
 

 

Tim Beresford  
0121 710 1333 
tim.beresford@ 
davislangdon.com 

Rachel Sanders  
020 7061 7141 
rachel.sanders@ 
davislangdon.com 

KEY CONTACTS 

Michael Murray  
0131 550 9473 
michael.murray@ 
davislangdon.com 

John Go ldrick  
0161 819 7646 
john.goldrick@ 
davislangdon.com 

David Rees  
023 8068 2801 
david.rees@ 
davislangdon.com 

 
 
 
 

 
 
 
 
Introduction 
 
The payment and receipt of service charges can involve tax 
issues which are not necessarily obvious.  Whilst in most 
cases the payment of service charges by the tenant will 
entitle the tenant to treat the charges as a revenue expense, 
the reverse is not always true for the landlord.  The tax 
treatment of service charges in the hands of the landlord will 
depend on the service charge provisions within the lease 
and the nature of the receipt.  The landlord’s expenditure 
that gave rise to the service charge may entitle the landlord 
to a revenue deduction or Capital Allowances, irrespective of 
the fact that the relevant cost has been met by the tenant.  In 
some circumstances the landlord may not be incurring 
expenditure at all.  This paper seeks to simplify most of the 
tax issues to be considered when dealing with service 
charges. 
 
Profits of a trade or property business 
 
The starting point is to consider whether the service charge receipt or 
expenditure is to be included in the calculation of profits.  If the service 
charge receipt is to be included in the calculation of profits from a 
property rental business, then the landlord will be subject to tax on the 
service charge receipt as income.  Likewise, if the tenant can include the 
service charge payment in the calculation of profits, then the tenant will 
be given a corresponding tax deduction as an expense. 
 
For income tax, the relevant provision is the Income Tax (Trading and 
Other Income) Act 2007 (ITTOIA 2007), which states at Section 272 that 
the profits of a rental business are calculated the same way as the 
calculation of profits of a trade.  If, therefore, a service charge receipt is 
revenue in nature, it will be included as part of the income derived from 
the property rental business.  In fact, most leases will confirm this 
treatment by stating that service charges are ‘reserved as rent’. 
 
The relevant provision for corporation tax is the Income and Corporation 
Taxes Act 1988 (ICTA 88), which also confirms at Section 21A that the 
profits of a Schedule A business are computed in the same way as the 
profits of a trade.  Furthermore, Section 24(6)(b) states that ‘rent’ 
includes a payment by the tenant to defray the cost of work of 
maintenance of, or repairs to, the demised premises, not being work 
required by the lease to be carried out by the tenant. 
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If, therefore, the service charge receipt is revenue in 
nature, then the landlord would be taxed on the receipt 
as income and the tenant would be given a tax 
deduction for the expense.  If the service charge receipt 
is capital in nature, then the landlord will be taxed on 
the basis of a capital receipt and the tenant may not 
obtain a deduction for the expense (see overleaf 
entitled ‘dilapidations’).   
 
It is important to note that just because the landlord is 
treated as receiving income, it does not mean that the 
expenditure covered by the service charge will be 
revenue in nature.  The works carried out by the 
landlord need to be separately considered. 
 
Repairs, maintenance and refurbishment 
expenditure 
 
The receipt of the service charge and the expenditure 
carried out by the landlord are completely separate 
issues as far as the tax treatment of each is 
concerned.  The service charges paid by the tenant are 
not off-set against the cost of the works carried out by 
the landlord.  The treatment of the expenditure incurred 
by the landlord will depend on whether it is capital or 
revenue in nature.  This will depend on the facts in 
each case and a thorough consideration of this issue is 
outside the scope of this paper.   
 
It is a fact that the landlord may be in a worse than 
neutral position from incurring expenditure carrying out 
repairs and maintenance work to a property that are 
matched by service charge receipts.  In the case of 
replacement of integral features, the landlord will be 
taxed on the service charge as income, but from April 
2008 will be forced to treat the expenditure as capital.  
Whilst the landlord is able to claim Capital Allowances 
on the expenditure, the tax incurred on the service 
charge receipts could take many years to recoup.  It 
should also be noted that the tenant will still get a full 
deduction for the service charge as a revenue 
expense, irrespective of the fact that landlord treated 
the corresponding expenditure as capital. 
 
Dilapidations  
 
The tax treatment of a payment by the tenant to the 
landlord for dilapidations will depend on the exact 
circumstances in each case.  The payment is to cover 
works of repair or reinstatement for which the tenant is 
liable, because the lease provides that the tenant must 
hand back the property at the end of the lease in the 
same state as it was at the commencement of the 
lease. 
 
If the landlord disposes of the property or occupies it 
himself at the end of the lease, then the dilapidations 
payment is likely to be treated as a capital receipt by 
way of compensation for the tenant failing to observe 
the terms of the lease to keep and surrender in good 

repair.  The sum paid to the landlord may then be 
chargeable to CGT. 
 
If the property is re-let, then the dilapidations payment 
is likely to be treated as compensation for the lower 
rent achievable by the landlord and the payment will be 
taxable as income.  Alternatively, the tenant may pay a 
sum towards the cost to the landlord of carrying out the  
repairs, in which case the dilapidation payment is 
netted off against the landlord’s repair costs.  Note, this 
is different from the treatment of service charges where 
the landlord is not able to net off the service charge 
from the cost of the works.  
 
Sinking funds 
 
Whilst these are becoming less popular due to the 
administrative regulations attached to them, they are 
nevertheless still encountered today, especially within 
older leases.  The main point to note with sinking funds 
is that the landlord must hold the monies on trust for 
the tenants and it is kept separate from the landlord’s 
own money. 
 
As the landlord does not own the sinking fund, it will 
pass to the new owner of the property on sale and the 
new owner will also hold the sinking fund on trust for 
the tenants.  Any expenditure incurred on the property 
that is met by the sinking fund is not expenditure by the 
landlord.  Neither is it expenditure by the tenants, 
because they have already had a full tax deduction 
when payments were made into the sinking fund. 
 
Where the landlord carries out work that is partially 
covered by the sinking fund, then an apportionment will 
need to be made to establish the landlord’s 
expenditure.  The apportionment must be just and 
reasonable and therefore, the landlord cannot claim to 
be solely incurring expenditure on items that are 
deductible (either repairs or Capital Allowances items) 
and the sinking fund to be covering the non deductible 
expenditure. 
 
Service charge voids 
 
When a multi-let property is partially vacant, the 
landlord will need to cover the proportion of the service 
charges that are applicable to the void units.  In the 
case of variable service charges, where the receipts 
and expenditure are balanced at the end of each year, 
this will merely involve the landlord in receiving less 
taxable income.  The level of expenditure on any 
necessary works and the tax treatment of the 
expenditure will be the same as if there were no voids, 
albeit that the landlord will be out-of-pocket to the 
extent of the service charge voids. 
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The same, however, will not be the case if the lease 
requires the operation of a sinking fund.  In that case 
the landlord should be able to obtain a tax deduction 
for payments into the sinking fund in respect of voids.  
The tax position of the works funded by the sinking 
fund will be as explained earlier under ‘sinking funds’ 
and the landlord will only be treated as incurring 
expenditure on the works to the extent that their cost is 
not fully met by the sinking fund. 
 
Service charges on residential property 
 
The tax treatment of service charges for residential 
property is subject to the effect of the Landlord and 
Tenant Act 1985.  Section 42 of the Act requires 
residential landlords to hold all variable service 
charges and sinking funds in trust for the tenants.  This 
means that the situation is similar to that explained for 
sinking funds.  The landlord, therefore, does not treat 
the service charge receipts as income, neither does 
the landlord incur expenditure on any works that are 
covered by service charges or sinking funds. 
 
Examples 
 
Some examples of tax rules relating to service charges 
have been included below: 
 
1)  Landlord replaces the lift in an office investment 

property that is fully covered by service charge 
provision. 

 
Tax position:   Landlord is taxed on service charge 
receipt as income and claims Capital Allowances on 
the replacement of the integral feature, which must 
be treated as capital expenditure under Capital 
Allowances Act 2001, Section 33B. 

 
2) Landlord incurs £500,000 on major refurbishment to 

the common parts of a fully let shopping centre, 
£400,000 of which represents alteration works, with 
the balance of £100,000 on repairs to the building 
fabric.   

 
The landlord is able to recover a total of £200,000 
from the tenants by way of service charge. 

 
Tax position:   Landlord is taxed on £200,000 as if 
it was rent and is only able to claim expenditure on 
repairs of £100,000.  The £400,000 of capital 
expenditure is analysed for Capital Allowances. 

 
3)  Landlord incurs £3 million on the replacement of the 

air-conditioning to an office investment, of which £2 
million is met by the tenants under service charge. 

 
Tax position:   The landlord is taxed on the receipt 
of £2 million as rent and claims Capital Allowances 
on £3 million. 

 

4)  Refurbishment works of £500,000 are carried out to 
the common parts of a shopping centre, which are 
fully met from the sinking fund. 

 
Tax position:   No tax consequence.  Landlord does 
not incur expenditure and tenants have claimed 
revenue deduction when payment was made into 
the sinking fund. 
 

5) The lift is replaced to a block of flats at a cost of 
£100,000 and the landlord agrees with the tenants 
to meet 25% of the cost. 

 
Tax position:   The landlord is not in receipt of any 
income because the service charges are deemed to 
be held in trust.  As the landlord does incur the 
balance of £25,000 on the lift, the landlord is able to 
claim Capital Allowances on £25,000 only. 

 
6)  The tenant agrees to pay for dilapidations of 

£300,000 at the end of the lease.  The landlord 
carries out a refurbishment at a cost of £1 million, of 
which the repair expenditure is £150,000 and then 
re-lets the property. 

 
Tax position:   Whilst the tenant agreed to 
dilapidations of £300,000 the cost can clearly not all 
relate to repairs, as the landlord is only incurring 
£150,000 in total on repairs.  It may well be that the 
£300,000 was agreed in respect of ‘notional 
repairs’, which were not carried out in full by the 
landlord as some alteration works were carried out 
instead.  As notional repairs are not deductible, the 
£300,000 cannot be off-set against the £1 million 
cost and the balance then treated as capital.  
Instead, the £300,000 will be taxed as income by 
way of compensation for the reduced rental value of 
the property before refurbishment and then the 
landlord will get a tax deduction for the £150,000 
incurred on repairs.  The balance of £850,000 will 
be analysed for Capital Allowances. 

 
Note:  the position could be different if the 
expenditure on repairs was £350,000 out of the total 
of £ 1million incurred by the landlord.  In that case 
the dilapidations payment would be netted off 
against the cost of repairs and the landlord would 
only get a deduction for the balance of £50,000 
incurred on repairs.  It might seem irrelevant in this 
case whether the dilapidations payment is netted off 
against the cost of repairs, or treated as income 
because the net tax effect will be the same.  By 
adopting this approach, however, the dilapidations 
are not off-set off against capital expenditure.
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Summary 
 
Treat service charge receipts and expenditure incurred by the landlord as 
completely separate.  Unless the expenditure is met by a sinking fund (or 
service charges on residential property), the expenditure incurred should 
be analysed between capital and revenue.  The fact that the landlord is 
recovering expenditure through service charges is generally irrelevant.   
 
If the expenditure incurred by the landlord, therefore, is not all revenue in 
nature, then the landlord will be in a negative cashflow position as far as 
the tax treatment of his income and expenditure are concerned. 
 
One major area of complication to watch out for following the changes to 
Capital Allowances in Finance Act 2008, is the treatment of integral 
features.  If an integral feature is replaced (or more than 50% of the 
replacement cost is incurred in any twelve month period), then in 
accordance with Capital Allowances Act 2001, Section 33B, the 
expenditure must be treated as capital.  The landlord, therefore, is taxed on 
income received in the year of expenditure, but receives Capital 
Allowances at the rate of 10% per annum on a reducing balance basis.  
Replacement of integral features is no longer tax neutral, as was the case 
prior to April 2008. 
 
For further advice concerning any of the issues raised in this briefing, please 
contact one of our key individuals detailed overpage, 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. 


