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Case No. D40/09

Personal assessment — whether mortgage loan interest deductible — time limit of 6 years for
additional assessment — sections 42(1), 60(1) and 68(4) of the Inland Revenue Ordinance
(‘IRO’). [Decision in Chinese]

Panel: Anthony So Chun Kung (chairman), Kenneth S Y Ng and Edward Shen.

Date of hearing: 16 October 2008.
Date of decision: 18 December 2009.

The appellant objected to the additional tax raised for the year of assessment
2000/01 and 2001/02 as well as the personal assessment raised for the year of 2002/03 to
2006/07. He stated that the mortgage interests he paid should be deductible. The appellant
was the owner of Shop B (“the Property’) since 1965. The Property was unencumbered and
not used as security for any loan in 1965. However, the appellant used the Property in June
1999, June 2001 and June 2004 respectively as security and obtained a mortgage loan on
each occasion. The issue of this case was whether interests paid under the three separate
mortgage arrangements in years of assessment 2000/01 to 2006/07 were deductible for the
purpose of calculating the personal income of the appellant.

Held:

1. In order for the mortgage loan interest to be deductible, the loan must be
borrowed for the purpose of producing income chargeable to property tax.
Otherwise, the interest paid is not deductible because it would not be in
accordance with the provisions of section 42(1) of the IRO. Whether the loan
was borrowed for the purpose of applying to the Property is a question of fact.
The appellant failed to explain the purpose of the first two loans and there was
no evidence that they were borrowed for the purpose of applying to the
Property. As for the third loan, the appellant said that he was deeply in debt
and had to borrow money for his subsistence. Clearly the third loan was not
applied to the Property and the interests therefor could not be deductible for
the purpose of section 42(1).

2. Section 60(1) of the IRO provides that if any person chargeable with tax has
been assessed at less than the proper amount, the assessor may assess such
person additional amount. The only restriction is the time limit of 6 years; the
assessor must assess such taxpayer within 6 years after the expiration of the
year of assessment concerned. In this case, the year of assessment 2000/01
expired on 31 March 2001 and the additional tax assessed for that particular
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year of assessment was raised on 28 March 2007. It was within the time limit
provided in section 60(1).

Appeal dismissed.

Cases referred to:

D50/96, IRBRD, vol 11, 547
D1/00, IRBRD, vol 15, 159

Taxpayer in person.
Chan Shun Mei and Chan Tak Hong for the Commissioner of Inland Revenue.
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‘The proviso to section 42(1) allows the deduction under personal assessment
on money borrowed for the purpose of producing income chargeable to property
tax. To succeed in their claim, the Taxpayers need to establish:

(1) that interest was payable;

(2)  that the interest was payable on money borrowed, and

(3)  that the money was borrowed for the purpose of producing chargeable
property income.

The first two conditions are clearly satisfied in this case. The only issue for us to
decide is whether the money on which the interest was paid was borrowed for
the purpose of producing income chargeable to property tax (compare D103/89
IRBRD, vol 6, 379 at 383).

In analyzing this issue our initial premise was simply to conclude that because
the borrowed funds were used for the avowed intention of purchasing a
residence (Property C) it could not be said that the Taxpayers’ purpose was to
borrow the funds to produce income chargeable to property tax (compare the
Commissioner’s decision at fact 9).

Given, therefore, that “purpose” generally relates to a person’s design or
intention, it is clear in this case that the Taxpayers’ acknowledged purpose in
borrowing the funds from the Mortgagee was to finance the purchase of
Property C as a family residence in order to improve the family’s living
conditions ... ... At best we could only conclude that one effect or consequence of
the Taxpayers purchasing Property C was to create a rental stream when the use
of Property B was changed from self-residence to letting. It is not open to us to
go further to conclude that the purpose of the Taxpayers in borrowing from the
Mortgagee was to produce chargeable rental income.’
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‘In summary, the facts before us show that prior to the purchase of Property B,
Property A was free of any encumbrances, the Taxpayer obtained the Loan just
before the acquisition of Property B; he requested Bank C to draw the loan
funds to pay the balance of the purchase price of Property B; and the funds were
so used. All these objective facts point to the conclusion that the Loan was
borrowed by the Taxpayer for the purpose of acquiring Property B.

Like the taxpayers in D50/96, IRBRD, vol 11, 547 the method of financing
adopted by the Taxpayer may have led to the creation of a rental stream when
the use of Property A was changed from self-residence to letting. But this is only
the effect or consequence of the transaction. It could not have been the purpose
for which the loan was borrowed.’
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