™ (profi o
was it that in the latter case the "‘"gaye: (hlc)k:\ ;:?lx::‘::ggl:ﬂ'w significant
share trading an(! (2) did not Investigate the possibility th:nitvi g et
obtained the required funds otherwise than through a share ';w‘ ;n \:,y Pt
have made any difference in that case if the tax | b ity

payer established a speci:
purpose company to carry out the swap transaction? pecial

3.3 The ‘badges of trade’ - summary and restatement

[2-51] " Tee Yee Shing v CIR e

Court of Final App¢al 12008] 2 HKC 436, [2008] 3 HKLRD 51
7N, ““paragraphs 59-62

MCHUGH NPJ(RIBEIRO PJ AND POWER NPJ AGREEING): The
intention to &adctOWhlch Lord Wilberforce referred [in the Simmons case] is
not subjcc;'iwe;b\'ltbbjcctivc:,lswem vIRC[1965] | WLR 663 at 668. It is int‘crrcd
from all.the circumstanceS,of the case, as Mortimer J pointed out in All Best
Wishe§ Ltd v CIR (1992)'8 HKTC 750 at 771. A distinction has to be drawn
betwemthc casc where the taxpayer concedes that he or she had the intention to
rescli-for profit whensthe asset or commodity was acquired and the case where
the laxpaycr.;gs'@é'”that no such intention existed. If the taxpayer concedes the
intentionifa ease where the taxing authority claims that a profit is assessable
o %-;Qpﬂgbnce'ssion is generally but not always decisive of intention: /RC v
Reinhold(1953) 34 TC 389. However, in cases where the taxpayer is claiming
that"a loss is an allowable deduction because he or she had an intention to
sesell for profit or where the taxpayer has made a profit but denies an intention
o resell at the date of acquisition, the tribunal of fact determines the intention

the circumstances to see whether the *badges of trade’ are or are not present. In

| substance, it i1s ‘the badges of trade’ that are the criteria for determining what
Lord Wilberforce called ‘an operation of trade’.

What then are the ‘badges of trade’ that indicate an intention to trade or, perhaps

more correctly, the carrying on of a trade? An examination of the many cases

on the subject indicates that, for most cases, they are whether the taxpayer:
(1) has frequently engaged in similar transactions?

e (2) has held the asset or commodity for a lengthy perod?

(3) has acquired an asset or commodity that is normally the subject of
trading rather than investment?

(4) has bought large quantities or numbers of the commodity or asset?

(5) has sold the commodity or asset for reasons that would not exist if the
taxpayer had an intention to resell at the time of acquisition?

(6) has sought to add re-sale value to the asset by additions or repair?

| (7) has expended time, money or effort in selling the asset or co.mmodity

that goes beyond what might be expected of a non-trader seeking to sell

| an asset of that class?

Wing Tai Development Co Lid v CIR (1979) 1 HKTC 1115,
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issue objectively by examining all the circumstances of the case. It examines |

|




HK Tax Law: Cases & Materials

/ \\\.\

(ual intention 1O resell at a profit when th
S cont‘ﬁ"”d Y 9 " A8y
: was WQ“'“‘d ' - (¢

odity is sold sl 0 b
here the asset or comm Ity 1S Sold shortly afiep ... S¢ o

| . C W . - Ur
| trade, pamculaﬂ) ‘on an assct or commodity 18 usually g neuqy Chag

| . ac uire . : > : . al
' But MW\V$ tt(;w [:quc red to the judgment of Bmwnc-wﬂkmm" {?c‘l
McHugh 1986] 1 WLR 1343, the next case excerpted below | (

¢
U
n

r \\

(2-52] Marson v Morton e
Chancery Division [1986] 1 WLR 1343, 1348-1349

s out nine ‘badges’ in the form of questions. Basically he

questions MIrror those discuss;d above. In the ﬁnal'analysm, lhc‘lssuc i M'llp;f
" whether the taxpayer was an investor 91‘ was carrying out a businesg oDy
in the form of a scheme for profit making.

SIR NICOLAS BROWNE-WILKINSON .VC: It is clear that the
whether or not there has been an adventure In the nature of trade depends
all the facts and circumstances of each particular case and depends o "
. teraction between the various factors that are present in any given case Ty,
ost that 1 have been able to detect from the reading of the authoritjeg

questg,

IS thy

with a view to making a capital profit, there do seem to be certain things,

the authorities show have been looked at. For convenience I will referto theg;
in a moment. But I would emphasise that the factors I am going te refer to are

far as I can see, decisive in all cases. The most they can do is proyide commop
sense guidance to the conclusion which is appropriate. The'matters which i,
apparently treated as a badge of trading are as follows: ¢ | N

(i) That the transaction in question was a one-off"transaction, Although
a nature of trade, obviously the lqgkxgiﬁ_,;épétition is,a ‘pointer which
indicates there might not be trade butsomething else.\

(i) Is the transaction in question in some way rel/g_g%ﬂ{)p the trade whit

transaction than such a purchase by a retired colonel.

(iii) The nature of the subject matter may be a valuable pointer. Was U
transaction in a commodity of a kind which is normally the subject mal
of trade and which can only be turned to advantage by realisation, such §
referred to in the passage that the chairman of the commissioners Uit
from IRCv Reinhold (1953) 34 TC 389. For example, a large bulk of whish)

_ Ortoilet paper s essentially a subject matter of trade, not of enjoyment

(1v) In some cases attention has been paid to the way in which the (ransaction

was carried through: was it carried through in a way typical of ot
ina commodity of that nature?

46

the taxpayer otherwise carries on? For examplé;*a one-off purchat
of silver cutlery by a general dealer is muct;;glore likely to be atradke

|

there are certain features or badges which may point to one conclusion rahe,
than another. In relation to transactions such as this, that is to say a one-off geg™,

v ,-:’
Which,s

no sense a comprehensive list of all relevant matters, nor is any.onéof them, sy~

b-

|

. work done, that
towards the transaction being in the nature of trade

(vii) Was the item purchased resold in one ot

indication that it‘ ;m:o;l trading transaction. the purchase being with
a view to resale at'profit by doing somethine ; 2 ey

w &4 . n n re'. .
bought. R ) N 8 ation to the object

o AN - ,

(viii) What were the purchasers. Intentions as to resale at the time of
purchagt’«'?‘f there was an intention to hold the object indefinitel
aleEl with' an intention to make a capital profit at the end of the day.
matls a pointer Lopvatds a pure investment as opposed to 2 trading dea);.

_On the other l]_ai;d;"’iibeforc the contract of purchase is made a comraci *
. for resale i§ already in place, that is a Very str

b, W o, G : ong pointer towards a |
(\ trading géal;ga(hcr than an investment. Similarly, an intention to resell
Y in the short’term rather than the long term is some indication against |

cqﬁéh;iihg that the transaction was by way of investment rather than |

-by'wal"y of a deal. However, as far as T can see, this is in no sense |

~ \detisiVe by itself. '
Q(nx)tDld the item purchased either provide enjoyment for the purchaser, for

)~ example a picture, or pride of possession or produce income pending |

™ resale? If it did, then that may indicate an intention to buy either for

personal satisfaction or to invest for income yield, rather than do a deal |

purely for the purpose of making a profit on the trn.

I will consider in a moment the question whether, if there is no income produced

or pride of purchase pending resale, that is a strong pointer in favour of it being
a trade rather than an investment,

I emphasise again that the matters [ have mentioned are not a comprehensive
list and no single item 1s 1n any way decisive. I believe that in order to reach
a proper factual assessment in each case it 1s necessary to stand back, having
looked at those matters, and look at the whole picture and ask the questuon -
and for this purpose it is no bad thing to go back to the words of the statute
— was this an adventure in the nature of trade? In some cases perhaps more
homely language might be appropriate by asking the question, was the taxpayer
investing the money or was he doing a deal? If that approach is nght, then it
seems to me that this is essentially a case which falls in the ‘no-man‘s:land‘
where different minds might reach different conclusions on the facts ‘tound.
It was a one-off deal and it was a deal for land which was right outside the
ordinary trade of the taxpayers as wholesale potato merchants. The taxpayers
to an extent used their own money which had recently become available 1o
them as a result of the profit in the company. On the other hand, they had also
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