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Disclaimer  
 
The information contained in this publication is for general guidance only. You should neither act, nor refrain from acting, 
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profits) arising in contract, tort or otherwise from any information contained in it, or from any action or decision taken as a 
result of using any such information. 
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1. Loans to participators: Company or personal funds?    
 
It is normally a straightforward task to determine whether a close company has made a 
loan to a shareholder, for the purposes of a tax charge under CTA 2010, s 455 (previously 
ICTA 1988, s 419). 
 
However, sometimes the position may become a little blurred. For example, what happens 
if company funds are held in an account in the company owner’s name, as opposed to the 
company itself (e.g. because the funds can earn a higher rate of interest in a personal 
account)? Are there implications for s 455 purposes? 
 
Funds held 'on trust'? 
 
In Mirror Image Contracting Ltd v HMRC [2012] UKFTT 679 (TC), the company had built 
up cash balances from its business. One of the director shareholders withdrew surplus 
cash from the business, which he deposited in his personal savings account. He did this 
because business savings account interest rates were low, while personal savings 
account interest rates were considerably higher. 
 
The director shareholder claimed that the company account withdrawals were held by him 
‘on trust’ for the company, and that he had subsequently repaid the funds. 
 
Further withdrawals were made from the company account, and deposited in an offset 
mortgage account, which was held by the director shareholder and his partner (who was 
also a shareholder). He again claimed that the funds were held on trust for the company, 
would be paid back with interest when the company needed them, and that in the 
meantime the funds would be earning better interest rates than the company’s business 
savings account. 
 
However, the tribunal found that the funds originally withdrawn by the director 
shareholder, and the further withdrawals deposited into the joint offset mortgage account, 
were not held on trust for the company. In addition, the company had written off some of 
the withdrawals as bad debts. The question therefore arose whether the company was 
entitled to a deduction for the amounts written off as a trading expense. However, the 
tribunal found that the loans were outside the company’s trade, and that the profit and loss 
account deduction for the bad debt was not a trading deduction. This followed from 
principles established in case law (Curtis v J&G Oldfield [1925] 9 TC 319, and Bamford v 
ATA Advertising [1972] 4B TC 359). The tribunal held that the director shareholder’s 
withdrawal of cash from the company was not undertaken in the course of the company’s 
trading activities, and therefore a trading deduction could not be allowed for the debt going 
bad. 
 
The withdrawals therefore fell to be treated as loans made by the company to 
participators, and a tax charge arose for the company under what was then ICTA 1988, s 
419 (now CTA 2010, s 455). 
 
As an aside, it should be noted that no deduction is available to a company under the loan 
relationship rules where a loan which gives rise to a charge under CTA 2010, s 455 is 
released or written off (CTA 2009, s 321A). 
 
Evidence is key 
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The tribunal’s comments in Mirror Image Contracting Ltd suggest that a ‘trust’ 
arrangement (whereby company funds are held in the account of a director shareholder 
on the company’s behalf) may avoid a charge on the company under the loans to 
participator provisions in CTA 2010, s 455. 
 
However, the tribunal commented that a trust arrangement would require the company’s 
funds to be kept in a separate account. Unfortunately for the director shareholders in 
Mirror Image Contracting Ltd, the company’s funds had become “intermingled” with the 
director shareholders’ personal accounts. The legal effect of depositing funds into a 
mortgage offset account was to discharge a loan owed by the director shareholders. The 
tribunal said that if the company’s funds had truly been held on trust, this would have been 
“an egregious breach of any trust”. 
 
The concept of a person holding fund ‘on trust’ for another person or body is a legal one, 
which is beyond the scope of this article. However, based on the tribunal’s comments in 
the above case, if an individual is to hold funds on trust for a company, those funds would 
need to be kept entirely separate from any funds belonging to the individual. In addition, it 
would be sensible if documentary evidence of the trust arrangement was retained. 
 
In the absence of such precautions, a close company runs the risk of a tax charge under 
CTA 2010, s 455, and there are potential benefit-in-kind implications for individuals who 
are directors or employees. Furthermore, if company funds become ‘intermingled’ with 
monies belonging to a company owner, it opens up the possibility that any enquiry into the 
company’s tax return will be extended to the individual’s personal tax return, and/or an 
information notice for his or her bank statements if they are ‘reasonably required’ (under 
FA 2008, Sch 36, para 2). HMRC’s Enquiry Manual states the following in the context of 
close company enquiries (EM8508): 
 
“When, at whatever stage in your enquiry, the directors personal finances become linked 
with the company enquiry you should make it clear you will examine the company and the 
director(s) finances together (observing as far as possible confidentiality) and that you will 
consider all the facts when seeking any settlement.” 
 
The overall message is therefore that great care is needed in ‘trust’ arrangements 
involving holding funds on behalf of a company. Bear in mind that there may be non-tax, 
legal issues to consider as well. 
       

2.    Joint accounts: How much is ‘owned’ for IHT purposes? 

 

If two individuals hold a joint bank account, how much of the funds in that account do they 
‘own’ for inheritance tax (IHT) purposes? The instinctive answer for many will be 50%. 
However, as with most tax questions the answer is not necessarily that straightforward. 
 
The legislation (IHTA 1984, s 5) defines ‘estate’ for IHT purposes. In the context of joint 
accounts, the relevant provision is generally s 5(2), which deals with general powers over 
property: 
 
"(2) A person who has a general power which enables him, or would if he were sui juris 
enable him, to dispose of any property other than settled property, or to charge money on 
any property other than settled property, shall be treated as beneficially entitled to the 
property or money; and for this purpose “general power” means a power or authority 
enabling the person by whom it is exercisable to appoint or dispose of property as he 
thinks fit." 
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‘Property’ is defined for IHT purposes as follows (s 272):  
 
"“property” includes rights and interests of any description but does not include a 
settlement power." 
 
HMRC's view 
 
However, HM Revenue and Customs’ (HMRC) guidance potentially restricts the scope of 
any IHT charge on the account (IHTM15042): 
 
"• In most cases each joint owner has an unrestricted right to withdraw any part of the 
amount in credit in the account and keep the funds for their own use (for example, see Re 
Bishop [1965] Ch 450). You should not use the fact that this right exists to argue that tax is 
due (for example, by referring to the definition of ‘property’ in IHTA84/S272 or the ‘general 
power’ provision in IHTA84/S5(2)) on a share of the account that is greater than the share 
provided by the joint owner." 
 
"• When establishing the share based on the deceased’s contributions you should note 
that the true legal position is far from clear so it is important to establish the facts and 
obtain any relevant documents, such as application forms, withdrawal mandates, 
passbooks, terms and conditions of account before considering the legal and equitable 
rules. Where the account holder has a joint account governed by Scots Law you should 
consider the guidance at IHTM15051 and IHTM15054. Refer to Technical any case in 
which the taxpayer or agent disputes the claim. Remember you do not need to consider 
the question if the deceased’s interest passes to an exempt beneficiary, such as a 
surviving spouse or civil partner (IHTM11032). You should also avoid enquiries on this 
subject unless the amount of tax at stake is substantial."  
 
HMRC provides the following example: 
 
“Andrew, Bill and Claire share a joint account. They all contribute to it. Andrew dies and 
his proportion of the account passes by survivorship to Bill and Claire. After Andrew’s 
death, the entitlement of Bill and Claire should take into account Andrew’s contributions.” 
 
Note – the above HMRC guidance applies to England, Wales and Northern Ireland. 
Different guidance applies to joint accounts in Scotland (IHTM15050 and following). 
 
What type of joint account? 
 
However, what is the position if one joint account holder has provided the whole of the 
funds? 
 
In Matthews (Executor of Mrs MJ Matthews’ estate) v HMRC [2012] UKFTT 658 (TC), the 
appellant, Mr Matthews, appealed against a determination by HMRC that the whole of the 
funds in an Abbey investment account in the names of Mr Matthews and the deceased 
(his late mother) were liable to IHT as part of the deceased’s estate under IHTA 1984, s 
5(2), or under the ‘gift with reservation’ anti-avoidance provisions. 
 
The deceased initially held funds in an account in her sole name. In 1999, the deceased 
opened a new account with Mr Matthews at Abbey plc. She withdrew all the monies in the 
account in her sole name, and deposited them in the new joint account. The account 
instructions included that either the deceased or Mr Matthews could withdraw monies from 
the account without the other’s signature being required. 
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From the date on which the account was opened in October 1999 until the deceased’s 
death in January 2007, no withdrawals were made from the account. The only deposits 
after the deceased’s initial transfer into it consisted of interest credited and small account 
bonuses. 
 
It was contended on Mr Matthews’ behalf that there was a ‘tenancy in common’ of the 
whole account, and that the deceased had made an absolute gift of one-half of the 
account balance. It was submitted that the deceased had no right to withdraw more than 
one half. In addition, the deceased and Mr Matthews had each declared one-half of the 
account interest in their income tax returns. It was further submitted that there was no gift 
with reservation. This was on the basis that the subject matter of the deceased’s gift was 
one-half of the account balance. Furthermore, had the deceased withdrawn more than her 
one-half entitlement, she would have had to account for any excess, and she could not 
have benefitted from Mr Matthews’ share of the funds. 
 
The tribunal followed the approach in an earlier case, Sillars and another v IRC [2004], 
SpC 10, by analysing what type of joint account was involved. For example, there are joint 
accounts where the deceased retained ownership of the funds, and no gift was made until 
death. On the other hand, there are other joint accounts involving a tenancy in common 
with each joint holder having separate ownership of a separate share in the account. 
Unfortunately for the appellant, the tribunal could not conclude from the evidence that the 
arrangements constituted a tenancy in common. The inference was that either Mr 
Matthews or the deceased could withdraw funds up to the total amount deposit for their 
own benefit. 
 
The tribunal therefore considered that IHTA 1984, s 5(2) applied. In addition, the tribunal 
held that there had been a gift with reservation by the deceased. This was on the basis 
that there had been a gift of the whole of the initial account balance, and that possession 
and enjoyment of the account had not been assumed by Mr Matthews because the 
deceased was still entitled to a share. The account had not been enjoyed to the exclusion 
of the deceased and of any benefit to her (e.g. interest) either. The appeal was therefore 
dismissed. 
 
Lack of evidence 
 
In cases involving family members, there will often be a lack of evidence of the parties' 
intentions. The tribunal judge in Matthews commented that for an account involving 
mother and son, he did not expect the parties to keep records showing the ownership of 
the funds and the arrangements in place for withdrawals. However, he would have 
expected an explanation of what understanding existed between Mrs Matthews and her 
son. Unfortunately, HMRC's information standards appear to be higher (IHTM15042): 
 
"When establishing the share based on the deceased’s contributions you should note that 
the true legal position is far from clear so it is important to establish the facts and obtain 
any relevant documents, such as application forms, withdrawal mandates, passbooks, 
terms and conditions of account before considering the legal and equitable rules."  
 
(Note - joint accounts in Scotland are subject to Scots law, and separate HMRC guidance 
applies; see IHTM15051 and IHTM15054). 
 
However, HMRC's guidance goes on to instruct its officers to avoid enquiries on joint 
accounts unless the amount of tax at stake is "substantial".  
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Joint accounts between spouses and civil partners will not normally attract HMRC's 
interest, due to the exemption for transfers between them (IHTA 1984, s 18). However, 
care is needed in respect of joint accounts with non-exempt joint account holders, such as 
other family members.  
 
Taxed twice? 
 
Finally, it is interesting to note that the tribunal in Matthews referred to a comment by the 
Court of Appeal in Melville v IRC [2001] EWCA Civ 1247: 
 
“A clear example [of a provision of the inheritance tax regime that produces double 
taxation] is one falling within s.5(2) of the 1984 Act, the very common case of a joint bank 
account which permits any holder to draw on that account.  The same property, the 
moneys in the account, is under s.5(2) taxable on the death of each holder”. 
 
In the Squire Sanders UK Tax Bulletin (November 2012), Peter Vaines makes the 
following observation on this point: 
 
"Despite this statement, it is explained in the Revenue Manuals that HMRC would not 
seek to charge inheritance tax on the account twice but would attribute the account to the 
person who provided the funds. (That is all very well, but it does not deal with the growth 
in value of the fund - to whom is that attributed?)"   
 
The general rule on joint accounts (certainly between individuals who are not spouses or 
civil partners) for IHT purposes would therefore be to avoid them if possible, albeit that 
there may be non-tax reasons why they are sometimes necessary. 
 

3. Private residence disposal: CGT or trading income? 

 

In the vast majority of cases, it is taken for granted that the disposal of an individual's only 
or main residence is a capital transaction, and is eligible for exemption from capital gains 
tax (CGT) due to the availability of 'principal private residence' (PPR) relief. However, 
HMRC occasionally try to argue that the disposal is a trading transaction instead, which 
would accordingly be liable to income tax as opposed to CGT. It is therefore necessary to 
consider when HMRC might challenge such a disposal as a trading transaction, and 
whether such a challenge could be used more widely to prevent CGT treatment and 
potentially deny PPR relief on the disposal of a taxpayer’s only or main home. 
 
In Regan & Anor v Revenue & Customs [2012] UKFTT 569 (TC), Mr and Mrs Regan sold 
93 Rowan Avenue in the year ended 5 April 2007. They claimed that the property was 
their home, and that there was therefore no tax liability on its disposal. However, HMRC 
contended that the sale of 93 Rowan Avenue was a trading transaction. HMRC also 
argued that even if the sale was not trading, it was liable to CGT because the property 
was not Mr and Mrs Regan's only or main residence. 
 
The tribunal in this case looked at the facts and background surrounding the acquisition 
and disposal of 93 Rowan Avenue. Briefly, Mr and Mrs Regan sold 91 Surrenden Road in 
August 1999. They stayed with friends until they bought 95 Rowan Avenue in May 2000. 
Mr and Mrs Regan occupied 95 Rowan Avenue until June 2003; the property was sold 
and subsequently demolished. In September 2002, Mr and Mrs Regan had bought 7 
Woodland Drive. That property was uninhabitable at the time, and Mr and Mrs Regan 
spent the next two years carrying out work on it. In the meantime, Mr and Mrs Regan 
bought 93 Rowan Avenue in or around February 2003. Before moving into 93 Rowan 
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Avenue, and while still living at 95 Rowan Avenue, Mr and Mrs Regan carried out some 
work to make 93 Rowan Avenue habitable. They moved into 93 Rowan Avenue in June 
2003, and lived there until April 2004. Mr and Mrs Regan then moved into 7 Woodland 
Drive in April 2004. After moving out of 93 Rowan Avenue, they built an extension on the 
property, before finally selling it in August 2006. 
 
Badges of trade 
 
The first question for the tribunal to consider was whether the sale of 93 Rowan Avenue 
was a trading transaction. In doing so, the tribunal considered the various characteristics 
of a trade. These characteristics are known as the ’badges of trade’. The ‘badges of trade’ 
were originally identified by the Royal Commission for the Taxation of Profits and Income 
in 1955, using previous case law about what constitutes a trade. The Royal Commission 
summarised six badges of trade. Subsequently, in the case Marson v Morton [1986] STC 
463, a total of nine badges were identified. However, the tribunal in Mr and Mrs Regan's 
case looked at the original six badges of trade: 
 
1. The subject matter of the realisation; 
2. The length of the period of ownership; 
3. The frequency or number of similar transactions by the same person; 
4. Supplementary work on or in connection with the property realised; 
5. The circumstances that were responsible for the realisation; and 
6. Motive 
 
With regard to the first badge (i.e. the subject matter of the realisation), the tribunal 
considered that it was inconclusive, as land can be held both as trading stock and as an 
investment. On the second badge (i.e. the length of the period of ownership), the tribunal 
did not find the period of ownership or occupation by Mr and Mrs Regan to indicate trading 
or otherwise. 
 
The third badge (i.e. the frequency or number of similar transactions by the same person) 
was considered to be more significant in this case, because Mr Regan was a builder by 
trade. HMRC argued that Mr Regan bought and sold 93 Rowan Avenue as part of his 
trade. Mr and Mrs Regan stated that they bought 93 Rowan Avenue because they had 
nowhere else to live, and also pointed out that there was no planning permission for the 
property at that time. The tribunal did not regard the number and frequency of transactions 
in this case as indicating a trade. 
 
HMRC contended that the fourth badge (i.e. supplementary work on or in connection with 
the property realised) was important. They said that building an extension on the property 
after occupying it was above and beyond what a typical private owner would do. In other 
words, Mr Regan was not a typical private owner, because he was a builder. The tribunal 
considered whether the activity of modernising and extending a property was consistent 
with a trade. The tribunal held that this badge of trade was met, but said that this 
conclusion was hardly surprising, given that Mr Regan is a builder and the work on the 
property was done through his business.  
 
On the fifth badge (i.e. the circumstances that were responsible for the realisation), HMRC 
argued that the disposal was in the course of a trade. HMRC pointed out that Mr and Mrs 
Regan owned the property for 41 months, but only lived in it for 10 months. The tribunal 
pointed out that in cases of doubt, the sixth badge of trade (i.e. the motive for acquiring 
the asset) can also be considered. The tribunal found, on the evidence, that the main 
motive for acquiring 93 Rowan Avenue was for Mr and Mrs Regan to have somewhere to 
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live, which was convenient in terms of the work on the development at 7 Woodland Drive 
that was about to start.  
 
The tribunal's overall conclusion was that the various factors tipped the balance towards 
the disposal of 93 Rowan Avenue not being a trading transaction or an adventure in the 
nature of the trade. The taxpayers were therefore successful on that point. 
 
The second question for the tribunal to consider was whether 93 Rowan Avenue was Mr 
and Mrs Regan's only or main residence. HMRC argued that the property was never their 
‘residence’ at all, let alone their only or main residence. HMRC also said that 93 Rowan 
Avenue was only a ‘stop gap’ until Mr and Mrs Regan could live in 7 Woodland Drive. The 
tribunal considered the meaning of ‘residence’ based on previous case law, and accepted 
HMRC’s point that Mr and Mrs Regan always intended to move into 7 Woodland Drive 
when they could do so. However, the tribunal's view was that this intention did not 
disqualify 93 Rowan Avenue from being a residence. 
 
Importantly, the tribunal considered that the issue of whether a property is, or has been, a 
residence is a matter of fact to be determined by reference to the quality and not merely 
the length of the occupation. The tribunal held that in view of the fact that Mr and Mrs 
Regan occupied 93 Rowan Avenue for 9 to 10 months, the property was more than a stop 
gap or temporary place of occupation, but was where they lived; in other words, 93 Rowan 
Avenue was their residence. It was held that Mr and Mrs Regan were entitled to principal 
private residence relief from CGT on the disposal of the property, and their appeal against 
the income tax assessments was therefore allowed. 
 
Wider 'trading' argument? 
 
Mr and Mrs Regan's case is perhaps unusual, because HMRC generally tend to accept 
that the disposal of a residence is subject to CGT as opposed to income tax, which means 
that principal private residence relief will normally be available. However, it does beg the 
question why HMRC chose this case to argue that the property disposal was a trading 
transaction, and also whether HMRC could argue for income tax treatment more widely. 
 
As with most tax questions these days, the answer is that it depends! It depends on the 
specific facts and circumstances. For example, the fact that Mr Regan was a builder by 
trade would probably have been a major factor in HMRC challenging the property disposal 
as a trading transaction. It therefore follows that any taxpayers who are builders should 
keep their own residences, and any building work carried out on them, entirely separate 
from their building trade. 
 
Aside from builders, in practice I have seen HMRC enquire into a taxpayer where the 
individual bought and sold a series of residences in fairly quick succession. However, the 
facts and the evidence in that case supported the taxpayer’s explanations as to his 
motives and the reasons why he had bought and lived in a succession of houses. The 
taxpayer had also kept evidence to support his arguments, and this is obviously an 
important step in terms of preventing a possible challenge from HMRC. 
 
Finally, it is probably fair to say that generally speaking the longer a taxpayer occupies a 
residence, the less likely it is that the disposal of the property will be challenged by HMRC 
as a trading transaction. However, it is worth keeping in mind the point made by the 
tribunal in Mr and Mrs Regan's case, that the issue of whether a property has been a 
residence should be determined by reference to the quality of the occupation, and not 
merely the length of the occupation. The tribunal in the Regan case commented: 
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“We consider that the issue of whether a property is or has been a residence is a matter of 
fact that should be determined by reference to the quality (and not merely the length) of 
the occupation.” 
 

4. HMRC enquiries: Reopening earlier years     

 

Those who regularly deal with HMRC enquiries into the tax returns and accounts of sole 
traders and partnerships in particular may well have come across the ‘presumption of 
continuity’ (sometimes known as ‘spreading’), possibly without realising it.  
 
Presumption of continuity 
 
For example, suppose that an accountancy practice has a self-employed client who 
operates a cash-based business, such as a market trader or perhaps a fast-food 
takeaway. The taxpayer’s business records are not particularly good (despite his agent 
constantly nagging him to improve them). HMRC opens an enquiry into the self-employed 
individual’s tax return, and the HMRC officer requests the taxpayer’s business records. 
The HMRC enquiry officer eventually concludes that business profits were understated, 
and increases the taxpayer’s turnover and profit for the relevant tax year. In addition, the 
HMRC officer considers that profits for other years have probably been understated as 
well, and makes discovery assessments for earlier tax years. When the taxpayer’s agent 
asks what justification HMRC has for reopening early years, the HMRC officer mentions 
the presumption of continuity, and refers the agent to an earlier tax case, as well as 
HMRC’s enquiry manual. 
 
The tax case that the HMRC officer will probably refer to is Jonas v Bamford [1973] STC 
519. That case broadly involved an enquiry into the tax affairs of an individual, which 
resulted in additional assessments covering a number of years. It was held in that case 
that the onus was on the taxpayer to show that the assessments were wrong. 
Unfortunately for the taxpayer, he was unable to discharge that burden of proof, and his 
appeal was therefore dismissed. The decision in the High Court by Judge Walton included 
the following statement, which gave rise to the presumption of continuity: 
  
“… So far as the discovery point is concerned once the inspector comes to the conclusion 
that, on the facts which he has discovered, the taxpayer has additional income beyond 
that which he has so far declared to the inspector, then the usual presumption of 
continuity will apply. The situation will be presumed to go on until there is some change in 
the situation, the onus of proof of which is clearly on the taxpayer.” 
 
It is interesting to note that Judge Walton was actually referring to the presumption of 
continuity applying to later years, rather than earlier ones. However, this distinction does 
not appear to have been taken into account in some tax cases since then. 
 
Limitations 
 
The decision in Jonas v Bamford has been used by HMRC quite extensively. A search for 
‘Jonas v Bamford’ on the British and Irish legal Information Institute website, for example 
(www.bailii.org), reveals that it is mentioned in many other cases. However, not all of 
these cases have gone HMRC’s way, i.e. the presumption of continuity does have its 
limitations. This point was illustrated in a recent First-tier tribunal case, Barkham v 
Revenue & Customs [2012] UKFTT 499 (TC). 
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In the Barkham case, HMRC opened an enquiry into the taxpayer’s self-assessment 
return for 2004-05. Mr Barkham operated a car sales and maintenance business. 
Following the enquiry, HMRC raised an assessment increasing Mr Barkham’s profits for 
2004-05, and also raised assessments for 2001-02, 2002-03 and 2003-04. The tribunal 
had to consider whether the taxpayer’s accounts for the year ended 31 December 2004 
were understated, and also whether the discovery assessments were competent for the 
earlier years. 
  
HMRC’s enquiry into the taxpayer’s accounts resulted in an addition to gross profit which 
represented a 58% increase in gross receipts for the tax year 2004-05. HMRC then 
applied the same percentage to increase gross receipts for the three earlier tax years. The 
dispute between HMRC and the taxpayer via his agent had broadly revolved around the 
treatment of cash sales in the business. The taxpayer and his agent said that all sales had 
been declared, and that the accounts were therefore correct. However, HMRC contended 
that accounts turnover for the year in question omitted cash sales. They also relied on the 
presumption of continuity to make assessments for the early years. 
 
The tribunal pointed out that the business had not kept proper records and did not have a 
balance sheet for the year. The tribunal judge said that there was no evidence that the 
sales figure included the total amount of cash which should have been banked, and 
therefore dismissed the taxpayer’s appeal against the 2004-05 assessment. 
 
With regard to HMRC’s assessments for earlier years, the tribunal agreed with HMRC in 
terms of making the discovery assessments. However, on the evidence the tribunal found 
it hard to accept the figures projected backwards of a 58% increase in the declared 
turnover for the early years. The tribunal found the rate of 58% to be “unfair and 
unreasonable”, and that applying the 58% increase to turnover was “unrealistic”. A simple 
projection of profits on a fixed percentage basis did not strike the tribunal as accurate or 
fair. The taxpayer and HMRC were therefore asked to provide further written evidence, 
and suggested that the parties negotiate between themselves. 
 
With regard to the presumption of continuity, the tribunal noted that HMRC had applied 
this approach in concluding that the under-declaration for 2004-05 pointed to under-
declarations in the earlier years, and had raised discovery assessments accordingly. 
However, the tribunal judge had this to say about the presumption of continuity: 
 
“The presumption of continuity alone does not justify increases in assessments; the initial 
onus is on HMRC to show evidence in support of the making of the assessments. This 
would therefore be a limitation of the use of the presumption of continuity where previous 
year’s accounts are sought to be opened.” 
 
This is not the first time that the tribunal has pointed towards limitations in the presumption 
of continuity. For example, in Syed v Revenue & Customs [2011] UKFTT 315 (TC), the 
tribunal referred to the above quote from Jonas v Bamford, stating that it expresses no 
legal principle, and that it would be quite wrong as a matter of law to say that because 
something happened in one year, it must be assumed to have happened in a prior year. 
The tribunal also commented on the presumption of continuity: 
 
“In practice it will generally be reasonable and sensible to conclude that if there was a 
pattern of behaviour this year then the same behaviour will have been followed last year. 
Sometimes however that will not be a proper inference: there will be occasions when the 
behaviour related to a one-off situation, perhaps a particular disposal, or particular 
expenses; in those circumstances continuity is unlikely to be present.” 
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Incomplete business records 
 
In cases where the taxpayer’s business records are incomplete, HMRC may seek to 
assess additional profits using some form of business economics exercise. For example, 
in Chapman v Revenue & Customs [2011] UKFTT 756 (TC), HMRC opened an enquiry 
into the taxpayer’s return for 2006-07. In the absence of adequate business records, 
HMRC conducted a ‘takings build-up’ exercise, which arrived at a shortfall in turnover for 
2006-07. HMRC considered that the retail price index should be applied to calculate a 
shortfall in declared income for 2004-05 and 2005-06, and also the later year 2007-08, on 
the basis of the presumption of continuity.  
 
However, the tribunal noted that virtually all the evidence related to the period covered by 
the year of enquiry. The tribunal also noted that HMRC’s takings build-up exercise was 
only an estimate, and held that the resulting turnover figure was “wholly unrealistic”. The 
omitted sales figure for 2006-07 was therefore reduced. HMRC had not actually produced 
a takings build-up for 2004-05 or 2005-06 due to time constraints. The tribunal said that 
the takings build-up for the enquiry year 2006-07 included a number of transactions 
peculiar to that year, and concluded that the assessments for 2004-05 and 2005-06 could 
not stand. In the absence of any alternative basis of assessment, the assessments were 
reduced to nil.  Similarly, the tribunal considered that HMRC’s takings build-up calculation 
for 2007-08 seemed arbitrary, and the assessment for that year was also reduced to nil. 
 
HMRC does in fact accept that the presumption of continuity needs to be used with some 
care. For example, in the enquiry manual at EM3309, HMRC states: “If you have found 
only one omission in one year and when asked the taxpayer immediately offers a 
reasonable explanation for its existence, you would not be in a position to argue for 
additions to other years on that fact alone.”  
 
However, HMRC goes on to say: “…if you have proven omissions for which there is no 
ready explanation and the business and way of life of the taxpayer have not changed you 
will be in a much stronger position to argue for addition to other years.”  
 
At the end of the day, if HMRC wants to use the presumption of continuity to increase a 
taxpayer’s profits, the onus will initially be on HMRC to provide evidence to support their 
approach.  
 
Final thoughts 
 
Finally, there are a few further points to bear in mind. Firstly, it might be tempting in an 
enquiry case to agree additions to business profits with HMRC, in an attempt to bring the 
enquiry to an early conclusion. However, as we have seen, profit adjustments for the year 
of enquiry can result in adjustments for other tax years as well, based on the presumption 
of continuity. So any profit adjustments for the enquiry year need to be considered very 
carefully. 
 
Secondly, HMRC may refer to the enquiry manual in support of using the presumption of 
continuity to increase profits for tax years other than the year of enquiry. For example, 
there is a section of the enquiry manual at EM3310 onwards, which gives details of 
various cases including Jonas v Bamford in support of reopening early years. However, as 
noted above, there are other cases which indicate a limitation in the presumption of 
continuity, and HMRC should be referred to those cases where appropriate. 
 
Thirdly, even if the presumption of continuity is considered to be appropriate and HMRC 
raises assessments to increase profits for earlier tax years, it should not be automatically 
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assumed that the methodology used by HMRC is correct. If the taxpayer can provide 
evidence to indicate that, on a balance of probabilities, HMRC’s assessments are 
excessive, those assessments will need to be adjusted accordingly. 
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