
Common issues under tax audit by the Inland 
Revenue Department (IRD) – Property 
transactions

Property transactions are very popular in Hong Kong. It is 

necessary for property owners to understand and manage 

their tax exposures when conducting property transactions. 

In this insight, we will share our observation of the IRD’s 

practice on the taxability of gain from sales of property.
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Section 14 of the Inland Revenue Ordinance sets forth the basic criteria for a person to be chargeable to profits tax.  It 

excludes profits arising from the sales of capital assets.  Therefore, it is common for taxpayers who engage in property 

transactions having disputes with the IRD regarding the gain on disposal of properties, i.e. whether the gain in the property 

transaction is of capital or revenue in nature. 

Is the sale of a property considered as trade?

To determine the nature of a gain from property disposal, it is essential to firstly determine whether the property is a trading

stock or a capital asset. The test of “badges of trade” is often referred to when determining whether a sale of property 

constitutes a trade, and hence the property is a trading stock.

Badges of trades Details

Subject matter of 

realization

A property by itself can be acquired for investment or trading purposes. Therefore, other 

information would be relevant to ascertain the purpose of this subject matter. Such information 

may include the number of properties purchased, the suitability of the property to be leased out, 

as well as the likelihood for it to be readily sold in the market. If the taxpayer can demonstrate 

that the property per se cannot be employed for trading, it is more likely for the capital claim to 

be successful.

Motive The intention of taxpayers to engage in a property transaction is one of the important factors in 

ascertaining the taxability of gain therefrom. It is necessary for taxpayer to gather evidence to 

affirm the taxpayer’s claimed intention truly exists. We will discuss the issues regarding motive in 

more details below.

Length of ownership Generally speaking, a longer period of ownership may support the claim that the property is for 

self-use or rental purpose, instead of trading for quick profits.

Frequency of similar 

transactions

A taxpayer who seldom engages in property transactions is less likely to be regarded as a 

property trader. Rather, if the IRD notices that the taxpayer frequently purchases and sells 

properties, the IRD may have a stronger opinion on the trading nature of the property being sold.

Supplementary work 

done

The IRD may also question the purpose of the property if substantial renovation work is done 

right before the disposal to enhance the property’s market value for trading.

Circumstances 

responsible for the 

realization

A disposal of property, where the taxpayer has no foregoing plan to sell the property but sold it in 

an emergent situation, is more likely to be a sale of capital asset. 



Another common situation is where the property owners 

spend lengthy period of time in renovating the property to 

seek suitable tenants. For some reason, the property is 

sold without any tenancy record. Under such 

circumstance, the IRD may consider that the taxpayer is 

only waiting for good timing to dispose of the property at 

a peak selling price. To defend on this, the taxpayer 

should demonstrate that time and effort were spent on 

trying to lease out the property. Evidence may include 

records of advertisement, agreements and 

correspondences with leasing agency and conversations 

with potential tenants, etc. 

► At disposal

When it comes to the disposal of property, the seventh 

badge of trade discussed in Lee Yee Sing and another v. 

Commissioner of Inland Revenue [2008] HKCFA 105 can 

be referred to as well. It also takes into account the fact 

that whether the taxpayer had spent extra time, money 

and effort to sell the properties when compared with that 

done by an ordinary seller of capital assets. Further, the 

subsequent utilization of sales proceeds in another 

investment will help substantiate the capital claim of 

property transaction.
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Recommendations

The conclusion of whether a person is carrying on a trade, 

and subsequently whether the sales of property is revenue in 

nature, is a matter of fact without any hard and fast rule. The 

IRD would need a thorough understanding on the individual 

background of each transaction under dispute. Therefore, 

when a case is selected for review, the IRD would request the 

taxpayer to provide all relevant information and documents in 

relation to the property and review the transaction in detail.  

The IRD would apply risk management to identify property 

transaction cases which are prima facie speculative activities 

in the nature of a trade. Upon identification, a property 

transaction questionnaire would be issued to these sellers to 

collect information regarding the date and amount of 

property purchase and sales, expenses incurred, profits 

earned, intention of purchase, and the reason of disposal, etc.  

This questionnaire would help the IRD to preliminarily 

examine the property transaction in question. The IRD may 

raise further queries to taxpayers to determine whether the 

property disposal is revenue in nature and whether the 

taxpayers fail to inform the IRD of the chargeability of such 

gain to profits tax.

In Hong Kong, the onus of proof lies with the taxpayers. Thus, 

it is crucial for taxpayers to keep proper documentation on 

the purchase of properties, showing the intention of 

maintaining capital assets, for at least 7 years after the 

property transactions.  

Further, if taxpayers would like to engage in property 

development or redeveloping an existing building, it is 

recommended to consult tax professionals for the potential 

tax exposure, before engaging in actions that may otherwise 

be interpreted as entering into a trading venture.

Other considering factors on property 
transactions

The decision that the IRD makes on the nature of property 

sales is concluded based on the comprehensive facts of each 

transaction, and the determination factors differ from case to 

case. In addition to the “badges of trade” as discussed above, 

the IRD will also examine all other relevant circumstances in 

relation to the property transaction to determine whether the 

claimed tax treatment is appropriate.  

The following factors are generally considered by the IRD:

► Before acquisition

The IRD may investigate the reason(s) and event(s) 

leading to the asset acquisition to further scrutinize the 

taxpayer’s intention. The financing method of property 

acquisition is relevant as well, for example, whether the 

terms of the mortgage loan allow holding the property for 

a long period of time. 

► During the holding period

For a corporation, the classification of property on the 

balance sheet should match its acquisition purpose, i.e., a 

property declared to be a capital asset but classified as a 

current asset in the balance sheet may be unfavorable to 

the taxpayer. The IRD may also consider whether 

commercial building allowances have been claimed in 

respect of the properties sold for profits tax purposes.

A change of intention is also another area to look at 

during the course of ownership.  For instance, the IRD 

may agree on a taxpayer’s initial intention of holding a 

property as long-term investment, yet still consider the 

taxpayer intends to trade the said property for profits 

afterward. Redevelopment of the property or sudden 

selling promotion of it on the property market with huge 

effort may seem to be a change of intention.
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