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NO PROPERTY TRADE WITHOUT A SALE

Investment -v- Trading

In a rising property market, it is usually advantageous for
individuals making profits on the sale of properties to be
taxed as carrying on a business of property rental, rather
than a trade of buying and selling property. The top rate of
capital gains tax at 28% is considerably lower than the 50%
top rate of income tax. On the other hand, when the property
market turns and losses are more likely than gains, the
treatment of trade losses can be far more beneficial than
losses from a property rental business.

Whilst there is no side-ways set off of losses from a property rental
business (other than for capital allowances, which are not generally
available for residential properties), trade losses can be set against the
net income of the individual in accordance with Section 64 of the Income
Tax Act 2007. It is, therefore, tempting for a property owner who has
rented out properties and is incurring losses, with no likelihood of
realising a profit if the properties were sold, to claim that the losses arise
from a property trade, rather than a property rental business. This was
the issue before the Tax Tribunal in the recent case of Ms Parveen Azam
-v- HM Revenue & Customs (HMRC) (2011).

Background to the case

The taxpayer, Ms Parveen Azam, purchased eleven residential
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properties were acquired with the intention of selling them at a profit
within a period of six months, but due to the property market
deteriorating and sales at a profit not being possible, the taxpayer
decided to temporarily let the properties and wait for the market to
recover. Due to high finance costs and relatively low rental income, the
properties were operating at a loss.

Up to and including the tax year ended 5 April 2006, the taxpayer’s
previous accountant had completed Ms Azam’s tax returns on the basis
of a property rental business. New accountants had completed the tax
returns for the years ended 5 April 2007 and 5 April 2008 on the basis of
a property trade and had attempted to set the losses against Ms Azam’s
income from her trade of operating a beauty salon. The return for the
year ended 5 April 2007 included a claim for losses amounting to
£23,208, of which £12,043 was claimed against general income for the
year, with the balance of £11,165 being carried forward against future
profits. The tax return for the year ended 5 April 2008 included a claim
for losses amounting to £8,143, which were claimed against general
income for the year.



The classification of the losses as trade losses was
rejected by HMRC, who issued a closure notice for
both years on 12 May 2010. The taxpayer appealed
and the Tribunal announced its decision on 14 January
2011, which was published on 2 February 2011.

The decision of the Tribunal

The Tribunal referred to the case of Marston (Inspector
of Taxes) -v- Morton (1986), where Sir Nicolas
Browne-Wilkinson V-C introduced the nine ‘badges of
trade.” Whilst noting the limitations of the badges of
trade and the need to look at each case in the light of
the specific circumstances, the Tribunal then went on
to review the badges as far as they might be applicable
to the present case.

The Tribunal concluded that it was the intention of the
taxpayer at the time that she purchased the properties
that was the major issue of contention between the
parties. Ms Azam claimed that it had always been her
intention to trade the properties, but HMRC contended
that Ms Azam clearly always intended to rent out the
properties. In the Marston case it was stated that the
intention of the taxpayer was ‘in no sense decisive by
itself.” In the case of Simmons (as liquidator of Lionel
Simmons Properties Ltd) -v- Inland Revenue
Commissioners (1980), Lord Wilberforce stated:

"Trading requires an intention to trade;
normally the question to be asked is
whether this intention existed at the time of
the acquisition of the asset". This was said
to be subject to the reservation that the
intention at the outset was capable of
change: "the company, in whatever
character it acquires the asset, may reserve
an intention to change its character. To do
so would, in fact, amount to little more than
making explicit what is necessarily implicit in
all commercial operations, namely that
situations are open to review."

The Tribunal accepted that as a matter of law that,
‘trading stock does not become an investment merely
because prevailing market conditions prevent it from
being sold for want of purchasers.” The Tribunal
rejected the assertion that the taxpayer could not have
bought the properties for rental because she was
making a loss. The Tribunal stated that a loss could
just as well have resulted because the taxpayer had
misjudged the rental market, rather than being
evidence that the properties were bought for sale.
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The Tribunal decided that the nature of the activities
carried out by the taxpayer, as described by her in her
evidence, were consistent with those of a landlord. It
was, therefore, the conclusion of the Tribunal after
looking at the evidence overall, that the taxpayer was
not carrying on a property trade. As the burden of proof
was on the taxpayer, who had failed to discharge this
burden, the Tribunal held that the appeal by the
taxpayer must be dismissed.

Summary

It is probably more usual to encounter a situation
where the taxpayer claims to be carrying on the
business of property investment and HMRC takes the
position that the profits resulting from the sale of the
properties are trade profits. Even where trade profits
are taxed at the same rate as capital gains, there may
still be tax advantages for investment as compared to
trading. Companies still benefit from indexation relief
on capital gains and where commercial properties are
involved there is the possibility of claiming capital
allowances against rental income. On the other hand,
trade losses are much more flexible than capital
losses.

In the case of Ms Parveen Azam -v- HMRC, no one
factor was held to be decisive by the Tribunal. That
said, it is interesting to note that the taxpayer’s
evidence included the assertion that if she had sold
one of her properties at a loss she would have
convinced HMRC that she was trading in property. The
fact that no sales had taken place may have been the
most influential factor considered in this case. Other
factors also worked against the taxpayer, such as the
fact that no improvements were carried out to the
properties and she appeared on the face of it to be just
acting as a landlord. But the fact that the taxpayer had
not sold a single property within a period of around
nine years was always going to make the taxpayer’s
contention that she was carrying on a property trade a
very difficult one for the Tribunal to accept.

For further advice concerning any of the issues raised in
this briefing, please contact one of our key individuals
detailed overleaf, or alternatively call our helpline on 0800
526262. Information on other property tax related topics
can also be found on our website at:
http://bankingtaxfinance.davislangdon.com.
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Whilst every effort has been made to ensure accuracy at time of publication, dated March 2011, information contained in this document may not be comprehensive or reflect individual circumstances or
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may be subject to subsequent revision and legislative changes. Recipients should therefore not act on any information without seeking professional advice.



