INLAND REVENUE BOARD OF REVIEW DECISIONS

Case No. D86/99

Personal Assessment Tax — deduction for mortgage interest — sections 42(1) and 42(2)(b) of
the Inland Revenue Ordinance.

Pand: Andrew Hakyard (chairman), Brian Hamilton Renwick and Anthony So Chun Kung.

Date of hearing: 7 October 1999.
Date of decison: 4 November 1999.

The taxpayer purchased Property 1 in March 1997 for long-term investment to generate
renta income. The purchase wasfinanced by way of amortgage. On 10 March 1998 the taxpayer
was notified that Property 1 was ready for occupation on 26 March 1998. He immediately set
about trying to rent Property 1 out. A provisond tenancy agreement was signed on 14 March
1998. Thetenant was alowed to take possession on 28 March 1998 and was granted arent-free
period until 31 March 1998. On 1 April 1998 aforma agreement for the lease of Property 1ina
furnished state was sgned for aterm of two years commencing from 1 April 1998. Inrelationto
Property 1, the taxpayer received no rental income prior to 1 April 1998 but during the year ended
31 March 1998 paid tota mortgage interest of $207,321.

During the year of assessment 1997/98 the taxpayer owned two other properties. They
were both let fully furnished and produced renta income. At al revant timesthe taxpayer had not
taken out any business regidration certificate nor did he hire any employee to assst himin relation
to hisletting activities.

The assessor disallowed the taxpayer’ s claim to deduct under his persona assessment for
the year of assessment 1997/98 the interest paid by himin that year for his mortgage of Property 1.
The Commissioner upheld the assessor’ srefusal. The taxpayer appealed.

Held, dismissing the gpped:

(1) By itsexpressterm the proviso to section 42(1) only dlows a deduction for interest
payable on money borrowed for the purpose of producing that part of thetota taxable
property income which has been included for persond assessment under paragraph
(@ for the relevant year of assessment. It does not alow a globa deduction for
interest payable againg total taxable property income; even lessdoesit dlow agloba
deduction for interest payable againg taxable income. In the year of assessment
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1997/98 the taxpayer did not derive any taxable income from Property 1. Therefore
the mortgage interest paid by the taxpayer on Property 1 in that year cannot be
deducted under section 42(1).

To bedigible under persond assessment to claim the disputed amount as a deduction
from total income under section 42(2), the taxpayer must show that his activities in
relation to his rented properties could properly be described as carrying on business.

The andogy between a company and an individud is not gppropriate. Not only is
there a ‘ practical difference between the actions of an individual and that of a
company ‘ whose sole raison d étre is ... the conduct of atrade or business (see
Lam Woo-shang v CIR (1961) 1 HKTC 123 at 149 per Hogan CJ) but, more
importantly, a company thet lets property isdeemed to carry on business whereas an
individual who |ets property, as distinct from sub-lets property, isnot deemed to carry
on business (see definition of * business in section 2(1)).

Itistruethat in many areas of taxation law thethreshold for carrying on businessisvery
low and easly stisfied. However, in the case of individua leasing premises, even
though the premises were furnished and maintained and supervised by thet individud,
it has been decided in the Superior Courts of Hong Kong that thethreshold isrdatively
high and not easly stisfied. The taxpayer acted no differently from any ordinary
landlord seeking to turn his property to account in the normal way by letting it out at the
best rent (Lam Woo-shang v CIR was considered and applied).

Even if wewereto find that the taxpayer did carry on aproperty letting businessin the
year of assessment 1997/98, the interest payments prior to theissue of the occupation
permit for Property 1 could not have been deducted. A recent case, Wharf Properties
Ltd v CIR [1997] 1 HKC 184; [1997] STC 351, would bind us to conclude that
interest expensesincurred on the provision of land and buildings used by ataxpayer as
acapital asst in its business must be capitaised (and not immediately deducted) if
incurred prior to the issue of the occupation permit.

Per Curiam:

We see the force of the taxpayer’ s arguments if taxation were based upon economic
concepts rather than the force of the law. However, it istrite, but true, that taxation is not
awaysfar. Wemust goply thelaw as enacted and asinterpreted by courts whose decisons
bind us.

Appeal dismissed.
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Casss referred to:

Lam Woo-shang v CIR (1961) HKTC 123
Wharf Properties Ltd v CIR [1997] 1 HKC 184; (1997) STC 351

Leung Wing Chi for the Commissioner of Inland Revenue.
Taxpayer in person.

Decision:

1 The Taxpayer has gppeded againg the Commissioner’ s determination of persond
assessment tax for the year of assessment 1997/98. He claims that under the proviso to section
42(1) and under section 42(2)(b) of the Inland Revenue Ordinance he should be granted a
deduction for mortgage interest heincurred in reation to aflat located in Didtrict A (* Property 17 ).

Thefacts

2. The basic facts, which we so find, are not in dispute. They are set out at pages 1to 3
of the Commissoner’ s determination.

3. During the course of the hearing the Taxpayer dected to give sworn ord evidence. We
find him to be acompetent witness. On the basis of hisevidence, and the documents provided to us
by both parties, we find the following additiona fact:

1.  TheTaxpayer purchased Property 1 on 27 March 1997 for $3,882,000. It was
purchased for long-term investment to generate rental income.

2. Property 1 was purchased when ill under congtruction. The property was
expected to be completed towards the end of November 1997. Construction
was delayed by inclement wegther. On 10 March 1998 the Taxpayer’ ssolicitor
notified him that Property 1 wasready for occupation and that he must complete
the assgnment on or before 26 March 1998. This he did.

3. After being natified by the solicitor the Taxpayer immediately set about trying to
rent Property 1. He advertised the property for rental, he contacted various real
estate agents and showed the property to prospective tenants. In the event, a
provisond tenancy agreement was signed on 14 March 1998. Amongst other
things, that agreement stated that the formal agreement for lease of the property
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must be signed on or before 1 April 1998, the ddlivery date of the property was
28 March 1998 and the property wasto be let in afurnished state.

Before the tenant occupied Property 1 the Taxpayer aranged with the
developer to rectify certain defects and carry out certain repairs. He arranged
for the property to be painted and the floor to be polished. He ingtalled various
fixtures such as cupboards. He arranged for light fittings and curtains. He
purchased furniture for the property including beds, sofa, table and chairs as
well as gppliances such as ar conditioners, televison, refrigerator, washing
machine and stove. All these works were completed by 28 March 1998.

The tenant of Property 1 was alowed to take possession on 28 March 1998.
The Taxpayer granted the tenant a rent-free period until 31 March 1998 to
enable the tenant to move her persona belongings into the property.

The formal agreement for the lease of Property 1 was signed on 1 April 1998.
The term of the lease was * two years commencing from 1 April 1998 to 31
March 2000’ . The rent was $11,800 per month. The Taxpayer received no
rental income in relation to Property 1 prior to 1 April 1998.

The Taxpayer financed the purchase of Property 1 by way of a mortgage
obtained from Bank B, in the amount of $2,717,400. The mortgage was for a
term of 25 years. The first monthly interest payment was made on 3 June 1997.
During the year ended 31 March 1998 the Taxpayer paid totd interest on this
mortgage of $207,321.

During the year of assessment 1997/98 the Taxpayer owned two other
properties. They were located in Didtrict C ( Property 2 ) and District D
(* Property 3). They were both let and produced rental income. Property 2
was let since 1993. Property 3 was let since 1992. For the year of assessment
1997/98 the Taxpayer derived rentd income from these two properties of
$224,172.

During the year of assessment 1997/98 Property 3 was not subject to any
mortgage. During this year Property 2 was mortgaged to the Bank E and the
Taxpayer paid interest thereon of $59,425.

The tenant of Property 1 pad al utilities charges. However, the Taxpayer
aranged for theinitid provison of the utilities (including payment of the deposit
for ingdlation). He aso maintained the property and, where necessary,
aranged for the repair of fixtures and fittings.
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All the Taxpayer’ s three rentd properties, including Property 1, were let fully
furnished. The Taxpayer believes that furnishing his properties provides better
conditions for attracting long-term tenants.

At dl relevant times the Taxpayer had not taken out any business regidration
certificate.

For each of his three rental properties, the Taxpayer kept a separate bank
account to keep track of the respective tenant’ srentd payments. However, dl
payments made by him in relaion to the properties, such asrates, management
fees and property tax, were paid from his current account which dlowed him a
seven-day interest-free overdraft facility.

The Taxpayer kept books and recordsto keep track of hisletting activities. The
extent of those books and records was not disclosed to us.

The Taxpayer did not hire any employee to assst him in reation to his letting
activities.

The assessor disdlowed the Taxpayer’ s clam to deduct under his persona
assessment for the year of assessment 1997/98 the interest paid by him in that
year for his mortgage of Property 1 (fact 7 refers).

The Commissioner upheld the assessor’ srefusdl to alow the deduction.

The Taxpayer has now lodged a vaid agpped to this Board againg the
Commissoner’ s determination.

The Taxpayer’ scontentions

4, The Taxpayer’ s arguments before us were as follows.

1.

For personal assessment purposes, dl hisrental income and interest expensesin
the year of assessment 1997/98 for each of the Properties 1, 2 and 3 should be
amalgamated. He contended that histotal interest expenses should be deducted
againg his tota income. In other words, the Taxpayer contended that the
proviso to section 42(1) does not specify that one can only look at the separate
rental income for each individua property; rather it specifiesthe tota income of
an individud for any year of assessment.

In any event, he made every effort to rent, and indeed did rent, Property 1 as
soon as physicaly possble. In this regard, the interest expense clamed was
necessary to make Property 1 available to the tenant in order to generate rental
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income. The totdity of the facts shows that Property 1 did generate intangible
income for the year of assessment 1997/98 since the provisonad tenancy
agreement was sgned in mid-March 1998.

3. Aganinany event, theinterest deduction claimed for Property 1 was dlowable
asabusiness expense under section 42(2)(b). In thisregard, the Taxpayer cited
to ustwo dictionary definitionsincluding thet ppearing in Webgter’ sDictionary
that * busness has a very wide meaning importing moneymaking activity or
commerce and includes* aprofit-seeking enterprise or concern' . Inthisregard,
the Taxpayer a0 referred us to the fact that there are many public companies
listed in Hong Kong whose business conssts of property rentdl.

Reasonsfor our decision
The proviso to section 42(1)

5. The Taxpayer argues, correctly, that an individud’ stotal taxable income isaggregated
for persona assessment purposes. But it does not follow that histota interest expenses should then
be deducted againgt histota income. Rather, under persona assessment, to qudify for adeduction
interest payable must satisfy the gpplicable statutory provisons, namely, ether the proviso to
section 42(1) or section 42(2) (see below).

6. The proviso to section 42(1) alows a deduction from:

‘ that part of thetotal income arising from paragraph (a) [paragraph (a) speaks of
net assessable value for property tax purposes] the amount of any interest payable
on any money borrowed for the purpose of producing that part of the total
income where the amount of such interest has not been allowed and deducted
[under the provisons relating to profitstax]’ . (emphasis added)

7. By itsexpresstermsthe proviso only dlows adeduction for interest payable on money
borrowed for the purpose of producing that part of the total taxable property income which has
been included for persond assessment under paragraph (a) for the relevant year of assessment. It
does not allow agloba deduction for interest payable againgt tota taxable property income; even
lessdoesit dlow agloba deduction for interest payable againgt total taxable income.

8. In this regard, we rgect the Taxpayer’ s contention that we should take into account
some notion that he received intangibleincome from Property 1 inthe year of assessment 1997/98.
Thefactsinthisregard are clear. Theterm of the Property 1 lease commenced on and from 1 April
1998; no rental income was received by the Taxpayer from the tenant of Property 1 before 1 April
1998 (fact 6 refers); and in his tax return for the year of assessment 1997/98, the Taxpayer
acknowledged that he did not receive any rental income from Property 1.
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9. We conclude that in the year of assessment 1997/98 the Taxpayer did not derive any
taxableincomefrom Property 1. Therefore, whatever interpretation is placed upon the phrase’ that
part’ in the proviso to section 42(1), the interest paid by the Taxpayer to Bank B on the Property
1 mortgage in the year of assessment 1997/98 cannot be deducted under that provision. Smply
put, in the year of assessment 1997/98 the money borrowed did not produce any — or any part—of
the taxable property income assessed to the Taxpayer under section 42(1)(a).

Section 42(2)

10. Asindicated above, the Taxpayer arguesthat, in any event, heisentitled under section
42(2) to a deduction for the disputed interest expense because his rentd activities amounted to
carrying on business.

11. In relevant part, section 42(2) dtates.

‘ There shall be deducted from the total income of an individual for any year of
assessment —

(b) the amount of the individual’ s loss or share of loss for that year of
assessment computed in accordance with Part V.’

12. To bedigible under persona assessment to claim the disputed amount as a deduction
from totd income under section 42(2), the Taxpayer must show that his activitiesin relation to his
rented properties could properly be described as carrying on business. The Taxpayer’ sarguments
and our comments thereon are asfollows:.

Argument The Taxpayer drew an anadogy by noting that there are many public
companies listed in Hong Kong whose business conssts of property rentd.

Comment The andogy is not gppropriate. Not only is there a * practica
difference’  between the actions of an individual and that of acompany * whose
sole raison d étre is ... the conduct of a trade or business (see Lam Woo-
shangv CIR (1961) 1 HKTC 123 at 149 per Hogan CJ) but, moreimportantly,
a company that lets property is deemed to carry on business whereas an
individua who lets property, asdistinct from sub-lets property, isnot deemed to
carry on business (see definition of ‘ busness in section 2(1)).

Argument Standard dictionary definitions indicate that * busness has a very
wide meaning. As the Taxpayer’ s rental activities were conducted for the
purpose of moneymaking, or could be categorised as a profit-seeking concern,
then it should be accepted that he carried on business.
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Comment Itistruethat in many aress of taxation law the threshold for carrying
on busnessisvery low and essly satisfied. However, in the case of individuas
leesing premises, even though the premises were furnished and maintained and
supervised by that individud, it has been decided in the Superior Courts of Hong
Kong thet the threshold isrelatively high and not easily satisfied. In Lam Woo-
shang v CIR (1961) 1 HKTC 123 at 149-150 Hogan CJ stated:

‘We cannot perceive that the provision of furniture for the purpose of
facilitating the letting of property, in itself, converts the case from one of
ordinary investment to one of carrying on a business. ... Fromone point of view,
the Taxpayer acted no differently from the manner in which any ordinary
landowner would act, namely, in turning her property to account in the normal
way in which landed property is turned to account, that isto say by letting it at
the best rent. If the taxation net is to be cast so wide as to embrace furnished
lettings on the basisthat that amountsto a business then anyone who invests his
money in the purchase of landed property and then proceeds to turn it into
account in the ordinary course, as by letting it, furnished if necessary to
facilitate the lettings, is to be held to be carrying on a business. It is no answer,
In our view, to the question posed above, as to when “investment” ceases and
the “business’ of letting commences, to say: when the premises are furnished,
even if one were to add to that: to make them more marketable; nor to say:
when thereis a plurality of lettings.’

13. In rebutta the Taxpayer sought to distinguish Lam Woo-shang' s case by noting that
the taxpayer only let the property (following an unsuccessful development for sae) because she
could not sdl it. He contrasted his case where he purchased properties specificaly for letting,
where he provided various servicesto tenantsin order to morereadily let the properties, and where
he expended effort and undertook risk to earn rental income.

14. Inour view, however, Lam Woo-shang' scasewaseven stronger than the Taxpayer’ s
case. There, the taxpayer was a property devel oper and the view could have been taken (but was
not) that letting was part of, or at least tangentid to, the business of property development.
Moreover, thetaxpayer let therdatively large number of 12 furnished flats (dthough we accept that
there is no magic in the precise of number of lettings) and employed a part-time assgtant. In the
present case, the Taxpayer was not a property developer, he only let three flats, employed no
assstant and had no business regigtration. On the factsfound by us, we cannot see how it could be
concluded that the Taxpayer carried on business yet under common law the taxpayer in Lam

Wo0- shang did not.

15. In the event, we can do no better than to paraphrase the words of Hogan CJ and
conclude, on the facts found by us, that the Taxpayer acted no differently from any ordinary
landlord seeking to turn his property to account in the norma way by letting it out at the best rent.
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Asin Lam Woo-shang the Taxpayer’ sactionsin the round were not in law sufficient to convert an
ordinary investment to one of carrying on business.

16. Before leaving thisissue, we should add that even if we wereto find thet the Taxpayer
did carry on a property letting business in the year of assessment 1997/98, the interest payments
prior to the issue of the occupation permit for Property 1 could not have been deducted. A recent
case, Wharf Properties Ltd v CIR [1997] 1 HKC 184; [1997] STC 351, would bind us to
conclude that interest expenses incurred on the provision of land and buildings used by a taxpayer
asacapita asst initsbusiness must be capitdised (and not immediately deducted) if incurred prior
to the issue of the occupation permit. It follows that even if we accepted the Taxpayer’ s main
argument thiswould, unfortunately for him, be a case of * winning the battle but not the war’ .

17. Findly, we should add that we see the force of the Taxpayer’ s arguments if taxation
were based upon economic concepts rather than the force of the law. However, it istrite, but true,
that taxation is not always fair. We must gpply the law as enacted and as interpreted by courts
whose decisons bind us.

18. For al the above reasons we dismiss this apped.



