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Introduction 
 
In the context of property expenditure, ‘deferred revenue 
expenditure’ is the cost of repairs and maintenance that 
could properly be treated as revenue expenditure, but which 
has been capitalised in the accounts of the business. It is not 
uncommon for revenue expenditure forming part of a 
property refurbishment project to be capitalised, because the 
accounts of a business are often finalised before the tax 
computations. Rather than identifying revenue expenditure in 
the accounts, which will then be a fully tax deductible 
expense in the year of expenditure, the tax analysis of a 
refurbishment project is frequently carried out after all the 
expenditure has been shown in the accounts as an addition 
to fixed assets. This paper considers the tax consequences 
of capitalising revenue expenditure. 
 
Tax treatment -v- accountancy treatment 
 
The accountancy treatment of an item of expenditure does not dictate 
whether that expenditure is capital or revenue for tax purposes. It is tax 
law, rather than accountancy treatment, that is the deciding factor as to 
whether expenditure is capital or revenue in nature. An item of revenue 
expenditure, such as a property repair, does not become capital just 
because it has been capitalised in the accounts. Similarly, capital 
expenditure does not become revenue expenditure when it is charged to 
the profit and loss account, such as depreciation. 
 
Accountancy rules do dictate when an item of revenue expenditure can 
be allowed for tax. In accordance with the Finance Act 1998, Section 42, 
the profits of a business are to be computed in accordance with generally 
accepted accounting practice, subject to any adjustment required or 
authorised by law. Revenue expenditure is not automatically allowed for 
tax in the year that it is incurred, i.e. on a cash basis. Rather, it is allowed 
for tax when it is properly charged to the profit and loss account of the 
business. 
 
Case law 
 
In the case of Gallagher -v- Jones; Threlfall -v- Jones (1993) two 
taxpayers sought to write off the full cost of lease rentals paid upfront in 
an initial accounting period, rather than spreading the cost over the 
period of the lease. The High Court had found in favour of the taxpayers, 
but the decision was reversed at the Court of Appeal, where Sir Thomas 
Bingham stated: 
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‘The object is to determine, as accurately as possible, 
the profits or losses of the taxpayers' businesses for 
the accounting periods in question. Subject to any 
express or implied statutory rule, of which there is 
none here, the ordinary way to ascertain the profits or 
losses of a business is to apply accepted principles of 
commercial accountancy. That is the very purpose for 
which such principles are formulated’. 
 
The general rule that the tax liability of a business 
should be based on accepted principles of commercial 
accountancy has been reinforced by the case of 
Herbert Smith -v- Honour (1999). In that case, Herbert 
Smith charged a provision in their accounts for the 
excess of rents the firm would be liable to pay in the 
future in respect of an old premises they had vacated 
over the rents it would be able to charge in respect of 
those premises. It was agreed by both sides that the 
provision had been made in accordance with the 
correct accounting principles, but the Inland Revenue 
(now HM Revenue & Customs) rejected the provision 
on the basis that it was an anticipated liability, which 
was illegitimate in ascertaining profits for tax purposes. 
In reaching his decision in favour of the taxpayer at the 
High Court, Lloyd J stated: 
 
‘A rule which prohibited the anticipation of liabilities 
would be inconsistent with resort to generally 
accepted principles of commercial accounting in many 
cases, since it would disallow any provision made in 
accordance with the concept of prudence. The 
generally accepted principles of commercial 
accounting themselves operated to preclude 
illegitimate anticipation’.  
 
As the capitalisation of revenue expenditure, consisting 
of repairs and maintenance to a property, is not 
contrary to generally accepted accountancy principles, 
there is no rule of law that allows the taxpayer to 
deduct it all up front in the year of expenditure for tax 
purposes. Such accountancy treatment does not mean 
that the deferred revenue expenditure cannot be 
allowed for tax as a business expense at some time in 
the future.  
 
The timing of tax deductions for deferred 
revenue expenditure 
 
Unless property is held as an investment, it will be 
covered by Financial Reporting Standard (FRS) 15. 
This will be the case where the taxpayer occupies the 
property for the purposes of a trade. In these 
circumstances, the business owner is required to 
depreciate all tangible fixed assets on the basis of 
commercially accepted practice. For example, a pub 
company might depreciated the structure and fabric of 
its public houses at say 2% per year, but depreciate 
the fixtures and fittings at say 10% or more per year.  
 

In accordance with Finance Act 1998, Section 42, the 
deferred revenue expenditure incurred on a tangible 
fixed asset covered by FRS 15 would be allowed for 
tax on the same basis as the depreciation policy of the 
business. For example, repairs and maintenance 
expenditure to the fabric of the public house mentioned 
above would be allowed at 2% per year, but repairs to 
fixtures and fittings could be deducted at 10% per year. 
Also, but exceptionally, a reduction in the value of a 
tangible fixed asset may be due to an impairment loss 
in accordance with FRS 11, where the value falls 
below cost. In such circumstances, the same 
proportion of the deferred revenue expenditure can be 
released to the profit and loss account in the year as 
the impairment loss.  
 
Unfortunately, property businesses are at a distinct 
disadvantage when it comes to the timing of tax 
deductions for revenue expenditure that has been 
capitalised. As the property will be held as an 
investment, the property business will follow FRS 19 
and not FRS 15. Depreciation is specifically excluded 
for investment properties under FRS 19. This means 
that the deferred revenue expenditure will not be 
allowed for tax until the property is sold, which of 
course may be many years after the expenditure was 
incurred. Furthermore, on the sale of a property, the 
deferred revenue expenditure will result in a revenue 
expense. In the case of income tax, the Schedule A 
loss (other than a loss generated by Capital 
Allowances), cannot be set against a capital gain and 
might not ever be allowed.  
 
Capital Allowances 
 
Capitalised expenditure incurred on plant and 
machinery within commercial buildings will normally 
attract Capital Allowances. It is usually more tax 
efficient to recognise any repair or maintenance 
expenditure incurred on plant and machinery in the 
accounts, thereby obtaining a full tax deduction in the 
year of expenditure. This is because most of the 
expenditure attracting Capital Allowances for a 
property refurbishment will only be available at 10% or 
20% per year, on a reducing balance basis. If Capital 
Allowances are claimed, no deduction is available as 
deferred revenue expenditure.  
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Notwithstanding the above, there may be cases where it is more beneficial 
for the taxpayer to capitalise the revenue expenditure because 100% 
Capital Allowances are available. In such cases, not only is the expenditure 
allowed upfront in the same manner as revenue expenditure, but the 
expenditure is added to the capital cost of the property and will, therefore, 
reduce the capital gain (or increase a capital loss) on sale of the property. 
This would apply in the case of the first £50,000 of expenditure incurred on 
plant and machinery in accordance with Capital Allowances Act 2001, 
Section 51A, or in the case of expenditure incurred on energy-saving plant 
or machinery and environmentally beneficial plant or machinery in 
accordance with Capital Allowances Act 2001, Sections 45A and 45H 
respectively.  
 
Certain revenue expenditure is deemed to be capital by tax law. In 
accordance with Capital Allowances Act 2001, Section 33B, the cost of 
replacing more than 50% of an integral feature in any 12 month period 
must be capitalised, even though the expenditure is revenue in nature. For 
example, the replacement of lift motors and lift cars with modern 
equivalents is likely to be considered to be revenue expenditure in 
accordance with decided case law. Such expenditure, however, is very 
likely to be deemed to be capital expenditure under Section 33B. Instead of 
a full tax deduction in the year that it is incurred, the expenditure would 
attract Capital Allowances at 10% per annum on a reducing balance basis.  

 
Summary 
 
As illustrated above, a full tax deduction for expenditure incurred on repairs 
and maintenance to a property will only be available in the period in which 
it is incurred if it is recognised within the accounts as revenue expenditure. 
When the expenditure is incurred on the refurbishment of a building that 
does not attract Capital Allowances, valuable tax relief may be lost if the 
refurbishment expenditure is not analysed for tax before the accounts are 
finalised. If the refurbishment expenditure is incurred by a property 
business, the deferred revenue expenditure will only be allowed for tax 
when the property is sold. 
 
Finally, it should always be borne in mind that when 100% Capital 
Allowances are available, it will be more beneficial to capitalise plant and 
machinery expenditure. Furthermore, the expenditure may be deemed to 
be capital expenditure by tax law. The analysis of refurbishment 
expenditure for tax purposes involves several highly complicated issues 
and as usual, the services of a specialist consultant should add value for 
the taxpayer.  
 
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. 


