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THE TAX IMPLICATIONS OF REPLACING
INTEGRAL FEATURES

Introduction

The legislation covering integral features was introduced in the
Finance Act 2008, which incorporated it into the capital
allowances Act 2001 (CAA 2001). Where expenditure is
incurred on the replacement of an integral feature, that
expenditure must be capitalised even if it could otherwise be
treated as revenue expenditure as a repair to the building
concerned. Of course, this only applies if the integral feature is
a fixed asset or forms part of an investment property and not if
the integral feature forms part of a property held as trading
stock.

Whilst revenue expenditure is fully tax deductible in the year of expenditure,
capital allowances generally provide tax relief over a longer time period.
Although before we explore the tax implications of replacing an integral
feature, we should first consider what constitutes an ‘integral feature’ and
what the term ‘replacement’ actually means under the legislation.

Integral features

In order to qualify for capital allowances as expenditure on an integral
feature, the item of expenditure must be included within the list of integral
features set out at CAA 2001, Section 33A. This list will be subject to revision
from time to time by order of the Treasury, but currently it consists of the
following:

Electrical systems

Cold water systems

Heating, ventilation and air-conditioning installations
Lifts, escalators and moving walkways

External solar shading

In addition, any demolition costs or expenditure that is incidental to the
provision or replacement of any of the above items will be included with the
cost of the item concerned.

Replacement

The definition of ‘replacement’ of an integral feature is set out at CAA 2001,
Section 33B. Basically, an integral feature will be treated as having been
replaced if the expenditure incurred on the integral feature in any 12 month
period is more than 50% of the replacement cost of the integral feature. This
calculation will involve the estimation of the replacement cost of the existing
integral feature, which could be significantly higher than the original cost.



The tax implications

It might seem obvious that a full tax deduction for revenue
expenditure in the year of expenditure would be more tax
efficient than expenditure qualifying for capital allowances
that is relieved over a number of years. One must not
overlook the fact that capitalised expenditure will reduce
the capital gain when the property is sold, assuming that
the property value increases by at least the cost of the
integral feature. In the case of revenue expenditure, no
addition is made to the capital cost base and therefore,
the gain on the sale of the building will not be reduced by
the cost of the integral feature. In order to truly appreciate
the tax implications of capitalising the expenditure, it is
necessary to consider a few scenarios.

A comparison between capital and revenue expenditure is
provided in the table below. The discounted tax adjusted
cost of replacing an integral feature in the tax year 2010-
11 is shown for different taxpayers and different holding
periods. The costs under ‘Capital A’ assume that the
taxpayer will enter into an election in accordance with
CAA 2001, Section 198 to fix the disposal value of the
integral feature at tax written-down value. The costs under
‘Capital B’ assume that the elected value will be only £1.
The ‘Capital B’ costs remain constant over different
holding periods because they are based on the net
present value of the capital allowances pool that will be
unaffected by the sale of the property. In all cases it is
assumed that the capital value of the property will
increase by an amount equal to the expenditure on the
integral feature.

DISCOUNTED AND TAX ADJUSTED CAPITAL REVENUE COSTS

COMPANY INDIVIDUAL

Holding
Period

Capital A | Capital B | Revenue | Capital A | Capital B | Revenue

3 Years £912,673 | £830,474 | £951,399 | £840,840 | £670,531 | £749,199

5 Years £892,027 | £830,474 | £910,102 | £798,766 | £670,531 | £721,786

7 Years £876,814 | £830,474 | £889,191 | £767,072 | £670,531 | £697,389

10 Years | £860,732 | £830,474 | £862,056 | £733,569 | £670,531 | £665,732

As can be seen from the above figures, provided that the
capital allowances are retained (i.e. Capital B applies) the
discounted tax adjusted costs for capital expenditure
incurred by a company are significantly lower than if the
replacement of the integral feature was treated as a
revenue cost, even over a ten year holding period. If the
disposal value of the integral feature is tax written-down
value (i.e. Capital A applies), then a company would still
be marginally better off by capitalising the expenditure.
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The results for an individual taxpayer are by no means so
conclusive. This is due to the large difference between the
top rates for income tax and capital gains tax. The longer
the holding period, then the smaller the difference due to
the discounting of the capital gain. As the top capital gains
tax rate for an individual is currently 28% and the top
income tax rate is 50%, the saving in income tax from
revenue expenditure is more significant than the capital
gains tax. This has the effect of putting the individual
taxpayer at a marginal disadvantage from incurring capital
expenditure if the holding period is ten years, even if the
capital allowances are retained (Capital B). If the disposal
value of the integral feature is tax written-down value,
then the individual taxpayer is significantly worse off from
capitalising the expenditure over all holding periods.

The figures in the table show that capitalising the
expenditure on the replacement of an integral feature is
likely to be the most tax efficient way of treating the
expenditure by a company, even if the company does not
retain all capital allowances on the sale of the property. A
company should be at no disadvantage from capitalising
expenditure that could otherwise be treated as a revenue
cost if not for CAA 2001, Section 33B. The same is true
for individuals, but only for shorter holding periods and
only if all the capital allowances are retained.

Conclusions

When the capital allowances rules for integral features
were introduced in 2008, it was generally thought that the
requirement to capitalise replacement expenditure would
result in a tax disadvantage as compared to the treatment
of revenue expenditure. There is a danger of focusing on
just the immediate tax cashflows and overlooking the later
tax cashflows arising throughout the holding period of a
property and even beyond the time that the property is
sold. When all the possible tax cashflows are considered
it is possible to find situations where the capitalisation of
the expenditure on the replacement of an integral feature
is beneficial for the taxpayer.

From the data set out in the table, we can conclude that
the capitalisation of replacement expenditure by a
company should not result in a tax disadvantage, even if
the company passes on the benefit of the unutilised
capital allowances when the property is sold. On the other
hand, an individual taxpayer should generally seek to
retain all capital allowances on the sale of the property in
order to avoid a tax disadvantage resulting from the
capitalisation of the replacement expenditure.

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.
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Whilst every effort has been made to ensure accuracy at time of publication, dated November 2010, 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.



