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Andrew Halkyard takes a look at some recent cases involving
profits tax and the ownership of property for the purposes of
trading versus investment

Burden of proof where jointly
owned property sold for profit
A contentious issue arising in cases
before the Board of Review relates to
co-ownership and whether, in a
trading versus investment dispute, the
co-owners must prove individual and
collective intention that property was
not acquired for a trading purpose.

This issue was answered
affirmatively in D 121/95 11 IRBRD
183 at 189, (1996) HKRC §80-444. In
this case one of four co-owners of
residential property had reluctantly
agreed to take a 25% share of the
property without being able to finance
her share of the mortgage repayments.
In this event, the Board concluded that
the taxpayers' (ie the four co-owners
assessed as a partnership) claim that
the property was acquired for long-
term investment failed because they
could not prove that the co-owners
individually and collectively had a
genuinely held and real is t ic
investment intention.

D 121/95 can be contrasted with
D 77/96 11 IRBRD 698, (1997) HKRC
§80-492. This latter case involved three
co-owners who bought and sold
property within a short period of time.
They were assessed as a partnership.
Two of the co-owners did not appear
before the Board. However, the Board
accepted the evidence of the third
co-owner, who explained that the
t ransact ion was a f inanc ing
arrangement for him to ultimately own
the property and to occupy it as a
residence. On this basis, the Board
concluded that the third co-owner was
not carrying on a trade of property
dealing and it must follow that the
assessment raised collectively upon the

three co-owners as a partnership
should be annulled. The Board left
open the question of whether the
Commissioner could re-assess the
remaining co-owners on the basis that
a partnership existed between them
alone.

Application of Sharkey v
Wernher in Hong Kong
The landmark decision of the House
of Lords in Sharkey v Wernher [1956]
AC 58 has routinely been applied in
Hong Kong by the Board of Review to
tax unreal ised p rof i t s upon
reclassification of assets from trading

stock to investment (see, eg, BR 21/76
1 IRBRD 291 and D 55/90 5 IRBRD
420, (1991) HKRC §80-086).

The above cases can be contrasted
with that in D 75/9612 IRBRD 19, (1997)
HKRC §80-491. In the latter case, the
Board refused to apply Sharkey v
Wernher to tax a notional profit, even
though it accepted that there had been
a change of intention relating to
property held by a company from
trading stock to capital asset upon a
change of shareholding in the company.
Given that the property had never been
disposed of by the company — indeed,
there was no evidence that the company
ever put up or advertised the property
for sale — the Board decided that it did
not carry on any trade as did the
taxpayer in Sharkey v Wernher. In short,
the Board decided that, although the
company might have had the intention
to trade, it had not taken any steps to
deal in the property. The Board also
rejected the suggestion in D 55/90 that
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Tax Practice

'the change of intention can itself bring
into existence a new and distinct line of
activity'.

The Commissioner, being
dissatisfied with this decision, has
lodged an appeal to the Court of First
Instance.

Deducibility of interest
expenses by property
developers
For accounting purposes, interest
incurred on loans borrowed for
property developed for resale is
generally capitalised. In other words,
it is carried forward as part of the costs

of the development and then taken
into account as forming part of the
cost of property sold in each year of
assessment. In Secan Ltd v CIR (1993)
HKRC §90-097, and notwithstanding
the accounting practice described
above, the taxpayer sought to deduct
all of its interest expenses incurred on
the property development as soon as
sales commenced and profits were
derived. Cheung J, in the Court of First
Instance, upheld the taxpayer's claim.
He held that the accounting practice
did not involve deducting the whole
of the interest incurred in each year of
assessment and then crediting the

relevant sum as part of the closing
figure for unsold stock and for work-
in-progress as part of a notional
receipt. On this basis, Cheung J
allowed the taxpayer to deduct the full
amount of interest incurred when the
sales of trading stock commenced.

The Commissioner , being
dissatisfied with this decision, has
lodged an appeal to the Court of
Appeal.
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